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1) brokerage firms significantly inflate recommendations; 2) regional
firms significantly inflate recommendations, compared to national firms;
3) brokerage firms’ recommendations, compared to nonbrokerage firms’
recommendations, are less credible and less predictive of future stock
performance; 4) national firms have more reputational capital, and
therefore, their recommendations are more predictive of investment
performance than the regional brokerage firms’ recommendations.

W This paper studies the effect agency costs in thaique production environment to the level of the
investment industry have on the level and thecommendation, our study performs both ex-ante and
performance of analysts’ investment recommendatiorex-post analyses. Our study is closely related to the
We compiled a sample of 15,653 recommendations bterature which has morgenerally investigated
1,257 corporations for which each corporation is jointlggent/principal relationshipsParallel to the
followed by national brokerage, regional brokerageelationship between the decision-making managers
and non-brokerage firm analysts. We compare thého are characterized as agents for the stockholders
strength of the recommendations and the ability of thethe corporate form of organization, analysts make
recommendations to predict investment performanceecommendations asgentsfor the investors. Our

Prior research on analysts r_ecommendatlons h@ﬁestment advisors to create abnormal returns, see Diefenback
focused considerable attention on ex-post stogkg72); Logue and Tuttle (1973); Cheney (1970): Bjerring,
performance. Notable contributions can be found lmkonishok, and Vermaelen (1983); and Bower and Bower
Elton, Gruber, and Grossman (1986), andin particulé%,ggl)- For those studies that explore whether Value Line

. . recommendations (which can be considered “independent”
a recent article by Womack (1996)in relating the recommendations) lead to abnormal returns, see Black (1971);

Kaplan and Weil (1973); Copeland and Mayers (1982); Stickel

Earlier versions of this_pa_per were presented at the 19_%?985); Huberman and Kandel (1987, 1990); and Affleck-
Eastern Finance Association Meeting, the 1996 Financi raves and Mendenhall (1992).

Management Association Meeting, and the 1997 Pacific Basggee Jensen and Meckling (1976) on the manager/outside
Economics, Finance, a'n(_j Business Conferencc_e. The aumgﬁ%reholders relationship; Leland (1978) on the mineral owner/
agknowled_ge the beneflglal comments from Claire Cru_mhleg’xtractor relationship; Weitzman (1980) on the government/

Michael Pinegar, the Editors, and two anonymous reviewerSontractor relationship; Stiglitz (1975, 1974) and Harris and

For clarity and consistency, we shall use the term “firm” t®Raviv (1978) on the employer/employee relationship; Baron

refer to the entity that produced the recommendation arfi982) on the issuer/investment banker relationship; Brickley,

“corporation,” or occasionally “company,” to refer to theDark, and Weisbach (1991) on the franchisor/franchisee
organization that is being analyzed. relationship, and Starks (1987) on the investor/investment
2For other studies that explore the ability of individuakhdvisor relationship.
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study investigates how this principal/agent jeopardizing business with a corporate-finance
relationship in the investment industry may be client... While his boss stood up for him, Mr. Sidoti
influenced by the production environment. says in the end the report wasn't issued.” (See
From an economic perspective, brokerage firms Schultz, 1990.)
perform an important service by assisting corporations
in raising funds. They do this by purchasing either An additional article irEuromoneyCelarier, 1996)
equity or debt securities from the corporation and, offers an equally inspiring example: “After 15 years
turn, reselling the securities to individual andpent working as a Wall Street analyst, ‘the tremendous
institutional investors. A second primary task of theonflict of interest’ Joyce Albers felt between her
brokerage firm is tofacilitate the transfer of responsibility to investors and the demands of her
seasoned securities between investors. In suppfimn’s investment banking clients finally convinced her
of this activity, brokerage firms employ researclto leave. Although Albers was a top-rated analyst at
analysts. The objective of their work seems quitéS First Boston, covering pharmaceutical and
simple: to identify undervalued or overvalued stocksealthcare companies, she claims much of her time was
for the benefit of investors. However, if thisspent following a handful of companies that were the
objective is not embraced, then agency costs occfirm’s banking clients ... Albers switched last year to
The simplest illustration of the source of thishe buy side and now works as an analyst for the US
agency problem (of why this objective may not bimstitutional investment firm Deerfield Management,
embraced) is the pressure the brokerage firm masere she views Wall Street research with a healthy
feel to inflate research recommendations in order timse of skepticism.”
capture underwriting business. A number of articlesThese stories illustrate the existence of agency
in the Wall Street Journaillustrate thisissue by problems in the investment community; however, the
referencing some insightful examples: academic literature has produced relatively limited
work in addressing these issues. Pratt (1993), Dugar
1)“After Mr. Salem (a former bank analyst atand Nathan (1995), Michaely and Womack (1997), and
PrudentialSecurities Inc.) wrote a series ofLin and McNichols (1993, 1997) are exceptions. Pratt
negative reports on Citicorp in 1992, Prudentigll993) recognizes the potential conflict of interest for
executives became frustrated that the firnhe brokerage firm. In effect, Pratt contends that sell
couldn’t win lead-manager status on assetecommendations may harm a brokerage firm’s
backed bond deals by Citicorp, timation’s investment banking relationships, and, thus, they are
biggest bank and an active asset-backed issuarsually discouraged by the firm’s investment bankers.
(See Siconolfi, 1995.) Dugar and Nathan (1995) investigate investment
recommendations by sell-side analysts. Sell-side
2) “The pressure tatay positive is most intenseanalysts are those who are employed by brokerage
for analysts whose firms have investmenfirms that sell stock in the primary or secondary market.
banking business with the issuer—or wanthey do not include non-brokerage firm (buy-side)
some. Dean \ter, Discover & Co. analyst Patrickrecommendations in their sample. Their results compare
McCormack had a buy rating on Kmart Corp laghe recommendations of sell-side analysts of brokerage
year (1994) when its stock was trading in the lofirms who have underwriting relationships with the
20s. As Kmart stock tumbled into the teens, Mcorporation being analyzed to the recommendations
McCormack slightly ratcheted down his rating budf sell-side analysts of brokerage firms who do not
steadfastly refused to issue his firm’s lowediave underwriting relationships with the corporation
recommendation. During this period, Dean Witteloeing analyzed. In a sate of 250 corporations, they
won a coveted co-manager role in underwriting find significantly more optimistic recommendations
$503.5 million initial public offering of Kmart’s given by the analysts who work for investment
OfficeMax Inc., ... Days after the OfficeMax IPObanking firms that have underwriting relationships
settled, Mr. McCormack lowered his rating on Kmanvith the corporation. Howevethey do not find
to swap—his firm’s lowest—and an euphemism fagignificant differences in post-recommendation
sell.” (See Siconolfi, 1995.) investment performance between the two analyst
groups. Similarly, Lin and McNichols (1993, 1997)
3) “Peter Sidoti, former health-care analyst at Drexalkeport that analysts offer more favorable earning
Burnham Lambert Inc., recalls the fireworks wheforecasts and recommendations on companies that are
he wrote a negative report about one of the firmisnderwriting clients (seasoned issues) to their
investment-banking clients. The corporate-finanderokerage firm. Michaely and Womack (1997) examine
department went to Mike Milken, who called umnalysts’ recommendations of 391 initial public
the research director and gave him hell foofferings (IPOs) in 1990 and 1991. They show that
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underwriters’ buy recommendations of their owand regional brokerage firms may feel pressure to
underwritings perform poorly, as compared tinflate recommendations, the tendency to inflate
recommendations by non-underwriters, prior to, at tilecommendations may be offset by the brokerage firm's
time of, and subsequent to the recommendation datencern for the value of their reputation capital, which
They attribute this finding to conflict-of-interest biasis partly dependent upon delivering an unbiased
Our study differs from these earlier research studiesrzestment research productf national brokerage
in four important respects. First, we compare brokerafjems have relatively more reputational capital at stake,
(sell-side) to non-brokerage (buy-side) researabe may find their recommendations to be less biased
environments. The Lin and McNichols (1993, 1997}han the recommendations of the regional brokerage
Michaely and Womack (1997), and Dugar and Nathdinms.” Non-brokerage firms, which operate on the buy
(1995) papers focus on the sell-side firms. Second, wiele, do not feel the same pressure as the brokerage
investigate the sensitivity of the bias across thrdiems to inflate recommendations. Third, to investigate
categories of analyst recommendations. According fiorther both the conflict-of-interest hypothesis and
the Analyst’s Consensus Estimates (ACE) databaske reputational-capital hypothesis, we assess the
the institutions or environments through whiclability of the three research environments to predict
research is generated can be categorized into thieeestment performance. This is particularly important
classes: national brokerage firms, regional brokeragelight of the insignificant findings of Dugar and
firms, and non-brokerage firnfsEach institution Nathan concerning investment performance for their
presents alternative research environments asample of brokerage firms. Fourth, our study utilizes a
principal/agent relationships. National and regionabnsiderably larger data set (with 1,257 firms and 15,673
brokerage firms, which both advise investors on whiadecommendations) than others have employed.
stocks to buy/sell and underwrite corporate bonds/Our paper contributes to the existing literature
stocks, may feel pressure to inflate recommendatiotigough the investigation of how agency problems in
in an effort to align themselves with the corporatiothe investment industry vary across three different
and its management in the hope of receivingsearch production environments. Our results show
underwriting contract&Moreover, while the national that significant differences do exist. First, regional and
national brokerage firms, which have conflicts of

