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CORPORATE OVERSIGHT
WHO’S WATCHING THE HEN HOUSE?

INDUSTRY ANALYSTS: ARE INSIDERS CONFLICT-OF-
INTEREST FREE?

Everybody’s got someone to whom they must answer. 
Employees have bosses, bosses have mid-level managers, 
mid-level managers have C-suite executives, who have 
CEOs. CEOs have boards of directors, who, in turn, have 
stockholders. Should the oversight end there? 

Research suggests the answer is no. 

Financial analysts have played a pivotal role in firms’ 
corporate governance as corporate watchdogs for decades. 
They typically are hired by investors to look into companies’ 
profitability. Analysts’ responsibilities are to their clients: 
buy-side institutions and retail clients. They provide 
opinions, earnings estimates and recommendations with 
the hope that investors trade through them. So the external 
monitoring function they provide is indirect, not paid for by 
the firm or the government. 

“Analysts need access to company 
management and there is a fear of 
restricted access if an analyst issues 
negative opinions about the firms they 
cover.”

The integrity of the analyst industry, however, has come 
under tremendous scrutiny. Scandalous revelations in the 
late 1990s to early 2000s suggested that investment banks 
used their analysts to secure very lucrative investment 
banking deals by promising them to provide research 

coverage with rosy recommendations, when in fact, that 
arrangement often conflicted with the analysts’ actual view 
of firms.

This led to the Global Research Settlement where many 
of the top brokers agreed to a $1.4 billion settlement 
– the largest in the financial services industry. Even post-
settlement, conflicts inherently still exist. Analysts need 
access to company management and there is a fear of 
restricted access if an analyst issues negative opinions about 
the firms they cover. So do analysts remain effective external 
monitors?

Recent research suggests the answer is yes.

ARE CERTAIN TYPES OF ANALYSTS BETTER AT IT?

Survey evidence from analysts and their investor base cite 
industry experience as the most important source of value 
that analysts can provide their clients. The big question: 
Can an industry insider analyzing a corporation do the job 
effectively without conflicts of interest rearing up?

Extensive research has examined whether analysts’ prior 
industry experience influenced their ability to serve as 
effective external firm monitors. Analyses of firms’ financial 
disclosure quality, executive compensation and CEO turnover 
decisions have portrayed a consistent picture that related 
pre-analyst industry experience is of critical importance for 
analysts to play an effective monitoring role.
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“Analysts are critical assets to 
corporations in that a good analyst 
can be a vocal critic of management 
policies, which can ultimately influence 
firm behavior.”

When using analysts with such experience, the results 
typically include reduced earnings management, lower 
probability of committing financial misrepresentation, 
less CEO excess compensation and higher performance 
sensitivity of CEO turnover. Research uncovered 
evidence that industry expert analysts’ oversight tend 
to limit managerial opportunism. In contrast, coverage 
by analysts with little or no industry ties does not 
significantly impact these corporate policies.

The notion of outside analyst monitoring goes at least 
as far back as the mid-1970s and carries advantages 
that included monitoring of management and playing 
a role in reducing costs. Analysts are critical assets 
to corporations in that a good analyst can be a vocal 
critic of management policies, which can ultimately 
influence firm behavior.

Recent research measured analysts’ industry expertise 
based on whether they have prior work experience in 
industries of the firms they cover. Researchers have 
manually collected analysts’ employment histories 
from LinkedIn.com, the largest professional networking 
service.

Despite its positive effect on traditional metrics of analyst 
performance, the ramifications of industry expertise for 
the monitoring and corporate governance role of analysts 
remain complex and difficult to determine.

INDUSTRY EXPERTISE EQUALS SOUND ANALYSES

On the one hand, it is possible that analysts with industry 
experience in the firms they cover can provide more 
effective external monitoring because their prior industry 
experience allows them to develop a better understanding 
of the firm’s industry. Richer and more in-depth industry 
knowledge enhances analysts’ ability to analyze firms’ 
financial information and evaluate the strategies and 
decisions proposed or implemented by firm management.

