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Abstract: This paper tests for investor optimism in IPO firms by examining excess returns around sell-side-analyst revisions of recommendations. I pose the corrections hypothesis and the learning hypothesis. According to the corrections hypothesis, if investors correct their initially optimistic expectations, they should react more negatively to analyst upgrades and downgrades of IPO firms relative to benchmark non-IPO firms. According to the learning hypothesis, investors should respond more positively to upgrades and more negatively to downgrades of IPO firms relative to benchmark non-IPO firms, because they learn more from all information events about new, immature firms. I examine benchmark performance-adjusted-excess-returns around all revisions issued in the first 3 years after issue. I find that investors do learn more from analyst revisions for IPO firms, however the magnitude of the response to upgrades and downgrades is asymmetric. The negative response around downgrades dominates the positive response around upgrades. Overall, investors correct their expectations around revisions with an excess return of  �1.80% for the 3-days around revision day. This correction is economically significant and contributes 7.34% to the long-run underperformance of IPO firms.
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This paper examines the differential impact of revisions in sell-side analyst recommendations, for firms that have conducted an initial public offering (IPO) in the past 3 years, relative to firms that have not. Specifically, I test if investor response to analyst revisions supports Loughran and Ritter’s (1995) claim that investors in IPO firms are optimistic in their expectations and correct them over 3 to 5 years after the initial issue�. 

� ADDIN EN.CITE <EndNote><Cite><Author>Brous</Author><Year>2001</Year><RecNum>113</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Brous, P.A.</AUTHOR><AUTHOR>V. Datar</AUTHOR><AUTHOR>O. Kini</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>Is the Market optimistic about the future of SEO firms?</TITLE><SECONDARY_TITLE>The Journal of Financial and Quantitative Analysis</SECONDARY_TITLE><VOLUME>36</VOLUME><NUMBER>2</NUMBER><PAGES>141-168</PAGES><KEYWORDS><KEYWORD>SEOs, earnings announcements, underperformance, overoptimism</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Brous, Datar and Kini (2001)� (BD&K) test for investor optimism in seasoned equity offerings (SEOs) by examining investor response to earnings announcements. They contend that if it takes 3 to 5 years for investors to correct their expectations, they should see some of these corrections occurring around information events. They conjecture that if investors correct their bias over time as earnings information about SEO firms is released, then SEO firms should experience more negative returns than benchmark non-SEO firms around earnings releases. They find little evidence that investors revise their expectations following earnings information events. However, evidence for corrections in expectations around earnings announcements for SEO firms is mixed.  � ADDIN EN.CITE <EndNote><Cite><Author>Denis</Author><Year>2001</Year><RecNum>137</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Denis, D. J.</AUTHOR><AUTHOR>A. Sarin</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>Is the Market surprised by poor earnings realizations following seasoned equity offerings</TITLE><SECONDARY_TITLE>Journal of Financial and Quantitative Analysis</SECONDARY_TITLE><VOLUME>36</VOLUME><NUMBER>2</NUMBER><PAGES>169-193</PAGES><KEYWORDS><KEYWORD>announcement effects, SEO, overoptimism</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Denis and Sarin (2001)� and � ADDIN EN.CITE <EndNote><Cite><Author>Jegadeesh</Author><Year>2000</Year><RecNum>82</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Jegadeesh, N.</AUTHOR></AUTHORS><YEAR>2000</YEAR><TITLE>Long-term performance of seasoned equity offerings: Benchmark errors and biases in expectations</TITLE><SECONDARY_TITLE>Financial Management</SECONDARY_TITLE><VOLUME>Autumn</VOLUME><PAGES>5-30</PAGES><KEYWORDS><KEYWORD>SEOs, French Fama factors, earnings announcements.</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Jegadeesh (2000)� find that SEO firms have more negative returns around earnings announcements than benchmark non-SEO firms.� 

Analyst recommendations allow for a potentially more powerful test of optimism than earnings announcements because it is easier to separate the two types of news. Analyst recommendations typically fall into five categories or levels, ‘strong-buy’, ‘buy’, ‘hold’, ‘sell’, and ‘strong-sell’. All revisions from high recommendations to lower recommendations are classified as downgrades (bad news) and all revisions from low recommendations to higher recommendations are classified as upgrades (good news). Past event studies around analyst recommendations have looked at revisions in recommendations, or reiterations of currently outstanding recommendations, or some combination of the two�. This paper examines revisions in recommendations since they are more likely to reflect a change in investor expectations, making it easier to separate bad news from good news�. 

I hypothesize that corrections should occur when analyst recommendations fail to meet investors’ optimistic expectations. Therefore, investors should respond more negatively to upward and downward revisions of IPO firms when compared to non-IPO firms. This is called the corrections hypothesis. An alternative hypothesis with rational expectations and imperfect information, is that investors will learn more from all information events about IPO firms compared to more mature firms because of the uncertainty and the lack of public information surrounding IPO firms. In this case, the marginal impact of any news announcement should be larger in magnitude for IPO firms than for non-IPO firms. According to this hypothesis investors should have a more positive reaction to upward revisions and a more negative reaction to downward revisions of IPO firms relative to benchmark non-IPO firms. This is called the learning hypothesis.

� ADDIN EN.CITE <EndNote><Cite><Author>Womack</Author><Year>1996</Year><RecNum>120</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Womack, K.L.</AUTHOR></AUTHORS><YEAR>1996</YEAR><TITLE>Do Brokerage Analysts&apos; Recommendations Have Investment Value?</TITLE><SECONDARY_TITLE>Journal of Finance</SECONDARY_TITLE><VOLUME>51</VOLUME><NUMBER>1</NUMBER><PAGES>137-167</PAGES><KEYWORDS><KEYWORD>Analyst forecasts</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Womack (1996)� shows that analyst revisions have substantial 3-day abnormal returns in the direction predicted for all firms. These abnormal returns continue for one month after upgrades and 6 months after downgrades. Following Womack’s method, I find benchmark non-IPO firms by matching on SIC and market capitalization on the day of revision. Additionally, this paper controls for IPO-specific performance by calculating the differential return, which is the return over and above IPO performance and benchmark non-IPO returns. 

Even after controlling for any underperformance, returns around downward revisions are strongly negative. On average the 3-day differential return around analyst downgrades of IPO firms is �3.13%. For upgrades, the 3-day differential return around upgrades is significantly positive, at 0.80%. The strong negative response to downgrades supports corrections hypothesis. However, corrections do not occur around upgrades.

The combination of the strong negative response to downgrades and strong positive response to upgrades supports the learning hypothesis. Analyst revisions in recommendations contain more information at the margin for IPO firms as investors learn and update their information. However, the absolute magnitude of the average negative returns (�3.13%) dominates that of the positive returns (0.80%) revealing an asymmetry in investor response. 

If initially optimistic expectations in IPO firms are corrected over time, then on average returns around all revisions for IPO firms should be more negative than those of non-IPO firms. In order to facilitate a comparison to the traditional measures of long-run excess returns defined similar to Loughran and Ritter(1995), I calculate the excess return around all revisions. The overall 3-day excess return of IPO firms over non-IPO firms is �1.80% and it constitutes 7.34% of the underperformance of an IPO firms. This is an economically significant finding because if underperformance occurred uniformly over the first 3 years of IPO firms a typical 3-day period should constitute approximately 0.4% (3/36*21) of the 3-year underperformance.  

Given the strongly negative differential returns, I examine whether they are evenly distributed in the first three years of the IPO firm or if there is a time trend. I find that the time trend in differential returns gives insight into when investors correct expectations. Differential returns around downgrades issued in first 3 months after IPO are positive making the overall 3-day differential return around all revisions positive 2.62%. This shows that investors do not revise their expectations downward when IPO firms are relatively new. In fact, investors continue to be optimistic for the first three months after issue. However, in months 4 through 36 the differential returns around all revisions are negative, leading to overall downward corrections in expectations. 

Consistent with investors learning more from earlier revisions, number of past revisions mitigates the revision return for both upgrades and downgrades. Differential returns are less negative around downgrades if there have been more downgrades in the past, and they are less positive around upgrades if there have been more upgrades in the past. Overall, these findings indicate that investors respond differently to IPO revisions than non-IPO firm revisions. They learn more from all revisions of IPO firms than non-IPO firms and they correct their optimistic expectations in months 4 through 36 after IPO. 

Additionally, I test if the returns around analyst revisions support theories explaining initial underpricing of IPO firms. � ADDIN EN.CITE <EndNote><Cite><Author>Aggarwal</Author><Year>2002</Year><RecNum>118</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Aggarwal, R. K.</AUTHOR><AUTHOR>L. Krigman</AUTHOR><AUTHOR>K.L. Womack</AUTHOR></AUTHORS><YEAR>2002</YEAR><TITLE>Strategic IPO underpricing, information momentum, and Lockup Expiration selling</TITLE><SECONDARY_TITLE>Journal of Financial Economics</SECONDARY_TITLE><VOLUME>66</VOLUME><NUMBER>1</NUMBER><PAGES>105-137</PAGES><KEYWORDS><KEYWORD>IPOs, underpricing, lockups, analyst coverage, insider selling</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Aggarwal, Krigman and Womack (2002)� claim that managers of IPO firms underprice to attract analyst attention, which leads to inflated prices at lockup expiration. I examine the cross-sectional effect of initial underpricing of IPO firms on 3-day differential returns around analyst revisions. Consistent with their definition, I define initial underpricing as the return earned from offer price at IPO to first-day closing price. Initial underpricing does not explain any cross-sectional differences in differential returns.

The remainder of the paper is organized as follows. Section II discusses the related literature, section III develops the hypotheses, section IV presents data description and empirical tests, and section V concludes the paper.



II. Literature review



A. Analyst Coverage and IPO anomalies

� ADDIN EN.CITE <EndNote><Cite><Author>Rajan</Author><Year>1997</Year><RecNum>83</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Rajan, R.</AUTHOR><AUTHOR>H. Servaes</AUTHOR></AUTHORS><YEAR>1997</YEAR><TITLE>Analyst following of Initial public offerings</TITLE><SECONDARY_TITLE>Journal of Finance</SECONDARY_TITLE><VOLUME>52</VOLUME><NUMBER>2</NUMBER><PAGES>507-529</PAGES><KEYWORDS><KEYWORD>IPOs, analyst forecasts</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Rajan and Servaes (1997)� attempt to explain IPO anomalies by comparing the accuracy of analyst earnings forecasts for IPO firms to those of non-IPO firms. Previous research has shown that analysts tend to be overoptimistic in their earnings forecasts for all firms, IPO and non-IPO firms�. � ADDIN EN.CITE <EndNote><Cite><Author>Rajan</Author><Year>1997</Year><RecNum>83</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Rajan, R.</AUTHOR><AUTHOR>H. Servaes</AUTHOR></AUTHORS><YEAR>1997</YEAR><TITLE>Analyst following of Initial public offerings</TITLE><SECONDARY_TITLE>Journal of Finance</SECONDARY_TITLE><VOLUME>52</VOLUME><NUMBER>2</NUMBER><PAGES>507-529</PAGES><KEYWORDS><KEYWORD>IPOs, analyst forecasts</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Rajan and Servaes (1997)� find that analysts’ earnings forecasts of IPO firms are even more optimistic than those of non-IPO firms�, and this bias is related to IPO anomalies. Specifically, they show that the number of analysts following an IPO is positively related to the extent of underpricing, and that the IPO firms with more optimistic forecasts perform worse in the long run. However their focus is on earnings forecasts rather than analyst buy/sell recommendations. Their finding of poorer long-run performance of firms with more biased earnings forecasts is indicative of returns corrections occurring sometime within the first 3 to 5 years of initial public offering. However, they do not test if these corrections actually occur around earnings forecasts. BD&K show that these corrections do not occur around earnings announcements by SEO firms. Using a different measure for abnormal returns, � ADDIN EN.CITE <EndNote><Cite><Author>Denis</Author><Year>2001</Year><RecNum>137</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Denis, D. J.</AUTHOR><AUTHOR>A. Sarin</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>Is the Market surprised by poor earnings realizations following seasoned equity offerings</TITLE><SECONDARY_TITLE>Journal of Financial and Quantitative Analysis</SECONDARY_TITLE><VOLUME>36</VOLUME><NUMBER>2</NUMBER><PAGES>169-193</PAGES><KEYWORDS><KEYWORD>announcement effects, SEO, overoptimism</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Denis and Sarin (2001)� contradict their evidence by showing that SEO firms have significantly more negative returns around earnings announcements than firms that have not conducted any public offering in the past 5 years. To my knowledge this is the first paper that examines whether investors correct expectations around information events for IPO firms. 