“Compustat defines national securities firms as those conductifit€rest emerging from their activities in both
a securities business throughout the nation, such as Mertihderwriting securities and making investment

Lynch and Salomon Smith Barney. Regional securities f””}?ecommendations, tend to produce more optimistic

are those congcting a securities business in a specific regio . .
of the country (e.g.. Dain Bosworth in the Midwest an(Eecommendatlons than non-brokerage firms. Second,

Pacific Northwest and Robert W. Baird & Co. in thef€gional brokerage firms, which have less reputational

Midwest). Non-brokerageesearch firms do not operate on
the sell side (e.g., Abraham & Sons and Bhirud Associates)ze of a corporation is also included as a control variable
Nelson’s Directory of Investment Researghrovides a listing supports our main hypothesis.

of brokerage firms, divided into national and regional, anéEconomists have long considered reputations to be private
non-brokerage research firms. devices which assure contract performance (Hayek, 1948).
SAnother possible source of pressure on analysts to repdier a theoretical exposition on the importance of reputational
positive recommendations emerges from the trading operatioapital, see Klein and Leffler (1981). Our argument is also
of the brokerage firm. Simply stated, it is understood to bgonsistent with the empirical findings of Carter and Manaster
easier to market securities that have a higher rating beca($890), in which prestigious underwriters, to maintain their
every investor can respond to a buy recommendation but onlgputation, only market IPOs of low-dispersion firms.
the investors that are holding the particular stock can respo@@nsequently, a significant negative relationship is found
to sell recommendations (Lakonishok and Maberly, 1990pbetween prestige and the magnitude of IPO price run-up.
Consequently, analysts may inflate recommendations in ordd@rhe authors interviewed two equity analysts during our
to generate more commissions. Support for this explanatidmvestigation of the significance of any differences between
is found in theliterature. However, there are reasons whyhe environments. The first analyst worked for a regional
the agency issue associated with the role of brokerage firlagokerage firm and subsequently in a money management
in both underwriting and recommending securities iposition. His opinion was simply that the regional brokerage
important. First, Lin and McNichols (1993, 1997) andirms have to “try harder” to get the corporate finance business.
Michaely and Womack (1997) find that brokerage firmJhe second analyst, who worked for a national brokerage firm
that have underwriting relationships with corporations das an analyst andow is in a management position at a
issue more favorable anadgs. This finding can not be regional brokerage firm, echoed similar sentiments. As a
explained by the desire to generate more commissions. Secoflutther investigation into the issue of the relative
if generating more commissions were the sole motivation, theportance of reputational capital for regional as compared
size of the corporation would explain the variations in thto national firms, the authors used Nelsom&ectory of
recommendations, but not the research environment (e.¢nvestment Researcto classify brokeage firms as national
national vs. regional brokerage firms). This is because stoc&s regional. Then reputational capital rankings were assigned
of larger corporations normally are more heavily traded. Theased upon the paper by Carter, Dark, and Singh (1998). The
fact that we find that the research environment is a dominar@sults show that the national brokerage firms have significantly
explanatory variable in an ordered-logistic analysis where tlggeater reputational capital.
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capital to protect, tend to inflate their recommendations more credible and, therefore, offer better predictive
as compared to national brokerage firms. Third, we ability than comparablecommendations generated
find a greater tendency for non-brokerage firm by brokerage firms. We expect post-recommendation
recommendations to predict investment performance stock performance to be more closely related to the
accurately than either the national or regional brokerage non-brokerage recommendations.
firm recommendations. Fourth, we find that national
brokerage recommendations are more credible and;lypothesis 3 (Reputational-Capital Hypothesis—
therefore, more capable of predicting investment Ex-Ante Test)Due to varying degrees of allegiance
performance than recommendations made by the to the corporation and varying levels of reputational
regional brokerage firms. capital, we expect the recommendationade by
The rest of the paper is organized as follows. Section | national brokerage firms and regional brokerage
discusses the data sources and methodology. Section llfirms to differ. Because national brokerage firms
reports descriptive statistics, contingency tables, have more reputational capital to protect, we expect
univariate analyses, and the results we obtained from national brokerage firm recommendations to be
ordered-logistic and ordinary-least-squares (OLS) more conservative as compared to regional
regression analyses. Section Il provides our conclusions. brokerage firm recommendations.