Therefore, analysts with related industry expertise are 
better equipped and thus more likely to identify and bring 
attention to firm policies that do not serve shareholders’ 
best interests. In addition, these analysts also contribute 
to a more transparent information environment through 
efficient information production and accurate earnings 
forecasts. 

As a result, industry expert analyst coverage can have the 
dual effects of reducing managers’ latitude and incentives 
to engage in self-serving behavior as well as providing 
an impetus for boards of directors to demand higher 
accountability of managers for their actions. This has been 
termed the “effective monitor hypothesis.”
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On the other hand, prior work experience in a firm’s 
industry may reduce analysts’ incentive to monitor 
firm management in subtle, but potentially important, 
ways. For example, having worked in the firm’s industry 
increases the likelihood that the analysts and the firm’s 
managers know each other if their career paths have 
crossed or if they have met at work functions such as 
industry trade shows or conventions. 

“These professional ties can potentially 
cloud analysts’ views, making them 
more likely to agree with, rather than 
disapprove of, the decisions made by 
managers.”

Likewise, related industry work experience also increases 
the chance of professional connections being developed 
between the analysts and firm management through 
common friends or acquaintances from within the 
industry. These professional ties can potentially cloud 
analysts’ views, making them more likely to agree 
with, rather than disapprove of, the decisions made by 
managers. 

Together, these different factors imply that related 
industry experience can impair the incentives of analysts 
to monitor firm management, allowing corporate insiders 
to indulge more in activities that benefit themselves 
at shareholders’ expense. This has been termed the 
“impaired monitor hypothesis.”

Researchers examined the effects of industry expert 
analyst coverage on several major corporate policies 
including financial disclosure quality, CEO compensation 
and CEO turnover. A large part of an analyst’s job entails 
the perusal and analysis of financial information disclosed 
by firms to capital markets and the use of such disclosure 
as a basis to evaluate managerial decision making and 
forecast future performance. 

A recent study relates analyst industry expertise to a 
number of observable outcomes of the choices made 
by managers in firms’ financial disclosure. And the 
conclusions were clear.

The idea of analysts being capable of playing a monitoring 
role to reduce agency problems was first broached in a 
1976 study. And recent research has produced a growing 
body of evidence suggesting that analyst coverage can 
improve corporate governance, managerial incentives and 
decision making. But, do analysts’ industry experience 
obtained from pre-analyst employment affect their 
effectiveness as external monitors of followed firms?

It can.

Careful analyses of firms’ financial disclosures, executive 
compensations and CEO turnover decisions indicate that 
only financial analysts with related industry experience in 
their followed firms can play an effective monitoring role.

Overall, the results highlight the importance of analysts’ 
pre-analyst industry work experience and resultant 
industry expertise, which suggests that the more 
experience in the industry analysts have, the more 
effective they are in providing transparent and unbiased 
external monitoring of firms.
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QUESTIONS REMAIN

Still, the question is open to further study. One implication of this 
new research is that industry expert analysts are likely to have 
more influence over the behavior and decision making of firm 
management. Parallel to the analyst monitoring literature, some 
research suggests that analyst coverage and preferences can have 
a causal effect on a firm’s investment and financial policies. 

Therefore, a natural question is whether corporate policies 
respond more to the coverage and preferences of analysts with 
pertinent industry experience and to what extent the previous 
findings are driven by these industry expert analysts.

Akin to sell-side analysts, auditors are third party agents who also 
play a monitoring role and industry expertise is thought to be 
important in this context as well. 

Auditor industry expertise is typically measured by the amount 
of experience accumulated by an auditing firm through serving 
a particular industry. But little is documented about the 
background and skill set of the individuals who actually perform 
the auditing and what kinds of qualification or experience at the 
micro level can lead to higher audit quality.

While prior studies in this literature are limited to the auditing 
firm level, a new rule adopted by the Public Company Accounting 
Oversight Board, which mandates the disclosure of the names 
of the participants conducting the audit, would allow these 
questions to be addressed at the individual auditor level.

