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Abstract
This paper digs into the case of Luckin Coffee to examine the issue of analyst recommendation optimism through analyzing the analysts’ target price recommendations between the date of IPO (May 17, 2019) and the date that Luckin Coffee committed accounting fraud (April 2, 2020). The paper is based on and tests the existing theories and studies related to conflict of interest and information asymmetry. I found that before the release of Muddy Waters’s anonymous report, target price recommendations given by affiliated analysts are less optimistic than that of unaffiliated analysts. However, after the release of the report, target price recommendations given by affiliated analysts are significantly higher than that of unaffiliated analysts. Moreover, we found that though information advantage can result in the least optimistic results for international firms, analysts from local Chinese released significantly higher ratings than that of foreign firms.
I.  Case background

May 17, 2019, Luckin Coffee (NASDAQ: LK), the rising star in the coffee industry in China of that time, went public.  It positioned itself as a strong competitor against Starbucks and has been treated as the “Chinese Starbucks", which would very likely manage to penetrate the underpenetrated Chinese coffee market through heavy promotion discounts, convenient services, and the development of new technologies. With high market expectation, it went IPO and broke the 2019 record of Asian IPO on NASDAQ in terms of the size of the funding
. Already backed by Singapore’s sovereign wealth fund GIC Pte Ltd and BlackRock Inc at around $4.2 billion before the IPO
, Luckin Coffee managed to raise $561 million at $17 per share in its initial public offering and peaked at $51.38 (up over 200% since IPO) in January 2020 because of the virus outbreak in China (before the sudden plunge on April 2, 2020, the stock was up 54% since its IPO)
.
Despite its controversial business model, investors seemed to be quite confident about its future profitability even though it has been far from making profits given its high costs resulted from its aggressive expansion, heavy marketing, and heavy discounts. Its big-name underwriters including prestigious international investment banks such as Credit Suisse, as well as local giants such as CICC, has been continuously maintaining "Buy" and "Outperformed" recommendations
 even after short-seller Muddy Waters's release of an 89-paged anonymous report that pointed out Luckin's "fraud" and regarded Luckin as a "fundamentally broken" business on  January 31, 2020
. The anonymous report quickly led to an immediate drop of over 20% in the stock price given its huge amount of evidence including thousands of receipts, that monitors "store traffic for 981 store-days covering 100% of the operating hours of 620 stores"
. However, the report did not change analyst's rating of the company. Its underwriters including CICC, Credit Suisse, not only maintained its recommendations but also firmly stood by Luckin Coffee, together claiming that the evidence was unclear and flawed
. 

The controversies around Luckin Coffee ended on April 2, 2020, when Luckin Coffee admitted that they have exaggerated their sales from the second to the fourth quarters of 2019 by 2.2billion RMB (around 310 million USD) and their financial fraud started even before they went public
. As a result, Luckin’s stock dropped by more than 75% at $6.40 and hit a record low of $4.90 earlier on the same day
. All the analysts who have valued Luckin Coffee suspended their ratings and some of them even deleted their previous reports from the public.

This fraud case was a great shock to investors in both the U.S. and the Chinese market given the strong ratings Luckin Coffee had received from prestigious investment banks. This case had no doubt painfully reminded the market of extreme fraud risk. At the same time, given that Luckin Coffee was listed in the U.S. but operates in the Chinese market, it again raised people's concerns of information disadvantage when it comes to analyzing companies operating in foreign markets as well as recommendation optimisms among ratings released by affiliated institutions. Why a business so “flawed” as Luckin Coffee's had been able to disguise its failures from a group of well-trained professional analysts and investors became an interesting question to investigate.

Motivated by the mass discussion and concerns expressed in the press in China, this paper digs deep into the issue of analyst recommendation optimism in Luckin Coffee's case through analyzing the target price changes between the date of IPO (May 17, 2019) and the date that Luckin Coffee committed accounting fraud (April 2, 2020). This paper examines the existing theories around conflict of interests and information asymmetry in the case of Luckin Coffee to see whether greater affiliation leads to greater optimism in target price and whether there is an information advantage between analysts from international, local, and foreign firms. This case study contributes to the current studies of analyst recommendation optimism and also gives an explanation of the Luckin Coffee fraud case that has drawn immense public discussion in China. The result also pointed out the significance of resolving the long-existing issue of analysts’ reluctance to lower their forecasts when faced with negative incidents, which can be harmful to general investors. This case can again be a warning to investors and policymakers.

