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Investment Bank Collusion on Analyst Hype and Its Consequences

for Social Welfare in the Chinese IPO Market

SHAO Xinjian® HONG Junjie" and LIAO Jingchi®
(‘a: School of International Trade and Economics University of International Business and Economics;
b: Research Institution Shenzhen Stock Exchange)
Summary: U.S. IPO regulations stipulate an IPO quiet period extending from the SEC file date until the 25th or 40th
calendar day after listing during which analysts are restricted from issuing public reports on the firm undergoing the IPO.
In contrast the Chinese Securities Regulatory Commission ( CSRC) requires that the underwriting investment bank disclose
research reports on the investment value for IPO stocks to institutional investors participating in the IPO offline auction
process. In addition the CSRC never forbids unaffiliated analysts from issuing public reports on IPOs before listing. Are
analysts in China subject to severe conflicts of interest? How do analysts’ reports influence the offering price? What is the
interest distribution pattern that is shaped by analyst behavior in this context? The literature does not pay enough attention to
these questions.

Using unique research reports on the investment value of IPO stocks issued by underwriters this paper examines the
hyping behavior of analysts before an offering price is determined including its existence mechanism and consequences.
The main findings are as follows: (1) In the reports prepared for institutional investors bidding on the stocks the earnings
forecasted by the underwriter-affiliated analyst deviate positively from the real earnings. As a result the IPO valuation
based on this forecast is much higher than the aftermarket trading price. Similarly the IPO valuations from unaffiliated
analysts demonstrate high deviations from aftermarket prices. These findings imply that both kinds of analyst reports have
become tools to hype IPOs caused by the conflict of interest between underwriting and analyst research in investment
banks. (2) There is a well-developed reciprocal underwriting network in which investment banks form stable relationships
to collude on analyst reports for IPO valuations. A stronger relationship between two investment banks increases the
likelihood that analysts affiliated with one bank issue reports on the IPOs underwritten by the other bank and increases the
positive deviation of the recommended price from the underwriter’ s valuation. Analyst reputation is not able to mitigate this
kind of quid pro quo as the literature sometimes suggests. (3) The hyping by analysts promotes overly optimistic sentiments
by investors increasing their demand for IPOs and resulting in price bubbles. Thus the issuer raises more money than
expected and the underwriter profits from the increased spread. However hyped IPOs underperform in the aftermarket
implying that investors bear all of the losses.

Based on these conclusions we suggest that research reports on the investment value for IPO stocks made by
underwriters should be disclosed publicly so that the hyping behavior of analysts can be disciplined by the market. At
present these analyst reports are only available to institutional investors who participate in the offline pricing of IPOs
meaning that most retail investors are not allowed to read them. This opacity in the current system allows underwriters to
avoid responsibility for the negative effects of their reports. We suggest that the whole report should be included in the
formal TPO prospectus as a legally required document so that all investors including retail investors have access to the
report. The supervision and pressure from these investors and the market should help to limit the hyping behavior of
underwriters and their analysts.

This paper makes three contributions to the literature. First the evidence that analyst hyping can influence investor
sentiment refutes the usual premise in theoretical models of IPOs that investor sentiment is exogenously determined. We
show one way in which investor sentiment is endogenously determined. Second the network collusion hypothesis extends
the literature on the behavior of unaffiliated analysts. Third we identify clearly individual investors as the losers in the
process of IPO wealth allocation.

Keywords: Underwriting Networks; Collusion on Hype; Investor Sentiment; Welfare Effect
JEL Classification: G17 G24 G32
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