Hypothesis 4 (Reputational-Capital Hypothesis—
Ex-Post Test)Because the national brokerage
firms have more reputational capital to protect, we

t expect their recommendations to be more credible

than regional brokerage recommendations and,

therefore, to exhibit better investment performance

|. Data Sources and Methodology

We gathered the sample of firms employed in this
study from the ACE database produced by Compusta
for December 1994. The tape provides information on
4,547 companies, more than 2,300 analysts, and more e -
than 200 brokerage and non-brokerage firms. However, predictive ability.
to be included in our study, sample firms were also ) )
required to have financial data available on the We test t_hesg hypothese_s using contmgenpy
Compustat and the CRSP databases. Moreover,tﬂples’_ unlvarlafte analysis, ordered-loglst_lc
order to reduce potential problems associated witf9ression analy_S|s, and OLS regression analysis.
market segmentation, we further limit the sample 1%‘“9'0}“”9 contingency tables and chi-squared
those companies that are followed by all three typégat's'“cs' we test for dxend.ence between the
of firms & This resulted in a sample of 1,257 companiecﬁre,ngth of the recom.mendatlons and the. type of
and 15,673 recommendatiohs. environment out of which the recommendations are

To study the significance of the principal/agerﬁenerawd' Simple, univariate analyses allow us to

problem in the investment industry, we investigate fogPMmpare the recommendations and to compare the

hypotheses: predictive ability of the recommendations across the
three research environments.

Hypothesis 1 (Conflict-of-Interest Hypothesis—Ex- We employ ordered-lagtic regression ana]ysis to
Ante Test) Due to the conflict of interest model the strength of the recommendations as a

resulting from brokerage firms both underwritinéumt'on of the research environment and various

securities for companies and making investmeﬁf)ntrOI variables. Greenel§97) .reports th.'s
recommendatins to investors, we expect thénethodology to be popular for analyzing bond ratings.

recommendations made by both national brokera Qe ordered—recommendatipn \_/ariable, REC, takes on
e values 1, 2, or 3 to signify sell, hold, or buy

firms and regional brokerage firms to be more'™ i
optimistic than those made by non-brokerage firm@Pinions. The parameters of the model are estimated
using an iteratively reweighted least-squares algorithm

Hypothesis 2 (Cdiict-of-Interest Hypothesis—Ex- (SAS, 1991). Theariables included in the logistic

Post Test)in the absence of a conflict of interest, Wénodel are ChPSe” ba;ed upon a stgpwlsg selection
expect non-brokeragam recommendations to beprocedure using a chi-squared statistic with a 0.05
level of confidence for botlantry and retention of a

8Market £gmentation means that national brokerage firmé’,a“abIe in the model. Our second multivariate

regional brokerage firms, and non-brokerage firms magnethodology employs simple OLS regression to study
each tend to fdbw particular segments of the market.
Consequently, differences in recommendations could result frofiwe employed an ordered-logis analysis because, although
this market segmentation. the dependent variable is discrete, the multinomial logit
°The ACE database reports recommendations by compamypdel fails to account for the ordinahture of the dependent
but we wrote a program to reshape the data so that individuadriable (see Zavonia and McElvey, 1975, and Marcus and
recommendations could be studied. Greene, 1985).
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the performance of the investment recommendations.

A. The Variables DUMREG

To conduct these various univariate and multivariate
analyses, we defined the following variables and
obtained/derived the information to calculate them
from the ACE, Compustat, and CRSP tapes:

21
0 otherwise;

= dummy variable which takes on the
value 1 if aregional brokerage
firm generated the recommendation
and 0 otherwise;

DUMNON = dummy variable which takes on the
REC = adiscrete ordering variable set value 1 if a non-brokerage flr_m
equal to 3 for a buy, 2 for a hold, or georlﬁgarueg;hzazcommendatlon and
1 for a sell; K
RECnat = aiscrete variable for investment PERF =Sharpe perfor_ma_npe measure (ie.,
recommendations made by national reward-to-variability ratio)which
brokerage firms; it is equal to 3 for is calculated as.a) the difference
a buy, 2 for a hold, or 1 for a sell; between the Qally post-
recommendation return on the
RECreg = aiscrete variable for investment stock and the daily n;k-free rate over
recommendations made by regional the three-month penqd_ from 12/15/
brokerage firms; it is equal to 3 for 94 through 3/15/9.5 qm‘Ed by b)
a buy, 2 for a hold, or 1 for a sell; the Sta‘d‘f’“d deV|at|_0n .Of the
return series. The daily risk-free rate
RECnon = aliscrete variable for investment is the 3-month T-bill yield.
recommendations made by non- B. Data
brokerage firms; itis equal to 3 for
a buy, 2 for a hold, or 1 for a sell; REC is a discrete variable that quantifies the strength
of the investment recommendations: 3 represents a
DIFFnat-reg =RECnat RECreg; wher@EC buy, 2 represents a hold, and 1 represents a sell. RECnat,
represents mean value of REC; RECreg, and RECnon are similarly defined for
subsamples of the recommendations provided by the
DIFFreg-non =RECreg RECnon; national brokerage firms, the regional brokerage firms,
and the non-brokerage firms, respectively. The growth
DIFFnat-non =RECnat RECnon; rate (G) is obtained from the ACE database where it
represents analysts’ consensus forecast of the
G = analysts’ earnings growth rate  earnings growth rate. The PE variable, also taken from
forecast; the ACE database, is analysts’ consensus forecasted
PE ratio where price is the stock price per share and
BETA = beta of the firm’s common stock; earnings is the forecasted earnings per share. PEIA is
the difference between the firm’s PE ratio and the
DIV = dividend yield on the stock; industry PE ratio, which is defined for the two-digit
SIC codes for the 1,257 firms in the sample. We
NUM = number of analysts following the estimated beta for each stock by employing a standard
company; market model using daily CRSP data from December
31, 1993 through December 31, 1994. We calculate the
PE = analyst’s forecasted PE ratio; dividend yield (DIV) by dividing the annual dividend
by the market price of the company’s common stock.
PEIA = analyst'’s forecasted PE ratio minusVe calculated the MVBV variable by dividing the
industry average PE; market price of the stock by the book value of
shareholders’ equity. Total assets, dividends, market
MVBV = ratio of themarket value of equity share price, shares outstandiragnd book value of
to the bok value of equity; equity were taken from the Compustat tapes as of
December 31, 1994. We employ ACE’s definition of
DUMNAT = dummy variable which takes on thenational, regional, and non-brokerage firms.