� ADDIN EN.CITE <EndNote><Cite><Author>Aggarwal</Author><Year>2002</Year><RecNum>118</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Aggarwal, R. K.</AUTHOR><AUTHOR>L. Krigman</AUTHOR><AUTHOR>K.L. Womack</AUTHOR></AUTHORS><YEAR>2002</YEAR><TITLE>Strategic IPO underpricing, information momentum, and Lockup Expiration selling</TITLE><SECONDARY_TITLE>Journal of Financial Economics</SECONDARY_TITLE><VOLUME>66</VOLUME><NUMBER>1</NUMBER><PAGES>105-137</PAGES><KEYWORDS><KEYWORD>IPOs, underpricing, lockups, analyst coverage, insider selling</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Aggarwal et al. (2002)� claim that managers underprice IPO firms to attract analyst attention. This creates a momentum effect, shifting the demand curve of the firm outwards and allowing the manager to sell stock at a higher price at lockup expiration. They show that there is a positive correlation between underpricing and analyst coverage. I test if the price inflation due to analyst coverage is reflected in more positive returns around analyst revisions for more underpriced firms. Consistent with prior literature, underpricing is defined as the price appreciation from offer price of IPO, to the closing price on first day of trade. Using cross-sectional regressions this paper tests if underpricing influences price response to analyst revisions. Additionally, I control for the number of analysts that revise their recommendation of a stock on a given day. 

B. Analyst Recommendation Relevance

More closely related to this paper is the extensive study conducted by � ADDIN EN.CITE <EndNote><Cite><Author>Womack</Author><Year>1996</Year><RecNum>120</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Womack, K.L.</AUTHOR></AUTHORS><YEAR>1996</YEAR><TITLE>Do Brokerage Analysts&apos; Recommendations Have Investment Value?</TITLE><SECONDARY_TITLE>Journal of Finance</SECONDARY_TITLE><VOLUME>51</VOLUME><NUMBER>1</NUMBER><PAGES>137-167</PAGES><KEYWORDS><KEYWORD>Analyst forecasts</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Womack (1996)� on investor response to analyst revisions using a sample from 1989 to 1991. He finds significant positive 3-day returns to investors acting on added-to-buy and added-to-sell recommendations. Hence, investors buying stock of a firm when it is added-to-buy and selling it when it is added-to-sell should make large abnormal returns. His research clearly shows that analyst recommendations have information content. He also finds that there is a post-recommendation drift in the direction of the forecast revision of up to one month for added-to-buy and up to 6 months for added-to-sell recommendations. This drift is significant under different risk-adjustments and factor models. He concludes that analysts have predictive ability. The drift shows that investors take up to one month (6 months) to respond to added-to-buy (added-to-sell) recommendations. � ADDIN EN.CITE <EndNote><Cite><Author>Barber</Author><Year>2001a</Year><RecNum>139</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Barber, B.</AUTHOR><AUTHOR>R. Lehavy</AUTHOR><AUTHOR>M. McNichols</AUTHOR><AUTHOR>B. Trueman</AUTHOR></AUTHORS><YEAR>2001a</YEAR><TITLE>Can Investors Profit from the Prophets? Security Analyst Recommendations and Stock Returns</TITLE><SECONDARY_TITLE>The Journal of Finance</SECONDARY_TITLE><VOLUME>56</VOLUME><NUMBER>2</NUMBER><PAGES>531-563</PAGES><KEYWORDS><KEYWORD>Analyst recommendations, transaction costs, Fama French Facors, asymmetric information, market efficiency, announcement effects.</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Barber, Lehavy, McNichols and Trueman (2001a)� build portfolios that exploit these abnormal returns by buying “good” stocks and selling “bad” stocks. They find significant positive returns after controlling for risk, but this excess return disappears when transaction costs are included. They conclude that analyst recommendations are beneficial to investors who are already committed to purchasing and selling stocks since they will incur transaction costs in any case.

C. Analyst-Underwriter Affiliation Bias

Given the enormous attention this topic has received the underwriter-analyst relationship cannot be ignored. There has been a barrage of recent papers that have highlighted the conflict of interest and credibility problems with sell-side analyst forecasts and recommendations. Hearings were held in the summer of 2001 at the U.S. House of Representatives concerning the bias in analyst research. � ADDIN EN.CITE <EndNote><Cite><Author>Hong</Author><Year>2001</Year><RecNum>147</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Hong, H.</AUTHOR><AUTHOR>J.D. Kubik</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>Analyzing the analysts: Career Concerns and biased earnings forecasts</TITLE><SECONDARY_TITLE>Journal of Finance, forthcoming 2003</SECONDARY_TITLE><KEYWORDS><KEYWORD>analyst forecasts, optimism, underwriter</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Hong and Kubik (2001)� show that all analysts are rewarded for their optimism in all stocks, and this optimism holds especially if they are affiliated to the underwriter of the IPO. � ADDIN EN.CITE <EndNote><Cite><Author>Lin</Author><Year>1998</Year><RecNum>138</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Lin, H.-w.</AUTHOR><AUTHOR>M.F. McNichols</AUTHOR></AUTHORS><YEAR>1998</YEAR><TITLE>Underwriting relationships, analysts&apos; earnings forecasts and investment recommendations</TITLE><SECONDARY_TITLE>Journal of Accounting and Economics</SECONDARY_TITLE><VOLUME>25</VOLUME><PAGES>101-127</PAGES><KEYWORDS><KEYWORD>SEOs, analyst forecasts, overoptimism, announcement returns, recommendations, market efficiency, information</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Lin and McNichols (1998)� show that affiliated analysts forecasts and recommendations of SEO firms are more favorable than those of unaffiliated analysts, and that investors do not fully adjust for this bias. � ADDIN EN.CITE <EndNote><Cite><Author>Michaely</Author><Year>1999</Year><RecNum>119</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Michaely, R.</AUTHOR><AUTHOR> K.L. Womack</AUTHOR></AUTHORS><YEAR>1999</YEAR><TITLE>Conflict of interest and the credibility of underwriter analyst recommendations</TITLE><SECONDARY_TITLE>The Review of Financial Studies</SECONDARY_TITLE><VOLUME>12</VOLUME><NUMBER>4</NUMBER><PAGES>653-686</PAGES><KEYWORDS><KEYWORD>Analyst forecast, IPOs,</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Michaely and Womack (1999)� show that positive (“buy” or “strong buy”) recommendations by analysts affiliated to lead underwriters of IPO firms are optimistically biased since they have worse pre-recommendation and long-run post-recommendation performance than those recommended by unaffiliated analysts�. � ADDIN EN.CITE <EndNote><Cite><Author>Boni</Author><Year>2001</Year><RecNum>173</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Boni, L.</AUTHOR><AUTHOR>K. Womack</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>Wall Street&apos;s credibility problem: Misaligned incentives and dubious fixes</TITLE><SECONDARY_TITLE>working paper, Brookings-Wharton Papers in Financial  Services</SECONDARY_TITLE><KEYWORDS><KEYWORD>behavioral finance, analyst recommendations, conflict of interest, lock-ups, investment banking, IPOs , SEOs, opimism, levels and changes.</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Boni and Womack (2001)� summarize all academic and popular press coverage of this issue. Evidence indicates that analysts who are affiliated with underwriters are compensated for giving optimistic forecasts for their IPO firms. Although analyst affiliation is used as a control in our cross-sectional regressions, the primary focus of this paper is investor response to all analysts’ (affiliated and unaffiliated) recommendations of IPO firms and how they differ from their response to non-IPO firms. 

D. Long-run Performance

There is an ongoing debate about the market inefficiency claim made by � ADDIN EN.CITE <EndNote><Cite><Author>Loughran</Author><Year>1995</Year><RecNum>19</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Loughran, T.</AUTHOR><AUTHOR>J.R. Ritter</AUTHOR></AUTHORS><YEAR>1995</YEAR><TITLE>The new issues puzzle</TITLE><SECONDARY_TITLE>The Journal of Finance</SECONDARY_TITLE><VOLUME>50</VOLUME><NUMBER>1</NUMBER><PAGES>23-51</PAGES><KEYWORDS><KEYWORD>IPOs, long-run underperformance</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Loughran and Ritter (1995)�, and � ADDIN EN.CITE <EndNote><Cite><Author>Spiess</Author><Year>1995</Year><RecNum>75</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Spiess, D.K.</AUTHOR><AUTHOR>J. Affleck-Graves</AUTHOR></AUTHORS><YEAR>1995</YEAR><TITLE>Underperformance in long-run stock returns following seasoned equity offerings</TITLE><SECONDARY_TITLE>Journal of Financial Economics</SECONDARY_TITLE><VOLUME>38</VOLUME><PAGES>243-267</PAGES></MDL></Cite></EndNote>�Spiess and Affleck-Graves (1995)� among others. � ADDIN EN.CITE <EndNote><Cite><Author>Fama</Author><Year>1998</Year><RecNum>143</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Fama, E.F.</AUTHOR></AUTHORS><YEAR>1998</YEAR><TITLE>Market efficiency, long-term returns, and behavioral finance</TITLE><SECONDARY_TITLE>Journal of Financial Economics</SECONDARY_TITLE><VOLUME>49</VOLUME><PAGES>283-306</PAGES></MDL></Cite></EndNote>�Fama (1998)� warns that underperformance is sensitive to methodology used in measuring abnormal returns. Using different measures, � ADDIN EN.CITE <EndNote><Cite><Author>Brav</Author><Year>2000</Year><RecNum>63</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Brav, A.</AUTHOR><AUTHOR>C. Geczy</AUTHOR><AUTHOR>P.A. Gompers</AUTHOR></AUTHORS><YEAR>2000</YEAR><TITLE>Is the abnormal return following equity issuances anomalous?</TITLE><SECONDARY_TITLE>Journal of Financial Economics</SECONDARY_TITLE><VOLUME>56</VOLUME><PAGES>209-249</PAGES><KEYWORDS><KEYWORD>Long-run underperformance,IPOs, SEOs,Anomalies</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Brav, Geczy and Gompers (2000)� and � ADDIN EN.CITE <EndNote><Cite><Author>Eckbo</Author><Year>2001</Year><RecNum>87</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Eckbo, B.E.</AUTHOR><AUTHOR>O. Norli</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>Leverage, liquidity and Long-run IPO returns</TITLE><SECONDARY_TITLE>working paper, Tuck School of Business at Dartmouth</SECONDARY_TITLE><KEYWORDS><KEYWORD>IPOs, leverage, liquidity</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Eckbo and Norli (2001)� show that the long-run underperformance in IPOs is insignificant. � ADDIN EN.CITE <EndNote><Cite><Author>Loghran</Author><Year>2000</Year><RecNum>48</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Loghran, Tim</AUTHOR><AUTHOR>J.R. Ritter</AUTHOR></AUTHORS><YEAR>2000</YEAR><TITLE>Uniformly least powerful tests of market efficiency</TITLE><SECONDARY_TITLE>Journal of Financial Economics</SECONDARY_TITLE><VOLUME>55</VOLUME><PAGES>361-389</PAGES></MDL></Cite></EndNote>�Loghran and Ritter (2000)� show that the benchmarks specified by � ADDIN EN.CITE <EndNote><Cite><Author>Brav</Author><Year>2000</Year><RecNum>63</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Brav, A.</AUTHOR><AUTHOR>C. Geczy</AUTHOR><AUTHOR>P.A. Gompers</AUTHOR></AUTHORS><YEAR>2000</YEAR><TITLE>Is the abnormal return following equity issuances anomalous?</TITLE><SECONDARY_TITLE>Journal of Financial Economics</SECONDARY_TITLE><VOLUME>56</VOLUME><PAGES>209-249</PAGES><KEYWORDS><KEYWORD>Long-run underperformance,IPOs, SEOs,Anomalies</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Brav et al. (2000)� are biased against finding abnormal returns. Additionally, � ADDIN EN.CITE <EndNote><Cite><Author>Pontiff</Author><Year>2000</Year><RecNum>17</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Pontiff, J.</AUTHOR><AUTHOR>M.J. Schill</AUTHOR></AUTHORS><YEAR>2000</YEAR><TITLE>Long-run seasoned equity offering returns: Data snooping, poor model specification,or mispricing? A costly arbitrage approach</TITLE><SECONDARY_TITLE>unpublished working paper, University of Washington</SECONDARY_TITLE><KEYWORDS><KEYWORD>SEOs, long-run underperformance, arbitrage costs,holding costs, transaction costs, idiosyncratic risk</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Pontiff and Schill (2000)� show that the size effect documented by Brav et al. are explained by the holding cost effect for SEO firms. Although I do conduct some long-run underperformance tests, this paper approaches the debate from a different point of view. Instead of testing for the existence of long-run underperformance per se, this paper examines the differential implications that investor optimism would have on analyst revisions of IPO and non-IPO firms. To control for any IPO-specific underperformance, I also compare IPO and non-IPO performance-adjusted excess returns. Systematic corrections in expectations would support underperformance and could potentially explain where the corrections occur. It is also possible that the differential returns effect around revisions is cancelled by an opposite effect around other news events leaving us with neither under-performance nor over-performance in the long-run.