II. Literature Review

Analyst recommendations, the direct representation of professional industry analysts' opinions on the value of companies, not only ties to their personal reputations as well as the reputation of the institutions they present but also, can largely influence the market's valuation of their valuation targets, particularly in the U.S. As Jegadeesh and Kim's found out through their evaluation of analyst recommendations in G7 countries, analyst recommendations can result in significant market reaction on the day of recommendation and after especially in large markets, with the US seeing the greatest impact (274-309). However, whether analyst recommendations can add value to investors has long been heatedly discussed among researchers, professionals, and investors in the past years. Especially with Luckin Coffee's fraud unearthed, the discussion around analyst recommendation optimism again captures people's attention.

1. Conflict of Interest

The main concerns over analyst recommendations resulted from the conflict of interests embedded under the current structures of investment banks around the world. This topic was heatedly discussed and researched around the 2000s with the dot-com crash, drawing people's attention to analyst recommendation optimism. As Kadan, Madureira, and Zach concluded, the major concern over analyst recommendation optimism around the 2000s came from the conflict of interest between the investment banking and analyst in brokerage firms (4189-4190). As Lin and McNichols's studies indicated, issuing companies have the incentive to select underwriters that provide more optimistic valuations of the company (24). Moreover, relations with current clients also add pressure to the analyst recommendations on client companies. Thus, as Michaely and Womack concluded in their studies, there is an implicit source of pressure on analysts to release more favorable recommendations on firms that are current or potential clients of the investment bank (645).

With the rise of academic researches that proves the conflict of interests between the investment banking department and analysts followed by the dot-com market crash between 2000 and 2001, reforms of the regulatory environments started with the release of NASD Rule 2711, NYSE Rule 472 as well as the Global Settlement in 2002 (Kadan, Madureira, Wang and Zach, 4190). The new regulations put into effect in 2002 limits the contact between investment banking and research departments, prohibits the disclosure of analyst estimates before the release of analyst reports, analyst compensation disclosures, and even requires physical separation between IB and research departments for The Global Settlement (Kadan, Madureira, Wang and Zach,4193-4194). Overall speaking, past studies have proved that the reforms have been effective in reducing optimism in analyst ratings. Kadan, Madureira, Wang and Zach (2009), Tseng and Wilson (2019) found that with the influence of the reforms, there was a massive migration from five-tier rating system to three-tier rating (the current "buy", "hold", "sell") systems, which resulted in a more balanced recommendation distribution and a significant reduction in overall recommendation optimism (4214-4215; 370). Both studies also showed that affiliated analysts were much less likely to release optimistic ratings after the reform, indicating less biased analyst ratings (4214-4215; 395). Kadan, Madureira, Wang, and Zach (2009) even recorded a stronger market reaction over optimistic analyst recommendations while Tseng and Wilson (2019) further found  a "significant decrease in abnormal optimistic bias" in ratings and revisions after the reform (4214-4215; 395). 