value 1 if a national brokerage firmNational brokerage firms have offices throughout
generated the recommendation anthe country. Regional brokerage firms haveadé
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within a specific region of the country. Non-control for systematic preferences by analysts toward
brokerage firms do not work on the sell side. PERfarticular industries.
represents a performance measure, which we use tothe ordered-logistic model with all possible
compare the credibility ofhe recommendations explanatory variablegan therefore be represented as:
across the different production environments.

Probability (REC 4,2,3)
C. Methodology =f(G, DIV, BETA, PEIA, MVBY,
NUM, DUMREG, DUMNON,

To test Hypotheses 1 and 3 (ex-ante analysis), we Industry Dummy Variables) (1)

select possiblexplanatory variable$or inclusion

in the ordered-logistic analysis based upon t%e .
factors considered in our discussion of the agen fcause DUMNAT isleft out as the reference

. . . riable in Equation (1), Hypothesis 1 would be
problem in the inestment industry and a survey Oﬁ ported if the coeftient of DUMNON is negative

investment valuation models. To measure the agenc L . .
9 d significant; Hypothesis 3 would be supported if

problems, we define dummy variables that capture tﬁwe coefficient of DUMREG is positive and significant.

environmental effects: DUMNAT is equal to 1 if the th 5 and 4 that th dibility of th

recommendation is generated by a national brokera é—lypo ezef_ and < argue dab t(I: Creb.l'.tl Ity N d'et

firm and O otherwise; DUMREG is equal to 1 if th commendations, as measured by the abllity to predic
éhe post-recommendation stock returns, is a function

recommendation igenerated by a regional brokerag fth ) t out of which th dati
firm and O otherwise; and DUMNON is equal to 1 ip! the environment out ot which the recommendations

the recommendation is generated by a nof:® g_enelratct)elt_j.STo perfqrm tth's e)((j—plc;f]t ana]!yS|s, we
brokerage firm and O otherwise. VEéso consider use simple regressions to model the performance

additional investment valuation variables in the mod&]c2sure- If non-brokerage firms produce more credible

as control variables. These variables are based uﬁgﬁommendatlons than brokerage firms, then the

three popular models that have been suggested'%eStmem performance should be more closely related

structure investment analysis: the discounted dividein)%the recommendations of non-brokerage firms than

model (DDM), the PE ratio model (PEM), and th rokerage firms. If national bkerage firms have

market-value-to-book-value ratio model (MVBVM)_reIativer more reputational capital to protect, then
Using the DDM, the explanatory variables mayinclud\ge.may observe Ies_s biased recoemdations by
%tlonal brokerage firm analysts as compared to

the analysts’ consensus growth forecast (G), the rigR"! | lvst d tl i
surrogate (BETA), and the dividend yield (DIW). regional ana ys's ant, consequenty, a superior

Alternatively, using the PE ratio model (PEM) aﬁmpredictive ability for the national brokerage firm
' ' recommendations. We uses®ries of dummy

with a low PE ratio relative to the industry average . bles t the st th and th ¢
may be considered to be undervalued. A thirﬁ1r|a €s 1o measure the strength an € source o

competing model to the DDM and the PEM is th e recommendations. For example, we define

market-value-to-book-value ratio model (MVBVM). UYNAT to be equal to 1 if the r.ecommendatlon
as a buy and the recommendation was generated

Fama and French (1992) conjecture that the markgy . . :
. . a national brokerage firm; otherwise, BUYNAT
lue-to-book-val tio pl tant T ’ .
value-to-book-value ratio plays a more important ro equal to 0. Also, SELLNAT is equal to 1 if the

in determining security returns than systematic risk . ;
Finally, the model includes NUM, which is defined agecommendatlon was a sgll and the recomrr_lendatlon
the number of analysts providing recommendatioNs> genera'ged by a national brokerage firm. In a
per company, and industry dummy variables, Whic%Imllar faSh'O.n’ HOLDNAT corresponds _to hold
commendations by national brokerage firms, and

R .. . I
are defined by two-digit SIC codes. The variable NU
offers a measure of the amount of information in UEUYREG’ HOLDREG, SELLREG, BUYNON,

OLDNON, and SELLNON are defined similarly for

market on a particular company and tests for t . | brok fi dati df
possibility that recommendations are influenced gy 3'ona’ brokerage firm recommendations and tor

“herd” effects, where a positive recommendation bﬁoz-b{;?fl;?rrr?agfcgrmorséoi;nmendatlonsolnT sample.
one analyst results in more positive recommendatio Q P

by other analyst¥ The industry dummy variables PERF =f (BUYNAT, SELLNAT, BUYREG, SELLREG,

BUYNON, SELLNON) 2)