III. Hypotheses

Analyst recommendations usually belong to 5 categories or levels, ‘Strong buy’, ‘buy’, ‘hold’, ‘sell’ and ‘strong-sell’. Past research shows that ‘Strong buy’, and ‘buy’, typically have a positive 3-day return response while ‘hold’, ‘sell’ and ‘strong sell’ typically have a negative return response�.  This paper focuses primarily on changes or revisions in recommendations of IPO firms rather than reiterations. Upgrades (downgrades) are all recommendations that have improved (deteriorated) from previous recommendations. 

Similar to other long-run studies, the IPO firms in my sample underperform non-IPO firms when matched by SIC, size and market-to-book-ratio. To control for this effect I first match IPO (non-IPO) firms with recommendations to IPO (non-IPO) firms without recommendations in that month. Matching is done by first selecting all firms with the same 2-digit SIC, and then selecting the firm with the closest market capitalization. The matching criterion are the same as those used by Womack (1996). The difference in returns is called the IPO and Non-IPO-performance-adjusted excess return for IPO and non-IPO firms respectively. Next I match IPO firms to non-IPO firms using similar matching criterion. Non-IPO firms that have the same type of revision in the same month, the same 2-digit SIC code and the closest market capitalization are picked as matches for IPO firms. The difference between the two IPO and Non-IPO performance adjusted excess returns is called the differential return.

�

This measure of differential returns controls for any problems arising from IPO underperformance because it controls for IPO and non-IPO performance. Consistent with � ADDIN EN.CITE <EndNote><Cite><Author>Brous</Author><Year>2001</Year><RecNum>113</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Brous, P.A.</AUTHOR><AUTHOR>V. Datar</AUTHOR><AUTHOR>O. Kini</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>Is the Market optimistic about the future of SEO firms?</TITLE><SECONDARY_TITLE>The Journal of Financial and Quantitative Analysis</SECONDARY_TITLE><VOLUME>36</VOLUME><NUMBER>2</NUMBER><PAGES>141-168</PAGES><KEYWORDS><KEYWORD>SEOs, earnings announcements, underperformance, overoptimism</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Brous et al. (2001)� and � ADDIN EN.CITE <EndNote><Cite><Author>Denis</Author><Year>2001</Year><RecNum>137</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Denis, D. J.</AUTHOR><AUTHOR>A. Sarin</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>Is the Market surprised by poor earnings realizations following seasoned equity offerings</TITLE><SECONDARY_TITLE>Journal of Financial and Quantitative Analysis</SECONDARY_TITLE><VOLUME>36</VOLUME><NUMBER>2</NUMBER><PAGES>169-193</PAGES><KEYWORDS><KEYWORD>announcement effects, SEO, overoptimism</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Denis and Sarin (2001)�, I posit that corrections to optimistic expectations should be reflected in negative differential returns around analyst revisions in recommendations. Optimistic expectations should be reflected in investor’s prior beliefs about future outcomes for IPO firms. Optimistic investors will a-priori assign higher probabilities for good outcomes and lower probabilities for bad outcomes of IPO firms. When good outcomes are realized investor’s should respond less positively to IPO firms compared to non-IPO firms because they are less surprised. On the other hand, when bad outcomes are realized investor’s should respond more negatively to IPO firms than non-IPO firms because they are more surprised and therefore update expectations more. The combination of the two should lead to corrections in initially optimistic expectations over the 3 years after IPO. This corrections hypothesis implies that IPO firms should earn a negative 3-day differential return around upgrades and downgrades. A competing hypothesis to the corrections hypotheses is the learning hypothesis. � ADDIN EN.CITE <EndNote><Cite><Author>Ibbotson</Author><Year>1975</Year><RecNum>202</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Ibbotson, R.G.</AUTHOR></AUTHORS><YEAR>1975</YEAR><TITLE>Price Performance of Common Stock New Issues</TITLE><SECONDARY_TITLE>Journal of Financial Economics</SECONDARY_TITLE><VOLUME>2</VOLUME><NUMBER>3</NUMBER><PAGES>23-272</PAGES><KEYWORDS><KEYWORD>IPO, underpricing, IPO beta, RATS</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Ibbotson (1975)� and � ADDIN EN.CITE <EndNote><Cite><Author>Affleck-Graves</Author><Year>1996</Year><RecNum>200</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Affleck-Graves, J.</AUTHOR><AUTHOR>S. Hegde</AUTHOR><AUTHOR>R.E. Miller</AUTHOR></AUTHORS><YEAR>1996</YEAR><TITLE>Conditional Price Trends in the Atermarket for IPOs</TITLE><SECONDARY_TITLE>Financial Management</SECONDARY_TITLE><VOLUME>25</VOLUME><NUMBER>4</NUMBER><PAGES>25-40</PAGES><KEYWORDS><KEYWORD>underpricing,IPO,overpricing, drift, RATS, IPO betas, price-support</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Affleck-Graves, Hegde and Miller (1996)� have shown that newly public firms have initially high betas with risk decreasing as firms mature. This implies that IPO firms have higher variance and uncertainty than firms that are more mature. Given the environment of relatively little public information and larger return variance for IPO firms relative to more mature firms, investors are likely to learn more from revisions in recommendations of IPO firms than more mature firms. The learning hypothesis implies that investors will react more strongly to news about IPO firms than non-IPO firms even if they are rational and not optimistic. This will lead to more positive returns around upgrades and more negative returns around downgrades for IPO firms. The following are the 2 parts of the first hypothesis:



H1a (correction hypothesis): The 3-day differential return around upgrades and downgrades of IPO firms is negative.



H1c (learning hypothesis): The 3-day differential return around upgrades of IPO firms is positive. The 3-day differential return around downgrades of IPO firms is negative.



� ADDIN EN.CITE <EndNote><Cite><Author>Womack</Author><Year>1996</Year><RecNum>120</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Womack, K.L.</AUTHOR></AUTHORS><YEAR>1996</YEAR><TITLE>Do Brokerage Analysts&apos; Recommendations Have Investment Value?</TITLE><SECONDARY_TITLE>Journal of Finance</SECONDARY_TITLE><VOLUME>51</VOLUME><NUMBER>1</NUMBER><PAGES>137-167</PAGES><KEYWORDS><KEYWORD>Analyst forecasts</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Womack (1996)� claims that analyst recommendations for all firms have predictive value. Looking at extreme upgrades that have been added to buy from strong-sell or sell and extreme downgrades that have been added to sell from buy or strong-buy, he finds that the mean size-adjusted post-event drift for ‘added-to-buy’ (added-to-sell) events lasted 1 month (6 months). He credits part of this abnormal return to analysts’ superior stock-picking ability. His findings suggest that investors underreact to both upgrades and downgrades of all firms and this underreaction leads to a post-announcement drift in the direction predicted by analysts. I also compare the post-revision return of IPO and non-IPO firms. However, neither the corrections hypothesis nor the learning hypothesis have specific predictions for the differential effect on the post-revision drift for IPO and non-IPO firms. 

Finally, I combine all revisions to look at the overall effect of analyst revisions on IPO firms and their effect on long-run performance. For this part I calculate the excess return of IPO firms over non-IPO firms to facilitate a better comparison to � ADDIN EN.CITE <EndNote><Cite><Author>Loughran</Author><Year>1995</Year><RecNum>19</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Loughran, T.</AUTHOR><AUTHOR>J.R. Ritter</AUTHOR></AUTHORS><YEAR>1995</YEAR><TITLE>The new issues puzzle</TITLE><SECONDARY_TITLE>The Journal of Finance</SECONDARY_TITLE><VOLUME>50</VOLUME><NUMBER>1</NUMBER><PAGES>23-51</PAGES><KEYWORDS><KEYWORD>IPOs, long-run underperformance</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Loughran and Ritter (1995)� long-run performance measures. If according to corrections hypothesis the differential returns around upgrades and downgrades is negative, then the overall excess return around revision day should be negative. On the other hand, according to the learning hypothesis the differential return around upgrades is positive and around downgrades is negative. In this case, the overall excess return around all revisions is determined jointly by the relative probabilities of upgrades and downgrades and the magnitudes of excess returns. By averaging excess returns across all upgrade and downgrade revisions I incorporate both the probabilities of upward and downward revisions and the magnitude. � ADDIN EN.CITE <EndNote><Cite><Author>Denis</Author><Year>2001</Year><RecNum>137</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Denis, D. J.</AUTHOR><AUTHOR>A. Sarin</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>Is the Market surprised by poor earnings realizations following seasoned equity offerings</TITLE><SECONDARY_TITLE>Journal of Financial and Quantitative Analysis</SECONDARY_TITLE><VOLUME>36</VOLUME><NUMBER>2</NUMBER><PAGES>169-193</PAGES><KEYWORDS><KEYWORD>announcement effects, SEO, overoptimism</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Denis and Sarin (2001)� show that if corrections to initial optimism explain long-run underperformance then on average earnings announcements should fall short of investor expectations, leading to negative excess returns on average. If excess returns around analyst recommendations contribute to long-run underperformance then this hypothesis predicts that the overall excess return around all recommendation revisions should be negative. Hypothesis:



H2: The average 3-day excess return around all revisions is negative. 

The next hypothesis connects recommendation returns to the IPO underpricing anomaly. � ADDIN EN.CITE <EndNote><Cite><Author>Aggarwal</Author><Year>2002</Year><RecNum>118</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Aggarwal, R. K.</AUTHOR><AUTHOR>L. Krigman</AUTHOR><AUTHOR>K.L. Womack</AUTHOR></AUTHORS><YEAR>2002</YEAR><TITLE>Strategic IPO underpricing, information momentum, and Lockup Expiration selling</TITLE><SECONDARY_TITLE>Journal of Financial Economics</SECONDARY_TITLE><VOLUME>66</VOLUME><NUMBER>1</NUMBER><PAGES>105-137</PAGES><KEYWORDS><KEYWORD>IPOs, underpricing, lockups, analyst coverage, insider selling</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Aggarwal et al. (2002)� hypothesize that underpricing is a strategic decision taken by managers to attract attention from analysts and subsequently sell shares at inflated prices at lockup expiration�. The implication here is that analyst coverage (measured by the number of mentions in First Call reports) inflates price regardless of information content. They don’t measure price response to analyst information. This paper tests if the additional coverage generated by initial underpricing leads to more price inflation around analyst revisions. If analyst coverage inflates prices as predicted by � ADDIN EN.CITE <EndNote><Cite><Author>Aggarwal</Author><Year>2002</Year><RecNum>118</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Aggarwal, R. K.</AUTHOR><AUTHOR>L. Krigman</AUTHOR><AUTHOR>K.L. Womack</AUTHOR></AUTHORS><YEAR>2002</YEAR><TITLE>Strategic IPO underpricing, information momentum, and Lockup Expiration selling</TITLE><SECONDARY_TITLE>Journal of Financial Economics</SECONDARY_TITLE><VOLUME>66</VOLUME><NUMBER>1</NUMBER><PAGES>105-137</PAGES><KEYWORDS><KEYWORD>IPOs, underpricing, lockups, analyst coverage, insider selling</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Aggarwal et al. (2002)�, then initially more underpriced IPO firms should have less negative or more positive differential returns around revisions when contrasted with initially less underpriced IPO firms. Note, this hypothesis does not predict the sign of differential returns. It makes predictions only about the cross-sectional relationship between initial underpricing and differential returns. Hypothesis:



H3:(underpricing hypothesis) Initially more underpriced IPO firms should have less negative or more positive differential returns around analyst revisions than initially less underpriced IPO firms.