However, though optimism in ratings has decreased, many studies have shown that the reform may have failed to resolve the conflict of interest issues from other aspects. Firstly, in terms of the reluctance of releasing unfavorable recommendations, Kadan, Madureira, Wang and Zach (2009), Tseng and Wilson (2019) found that affiliated analysts are still less likely to issue pessimistic recommendations compared to unaffiliated analysts (4214-4215, 395). Moreover, Ryoo, Lee and Jeon showed that the reluctance to release pessimistic recommendations was further pushed with the increase in "MLU( multiple lead underwriter)" IPO syndicates in the past years (32). Through comparing MLU IPO analyst recommendations and "SLU (single lead underwriter)" IPO analyst recommendations, they found that MLU is not more optimistic than SLU but has a "greater reluctance to downgrade"  (32). Although the increased competition brought by the MLU structure does gives analysts more incentive to release more optimistic results, at the same time, the MLU structure involves multiple prestige analysts, making analysts less incentivized to harm their reputation as well as the reputation of the investment banks through over-optimism (Ryoo, Lee and Jeon, 5). Secondly, although the optimism over ratings has been improved through the reform, studies from Guan, Lu and Wong pointed out that there has been no significant change in the optimism over earnings forecasts (466). Moreover, when it comes to target prices, Bradshaw, Richardson and Sloan's studies not only proved that there still exists "systematic positive relations between external financing and over-optimism in analysts' forecasts" but also showed that optimism tends to be stronger and extends further to long-term forecasts when it comes to equities (83). Thirdly, although the reform to some extent avoided the conflict of interests between the IB department and sell-side research analysts, Guan, lu and Wong showed that it failed to resolve the conflict of interests resulting from trading commissions (444). Analysts still receive pressure from institutional investor clients such as mutual funds, when valuing companies that are held in clients' portfolios. This was again proved in the Chinese market. Firth, Lin, Liu and Xuan's studies showed that analysts are "less likely to issue negative ratings' ', subsequent to "bad news events' ' and gives significantly higher recommendation to stocks held by its mutual fund clients in China (198).

2. Information Asymmetry

Researchers have long recognized the issue of information asymmetry that influences analyst recommendations. Discussions upon information asymmetry in the context of analysts' stock valuation mainly come from two aspects: affiliated analysts' information advantage and local analyst advantages in valuing foreign companies.

Affiliated analysts have a greater information advantage given the company's relationship with the brokerage firm and thus, are able to produce more accurate valuations. However, there has been no research that can prove the added value and to what extent it can reduce affiliated analysts' optimism in the forecasts. But it has been widely agreed that the information advantage is not able to offset analysts' potential optimism resulting from the conflict of interest. As Bradshaw, Huang and Tan's studies showed, conflict of interest dominates affiliated analysts' information advantage in target price estimates, thus still presenting much more optimistic results than unaffiliated analysts (25).

Besides affiliated analysts' information advantage, researchers have shown that when it comes to valuing foreign companies specifically, local analyst information advantages, or in other words, foreign analyst information disadvantage, can greatly influence analyst forecasts and recommendations. As Bae, Stulz and Tan (2007) and Bradshaw, Huang and Tan (2012) pointed out that local analysts have information advantages given their geographical proximity and much easier access to firm representatives and company visits, resulting in a deeper understanding of the firm (582;14). Thus, earnings forecasts from local analysts who are in the same country as the target company, are more precise compared to that of foreign investors, proving the local analyst advantages (Bae, Stulz and Tan, 604). However, the degree of local analyst advantage differs across firms and countries. Bae, Stulz and Tan (2007) showed that the local analyst advantage tends to be lower for firms with "better disclosures'' and "international activities" but tends to be much stronger with companies in  Asia and Europe, with China and Indonesia having the strongest local advantage in Asia (595-604). 

Besides physical distance, scholars such as Pankaj Ghemawat even pointed out that the reasons that resulted in information asymmetries even extends beyond mere physical differences. She even pointed out that although technologies have to some extent helped us overcome the physical distance, making it easier for us to obtain information from other countries, cultural, administrative, economic differences and geographic distances between countries and regions still pose information asymmetries when valuing businesses in foreign markets (Ghemawat, 137-147).

It is worth pointing out that, although studies have shown that information advantage tends to bring greater accuracy in analyst forecasts, having information disadvantages does not necessarily result in over-optimism in analyst forecasts. And in fact, Berns, Zhang, and White's studies showed that geographically distant firms face a higher possibility of being underpriced during IPOs, given that information asymmetry can be interpreted as greater risks, especially for China, as an emerging economy (41-66). An effective way to lessen the possibility of being underpriced, as they pointed out, is to be backed by prestigious underwriters in foreign markets (Berns, Zhang, and White, 41-66).

III. Hypotheses
To investigate, in the case of Luckin Coffee, whether the greater affiliation between the target company and analysts would lead to greater optimism in target price and whether there are information asymmetry resulted from geological differences and different levels of familiarity with the Chinese and the U.S. markets, three hypotheses are set accordingly.