I\We are not explicitly estimating intrinsic values of stocks in
the regression analysis. Rather, we are examining, for example,
other things held constant, if a higher-growth-rate firm is Because HOLDNAT, HOLDREG and HOLDNON are

preferred over a lower-growth-rate firm. . left out of the models, the parameter estimates for the
Because the number of analysts is highly correlated with firm

size p = 0.75), the variable NUM also reflects some of the

size effect. We employ the variable NUM because we believet change when NUM was replaced by a size measure (the

it is more informative than the size variable. Our results didgarithm of the market value of equity).
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dummy variables can be compared to a hotlte strength of the recommendations. Each cell reports
recommendation. Stronger parameter estimates for thith the raw number of recommendations and the
non-brokerage firm dummy variables (BUYNON andrequency of each recommendation by type of
SELLNON) and weaker parameter estimates for thwokerage or non-bkerage firm. For example, national
national and regional brokerage firm dummy variabldsokerage firms have made 3,671 buy recommendations,
(BUYNAT, SELLNAT, BUYREG and SELLREG) would which comprise 51.02% of their total recommendations.
furnish support for Hypothesis'2Stronger parameter Theanalysis suggests that differences do exist among
estimates for the national brokerage firm dummthe three classes of firms. The chi-square statistic,
variables (BUYNAT and SELLNAT) and weakerwhich tests for the relationship between the strength
parameter estimates for the regional brokerage firof the recommendation and the type of firm making
dummy variables (BUYREG and SELLREG) wouldhe recommendation, is 420.88, which is significant at
furnish support for Hypothesis 4. the 0.001 level®* Moreover, through a casual analysis
of individual cells in the table, the source of the
dependency emerges. For example, for “buy”
recommendations, both national brokerage firms
(51.02%) and regional brokerage firms (59.41%) have a
higher percentage of their recommendations in this
A. Descriptive Statistics and Univariate category than non-brokerage firms (39.82%). Similarly,
Analysis for “sell” recommendations, both national brokerage
firms (2.99%) and regional brokerage firms (2.55%) have
We performed various univariate tests of oug |ower percentage of their recommendations in this
hypotheses. Table 1 presents descriptive statistiggtegory than non-brokerage firms (9.24%). This
Table 2 provides a contingency table, and Tablesgggests that differential agency problems may exist
contains simple univariate analyses of thgetween the brokerage firms and the non-brokerage
classification variable, REC, and the performanagms with the non-brokerage firms furnishing more
measure, PERF. Table 1 reports the mean, standag@servative recommendations. This finding supports
deviation, minimum value, and maximum value ofiypothesis 1. In relating national brokerage firms to
the variables described in Section I. The quantifiae@gional brokerage firms, we find little difference in
recommendation variable (REC) has a mean of 2.4% frequency of their “sell” recommendations (2.99%
with a standard deviation of 0.57. Since the RE{s. 2.55%). However, larger differences exist in their
value for a “hold” recommendation is 2, a mean REuy” recommendations (51.02% vs. 59.41%). These
of 2.49 suggests more favorable recommendatiopgeliminary resultsuggest that national brokerage firms
than unfavorable recommendations. This igffer more enservative recommendations than regional

consistent with prior studies that find that brokeraggrokerage firms, which supports Hypothesis 3.
firms tend to make more buy recommendations thanin Table 3 Panels A and B, we report the results of

sell recommendations. The average beta is 1.13 witRivariate tests to determine whether:
a standard deviation of 0.54. The aage number of

analysts per company is 16.70, with a standardl) RECnat, RECreg, and RECnon are significantly
deviation of 7.69. The dividend yleld for the average (different from each other. DIFFreg-nat measures
firmis 2.46%; the average market-value-to-book-value the difference betweeRECreg andRECnat;
ratio is 2.60; the average forecasted growth rate is p|FFreg-non measures the difference between
13.24%; and the average industry-adjusted PE ratio is RECreg andRECnon; and DIFFnat-non measures
-2.84!* Over the ex-post analysis period from December the difference betwedRECnat andRECnon.

15, 1994 to March 15, 1995, the Sharpe performance

measure has a mean level of 4.25. 2) Buy and sell recommendations exhibit differential

In Table 2, we report the results using a contingency performance across the three classes of firms
table. The rows of the table show the three different making them.

sources for the recommendations. The columns show

. In Table 3 Panel A, the mean values of the investment
BWomack (1996) found sell recommendations made bg/ dati iabl d v f
brokerage firms to be meaningful. Our analysis allows us to r gcommendation variable are reported separately for

test these findings. Because an agency problem tends to skew

the recommendation positively, a sell recommendation by th®Ve also developed contingency tables and chi-square tests
brokerage firm may in fact be credible and informative. using exhaustive two-level combinations of the environmental
The mean value of the industry-adjusted PE is not zeoategory (for example, we excluded the non-brokerage firm
because the industry-adjusted PE is defined over the samplecategory). In each of these tables, the dependency between
firms, and not all firms have the same number ofhe environment and the level of the recommendation is
recommendations. highly significant. The results are available from the authors.

[I. Empirical Results

This section reports the empirical results.
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Table 1. Descriptive Statistics

In this table, REC is a qualitative variable that measures the strength of the investment recommendation. REC equals 3 for
a buy, 2 for a hold, or 1 for a sell. BETA measures the systematic risk of a stock, NUM is the number of analysts per
company, DIV is the dividend yield, MVBV is the ratio of market-value-to-book-value of equity, G is the forecasted
growth rate of earnings, PE is the forecasted price-to-earnings ratio, PEIA is the industry-adjusted PE ratio, and PERF is
the Sharpe performance index.

Variable N Mean Std. Dev. Min. Max.
REC 15,653 2.49 0.57 1.00 3.00
BETA 15,653 1.13 0.54 -0.25 3.82
NUM 15,653 16.70 7.69 3.00 38.00
DIV 15,653 0.02 0.02 0.00 0.12
MVBV 15,653 2.60 4.68 -110.00 65.80
G 15,653 13.24 6.60 -2.00 56.00
PE 15,653 15.74 67.35 -477.08 2,238.00
PEIA 15,653 -2.84 65.08 -521.00 2,102.00
PERF 15,653 4.25 6.17 -25.72 28.48

Table 2. Contingency Table—Environment by Recommendation

This table reports the recommendations made by securities analysts at each type of firm in our sample. For example,
national brokerage firms made 3,671 “buy” recommendations. The respective percentages of buy, hold, and sell
recommendations are reported below the raw numbers. For example, national brokerage firms reported 51.02% of their
recommendations as “buy”. The chi-square statistic measures the relationship between the environment (national brokerage
firm, regional brokerage firm, or non-brokerage firm) and the strength of the recommendations (buy, hold, or sell).

