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Abstract

• We study the effect of analyst coverage on firms’ innovation
strategy and outcome.

• Using data of US firms from 1990 to 2012, we find evidence
that an increase in financial analysts leads firms to cut research
and development expenses, acquire more innovative firms, and
invest in corporate venture capital.

• We attribute the first result to the effect of analyst pressure and
the others to the informational role of analysts.

• We also find that financial analysts encourage firms to make
more efficient investments related to innovation, which
increases their future patents and citations and influences the
novelty of their innovations.



1.Introduction



A. Background

➢Long-term growth in profits depends significantly on 

firms’ investment in innovation activities.However, 

firms may not invest in innovation in an optimal way. 

Some distortions arise because the decisions as to 

whether and how to invest in innovation are not only 

affected by their long-term expected benefits but also 

by other considerations. Among the factors that can 

distort firms’ incentives to innovate, the recent 

literature has highlighted the recommendations or 

reports issued by financial analysts.



B. The main work

We contribute to our understanding of the 

effect of financial analysts on firm innovation 

by isolating the information and pressure 

effects of analysts in a unified framework. To 

do so, we study three different channels

through which firms can invest in innovation 

and show that the information and pressure 

effects affect each of these investment 

channels differently.



2. Relation to the existing literature



• A theoretical paper by Manso(2011) shows that the best way to 

motivate managers toinnovate is by offering managerial 

contracts that tolerate failure in the short run and reward success 

in the long run.Empirically, some papers analyze the effects of 

financial contracting like institutional ownership (Aghion et al., 

2013), corporate venture capital (Chemmanur et al.,2014), 

financial derivatives (Blanco and Wehrheim, 2017）
characteristics of board of directors (Balsmeier et al., 2017),or 

corporate tax (Mukherjee et al., 2017) on innovation.

• The closest paper to ours is a recent paper by He and Tian 

(2013), which shows that analyst coverage reduces firms’ 

innovation output as measured by patents and citations.

We contribute to this literature by studying the effect of analyst 

coverage on firms' innovation strategy,namely their choice of

internal and external innovation,and the effects of these channels 

on the final innovation outcome.



• Bushee(1998) finds that managers are more inclined to cut 

R&D expenses in response to a decrease in earnings and that 

this is more likely to happen when a large portion of 

institutional owners are nondedicated (i.e., short-term) 

investors. 

• A related paper by Yu (2008) finds, in contrast, that firms with 

more analysts manage their accrual based earnings less, and 

recent work by Irani and Oesch(2016) suggests that managers 

decrease real earnings management but increase accrual 

manipulation when they are followed by more analysts.

Add to the literature that studies the effect of financial 

markets on managerial myopia.



• The recent paper by Chen et al. (2015) shows a positive 

monitoring role of analysts: following a decrease in coverage,

shareholders value internal cash holdings less, their CEOs

receive higher excess compensation, and they are more likely         

to engage in value-destroying acquisitions.

• A related paper by Derrien and Kecskés (2013) shows that a

decrease in analyst coverage increases the cost of capital,

which results in a decrease in firm investments such as

acquisition expenses.

Add to the literature that studies the governance role

of financial analysts.



• Bena and Li (2014), who study whether acquisition decisions 

are based on the innovative output of acquirers and targets.

• Dushnitsky and Lenox (2005) that analyzes firms’ decisions 

to pursue equity investments in new ventures to adopt 

innovative ideas, instead of investing in internal R&D.

We advance on this topic by studying the effect of 

financial market analysts on the internal versus 

external decision to innovate.



3. Sample selection, variables, 

and summary statistics



3.1. Sample selection
The sample used in this paper includes information on US public 

firms for the period 1990–2012.(exclude financial and utilities firms)

Retrieve financial statements information from Compustat.

➢ Obtain financial analyst information from the Institutional 

Brokers Estimate Systems (I/B/E/S) database

➢ Collect information on firms’ acquisitions from the Securities 

Data Company (SDC) Mergers and Acquisitions database.

➢ Obtain the fund names and the names of the parent companies 

that have a CVC fund from the Thomson ONE private equity 

database

➢ Manually merge the CVC funds information to our sample of 

Compustat firms



➢ Institutional ownership data comes from Thomson’s 

CDA/Spectrum database

➢ Board characteristics come from BoardEx

➢ Obtain patent and citation information from the National Bureau 

of Economic Research (NBER) Patent Citation database 

address these two problems by supplementing the NBER 

database withthe Harvard Business School (HBS) patent 

database



Variable definitions



Control Variables



Summary statistics





The effect of financial analysts on firms’R&D expenses.





The effect of financial analysts on firms' acquisition strategy





Number of analysts and acquisition innovativeness



the effect of analysts on firms’ CVC investments





Robustness: a quasi-natural experiment





Split sample analysis







Direct versus indirect effect of the number of analysts





The possible consequences of the change in firms' innovation strategy due to 

analyst coverage on the final innovation outcome









We formally analyze this discontinuity estimating the

following regression:

The effect of cutting R&D expenses in the short-term due to EPSP 

on firms' innovation outcomes:





Conclusions
⚫ We find evidence that firms followed by more financial analysts

are more likely to cut their internal R&D programs, which

provides evidence of their pressure effect.

⚫ Firms followed by more financial analysts are also more likely to

start or increase CVC investments and to acquire other

innovative firms, which provides evidence of their information

effect.

⚫ We find that firms that cut R&D expenses after being followed

by financial analysts produce more patents and citations.

⚫ Both the pressure and information effects of financial analysts 

induce firms to make more efficient decisions regarding their 

innovation activity. 



⚫ Financial analysts affect the type of innovation produced.

In particular,firms that are followed by more financial

analysts tend to produce less radical innovation, as do

firms that cut R&D.In contrast, we find that acquisitions

and CVC investments enable firms to produce more

breakthrough innovations.
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