IV. Data and Empirical Tests



A. All Recommendations Data:



Analyst recommendations data are provided by First Call. First Call is the biggest database of real time recommendations made by sell-side analysts employed by brokerage houses. Recommendations data extends from January 1st 1980 to December 2001 with a total of 910,063 recommendations. First Call receives recommendations from analysts in real-time and in weekly batches. Real time data have day and time-stamps which are approximately 60 to 90 minutes after the information is released by analysts to their clients. Since the exact time of release of weekly batch files is not known, this study uses only real time data for a more accurate measurement of return response. Also, data before January 1992 is not used because it is unreliable and sparse. This leaves us with 178,366 real time recommendations with returns on CRSP and covering 8,626 firms. There are five categories of recommendations in First Call. They are ‘strong-buy’, ‘buy’, ‘hold’, ‘sell’ and ‘strong-sell’, which are ranked from 1 to 5 respectively. A recommendation of 1 is the most favorable and a recommendation of 5 is the least favorable. The annual breakdown of these recommendations is provided in Table 1. The distribution of good vs. bad recommendations shows a definite trend over the years as analysts move away from ‘sell’ and ‘strong-sell’ recommendations (about 10% in 1992 to just 1.5% in 2000), to ‘buy’ and ‘strong-buy’ recommendations (40% in 1992 to 72% in 2000). This trend is slightly reversed in 2001, however the number of  “good” recommendations is still disproportionately large. This time trend maybe a function of the business cycle effect as the economy moved from recession to boom in 2000. 

Tables 2 and 3 provide a breakdown of changes in recommendations. Favorable changes in recommendations are defined as upgrades; these represent changes from higher numbers to lower. Unfavorable changes in recommendations are changes from lower numbers to higher numbers, and are defined as downgrades. 27.69% of all changes are downgrades and 21.28% of all changes are upgrades. Some stocks with no previous recommendations outstanding are given a recommendation value of 0. All recommendations that change from 0 to a value of 1 or 2 which represent buys and strong-buys are defined as positive initiations. All recommendations that change from 0 to 3,4 or 5, which represent hold, sell or strong-sell recommendations are defined as negative initiations. Table 3 shows that there are more than twice as many positive initiations as there are negative initiations. This could be due to analyst optimism or due to selection bias. As noted by � ADDIN EN.CITE <EndNote><Cite><Author>McNichols</Author><Year>1997</Year><RecNum>140</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>McNichols, M.F.</AUTHOR><AUTHOR>P.C. O&apos;Brien</AUTHOR></AUTHORS><YEAR>1997</YEAR><TITLE>Self-Selection and analyst coverage</TITLE><SECONDARY_TITLE>Journal of Accounting Research</SECONDARY_TITLE><VOLUME>35</VOLUME><NUMBER>Supplement 1997</NUMBER><PAGES>167-199</PAGES><KEYWORDS><KEYWORD>Analyst forecasts, analyst recommendation, asymmetric information, self-selection bias, overoptimism</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�McNichols and O'Brien (1997)�, analysts choose to follow stocks about which they are optimistic. However, due to the special circumstances surrounding recommendation initiations they are excluded from the analysis of changes in recommendations�. Since analysts are required to fill in recommendations for First Call only when they make changes to them� the unusually small number of reiterations (28 in Table 2) may be due to data input errors, or incorrect entries my analysts. 

B. IPO Recommendations Data

IPO data are provided by Securities Data Corporation. The database extends from 1970 to 2001, but this study utilizes only the portion of the database that has analyst recommendations and daily CRSP returns available. This limits the study to IPO firms issued between January1992 and December 2001. All unit offerings, spin-offs and REIT’s, and all stocks with offering price below $5.00 are excluded. This leaves 2714 IPO firms that have recommendations in First Call and returns in the CRSP daily files. Consistent with BD&K and previous long-run IPO anomaly literature, IPO firms are defined as those that have had their initial stock offering within the past 3 years.  All revisions in recommendations made within 3 years of issue are included. This leaves 10,401 recommendations in the IPO sample.

Table 4 shows the 3-day cumulative raw returns around day of recommendation for all IPO and non-IPO firms for which I have recommendations available, categorized by type of change in recommendation. Predictably, upgrades have positive 3-day raw returns for all stocks and downgrades have negative raw returns. The high t-statistics indicate that investors react more positively (negatively) to upgrades (downgrades) for IPO firms than non-IPO firms.  
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�EMBED Equation.3���

Here t is the trading day relative to recommendation day (t=0), rtIPO,i is the raw return for IPO stock i on day t, and rtnon-IPO,i is the raw return for a non-IPO firm matched to stock i, and j  represents a revision for firm i. 

Matching is done by first selecting all non-IPO firms with the same type of change in recommendation (upgrades and downgrades) and 2-digit SIC code as IPO firms in the same month. From this the firm with the closest size is chosen as a match for the IPO. I do not match on the exact type of upgrade or downgrade due to data restrictions. For example, an upgrade from ‘buy’ to ‘strong-buy’ may be matched to an upgrade from ‘hold’ to ‘strong-buy’ even though the latter represents a stronger good news announcement. I control for the level of upgrade and downgrade in cross-sectional regressions, and I find its effect significant for downgrades�. Matching on level can be done, but there is a trade-off between level and size matching and I prefer a more accurate size match because it is a better proxy for risk. 

Table 5 presents the raw returns for IPO and matched non-IPO firms. Matching reduces the number of observations to 10,023 covering 2,227 IPO firms. Table 5 also summarizes market capitalization and volume on the day of revision for IPO and non-IPO firms. IPO firms experience much higher trading volume around analyst revisions. Using a t-statistic to test for significance I find that the difference in volume is significant at 1% for both types of changes. Despite size matching, IPO firms are on average smaller in market capitalization than non-IPO firms. Using a t-statistic I find that the difference in size is significant at the 5% level for downgrades, but not significant for upgrades. 

Table 6 presents the excess returns for the 2,227 IPO firms over benchmark non-IPO firms, and the CRSP equally weighted and value weighted indices. Comparing Table 4 to Table 6 it is evident that matching on SIC and size reduces the excess return to from 2.09% to 0.60% for upgrades and increases the excess return from –6.02% to –3.23% for downgrades. The excess returns over market indices show that the excess returns are not just a general market trend for these recommendation days, but are firm specific. The 3-day excess returns are highly significant for both upgrades and downgrades. These results show that investors react more strongly to analyst revisions of IPO firms than non-IPO firms. This finding supports the learning hypothesis. However the difference in magnitude between upgrades and downgrades cannot be explained by more learning occurring for IPO firms than for non-IPO firms. The dominance of the negative differential returns over the positive differential returns is indicative of investors correcting expectations around revisions. 

C. Long-run performance and controlling for IPO and non-IPO performance

There is an ongoing debate about the long-run performance of IPO firms in the first five years after issue when compared to firms that have not had an initial public offering in the past five years. To control for any difference in IPO and non-IPO specific performance BD&K and � ADDIN EN.CITE <EndNote><Cite><Author>Denis</Author><Year>2001</Year><RecNum>137</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Denis, D. J.</AUTHOR><AUTHOR>A. Sarin</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>Is the Market surprised by poor earnings realizations following seasoned equity offerings</TITLE><SECONDARY_TITLE>Journal of Financial and Quantitative Analysis</SECONDARY_TITLE><VOLUME>36</VOLUME><NUMBER>2</NUMBER><PAGES>169-193</PAGES><KEYWORDS><KEYWORD>announcement effects, SEO, overoptimism</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Denis and Sarin (2001)� adjust abnormal returns by subtracting average 3-day non-earnings-announcement returns from IPO and non-IPO earnings announcement returns respectively. Additionally, they calculate the long-run performance for their IPO and non-IPO sample to evaluate the economic significance of earnings-announcement returns on the long-run performance of their sample. It makes sense in this context to calculate the long-run performance of the sample of IPO and non-IPO firms used in this study. 

Table 7 summarizes the long-run performance for IPO and non-IPO firms matched by 2-digit SIC, size and market-to-book on issue date. The matching procedure used is the same as BD&K�. First I select all non-IPO firms with the same 2-digit SIC, then pick a match that has the smallest sum of absolute percentage difference from the IPO firm for book-to-market and market capitalization. Given this matching criterion, IPO firms underperform SIC-size-market/book matched firms by �18.11%. This underperformance is significant at the 1% level. This underperformance may be a special artifact of the time period examined. The sample of IPO firms used in the long-run study is restricted to issues in the years of the market boom in dot-coms (1992-1999), whereas most long-run underperformance papers span from 1970 to 1995�. I do not use the IPO firms issued in 2000 and 2001 in the long-run performance calculations because of lack of 3-years of post-IPO data.

Table 8 presents the results after adjusting for IPO and non-IPO specific performance. Panel A shows that downgrades of IPO firms have an average 3-day performance-adjusted excess return of –9.60%. In case of downgrades, this negative IPO-performance-adjusted-excess-return continues for one month after the revision with an average return of –3.07%. Average 3-day IPO-performance-adjusted-excess-returns is 4.74% around upgrades. There is some evidence that the positive IPO-performance-adjusted-excess-return is slightly reversed in the month following upgrades, but this reversal is insignificant. 

Table 8, Panel B shows that the average 3-day non-IPO-performance-adjusted-excess-return is –3.90% for downgrades and 2.65% for upgrades. Non-IPO firms in this sample show drift in the same direction as predicted by analyst revisions.  There is negative drift of –0.37% for a month after downgrades, and a positive drift of 1.50% after upgrades. 

So far most of the results are consistent with the findings of Womack. Investors in both IPO and non-IPO firms initially respond negatively to downgrades and positively to upgrades. The post-revision drift for non-IPO firms is in the direction consistent with the revision. IPO firms have a negative drift after downgrades but no significant drift after upgrades. I do not compare the magnitude of my results to those of Womack because his paper includes only extreme upgrades and downgrades, and IPO and non-IPO firms are grouped together.

 Table 9 summarizes the tests for my first hypotheses. It shows the differential returns for IPO and non-IPO firms, calculated as described in equation (1) in Section III. The average 3-day differential returns around downgrades of IPO firms are �3.13% and the average 3-day differential return around upgrades is 0.80%. The combined effect of more positive reaction to upgrades and more negative reaction to downgrades of IPO firms when compared with non-PO firms support the learning hypothesis. However, the difference in magnitude suggests that the difference in response is not only due to more learning occurring for IPO firms. 

The one-month post-revision differential returns show that the corrections for IPO firms continue for one month after downgrades with an average post-downgrade differential return of �4.77%. The one-month post-upgrade differential return is also negative, at –2.66%. In aggregate, these findings show support for the learning hypothesis.

It is possible that the strongly negative response to downgrades cancels the strongly positive response to upgrades, making the overall effect of analyst revisions economically insignificant. When I average across all revisions the 3-day differential return is –1.58%. The one-month post-revision differential return is –3.94%. Both are significant at the 1% level. Table 9 shows that after combining both upgrades and downgrades, the magnitude of differential returns is significantly negative. It also shows that the negative differential return is driven by both the larger magnitude and probability of downgrade revisions. Downgrades represent 61% of all revisions. The next sub-section tests the overall relevance of analyst revisions. 

E. Economic Significance of Corrections in the Long-Run

Investors correct disproportionately around revisions of recommendations of IPO firms even after controlling for the long-run underperformance. This section shows that the magnitude of the excess returns expressed in equation (2) is also negative and represents a substantial portion of the long-run performance. Table 10, Panel A shows strong support for hypothesis 2. The excess returns of IPO over non-IPO firms in the 3 days around revisions are –1.80% and the one month after revision are –2.19%. The stronger response to both upgrade and downgrade revisions of IPO firms are not exclusively due to investors learning more from all news announcements for newer firms when compared with older firms. The asymmetry in response is evidence of investors correcting initially optimistic expectations.

The rest of this section discusses the economic significance of corrections by comparing it to long-run returns and results obtained by � ADDIN EN.CITE <EndNote><Cite><Author>Denis</Author><Year>2001</Year><RecNum>137</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Denis, D. J.</AUTHOR><AUTHOR>A. Sarin</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>Is the Market surprised by poor earnings realizations following seasoned equity offerings</TITLE><SECONDARY_TITLE>Journal of Financial and Quantitative Analysis</SECONDARY_TITLE><VOLUME>36</VOLUME><NUMBER>2</NUMBER><PAGES>169-193</PAGES><KEYWORDS><KEYWORD>announcement effects, SEO, overoptimism</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Denis and Sarin (2001)�. To facilitate this comparison, the average-excess-return for each firm i is calculated by averaging the ERji (defined in equation (2)) across all J revisions for firm i.

�EMBED Equation.3���

In equation (3), i represents the IPO firm, and j represents a revision for firm i. J represents the total number of revisions for each firm. Additionally the cumulative-excess-return across all J revisions for each firm i is calculated as:

�EMBED Equation.3���

Table 10, panel B presents the average-excess-return and the cumulative-excess-return for each firm. The ratios of 3-day average-excess-return and 3-day cumulative-excess-return to long-run buy-and-hold excess return are calculated for each firm and averaged across all firms. The average-excess-return across is –2.06% and constitutes 7.34% of the 3-year buy-and-hold excess return. Assuming 21 trading days per month, if the negative long-run performance is spread evenly over the first 36 months of an IPO firm, the expected 3-day average-excess-return would be 0.4% (3/36*21) of the overall long-run underperformance. The cumulative-excess-return is –6.62% and constitutes 10.20% of the 3-year buy-and-hold abnormal return. 