Frequency (Percentage) BUY HOLD SELL
National Brokerage 3,671 3,309 215
(51.02%) (45.99%) (2.99%)
Regional Brokerage 3,733 2,390 160
(59.41%) (38.04%) (2.55%)
Non-Brokerage 866 1,108 201
(39.82%) (50.94%) (9.24%)

the national brokerage, regional brokerage, and nofherefore, we find that agency costs vary across the
brokerage firms. For the 7,195 national brokeraghree types of firms. The sign and magnitude of the
recommendations, the mean value of REC is 2.48@EC variables support the notion that securities
For the regional brokerage firms, the mean value tfcommended by regional brokerage firms receive the
REC is 2.5687. For the non-brokerage firms, the meatrongest ratings followed by national brokerage firms
value is 2.3057 Since both DIFFreg-non and DIFFnatand finally non-brokerage firms. The results reported
non are significantly positive, recommendationsn Table 3 Panel A continue to be supportive of
generated by non-brokeragerms are more Hypotheses 1 and 3.
conservative than those provided the national In Table 3 Panel B, we find that buy
and regional brokerage firms. Moreover, DIFFreg-naécommendations outperform sell recommendations
is positive and significantly different from zero, whichwhen the full sample is tested. Buy recommendations
shows that, on average, recommendations by regiohalve a higher Sharpe performance measure (PERF).
brokerage firms are significantly more optimistic thainterestingly, when weseparately measure the
recommendations by national brokerage firmglifferential buy/sell perfanance for the three classes
oTh o f firms, we find that the non-brokerage firms have the
e mean of RECnon is significantly greater than 2 (a ho

recommendation), which could be due to the optimism in thetrongest ability to predict differential performance.
market during this time period. Their PERF differential is 2.08, which is significantly
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Table 3. Comparison of Recommendations Across Production Environments

In this table, REC is a qualitative variable measuring the strength of the investment recommendation. REC is 3 for a buy,
2 for a hold, or 1 for a sell. RECnat, RECreg, and RECnon are measures of the strength of recommendations for the
subsamples of recommendations made by national brokerage firms, regional brokerage firms, and non-brokerage firms.
DIFFreg-nat tests for the difference between recommendations made by regional and national brokerage firms. Similar
tests are performed using DIFFnat-non and DIFFreg-non. t-tests for REC, RECnat, RECreg, and RECnon determine
whether the variable differs significantly from 2 (a “hold” recommendation) while t-tests for DIFFreg-nat, DIFFreg-non,
and DIFFnat-non determine whether the variable is significantly different from zero.

Panel A. Comparison of the Strength of the Recommendations Across Production Environments

Variable N Mean Std. Dev. t-Statistic p-Value
REC 15,653 2.4897 0.5704 108.12*** 0.00
RECnat 7,195 2.4803 0.5563 73.25%** 0.00
RECreg 6,283 2.5687 0.5443 82.82*** 0.00
RECnon 2,175 2.3057 0.6303 22.62%** 0.00
DIFFreg-nat e 0.0884 E— Q.29+ 0.00
DIFFreg-non e 0.2630 E— 18.62%* 0.00
DIFFnat-non — 0.1746  — 12.42%* 0.00

This panel of the table offers a comparison of the performance (PERF) of buy and sell recommendations across the three
analyst categories. PERF is the Sharpe performance measure; BUY and SELL represent portfolios of buy and sell
recommendations by analyst category—national brokerage analysts, regional brokerage analysts, and non-brokerage analysts.
t-statistics test for the difference between the mean performance of the buy and sell recommendations for a given category
of analyst.

Panel B. Comparison of the Performance of Recommendations Across Production Environments

Category BUY SELL DIFF t-Statistic
ALL 4.3035 3.2044 1.0991 4,04+
National 4.2717 3.2032 1.0685 2.44%x*
Regional 4.2321 3.8888 0.3433 0.67
Non-brokerage 4.7458 2.6609 2.0849 4 .25%+*

***Significant at the 0.01 level.

differentfrom zero at the 0.01 level. The nationabptimistic and less credible at predicting investment
brokerage firm recommendations have the neperformance than the recommendations of non-
strongest ability to distinguish performance. Thebrokerage firms. 2) Due to the relative levels of
PERF differential is 1.07, which is statisticallyreputational capital, the recommendations of regional
significant at the 0.01 level. The regionabrokerage firms are more optimistic and less credible
recommendations have the weakest ability tat predicting investment performance than the
distinguish peformance with differentials betweenrecommendations of national brokerage firms. These
buy and sell recommendations that are insignificanttonclusions, however, are based upon univariate
different from zero at the 0.10 level. analyses, which do not allow for the proper control of
Overall, the results presented in Table 3 Panel A aather variables. In the next section, we use multivariate
Table 3 Panel B support Hypotheses 1 through 4, whidthniques to test Hypotheses 1 through 4 further.
in turn are consistent with the conclusions reached
earlier based upon the contingency table. T® Multivariate Analysis: Ordered-Logistic
summarize, our results support two arguments. 1) Due Regression Analysis of Recommendations
to the conflict of interest between the research arm
and the corporate finance arm within brokerage firms,In this section, we test Hypotheses 1 and 3 (ex-ante
the recommendations of brokerage firms are moamalysis) employing ordered-logistic analysis. The
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results are reported in Tablé4. 1) the conflict of inérest that exists in brokerage
In the ordered-logistic analysis, we employed a firms that both underwrite securities for
stepwise procedure to select the best explanatory corporationsand make investment recom-
variables. We find that the forecasted growth rate (G), mendations for investors; and
the dividend yield (DIV), the number of analysts
(NUM), the environmental variables (DUMNAT, 2)the differences in themount of reputational capital
DUMREG, and DUMNON), and 15 industry dummy  between regional andational brokerage firms.
variables significantly enter the final model. Systematic
risk (BETA), P/E ratio (PEIA), and market-value-to- The results support Hypotheses 1 and 3, and this
book-value (MVBYV), however, are excluded from theonclusion is consistent with those derived from the
model as a result of the stepwise selection proceducentingency tables and the univariate analysis.
The positive signs for both G and NUM were
anticipated. The higher the forecasted growth rate, the Multivariate Analysis: OLS Regression
stronger the brokerage recommendations, which is Analysis of Recommendation Performance
consistent with the contention of the discounted

o L ) In the previous section, we obtained results
dividend model. The positive parameter estimate %r&pporting Hypothesis 1 and 3, which argues that

NUM is also consistent with a *herd" effect amonq., 5 1o recommendations by the brokerage firms are

analysts in which positive rgt_:ommendatlons b_y ong nificantly inflated as compared to those of non-
analyst encourage more positive recommendations |>9