TAKEAWAY FOR CEOS:

Research findings indicate that industry expert analysts provide 
external monitoring of firm managers and improve corporate 
governance, though it remains uncertain how these analysts play 
such a role. While much of analyst monitoring may take place 
behind the scenes in private communication with management 
and hence is not observable, there is some evidence on how 
they exert monitoring influence. First, industry expert analysts 
are 31 percent more likely to discuss governance-related issues 
in their reports compared to other analysts with little or no 
industry experience. Overall, experienced analysts employ several 
subtle mechanisms whereby corporate governance outcomes are 
improved through an outside industry analyst.

TAKEAWAY FOR INVESTORS

Earnings management is considered a manifestation of agency 
problems between managers and shareholders because managers 
are able to extract various forms of private benefits and personal 
gains by manipulating reported financial results. Shareholders, on 
the other hand, bear significant costs when aggressive earnings 

management leads to financial misreporting that results 
in earnings restatements, shareholder lawsuits and 
regulatory/legal sanctions against the firm. 

Analysts have incentives to be vigilant about aggressive 
earnings management because failing to detect 
accounting fraud at covered firms increases an analyst’s 
probability of being fired or possibly even sued. Research 
has shown that analysts from outside the industry find it 
difficult to detect such earnings manipulation.

TAKEAWAY FOR ANALYSTS

Overall, research provides strong support for the effective 
monitoring hypothesis. However, certain situations may 
arise in which industry expert analysts’ judgment may 
be impaired, including situations in which analysts 
have professional ties to firm management and analysts 
whose employers have investment banking relationships 
with firms. Evidence, however, suggests that having a 
professional tie to firm management emanating from 
overlapping industry employment experience does 
not hinder analysts’ monitoring ability. On the other 
hand, industry expert analysts with investment banking 
relationships with the covered firm do not provide 
effective monitoring, suggesting that the benefit of 
industry experience is offset by the incentives created 
by investment banking business. This is consistent with 
the literature on investment banking conflicts where such 
affiliation results in analysts catering to firm management.



USF MUMA COLLEGE OF BUSI NE SS

(813) 974-4281  •  4202 E. Fowler Ave., BSN3403, Tampa, FL

ABOUT THE AUTHOR  

ABOUT THE MUMA COLLEGE OF BUSINESS  
The University of South Florida is a high-impact, global research university dedicated to 
student success. The USF Muma College of Business, one of its largest colleges, boasts 
one of the nation’s best accounting schools, a top-ranked entrepreneurship center, a 
nationally ranked part-time MBA program, world-class research faculty, and a comprehensive 
portfolio of business education programs. As Florida’s premier business school within 
a large metropolitan public university, the Muma College of Business serves more than 
5,800 business students in eight undergraduate programs, nine graduate programs and two 
doctoral programs.

OUR STRATEGIC PRIORITIES 

Student Success • Research with Impact • Distinctive Identitiy: Creativity and Analytics 
People • Business Engagement • Global Literacy and Impact

Daniel Bradley is a professor in the USF Muma College of Business 
Finance Department and holds the Lykes Chair in Finance and 
Sustainability. A recipient of the college research award in 2013, 
Bradley teaches integrated business applications, a graduate 
investment analysis course and a PhD-level empirical finance 
course. His research focuses on corporate finance with a particular 
interest on securities issuance and analyst behavior. He has 
published in most of the journals in the field including the Journal 
of Finance, Review of Financial Studies, Journal of Financial 
Economics and Journal of Financial and Quantitative Analysis. He 
holds a PhD from the University of Kentucky.

His research collaborators for the paper “Are All Analysts Created Equal? Industry Expertise and 
Monitoring Effectiveness of Financial Analysts,” were finance professors Sinan Gokkaya of Ohio 
University, Xi Liu of Miami University in Ohio and Fei Xie with the University of Delaware.