Next, I separate the IPO firms into terciles by long-run performance. The average-excess-return around revisions constitutes 23.33% of long-run underperformance for the medium tercile of firms. Unfortunately they represent only 2.33% of the lowest performance tercile. Thus the poor performance of the worst IPO firms remains unexplained by analyst revisions.

Given the economic significance of overall negative corrections, this section also examines whether the corrections take place uniformly over the 36 months following IPO. 3-day differential returns are separated by number of months between issue date and date of revision to see if there is a time trend in investor response.  

Table 11, Panel A shows that the differential returns for revisions announced in the first 3 months after IPO are positive for both upgrades and downgrades. The average 3-day differential return is 1.95% around downgrades of IPO firms for the first 3 months. This indicates that investors continue to be optimistic about IPO firms in the first 3-months after IPO. 

Panel C shows the overall effect of revisions over time. In the first 3 months the overall differential return is positive 2.62%. Corrections occur from month 4 through 36. The negative differential return increases monotonically from �2.79% between months 4 and 6 to �0.86% between months 30 and 36. This time trend suggests that investors are optimistic about IPO firms in the first 3 months, after which they correct expectations. 

Next I examine if the positive price reaction to downgrades in the first 3 months could be due to underwriter price support activity. Literature in price support is inconclusive about how long price support lasts. � ADDIN EN.CITE <EndNote><Cite><Author>Aggarwal</Author><Year>2000</Year><RecNum>110</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Aggarwal, R.</AUTHOR></AUTHORS><YEAR>2000</YEAR><TITLE>Stabilization activities by underwriters after Initial public offerings</TITLE><SECONDARY_TITLE>Journal of Finance</SECONDARY_TITLE><VOLUME>55</VOLUME><NUMBER>3</NUMBER><PAGES>1075-1103</PAGES><KEYWORDS><KEYWORD>price stabilization, penalty bids, underwriters, shorting</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Aggarwal (2000)� suggests that it can last as long as 95 days, with most of the price support occurring in the first few days after issue. � ADDIN EN.CITE <EndNote><Cite><Author>Ruud</Author><Year>1993</Year><RecNum>195</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Ruud, J.S.</AUTHOR></AUTHORS><YEAR>1993</YEAR><TITLE>Underwriter price support and the IPO underpricing puzzle</TITLE><SECONDARY_TITLE>Journal of Financial Economics</SECONDARY_TITLE><VOLUME>34</VOLUME><NUMBER>2</NUMBER><PAGES>135-151</PAGES><KEYWORDS><KEYWORD>underpricing, price stabilaization, price support, IPO,underpricing</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Ruud (1993)� and � ADDIN EN.CITE <EndNote><Cite><Author>Prabhala</Author><Year>2001</Year><RecNum>133</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Prabhala, N.R.</AUTHOR><AUTHOR>M. Puri</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>How does Underwriter price support affect IPOs? Empirical evidence</TITLE><SECONDARY_TITLE>working paper, Stanford University</SECONDARY_TITLE><KEYWORDS><KEYWORD>IPOs, price stabilization,underwriter price support</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Prabhala and Puri (2001)� suggest that price support ends in the first 3 to 4 days after issue. To see if the initially positive return around downgrades could be due to price support, I examine if variables related to price support are highly correlated with returns around downgrades. Underwriters tend to support IPO firms that have low initial returns (low underpricing), and those that perform worse in the days after issue. I find that firms with positive differential returns around downgrades actually have higher underpricing and better performance in the month before downgrade than firms with negative differential returns. This, along with the fact that most of the downgrades in the first 3 months fall at least 21 after issue date makes me believe that the positive differential returns are not due to price support. 

F. Regressions to Control for Uncertainty Surrounding IPO Firms

The results so far indicate that investors learn more from revisions in IPO firms than non-IPO firms. Although the asymmetry in response to upgrades and downgrades cannot be explained by the uncertainty and immaturity of IPO firms, evidence supporting the learning occurring is compelling. Unfortunately IPO firms do not have pre-IPO returns to use event studies techniques recommended in � ADDIN EN.CITE <EndNote><Cite><Author>Brown</Author><Year>1985</Year><RecNum>172</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Brown, S.J.</AUTHOR><AUTHOR>J.B. Warner</AUTHOR></AUTHORS><YEAR>1985</YEAR><TITLE>Using Daily Stock Returns: The Case of Event Studies</TITLE><SECONDARY_TITLE>Journal of Financial Economics</SECONDARY_TITLE><VOLUME>14</VOLUME><NUMBER>1</NUMBER><PAGES>3-32</PAGES><KEYWORDS><KEYWORD>event studies, autocorrelation, cross-sectional dependence, variance increase,non-synchronous trading,</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Brown and Warner (1985)� to control for risk. � ADDIN EN.CITE <EndNote><Cite><Author>Beatty</Author><Year>1986</Year><RecNum>194</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Beatty, R.P.</AUTHOR><AUTHOR>J.R. Ritter</AUTHOR></AUTHORS><YEAR>1986</YEAR><TITLE>Investment banking, reputation, and the underpricing of initial public offerings</TITLE><SECONDARY_TITLE>Journal of Financial Economics</SECONDARY_TITLE><VOLUME>15</VOLUME></MDL></Cite></EndNote>�Beatty and Ritter (1986)�, and � ADDIN EN.CITE <EndNote><Cite><Author>Prabhala</Author><Year>2001</Year><RecNum>133</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Prabhala, N.R.</AUTHOR><AUTHOR>M. Puri</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>How does Underwriter price support affect IPOs? Empirical evidence</TITLE><SECONDARY_TITLE>working paper, Stanford University</SECONDARY_TITLE><KEYWORDS><KEYWORD>IPOs, price stabilization,underwriter price support</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Prabhala and Puri (2001)� have used the size of issue as a proxy for price risk. Matching IPO to non-IPO firms by size should control for some of the uncertainty. In this section I use proxies for risk in cross-sectional regressions, to see if firms being IPO explain differences in returns around revisions even after controlling for risk. IPO and non-IPO performance-adjusted-excess-returns are dependent variables and IPO Dummy, size and standard deviation are independent variables that proxy for risk. IPO Dummy is equal to one if a the firm is an IPO and zero if the firm is a non-IPO, standard deviation measures the standard deviation of one-month pre-revision daily returns and size is the log of price of the firm times the number of stocks outstanding on the day of revision. Table 12 shows that IPO dummy is significantly negative for downgrades and significantly positive for upgrades after controlling for size and standard deviation.

G. Cross-Sectional Regressions

This section looks at the impact of various variables on the differential returns from Table 9. The use of underpricing is motivated by the underpricing hypothesis. � ADDIN EN.CITE <EndNote><Cite><Author>Barber</Author><Year>2001a</Year><RecNum>139</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Barber, B.</AUTHOR><AUTHOR>R. Lehavy</AUTHOR><AUTHOR>M. McNichols</AUTHOR><AUTHOR>B. Trueman</AUTHOR></AUTHORS><YEAR>2001a</YEAR><TITLE>Can Investors Profit from the Prophets? Security Analyst Recommendations and Stock Returns</TITLE><SECONDARY_TITLE>The Journal of Finance</SECONDARY_TITLE><VOLUME>56</VOLUME><NUMBER>2</NUMBER><PAGES>531-563</PAGES><KEYWORDS><KEYWORD>Analyst recommendations, transaction costs, Fama French Facors, asymmetric information, market efficiency, announcement effects.</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Barber et al. (2001a)� show that size plays an important role in explaining excess returns around analyst recommendations. Smaller firms earn more positive excess returns for favorable recommendations, and more negative excess returns for unfavorable recommendations when compared with large firms. Analyst affiliation to underwriting syndicate should have a negative coefficient for both downgrades and upgrades if investors expect affiliated analysts to be optimistically biased. A downgrade from an affiliated analyst would mean especially bad news because it comes from generally optimistic analysts. On the other hand, an upgrade by an affiliated analyst should not have as large an impact because it is less informative if investors think affiliated analysts are optimistically biased. A 3-month dummy is used to control for the non-linear impact of time on returns around downgrade and upgrade revisions. I expect to see a positive coefficient for both upgrades and downgrades. The level of change is used as a cross-sectional control because a larger level should have a negative coefficient for downgrades and a positive coefficient for upgrades. � ADDIN EN.CITE <EndNote><Cite><Author>Bradley</Author><Year>2002</Year><RecNum>177</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Bradley, D.J.</AUTHOR><AUTHOR>B.D. Jordan</AUTHOR><AUTHOR>J.R. Ritter</AUTHOR></AUTHORS><YEAR>2002</YEAR><TITLE>The quiet period goes out with a Bang</TITLE><SECONDARY_TITLE>Journal of Finance, forthcoming</SECONDARY_TITLE><KEYWORDS><KEYWORD>quiet period, IPO, underwriter reputation, analyst recommendations, confirmation hypothesis, conflict of interest hypothesis, initiations</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Bradley et al. (2002)� show that more analysts initiating coverage with a ‘buy’ recommendation increases return response as they confirm investor beliefs. In this context I include the number of analysts revising recommendations in my regression. I expect that the coefficient on number of analysts should be negative for downgrades and positive for upgrades, as more analysts would lend greater credibility to each type of revision. The number of past downgrades (upgrades) and days since last downgrade (upgrade) are included to proxy for the learning effect on investors. If investors update their expectations as information is revealed then the coefficient for past downgrades should be positive and coefficient for past upgrades should be negative. Coefficients on days since last downgrade (upgrade) should be negative for downgrades and positive for upgrades. Standard Deviation is a proxy for uncertainty and should have a negative coefficient for downgrades and a positive coefficient for upgrades if greater uncertainty increases investor response to revisions. Pre-IPO age is used as a proxy for maturity of IPO firms; the coefficient for downgrades should be positive and the coefficient for upgrades should be negative if marginal impact of information decreases as firms mature.

I run the following regression:



�EMBED Equation.3���	



diffreti is the differential return defined in equation (1) in Section III, size is the log of market capitalization of IPO firm on the day of revision, initret is the initial return of IPO calculated as �EMBED Equation.3���. Underwriter is a dummy variable equal to one when the recommending analyst is affiliated to the underwriting syndicate of the IPO in the role of co-manager or lead of issue. 3-month is a dummy variable equal to 1 if revision falls within 3 months of issue. Level is a number between 1 and 4, which represents the level of change, with larger numbers representing the more extreme revisions in recommendations. For example, revisions from strong-sell to strong-buy and vice-versa are both represented by the number 4. Broknum represents the number of brokers revising their recommendations on that day. Revisions are separated into upgrades and downgrades. Past downgrades (upgrades) represent the number of past downgrades (upgrades). Days since last downgrade (upgrade) represents the number of days between the current downgrade (upgrade) and the last downgrade (upgrade). Standard deviation is the standard deviation of one-month pre-revision daily returns and Age� is the number of years the company has existed before issue. 

Table 13 shows no support for the underpricing hypothesis. initret is insignificant for both upgrades and downgrades. Consistent with � ADDIN EN.CITE <EndNote><Cite><Author>Barber</Author><Year>2001a</Year><RecNum>139</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Barber, B.</AUTHOR><AUTHOR>R. Lehavy</AUTHOR><AUTHOR>M. McNichols</AUTHOR><AUTHOR>B. Trueman</AUTHOR></AUTHORS><YEAR>2001a</YEAR><TITLE>Can Investors Profit from the Prophets? Security Analyst Recommendations and Stock Returns</TITLE><SECONDARY_TITLE>The Journal of Finance</SECONDARY_TITLE><VOLUME>56</VOLUME><NUMBER>2</NUMBER><PAGES>531-563</PAGES><KEYWORDS><KEYWORD>Analyst recommendations, transaction costs, Fama French Facors, asymmetric information, market efficiency, announcement effects.</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Barber et al. (2001a)�, the coefficient for size is significantly positive for downgrades and upgrades of IPO firms. 