. . okerage firms, and that regional firms produce
other_ analys_ts. The ne_ga_tlve sign for DIV may b ore optimistic recommendations than national
con5|ste_nt with marke_t-tlmmg arguments Where.h'g%'rokerage firms. However, it is of equal interest to
growth f|rm_s (Iow_d_|V|dend yield) are preferred if anstudy how well these ex-ante opinions predict ex-
up-market is anticipatett. Importantly, all agency ost stock performance. Therefore, in this section

variables are statistically significant at the 0.01 Iev%e test Hypotheses 2 and 4, which posit that non-
and have the expected signs. In Model 1, DUMNON rokerage firm recommendations are more credible

withheld as a reference group, and the parame fL . .
. .. than the brokerage firm recommendations, and that,
estimates on both DUMNAT and DUMREG are posmv8¢]e to reputational capital concerns, national

and significant, which shows that brokerage firms terj okerage firm recommendations are more credible

to make mo_re optimistic rec_ommendatlons than no Jan regional brokerage firm recommendations. We
brokerage firms. The magnitude of the parameter

) Iculate the post-recommendation stock per-
DUMREG (0.8918) is greater than that of DL.JMNA formance using the daily stock returns from

(0.63) indicating t.hat Tegiona' brokera_ge firms df')ecember 15, 1994 to March 15, 1995 (90 days in
produce more optimistic recommendations than tri!gtal). We chose December 15, 1994 as the beginning

national brokerage firms, other things held constant, o 'pacause the recommendations usesistudy

Similarly, by withholding DUMREG as the refereanNere released by Compustat on that date. We did not

group in Model 2, we fi_nd that national brokerage ﬁrn.qtsest longer-term performance because it might be
and non-brokerage firms make more conservatiVge, .o by recommendation revisions and/or other

recommendations than regional brokerage f'rmﬁeictors. The measure of performance we used is the

_Fmally, by W|thh_old|ng DUMNAT asa referer_1ce groul%harpe performance index (PERF), which adjusts for
in Model 3, we find that regional brokerage firms mak%e riskiness of the stock

more optimistic recommendations and non-brokerageIn Table 5, we report the results we obtained from
firms make less optimistic recommendations th '

4 odeling the investment performance of the 15,653
national brokerage firms. We attribute these diﬁerenc?@commgendations The rggressions control for’ the
in recommendations to: :

research environment through a series of dummy
"We also condued stepwise multiple discriminant analysis tovariables. For example, BUYNAT and SELLNAT control
determine which variables best discriminate among the thréer whether the recommendation was a buy or a sell

levels of recommendations. A variable is included in the modglnd whether it came from a national brokerage firm or
if it meets the 0.05 level of confidence using an F-test. Variables

that entered the final step function are: growth rate (G)”}nOther firm. BUYREG, SELLREG, BUYNON, and

dividend yield (DIV), systematic risk (BETA), and mostSELLNON are similarly defined for regional brokerage
importantly, environmental dummy variables (DUMNAT,
DUMREG, and/or DUMNON). These results are basically

consistent with those reported using the ordered-logisti®We also investigated the sensitivity of the ex-ante conclusions
regression analysis. to the chosen time period studied by pooling recommendations
8f an up-market is defined as “a period during which thesing the ACE recommendations released on December 15,
equity market earned a return exceeding the T-bill return’994 and on December 14, 199After controlling for the
1995 satisfies the definition. Of course, the ex-post outconwéfference in conditions between the two time periods using a
has little bearing on ex-ante expectations. dummy variable, we find results comparable to those in Table 4.
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Table 4. Stepwise Ordered-Logistic Regression Analysis Results

The following ordered-logistic regression models of individual analyst recommendations use an ordinal dependent variable
(REC) with three levels: buy, hold, and sell. A stepwise procedure was used to identify the variables in the model. G
measures forecasted growth rate; DIV is the dividend yield; and NUM is the number of analysts per company. To capture
agency effects, DUMNAT, DUMREG, and DUMNON are dummy variables representing recommendations made by
national brokerage firms, regional brokerage firms, and non-brokerage firms, respectively. A total of 15 industry dummies
are included in the models based upon the stepwise procedure. The intercept parameters and the parameters of the
industry dummies are not reported for ease of presentation, and are available from the authors. -2 Log L tests the joint
significance of all the parameters in the model. Wald statistics are reported below each parameter estimate.

Variable Model 1 Model 2 Model 3
G 0.0428 0.0428 0.0428
(139.95)*** (139.95)*** (139.95)***
DIV -11.5293 -11.5293 -11.5293
(133.93)*** (133.93)*** (133.93)***
NUM 0.0163 0.0163 0.0163
(51.03)*** (51.03)*** (51.03)***
DUMNAT 0.6300 -0.2619
(159.85)*** (53.18)***
DUMREG 0.8918 0.2619
(303.72)*** (53.81)***
DUMNON -0.8918 -0.6300
(303.72)*** (159.85)***
Industry Dummies Yes Yes Yes
-2 Log L 25,694 25,694 25,694
(1,409)*** (1,409)*** (1,409)***

***Significant at the 0.01 level.

firms and non-brokerage firms. In Model 1, BUYNATapplies to the selecommendations. The coefficient of
is positive but not statistically significant; SELLNATSELLNON (-1.6069) is greater in magnitude than those of
is negative and significant at the 0.01 level. Therefor8ELLNAT (-1.0645) and SELLREG (-0.3789). Overall,
the national brokerage firms seem credible with thetinerefore, Table 5 provides support for Hypothesis 2 to
sell recommendations in predicting weak performancte extent that theon-brokerage firm recommendations
however, their buy recommendations have littlare more credible and offer better predictive ability
explanatory power during the sample period. In Mod#ian the brokerage firm recommendations. Table 5 also
2, neither BUYREG nor SELLREG is statistically supports Hypothesis 4 to the extent that the national
significant at the 0.10 level, aBUYREG even has brokerage firm recommendations offer the ability to
the wrong sign. Therefore, the regional brokerageedict weak performance while the regional
firm recommendations are not credible, and thegcommendations offer neither the ability to predict
carry no explanatory power for eithbuy or sell weak nor strong performané¥This last conclusion is
recommendations during the sample period. In Modebnsistent with Womack’s (1996) that sell
3, both BUYNON and SELLNON are statisticallyrecommendations are more informative.
significant at the 0.05 level and have the right signs.Overall,the ex-post results reinforce the ex-ante results
Therefore, the non-brokerage firm recommendatioasd support the Conflict-of-Interest Hypothesis
are credible and capable of predicting both strong aftdypotheses 1 and 2) and the Reputational Capital
weak performance. Model 4 includes all the dumm
variables, and the results are consistent with the fi%‘f’e also employed total return as a performance measure
. . .. over a 90-day window. We obtain similar results to those
three models. In addition to the level of statisticabported in the paper. In order to control for possible
significance, the magnitude of the parameters is als&eroskedasticity, we also modified the variance/covariance
of interest. The fact that the coefficient of BUYNQNMatrix following the approach discussed in White (1980).

