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ABSTRACT

We model reputation acquisition by investment banks in the equity market. En-
trepreneurs sell shares in an asymmetrically informed equity market, either di-
rectly, or using an investment bank. Investment banks, who interact repeatedly
with the equity market, evaluate entrepreneurs’ projects and report to investors, in
return for a fee. Setting strict evaluation standards (unobservable to investors) is
costly for investment banks, inducing moral hazard. Investment banks’ credibility
therefore depends on their equity-marketing history. Investment banks’ evaluation
standards, their reputations, underwriter compensation, the market value of equity
sold, and entrepreneurs’ choice between underwritten and nonunderwritten equity
issues emerge endogenously.

THE ROLE OF FINANCIAL intermediaries as information producers has been of
considerable interest in finance (see, e.g., Leland and Pyle (1977) and Camp-
bell and Keracaw (1980)). An important issue that arises here is that of the
credibility of the intermediary. For instance, an investment bank marketing
equity in a firm has an incentive to represent the firm’s projects as worthy of
investment, even if it has expended limited resources in investigating these
projects. The problem is further complicated by the fact that even stringent
evaluation procedures are subject to error, and intermediaries can make
“honest” mistakes, making it difficult to distinguish between intermediaries
acting in good faith and those acting in their own interest to the detriment of
investors. In this paper, we argue that reputation acquisition by intermedi-
aries can mitigate this credibility problem. We model the role of reputation
acquisition in enabling an intermediary to act as a producer of credible
information, and we derive implications for the valuation of financial securi-
ties sold by the intermediary.
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We develop our model in the context of an investment bank underwriting a
stock issue. There are three kinds of agents in our economy: entrepreneurs,
investment banks, and ordinary investors. Entrepreneurs approach the eq-
uity market to raise capital for their projects, entering the market only once
and marketing equity either directly to investors or through an investment
bank (underwriter). Investment banks are information producers that inter-
act repeatedly with the equity market. They produce noisy evaluations of
entrepreneurs’ projects, which they report to investors when marketing eq-
uity in return for a fee from the entrepreneur. Ordinary investors determine
the market value of the equity. Because investors do not observe the amount
of resources investment banks devote to evaluating entrepreneurs’ projects,
they do not know how strict investment banks’ standards are when they
recommend investment in a firm. Investors therefore use the investment
banks’ past performance, as measured by the quality of firms in which they
have previously sold equity, to assess credibility, valuing the equity they
market accordingly.

Investment banks therefore face a dynamic trade-off; setting strict stan-
dards in evaluating firms is costly in the short run but beneficial in the long
run, since it reduces the probability of their marketing lemons and damaging
their reputation. A lower reputation leads to lower market values for equity
sold in the future, and in turn, to lower future fees. The evaluation standard
set by investment banks, their reputations, valuation of firms by investors,
investment banking fees, and entrepreneurs’ choice between underwritten
and direct sales of equity emerge endogenously in the equilibrium of this
dynamic game.

Even though we develop our model in the setting of a private firm issuing
equity in an initial public offering (IPO), it is equally applicable to the case of
seasoned equity issues, and we develop implications for these as well.! The
model is also applicable (in a slightly modified form) to other situations where
intermediaries act as information producers helping to reduce the adverse
impact of information asymmetry in the financial market; examples include
investment banks producing information about target firms in corporate
takeovers, investment banks assisting issuing firms in calling convertible
debt (in an asymmetrically informed debt market), and rating agencies
producing information about firms issuing bonds. In each of these situations,
the ability of the financial intermediary to acquire a reputation for veracity
mitigates the moral hazard problem in information production.

Our analysis is particularly relevant in light of the extensive empirical
literature relating the reputation of investment banks and the values of the
securities they market. Logue (1973), Beatty and Ritter (1986), Carter and
Manaster (1990), Tinic (1988), and Johnson and Miller (1988) relate invest-

! Our objective in this paper is not to explain the “underpricing” of IPOs, and we will not model
the institutional details specific to the new issues market. However, we will relate an investment
bank’s reputation to its effectiveness in reducing the impact of asymmetric information between
firm insiders and outsiders, and indirectly, to the extent of underpricing of the IPOs it
underwrites.
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ment bank reputation to the various characteristics of IPOs of equity; Schadler
and Manuel (1989) study the role of underwriter reputation in the market for
seasoned equity issues. The following are the empirical implications of our
model: (i) The greater the reputation of an investment bank, the more
effective it is in reducing the impact of information asymmetry in the equity
market. This implies that the extent of IPO underpricing and the size of the
negative stock price reaction around seasoned equity issues are decreasing
functions of the reputation of the underwriters involved. (ii) More prestigious
investment banks engage in underwriting contracts with less risky client
firms. (iii) The greater the underwriter’s reputation, the larger the amount of
fees charged. (iv) The proceeds to a firm selling equity, net of underwriter
fees, increase with underwriter reputation. (v) Investment banks that over-
price equity subsequently lose market share. (vi) In equity markets charac-
terized by asymmetric information, all firms prefer to market equity using an
investment bank; only firms that do not face a significant degree of adverse
selection, or firms unable to obtain the services of an investment bank,
engage in a nonunderwritten equity offering.

Our research is related to the product market literature (see, e.g., Allen
(1984), and Shapiro (1983)), which argues that the fear of ruining reputation
may prevent manufacturers of “experience” goods (i.e., goods whose quality
can be verified only after purchase) from lowering product quality in order to
increase short-run profits. In a similar vein, the considerations of reputation
building in our model play an important role in shaping the interactions
between the investment bank and investors. Unlike a manufacturer in the
product market, however, the investment bank is a middleman in the equity
market. As such, while the investment bank may obtain more accurate
information than ordinary investors about the true value of the firm selling
equity, typically it does not have as much information as the entrepreneur.
We therefore assume that it is the entrepreneur who has private information
about firm value, so that the entrepreneur’s choice between underwritten or
nonunderwritten equity offerings, and the reputation of the underwriter he
uses to market equity, conveys information to investors. Further, unlike in
the product market literature, we allow even an investment bank following
the most stringent evaluation procedure possible to make mistakes, so that
even if it sells overpriced equity once, its reputation in the equity market is
not damaged permanently. In addition to being realistic, it is this feature of
our model that results in investment banks of different reputations obtaining
different market prices for the equity they sell. Thus, we model equity issues
as a three-party game among entrepreneurs, investment banks, and ordinary
investors, explicitly incorporating the incentives of all parties.

Our research is also related to the extensive literature on reputation effects
in dynamic games with incomplete information, both in finite horizon set-
tings (see, e.g., Kreps and Wilson (1982a) and Milgrom and Roberts (1982))
and in infinite horizon settings (see, e.g., Holmstrom (1982)). Much of this
literature develops models in an industrial organization context. In the
finance context, there are the papers of Diamond (1989), John and Nachman