Surprisingly, the coefficients for analyst affiliation to underwriting syndicates are very significant for both upgrades and downgrades. The coefficient for downgrades is significantly negative and the coefficient for upgrades is significantly positive. The positive coefficient on upgrades imply that investors do not correct for analyst affiliation bias around upgrades, contrary to the findings of � ADDIN EN.CITE <EndNote><Cite><Author>Michaely</Author><Year>1999</Year><RecNum>119</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Michaely, R.</AUTHOR><AUTHOR> K.L. Womack</AUTHOR></AUTHORS><YEAR>1999</YEAR><TITLE>Conflict of interest and the credibility of underwriter analyst recommendations</TITLE><SECONDARY_TITLE>The Review of Financial Studies</SECONDARY_TITLE><VOLUME>12</VOLUME><NUMBER>4</NUMBER><PAGES>653-686</PAGES><KEYWORDS><KEYWORD>Analyst forecast, IPOs,</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Michaely and Womack (1999)�. There are some key differences between their analysis and mine. They recognize affiliation only if the recommending analyst is associated with the lead underwriter; they use only revisions in the first year after IPO and they look at IPO firms between 1990 and 1991 which are not included in this sample. Although it is not the focus of this paper, it is an interesting finding that investors do not correct for conflict of interest by responding more cautiously to upgrades. In fact they have stronger response to revisions by analysts if they are affiliated to the underwriting syndicate. 

The 3-month dummy is insignificant. Due to non-linear relationship between differential returns and time since IPO, it is difficult to capture the relationship in this regression model�. The significantly negative coefficient on level for downgrades shows that the extent to which analysts revise their recommendations does affect the return response in the direction expected. Consistent with � ADDIN EN.CITE <EndNote><Cite><Author>Bradley</Author><Year>2002</Year><RecNum>177</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Bradley, D.J.</AUTHOR><AUTHOR>B.D. Jordan</AUTHOR><AUTHOR>J.R. Ritter</AUTHOR></AUTHORS><YEAR>2002</YEAR><TITLE>The quiet period goes out with a Bang</TITLE><SECONDARY_TITLE>Journal of Finance, forthcoming</SECONDARY_TITLE><KEYWORDS><KEYWORD>quiet period, IPO, underwriter reputation, analyst recommendations, confirmation hypothesis, conflict of interest hypothesis, initiations</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Bradley et al. (2002)�, the number of analysts recommending an IPO increases investor response in the direction predicted by analysts. The significantly positive coefficient on the number of past downgrades, and the significantly negative coefficient on the number of past upgrades, indicate that investors learn less from revisions when they have seen a revision in the same direction previously.  This is also consistent with the learning hypothesis. 

To summarize my findings, underpricing does not have any cross-sectional significance in explaining differential returns after controlling for variables known to affect recommendation returns. Despite matching by size, size continues to explain cross-sectional differences in returns around revisions. Analyst affiliation, the number of brokers recommending on a given day, and the number of past revisions are significant variables in explaining cross-sectional differences in 3-day differential returns. Investors respond more negatively to downgrades and more positively to upgrades if analysts are affiliated to underwriting syndicate and if revisions are confirmed by more than one analyst. 

The strongest support for learning hypothesis can be found in the significant coefficients for the number of past revisions for both upgrades and downgrades. The marginal impact of information is weaker if investors have seen a revision in the same direction previously. The insignificant coefficient on all the time variables such as age, and time since last upgrade or downgrade indicate that within the IPO sample it is not the maturity of the firm that influences investor response. What does influence investor response is the number of past news events.

V. Conclusion

This paper examines investor response to analyst recommendation revisions of IPO firms. I find that investors react more positively to upgrades in recommendations after IPO than at other times. Investors also respond more negatively to downgrades, and the negative reaction continues for one month after downgrade. The combination of more positive response to upgrades and more negative response to downgrades is consistent with the learning hypothesis. If analyst recommendation revisions are information events at which investors update their expectations, we should expect to see larger response to news that has a larger marginal informational impact. In the case of IPO firms, the strong response to both positive and negative revisions is not very surprising, considering their newness and the lack of public information about them compared with firms that have been publicly traded longer. What is surprising is the asymmetry in response between negative and positive revisions. The overall response to downgrades is much larger in magnitude than that for upgrades. In the final analysis, I find strong evidence that investors correct expectations around analyst revisions. The corrections occur only around downgrades not upgrades. This maybe because analysts have very high valuation for IPO firms when they first become public and investors do not believe a priori that a downgrade is likely, when it does occur they are surprised by it. 

Cross-sectional tests reveal that the return response is smaller when there have been previous revisions in the same direction. However, the time between revisions does not matter. Additionally, the differential return around downgrades is positive in months 2 and 3 after IPO, and negative after that. The negative differential return in months 4 through 36 becomes less negative as months since IPO increase. These findings support investors being optimistic about IPO firms when they are issued.  As time since IPO increases investors correct expectations in months 4 through 36. The corrections are a function of time and the number of previous revisions. Both time since IPO and the number of past revisions dampen the magnitude of corrections, but the time trend is non-linear and cannot be captured in the linear cross-sectional regressions.

Cross-sectional regressions are used to control for variables known to affect recommendation returns. I find no support for the underpricing hypothesis. Returns around revisions increase with size. Differential returns decrease (increase) with the number of analysts that downgrade (upgrade) their recommendations on a given day, and analyst affiliation to underwriter. 

By far the most interesting findings are those that support my second hypothesis. The overall 3-day excess return correction around both upward and downward revisions is -1.80%. In the one month after revisions the overall excess return correction is -1.29%. The overall 3-day average excess return around all revisions of IPO firms over non-IPO firms is economically significant. The ratio of average excess return around all revisions to long-run underperformance of an IPO firm is 7.34 %.

� ADDIN EN.CITE <EndNote><Cite><Author>Womack</Author><Year>1996</Year><RecNum>120</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Womack, K.L.</AUTHOR></AUTHORS><YEAR>1996</YEAR><TITLE>Do Brokerage Analysts&apos; Recommendations Have Investment Value?</TITLE><SECONDARY_TITLE>Journal of Finance</SECONDARY_TITLE><VOLUME>51</VOLUME><NUMBER>1</NUMBER><PAGES>137-167</PAGES><KEYWORDS><KEYWORD>Analyst forecasts</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Womack (1996)� shows that investors respond to analyst revisions in recommendations. Although much research has concentrated on the relationship between analysts and underwriters and how it distorts analyst recommendation of IPO firms, this is the first paper that focuses on the investor’s perspective and its impact on IPO performance. This paper shows that investors in newly public firms rely on analyst revisions to update their expectations and that they respond differently in the first 3 years after a firm goes public than after the first 3 years. Additionally, their response varies as a function of time and past information events within the first 3 years. Given the important role analyst recommendations play in providing information about new firms there is scarce research in whether analyst recommendations actually reduce information asymmetry. I suggest that future research in this area take that direction. 
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Figure 1



�EMBED Excel.Chart.8 \s����Table 1

Distribution of Recommendations from 1992 to 2001

Table 1 shows the annual distribution of sell-side analyst recommendations from 1992 to 2001. The data are provided by First Call. First Call classifies recommendations into 6 categories, “Strong-buy”, “buy”, “hold”, “sell” and “strong-sell” that are rated from 1 to 5 respectively, and 0 representing no currently outstanding recommendations. This table summarizes the 178,366 recommendations that are real time. The columns represent the percentage of recommendations in each year that fall into each of the recommendation categories.��Year�Strong-Buy

1�Buy

2�Hold

3�Sell

4�Strong-sell

5��1992�12.12%�28.28%�49.49%�8.08%�2.02%���������1993�19.05%�28.57%�43.33%�5.24%�3.81%���������1994�21.05%�34.21%�39.47%�5.26%�0.00%���������1995�29.86%�32.07%�34.69%�2.23%�1.15%���������1996�34.01%�31.22%�31.67%�2.18%�0.92%���������1997�35.96%�31.07%�30.17%�1.90%�0.89%���������1998�32.53%�34.87%�30.02%�1.81%�0.77%���������1999�33.47%�37.64%�26.61%�1.65%�0.63%���������2000�33.89%�38.68%�25.92%�1.19%�0.32%���������2001�24.29%�38.32%�34.04%�2.50%�0.85%��

�Table 2

Number of Changes in Recommendations

Table 2 shows the number of recommendation changes and reiterations for all real time recommendations from 1992 to 2001. The data are provided by First Call. First Call classifies recommendations into 6 categories, “Strong-buy”, “buy”, “hold”, “sell” and “strong-sell” that are rated from 1 to 5 respectively, and 0 representing no currently outstanding recommendations. The heading row represents the currently outstanding recommendations and the left most column represents the previous recommendation.  The first row shows the number of initiations to categories 1 through 5. The rest of the rows represent recommendation changes and reiterations. The diagonal cells in rows 2 through 6 show the number of reiterations in recommendations and the non-diagonal elements show the number of changes or revisions in recommendations.��Current 
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5��No recommendation �34354�32428�22687�1053�478��Strong-Buy �13�17926�10478�178�124��Buy�16252�9�18031�477�81��Hold�6427�13001�6�1494�473��Sell�92�305�1270�0�124��Strong-Sell�93�50�367�95�0��







Table 3

Percentage of Changes in Recommendations

Table 3 shows the number of upgrades, downgrades, positive and negative initiations from 1992 to 2001. The data are provided by First Call. First Call classifies recommendations into 6 categories, “Strong-buy”, “buy”, “hold”, “sell” and “strong-sell” that are rated from 1 to 5 respectively, and 0 representing no currently outstanding recommendations. All changes from high numbers to lower numbers are categorized as upgrades and all changes from low numbers to higher numbers are classified as downgrades. All changes from a 0 to 1,2,or 3 are classified as positive initiations, and all changes from 0 to 4 or 5 are classified as negative initiations. The percentage column shows the percentage of all changes that are downgrades, upgrades, negative initiations or positive initiations.���Frequency�Percentage��Downgrades�49386�27.69%������Upgrades�37952�21.28%������Negative initiations�24218�13.58%������Positive initiations�66782�37.45%���Table 4

All IPO and Non-IPO Returns Around Revision

Table 4 compares the average 3-day raw return around recommendation date for revisions in recommendations of IPO firms with non-IPO firms. There are a total of 10,401 IPO recommendation revisions and 67,870 non-IPO recommendation revisions on First Call from 1992 to 2001, which also have returns on the CRSP database. An IPO firm is defined as a firm that has had an initial public offering in the past 3 years and a non-IPO firm is defined as a firm that has not had an initial public offering in the past 3 years. The 3-day raw return is cumulated from one day before the day of revision to one day after the day of revision. N, represents the total number of revisions. The excess return is the difference in average 3-day IPO return and the average 3-day non-IPO return. The last column provides the t-statistic of the difference in IPO and non-IPO returns.���IPO firms�NON IPO firms�����N�3-day raw return�median�N�3-day raw return�median�excess return�t-statistic of difference in returns��downgrades�6287 (60%)�-9.65%�-6.77%�36602 (54%)�-3.63%�-1.91%�-6.02%�-10.42������������upgrades�4114 (40%)�5.14%�3.26%�31268 (46%)�3.04%�1.85%�2.09%�3.33��





Table 5

IPO and Matched Non-IPO Returns, Volume and Market Capitalization

Table 5 presents the average 3-day cumulative return (from one day before revision to one day after revision) along with average volume over the 3 days, and average market capitalization over the 3 days for IPO firms and matched non-IPO firms. There are a total of 10,023 revisions covering 2,227 firms that have matches available. An IPO firm is defined as a firm that has had an initial public offering in the past 3 years and a non-IPO firm is defined as a firm that has not had an initial public offering in the past 3 years. Matching is done by first finding all non-IPO firms with the same 2-digit SIC and type of revision (upgrade or downgrade) as the IPO firm, and then selecting the non-IPO firm with the closest market capitalization on the day of revision. Market capitalization is given in millions of dollars.���IPO firms with matches 3-day return�Non-IPO with matches 3-day return�IPO average 3-day volume�Non-IPO average 3-day volume�IPO average 3-day market capitalization in $ millions�Non-IPO average 3-day market capitalization in $ millions��downgrades�-9.68%�-6.45%�1,502,902.78�1,087,497.59�$887.45�$948.71��upgrades�5.19%�4.59%�1,195,045.51�992,162.21�$1488.00�$1541.00��

�Table 6

IPO and Matched Non-IPO Excess Returns 

Table 6 shows the average 3-day excess return around recommendation date for revisions in recommendations of IPO firms over matched non-IPO firms, equally weighted and value weighted CRSP returns. Recommendations data are provided by First Call, and returns data is available from CRSP. There are a total of 10,023 IPO recommendation revisions covering 2,227 firms that have non-IPO matches available. An IPO firm is defined as a firm that has had an initial public offering in the past 3 years and a non-IPO firm is defined as a firm that has not had an initial public offering in the past 3 years. Matching is done by first finding all non-IPO firms with the same 2-digit SIC and type of revision (upgrade or downgrade) as the IPO firm, and then selecting the non-IPO firm with the closest market capitalization on the day of revision. Excess return is the difference between 3-day cumulative return (from the day before revision to the day after revision) for IPO firms and non-IPO firm, IPO and equally weighted CRSP index, and IPO and value weighted CRSP index. P-value is provided in parenthesis.����N�excess returns over matched non-IPO firms.�excess returns over equally weighted CRSP�excess returns over value weighted CRSP���������downgrades�excess returns�6085�-3.23%�-9.93%�-9.73%���p-value��0.00�0.00�0.00���������upgrades�excess returns�3938�0.60%�4.86%�4.96%���p-value��0.04�0.00�0.00���������





Table 7

Long-Run Performance

Table 7 presents of the 3-year long-run buy- and-hold returns of IPO firms and matched non-IPO firms. An IPO firm is defined as a firm that has had an initial public offering in the past 3 years and a non-IPO firm is defined as a firm that has not had an initial public offering in the past 3 years. First I find all firms in our non-IPO sample with the same 2-digit SIC on issue date as the IPO firm. Then I pick a match that has the smallest sum of absolute percentage difference for market-to-book and market capitalization. The proxy for Market Capitalization is from the annual COMPUSTAT file (data24 multiplied by data25), and the proxy for book value is the data60 from the annual COMPUSTAT file. The last column gives the wilcoxon sign rank p-value.���IPO firms�matched non-IPO�excess returns�wilcoxon 

p value��������3-year buy and hold returns�43.21%�61.32%�-18.11%�0.00��Market capitalization in $ million�676.29�604.51����Market to book ratio�6.31�6.40����



� Table 8 

IPO and Non-IPO Performance-Adjusted Excess Return

Table 8 gives the cumulative performance-adjusted-excess-return for 3-days around revision (one day before revision to one day after revision) and one-month after revision (from day +2 to the same day the next month). IPO and non-IPO firms with revisions are matched to IPO and non-IPO firms respectively without any recommendations in that month. Matching is done by first finding all IPO (non-IPO) firms with the same 2-digit SIC, and then selecting the one with the closest market capitalization on revision day, as the match. The difference in returns is called the IPO (Non-IPO) performance-adjusted-excess-return. N represents the total number of revisions for each revision type. There are a total of 10,246 revisions distributed over 2252 IPO firms that have matches among IPO firms without any recommendations. There are a total of 63,737 revisions over 5740 non-IPO firms that have matches among non-IPO firms without recommendations. The last 2 columns give the t statistic of the performance-adjusted-excess-return and the p-value respectively. ��change type�N�With Recommendations�Without Recommendations

Matches�IPO Performance-adjusted-excess-return�t-statistic�p-value��Panel A���IPO 3-day returns (10,246 observations) 2252 firms���downgrade�6185

(60%)�-9.68%�-0.08%�-9.60%�-37.88�0.00��upgrade�4061

(40%)�5.17%�0.42%�4.74%�18.84�0.00��IPO 1-month returns (10,238 observations)��downgrade�6178�-1.44%�1.63%�-3.07%�-6.99�0.00��upgrade�4060�1.33%�1.92%�-0.60%�-1.36�0.18��Panel B���change type�N�With Recommendations�Without Recommendations

Matches�IPO Performance-adjusted-excess-return�t-statistic�p-value��NON-IPO 3-day returns (63,737) 5740 firms��downgrade�34389

(54%)�-3.68%�0.22%�-3.90%�-51.25�0.00��upgrade�29348

(46%)�3.03%�0.38%�2.65%�42.46�0.00��NON-IPO 1-month returns (63,633)��downgrade�34335�0.39%�0.76%�-0.37%�-3.34�0.00��upgrade�29298�2.54%�1.05%�1.50%�13.59�0.00���Table 9

Differential Return for Upgrades and Downgrades

Table 9 presents the cumulative 3-day differential return around revision and the cumulative one-month post revision differential return. There are a total of 9,863 revisions covering 2,193 IPO firms. Differential return is calculated as

�EMBED Equation.3���

Here a and b are relative to the day of revision, t=0. For 3-day differential returns around revision day, a = -1 and b = 1. For 1-month post-revision differential returns, a=+2 and b= number of days from revision day to the same day in the next month. rt is the daily return for day t on CRSP. To find differential return, first IPO and non-IPO firms with revisions are matched with IPO and non-IPO firms without any recommendations in that month respectively to get the performance-adjusted-excess-returns for IPO and non-IPO firms same as Table 8. Then for each IPO firm revision all non-IPO firms with the same type of revision (upward or downward) and the same 2-digit SIC in the same month are selected. I then pick the non-IPO firm with the closest market capitalization to IPO firm on revision day as a match. The difference in performance-adjusted-excess-returns for IPO and non-IPO firms is the differential return. Market capitalization is in millions of dollars. T statistics and p-values of differential return are provided in the rows below the differential return. 

change type��N�Differential return 3-day �Differential return1-month post-revision ��downgrades�mean�5977�-3.13%�-4.77%���t-stat��-9.10�-8.15���p-value��0.00�0.00��������upgrades�mean�3886�0.80%�-2.66%���t-stat��2.28�-4.18���p-value��0.02�0.00��������All revisions�mean�9863�-1.58%�-3.94%���p-value��0.00�0.00��

�

Table 10

IPO – Non IPO excess returns, and average excess returns for each firm as a percentage of long-run abnormal performance

Table 10 shows excess returns, average-excess-return and the cumulative-excess return. 

Panel A gives the excess returns across all observations for all firms. Excess return for firm i revision j is defines as:

�EMBED Equation.3���

Here a and b are relative to the day of revision, t=0. For 3-day excess returns around revision day, a = -1 and b = 1. For 1-month post-revision excessl returns, a=+2 and b= number of days from revision day to the same day in the next month. rt is the daily return for day t on CRSP. ERji is the difference between IPO and non-IPO cumulative returns matched by 2-digit SIC and market capitalization.  



Panel B gives the average-excess-return and the cumulative-excess-return as a percentage of long-run returns, they are calculated for each firm as follows:

�EMBED Equation.3���

i represents each IPO firm, j represents one revision in firm i, and J represents the total number of revisions for each firm i. Column 2 uses the same measure for long-run excess return as in Table 7. Columns 3 and 4 give the 3-day average-excess-return around revision and the 3-day cumulative-excess-return for each firm, averaged across all firms. Columns 5 and 6 give the ratios of average-excess-return and cumulative-excess-return to 3-year buy-and-hold excess return for each firm averaged across all firms respectively. Firms are separated by performance terciles.��PANEL A: Averaged across all observations���N�3-day Excess returns�1-month monthly excess returns��Excess returns �9863�-1.80%�-2.19%��t-stat��-8.07�-7.14��p-value��0.00�0.00��PANEL B: Averaged per firm then averaged across firms���3-year long-run buy and hold excess return �  3-day average-excess-return�  3-day cumulative-excess-return�3-day average-excess-return as a percentage of long-run excess return�3-day cumulative-excess-return as a percentage of long-run excess return��average across all firms�-18.11%�-2.06%�-6.62%�7.34%�10.20%��Performance Terciles��Lowest performing tercile�-238.10%�-3.23%�-3.32%�2.33%�6.20%��2�-24.09%�-1.96%�-1.05%�23.22%�38.70%��3�206.90%�-0.98%�0.17%�-3.46%�-14.20%��

�









Table 11

3-day Differential Return Over Time

Table 11 presents the distribution cumulative 3-day differential return of IPO firms over time. Differential return is calculated as

�EMBED Equation.3���

Here a and b are relative to the day of revision, t=0. For 3-day differential returns around revision day, a = -1 and b = 1. rt is the daily return for day t on CRSP. To find differential return, first IPO and non-IPO firms with revisions are matched with IPO and non-IPO firms without any recommendations in that month respectively to get the performance-adjusted-excess-returns for IPO and non-IPO firms same as table 8. Then for each IPO firm revision all non-IPO firms with the same type of revision (upward or downward) and the same 2-digit SIC in the same month are selected. I then pick the non-IPO firm with the closest market capitalization to IPO firm on revision day as a match. The difference in performance-adjusted-excess-returns for IPO and non-IPO firms is the differential return. The columns are labeled by the months since issue within which revisions are announced. For example, the column headed 6 to 12 months contains the 3-day differential returns for all revisions that fall between 6 months and 12 months of the day of issue. P-values are given in parenthesis.

�0 to 3

months�4 to 6 months�6 to 12 months�12 to 18 months�18 to 24 months�24 to 30 months�30 to 36 months��Panel A: Downgrades��N�61�295�1016�1388�1228�1045�911��3-day diff returns�1.95%

(0.53)�-6.16%

(0.00)�-4.41%

(0.00)�-3.59%

(0.00)�-2.25%

(0.00)�-2.35%

(0.00)�-2.62%

(0.00)��Panel B: Upgrades��N�71�266�671�693�759�678�689��3-day diff returns�3.11%

(0.17)�0.96%

(0.47)�1.55%

(0.07)�0.64%

(0.45)�0.03%

(0.97)�-0.11%

(0.89)�1.46%

(0.06)��Panel C: All revisions��3-day diff returns�2.62%

(0.16)�-2.79%

(0.01)�-2.04%

(0.00)�-2.18%

(0.00)�-1.38%

(0.02)�-1.47%

(0.01)�-0.86%

(0.13)��

�









Table 12

Regression: controls for risk

Table 12 shows coefficients from regression with the marginal impact of IPO and non-IPO when controlling for standard deviation and size. The dependent variable is the IPO (non-IPO)-performance-adjusted-excess-return calculated as: �EMBED Equation.3���

Here a and b are relative to the day of revision, t=0. For 3-day returns around revision day, a = -1 and b = 1. rt is the daily return for day t on CRSP. IPO and non-IPO firms with revisions are matched by 2-digit SIC and market capitalization with IPO and non-IPO firms without any recommendations in that month respectively to get the IPO (Non-IPO) -performance-adjusted-excess-returns for IPO and non-IPO firms same as table 8. The independent variable IPO dummy is equal to one if the firm has conducted an IPO in the past 3-years and equal to zero if it has not. The independent variable standard deviation is the standard deviation of daily returns one month before revision. The size variable is the log of market capitalization on the day of revision. P-values are in parenthesis.��Variable  �Downgrades�Upgrades��IPO Dummy�-0.0402�-0.0393�0.00667�0.00994���(0.00)�(0.00)�(0.05)�(0.01)��������Standard Deviation�-0.9732��0.80114����(0.00)��(0.00)���������size ��-0.0046��0.00293����(0.00)��(0.00)���Table 13:  Cross-sectional Regression

Table 14 presents the coefficients from cross-sectional regressions of variables on differential returns. The independent variable is the 3-day Differential return is calculated as

�EMBED Equation.3���

Here and b are relative to the day of revision, t=0. For 3-day differential returns around revision day, a = -1 and b = 1. rt is the daily return for day t on CRSP. To find differential return, first IPO and non-IPO firms with revisions are matched with IPO and non-IPO firms without any recommendations in that month respectively to get the performance-adjusted-excess-returns for IPO and non-IPO firms same as table 8. Then for each IPO firm revision all non-IPO firms with the same type of revision (upward or downward) and the same 2-digit SIC in the same month are selected. I then pick the non-IPO firm with the closest market capitalization to IPO firm on revision day as a match. The difference in performance-adjusted-excess-returns for IPO and non-IPO firms is the differential return. Size is defined as the log of market capitalization on day of recommendation, initret is the initial return on IPO, underwriter is a dummy equal to one if the broker is affiliated to the underwriting syndicate in the capacity of comanager ir lead., 3-month is a dummy representing recommendations made in the first 3 months after issue date, level is a number from 1 to 4 representing the extent of revision. 1 is a small revision and 4 is an extreme change in levels. Broknum is the number of brokers revising their recommendation for that stock on the same day. Past downgrades and Past upgrades represent the number of past downgrades and upgrades previous to current one. Days since last downgrade (upgrade) represent the number of days since last downgrade (upgrade). Standard deviation represents the standard deviation of IPO firm returns in the one month before revision and age represents the pre-IPO age of the firm. Significance at the 1% and 5% are represented by ** and * respectively.��Variable�Predicted sign�DOWNGRADE�Predicted sign�UPGRADE��Intercept��-0.0587

(0.13)��-0.1793

(0.00)��Size�+�0.0089**

(0.00)�+�0.0072**

(0.02)��initret�+�-0.0000

(0.26)�+�-0.0001

(0.18)��underwriter�-�-0.0345**

(0.00)�-�0.0308**

(0.00)��3-months�+�0.0442

(0.15)�+�0.0038

(0.87)��level�-�-0.0222**

(0.01)�+�0.008

(0.41)��broknum�-�-0.0606**

(0.00)�+�0.1094**

(0.00)��past downgrades�+�0.0032*

(0.02)����past upgrades���-�-0.0055**

(0.00)��days since last downgrade�-�-0.0000

(0.67)����days since last upgrade���+�-0.0000

(0.52)��standard deviation�-�0.1445

(0.21)�+�0.1184

(0.38)��age�+�0.0001

(0.64)�-�-0.0001

(0.61)��R-Square��0.037��0.018��Adj R-Sq��0.035��0.015��

�Throughout this paper an IPO firm is defined as a firm that has had an initial public offering within the last 3 years and a non-IPO firm is one that has not had an initial public offering in the past 3-years.