(O 4781) is greater than that of BUYNAT (0 0039) an&ery little difference emerges from these adjustments. The
’ 9 ’ test results are similar to those reported in the paper and the

BUYREG ('0-(_)356) SU_QQ_EStS a pecking order for bynciusions do not change. These additional results are
recommendation credibility. The same argument ala@ailable from the authors.
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Table 5. Estimation of OLS Regression Models of the Sharpe Performance Measure

In this table, the estimations are expressed as a function of individual analyst recommendations. Stock performance, as
measured by the Sharpe index, is explained as a function of the strength and the source of 15,653 analyst recommendations
for 1,257 companies. The Sharpe index is defined as 1) the daily stock return minus the daily risk-free rate on a three-
month treasury bill divided by 2) the standard deviation of the stock returns. The analyst recommendations are classified
into three categories: buy, hold, and sell. A series of nine dummy variables is created to test the possibility of agency
effects. For example, BUYNAT is equal to 1 if the recommendation was a buy and the recommendation was generated by
a national brokerage firm; BUYNAT is equal to O otherwise. BUYNON is equal to 1 if the recommendation was a buy and
the recommendation was generated by a non-brokerage firm; BUYNON is equal to O otherwise. HOLDNAT, HOLDREG
and HOLDNON, representing the hold recommendation, are withheld in each model to allow for estimation. The analysis
uses a sample of companies which are followed by all three classes of firms. t-statistics are provided beneath the parameter
estimates inside the parentheses.

Variable Model 1 Model 2 Model 3 Model 4
Intercept 4.2590 4.2573 4.2398 4.2678
(74.92)*** (74.85)*** (83.07)*** (57.13)***
BUYNAT 0.0126 _— _ 0.0039
(0.11) (0.03)
SELLNAT -1.0558 —_— —_— -1.0645
(-2.49)*** (-2.49)%*
BUYREG E— -0.0251 E— -0.0356
(-0.22) (-0.28)
SELLREG E— -0.3684 E— -0.3789
(-0.75) (-0.77)
BUYNON E— E— 0.5061 0.4781
(2.35)** (2.15)**
SELLNON — — -1.5789 -1.6069
(-3.61)*** (-3.64)***
R? (%) 0.04 0.00 0.12 0.16

***Significant at the 0.01 level.
**Significant at the 0.05 level.

Hypothesis (Hypotheses 3 and 4). Qasults are are also consistent with those of Lin and McNichols
similar to the results found in Michaely and Womack1l997), who find, for a sample of seasoned equity
(1997), who find that IPOs recommended by thetfferings, that lead and co-underwriter analysts’
underwriters underperform IPOs recommended gcommendations are more favorable than those of
nonunderwriterg! The results of our exrde analyses

significantly different from the coefficient estimate for
SELLREG (-0.6651).

2'We also investigated the sensitivity of the ex-post conclusions
to the time period chosen by pooling the recommendatiofi$iese results are consistent with those reported in the paper.
and performance measures using the ACE recommendatidnsessence, the buy recommendations of the non-brokerage
released on December 15, 1994 and on December 14, 19fifms are not contaminated by bias, and there is, therefore, a
After controlling for the difference in market conditionsstronger association between their buy recommendations and
between the two time periods using a dummy variable, we findvestment performance than is the case for the brokerage
in modelling the performance measure (PERF): firms. Moreover, the buy recommendations of the national
brokerage firms are influenced by reputational capital
1) the coefficient estimate for BUYNON (0.6513) isconsiderations, and there is, therefore, a stronger association
significantly greater than the coefficient estimate fobetween their buy recommendations and investment
BUYNAT (0.3681), which in turn is greater than theperformance than is the case for the regional brokerage firms.
coefficient estimate for BUYREG (0.2697); The lack of statistical significance found when comparing the
sell recommendations of the brokerage firms and non-
2) the coefficient estimate for SELLNON (-1.2358) is nobrokerage firms is consistent with the conclusions reached in
significantly different from the coefficient estimates forthe paper. The recommendation bias is skewed toward the buy
SELLNAT (-1.5888) and SELLREG (-0.6651); recommendations. In effect, this additional finding is also
consistent with Womack’s (1996) finding that sell
3) the coefficient estimate for SELLNAT (-1.5888) isrecommendations are more informative.
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unaffiliated analysts? relationship with the corporation in order to increase
their chances of capturing underwriting business
exhibit a bias in their invésment recommendations.
The agency problems associated with corporate
underwriting relationships are not a part of the
environment within which theon-brokerage
research firms operate.

[1l. Conclusion

This study investigates whether analyst
recommendations depend upon the type of institution
that makes the recommendation and, therefore, the
unique agency issues associated with each institution.
A sample of 1,257 companies was chosen in whictf
each sample company is jointly followed by analysts
from national brokerage firms, regional brokerage firms,
and non-brokerage firms. A total of 15,673
investment recommendations were identifiedthe
sample companies.

We employed a nutwmer of alternative
methodologies. We found that the recommendations
produced by both national brekage firms and

regional brokerage firms tend to be significantl i
more optimistic and less valuable in predictin aper supports our hypotheses, which, taken

future investment performance than those produc cbgether, make a case for th_e existence of agency
by non-brokerage firms in our sample. FurthermorB,rObIemS in the investment industry and call into
we found that the recommendations produced estion the dual role of brokerage firms in both
regional brokerage firms tend to be significantly morgsSung and_recomm_end!ng s.ecu.rltles. Th(_arefore, the
optimistic and less useful in predicting futures'[Udy has interesting implications forviestors,

investment performance than those generated B th institutional and individual, as well as regulatory
national brokerage firms. These results lead to t thorities. A recent National Association of Securities

important conclusions: Dealers _(NAS_D) warning against “spinning” of IPO
shares, in which investment banks allocate hot new
1) Brokerage firms that have an existing relationshiiocks to executives in an effort to gain underwriting
with a corporation or that wish to improve theibusiness, appears to echo our findirl§s.

) Regional brokerage firms, as compared to national
brokerage firms, have less reputational capital to
protect and, thus, have a greater tendency to align
themselves with the corporation in order to improve
their chances of capturing underwriting contracts.
They exhibit a greater optimistic bias in their
investment recommendations than national
brokerage firms.

Overall, the empirical evidence presented in this
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