� � ADDIN EN.CITE <EndNote><Cite><Author>Denis</Author><Year>2001</Year><RecNum>137</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Denis, D. J.</AUTHOR><AUTHOR>A. Sarin</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>Is the Market surprised by poor earnings realizations following seasoned equity offerings</TITLE><SECONDARY_TITLE>Journal of Financial and Quantitative Analysis</SECONDARY_TITLE><VOLUME>36</VOLUME><NUMBER>2</NUMBER><PAGES>169-193</PAGES><KEYWORDS><KEYWORD>announcement effects, SEO, overoptimism</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Denis and Sarin (2001)� claim that by adjusting their abnormal returns with past performance by subtracting non-announcement returns immediately before the announcement period BD&K are biasing their abnormal returns positively. Essentially they are subtracting any negative returns that might occur due to information leakage before the actual announcement.

� � ADDIN EN.CITE <EndNote><Cite><Author>Stickel</Author><Year>1995</Year><RecNum>142</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Stickel, S.E.</AUTHOR></AUTHORS><YEAR>1995</YEAR><TITLE>The anatomy of the performance of buy and sell recommendations</TITLE><SECONDARY_TITLE>Financial Analysts Journal</SECONDARY_TITLE><VOLUME>51</VOLUME><NUMBER>5</NUMBER><PAGES>25-40</PAGES></MDL></Cite></EndNote>�Stickel (1995)� looks at cross-sectional determinants of price response to analyst recommendations. He includes both revisions and reiterations of recommendations in his study. 

� Previous research has shown that changes in recommendations have a greater return impact than reiterations. See � ADDIN EN.CITE <EndNote><Cite><Author>Jegadeesh</Author><Year>2000</Year><RecNum>161</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Jegadeesh, N.</AUTHOR><AUTHOR>J. Kim</AUTHOR><AUTHOR>S.D. Krische</AUTHOR><AUTHOR>C.M.C. Lee</AUTHOR></AUTHORS><YEAR>2000</YEAR><TITLE>Analyzing the analyst: When do analyst recommendations have value?</TITLE><SECONDARY_TITLE>working paper, Cornell University</SECONDARY_TITLE><KEYWORDS><KEYWORD>Analyst, recommendations, market efficiency, investment, trading rules, quantitative analysis, fundamental analysis, stock screens, trend chasers, news watchers, consensus recommendations,</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Jegadeesh, Kim, Krische and Lee (2000)� and � ADDIN EN.CITE <EndNote><Cite><Author>Barber</Author><Year>2001b</Year><RecNum>174</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Barber, B.</AUTHOR><AUTHOR>R. Lehavy</AUTHOR><AUTHOR>M. McNichols</AUTHOR><AUTHOR>B. Trueman</AUTHOR></AUTHORS><YEAR>2001b</YEAR><TITLE>Prophets and Losses: Reassessing the Returns to Analysts&apos; Stock Recommendations</TITLE><SECONDARY_TITLE>working paper</SECONDARY_TITLE><KEYWORDS><KEYWORD>analyst recommendations, tech-stocks, Fair disclosure,</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Barber, Lehavy, McNichols and Trueman (2001b)�

� See � ADDIN EN.CITE <EndNote><Cite><Author>Abarbanell</Author><Year>1991</Year><RecNum>145</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Abarbanell, J.S.</AUTHOR></AUTHORS><YEAR>1991</YEAR><TITLE>Do Analysts&apos; earnings forecasts incorporate information in prior stock price changes?</TITLE><SECONDARY_TITLE>Journal of Accounting and Economics</SECONDARY_TITLE><VOLUME>14</VOLUME><NUMBER>2</NUMBER><PAGES>147-165</PAGES><KEYWORDS><KEYWORD>analyst forecasts</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Abarbanell (1991)�, � ADDIN EN.CITE <EndNote><Cite><Author>Brown</Author><Year>1985</Year><RecNum>74</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Brown, P.</AUTHOR><AUTHOR>G. Foster</AUTHOR><AUTHOR>and E. Noreen</AUTHOR></AUTHORS><YEAR>1985</YEAR><TITLE>Security analysts multi-year earnings forecasts and the capital market</TITLE><SECONDARY_TITLE>Journal of Financial Economics</SECONDARY_TITLE><VOLUME>21</VOLUME></MDL></Cite></EndNote>�Brown, Foster and Noreen (1985)�, and � ADDIN EN.CITE <EndNote><Cite><Author>Lim</Author><Year>2001</Year><RecNum>148</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Lim, T.</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>Rationality and Analysts&apos; Forecast Bias</TITLE><SECONDARY_TITLE>Journal of Finance</SECONDARY_TITLE><VOLUME>56</VOLUME><NUMBER>1</NUMBER><PAGES>369-385</PAGES></MDL></Cite></EndNote>�Lim (2001)�.

� They match IPO firms to non-IPO firms by SIC code and closest size.

� � ADDIN EN.CITE <EndNote><Cite><Author>McNichols</Author><Year>1997</Year><RecNum>140</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>McNichols, M.F.</AUTHOR><AUTHOR>P.C. O&apos;Brien</AUTHOR></AUTHORS><YEAR>1997</YEAR><TITLE>Self-Selection and analyst coverage</TITLE><SECONDARY_TITLE>Journal of Accounting Research</SECONDARY_TITLE><VOLUME>35</VOLUME><NUMBER>Supplement 1997</NUMBER><PAGES>167-199</PAGES><KEYWORDS><KEYWORD>Analyst forecasts, analyst recommendation, asymmetric information, self-selection bias, overoptimism</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�McNichols and O'Brien (1997)� distinguish between bias due to self-selection and bias due a strategic manipulation of investor expectations. They conclude that there is some evidence that issuing firms self-select, preferring to conduct IPOs with underwriters that have a more favorable view of their future.

� � ADDIN EN.CITE <EndNote><Cite><Author>Lin</Author><Year>1998</Year><RecNum>138</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Lin, H.-w.</AUTHOR><AUTHOR>M.F. McNichols</AUTHOR></AUTHORS><YEAR>1998</YEAR><TITLE>Underwriting relationships, analysts&apos; earnings forecasts and investment recommendations</TITLE><SECONDARY_TITLE>Journal of Accounting and Economics</SECONDARY_TITLE><VOLUME>25</VOLUME><PAGES>101-127</PAGES><KEYWORDS><KEYWORD>SEOs, analyst forecasts, overoptimism, announcement returns, recommendations, market efficiency, information</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Lin and McNichols (1998)� show that the response to ‘hold’ recommendations is negative. Since analyst are reluctant to issue ‘sell’ and ‘strong sell’ recommendations investors interpret their ‘hold’ recommendations as a bad signal.

� Lock up expiration returns are yet another IPO anomaly. � ADDIN EN.CITE <EndNote><Cite><Author>Field</Author><Year>2001</Year><RecNum>90</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Field, L.C.</AUTHOR><AUTHOR>G. Hanka</AUTHOR></AUTHORS><YEAR>2001</YEAR><TITLE>The Expiration of IPO lockups</TITLE><SECONDARY_TITLE>Journal of Finance</SECONDARY_TITLE><VOLUME>56</VOLUME><NUMBER>2</NUMBER><PAGES>471-500</PAGES><KEYWORDS><KEYWORD>IPO, lockups, abnormal returns,SIC</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Field and Hanka (2001)� show that IPOs earn negative abnormal return around lockup expiration day. � ADDIN EN.CITE <EndNote><Cite><Author>Brav</Author><Year>2000</Year><RecNum>79</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Brav, A.</AUTHOR><AUTHOR>P.A. Gompers</AUTHOR></AUTHORS><YEAR>2000</YEAR><TITLE>Insider trading subsequent to Initial Public Offerings: Evidence from Expirations of Lock-Up Provisions</TITLE><SECONDARY_TITLE>Review of Financial Studies, forthcoming</SECONDARY_TITLE><KEYWORDS><KEYWORD>Lock-ups, analyst forecasts,insider trading, IPOs</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Brav and Gompers (2000)� show that lockup anomaly is due to asymmetric information and supply side shock. They also show that analyst recommendations worsen from IPO date up to lockup.

� � ADDIN EN.CITE <EndNote><Cite><Author>Bradley</Author><Year>2002</Year><RecNum>177</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Bradley, D.J.</AUTHOR><AUTHOR>B.D. Jordan</AUTHOR><AUTHOR>J.R. Ritter</AUTHOR></AUTHORS><YEAR>2002</YEAR><TITLE>The quiet period goes out with a Bang</TITLE><SECONDARY_TITLE>Journal of Finance, forthcoming</SECONDARY_TITLE><KEYWORDS><KEYWORD>quiet period, IPO, underwriter reputation, analyst recommendations, confirmation hypothesis, conflict of interest hypothesis, initiations</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Bradley, Jordan and Ritter (2002)� show that analyst initiations around the end of the quiet period have unusually high abnormal returns. These initiations are usually positive and anticipated by investors because it is the first opportunity for underwriters to publicly endorse their new issues. Since this is an unusual type of recommendation we exclude these from our sample.

� This information was obtained from Paul Latta at McAdams Wright Ragen, in Seattle “The template we use gives the appearance of being only for changes in earnings and ratings”.

� In tests not presented in this paper, matching on level of revision has been done but all the results hold. Results are available upon request.

� Note that we use different matching criterion for long-run performance because past literature indicates that size and market-to-book both explain cross-sectional difference in long-run returns. However there is no past evidence that market-to-book explains cross-sectional differences in recommendation returns.

� We acknowledge that the p-value is not skewness-adjusted as recommended by � ADDIN EN.CITE <EndNote><Cite><Author>Lyon</Author><Year>1999</Year><RecNum>16</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Lyon, J.D.</AUTHOR><AUTHOR>B.M. Barber</AUTHOR><AUTHOR>C.-L. Tsai</AUTHOR></AUTHORS><YEAR>1999</YEAR><TITLE>Improved Methods for tests of Long-run abnormal stock returns</TITLE><SECONDARY_TITLE>Journal of Finance</SECONDARY_TITLE><VOLUME>54</VOLUME><NUMBER>1</NUMBER><PAGES>165-201</PAGES></MDL></Cite></EndNote>�Lyon, Barber and Tsai (1999)�. We use this as a rough estimate of the long-run performance trend in IPO as opposed to non-IPO firms.

� I would like to thank Laura Field for providing the pre-IPO Age data. This is the same data used by � ADDIN EN.CITE <EndNote><Cite><Author>Field</Author><Year>2000</Year><RecNum>175</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Field, L.C.</AUTHOR><AUTHOR>J.M. Karpoff</AUTHOR></AUTHORS><YEAR>2000</YEAR><TITLE>Takeover defences at IPO Firms</TITLE><SECONDARY_TITLE>Journal of Finance</SECONDARY_TITLE><VOLUME>57</VOLUME><NUMBER>5</NUMBER><PAGES>1857-1889</PAGES><KEYWORDS><KEYWORD>takeover devices, takeover premium, IPO, agency costs, logit, probit, tobit, poisson maximum- likelihood,</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Field and Karpoff (2000)�, and � ADDIN EN.CITE <EndNote><Cite><Author>Loughran</Author><Year>2002</Year><RecNum>137</RecNum><MDL><REFERENCE_TYPE>0</REFERENCE_TYPE><AUTHORS><AUTHOR>Loughran, T.</AUTHOR><AUTHOR>J.R. Ritter</AUTHOR></AUTHORS><YEAR>2002</YEAR><TITLE>Why Don&apos;t Issuers Get Upset About Leaving Money on the Table in IPOs?</TITLE><SECONDARY_TITLE>Review of Financial Studies</SECONDARY_TITLE><VOLUME>15</VOLUME><NUMBER>2</NUMBER><PAGES>413-443</PAGES><KEYWORDS><KEYWORD>IPO</KEYWORD></KEYWORDS></MDL></Cite></EndNote>�Loughran and Ritter (2002)� in their papers.

� In another test I use the time since IPO to see if it captures the time trend in differential returns but that is insignificant as well. The results are not reported in this paper.
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