1. Affiliated and unaffiliated analysts’ target price recommendations

Although the reforms following the dot-com crash may have improved the over-optimism issue in analysts’ ratings, as Bradshaw, Richardson, and Sloan's studies suggested, the over-optimism issue resulting from the conflict of interests of affiliated analysts still exists (83). Thus, I assume analysts from firms that are affiliated with Luckin Coffee will release higher target prices on average influenced by their conflict of interests. The greater affiliation, the higher the target price estimates. Thus, the first hypothesis is as follows:

Hypothesis 1: Given the conflict of interests, analysts from lead-underwriters give higher price recommendations than co-managers while analysts from co-managers give more favorable results than non-affiliated analysts.
2. Affiliated and unaffiliated analysts’ target price recommendations under extreme negative scenarios

After the reform, although researchers such as Kadan, Madureira, Wang and Zach (2009), Tseng and Wilson (2019) have proved a decrease in the over-optimism in affiliated analysts’ ratings, they have also found that affiliated analysts are still less likely to issue pessimistic recommendations compared to unaffiliated analysts (4214-4215, 395). And the reluctance of releasing pessimistic results was further enhanced by the MLU IPO structure given the fewer incentives for analysts to sacrifice their reputation and the reputation of the institution they belong to (Ryoo, Lee, and Jeon, 5). Given Luckin Coffee’s MLU IPO and strong underwriting team, I assume that after Muddy Waters releases the anonymous report, the average target price of affiliated analysts will be higher than that of unaffiliated analysts. Therefore, the second hypothesis is as follows:

Hypothesis 2: When facing negative events (Muddy Waters's release of the anonymous report, which indicates the high fraud risk of Luckin Coffee), the greater the affiliation between the analyst's firm and the company, the lower possibility that the analyst will release pessimistic results.

3. The influence of information advantage on target price recommendations

As discussed above, firms with greater geographical proximity and more familiarity with the related markets, have huge information advantages that result in a deeper, less optimistic understanding of the firm. Therefore, given that Luckin Coffee operates in the Chinese market and went public in the U.S., I expect companies with greater geographical proximity and familiarity with the Chinese and the U.S. market give lower target price forecasts. Given that the value of the business ties more closely with the market it operates in, firms that solely focus on the Chinese market, have greater information advantage compared to firms that solely operate in the U.S. Based on these arguments, the second hypothesis is as follows:

Hypothesis 3: Analysts from internationally-operated institutions have lower target price forecasts given their greatest information advantage of both the Chinese coffee market and the U.S. financial markets, while local analysts have lower price estimates than foreign U.S. analysts.

IV. Data and Results
1. Sample

To test my hypotheses, this paper covers all publically available analysts' target price estimates along with their ratings on Luckin Coffee (NASDAQ: LK) released between May 17, 2019 (the date of IPO and April 2, 2020 (the date that Luckin Coffee committed accounting fraud). Analysts' estimates, ratings, their full name, the affiliation between analysts' firms and Luckin Coffee were obtained from Bloomberg, Wind and financial press and were cross-checked to ensure accuracy. Since we are interested in analysts' target prices, I deleted the forecasts with missing target prices. The final data sample includes 48 analysts’ forecasts from 7 institutions (Credit Suisse, Morgan Stanley, CICC, KeyBanc, Needham, Guosheng Securities and Tianfeng Securities). Among the 7 institutions, there are 3 lead underwriters, 2 co-managers and 2 unaffiliated firms. By country, there are 2 international firms whose main business coverage includes both China and the U.S., 3 local Chinese firms and 2 foreign U.S. firms. I obtained the locations of the offices of the institutions from their official websites and annual reports.

2. Categorization

Based on the data that I obtained, I categorize all the data in two ways to test the hypotheses. Firstly, to test the influence of conflict of interests on analyst forecasts, I categorize all the data by institutions' affiliations with Luckin Coffee into three categories: Lead underwriter, co-managers and unaffiliated firms. According to the data I obtained, Credit Suisse, Morgan Stanley, CICC fall into the lead underwriter category with KeyBanc, Needham being the co-managers and Guosheng Securities and Tianfeng Securities being two unaffiliated firms. Secondly, to test the influence of information asymmetry, I recategorize all the data by location into three categories: international, which includes Credit Suisse, Morgan Stanley that have major offices in both China and the U.S., Chinese, which includes CICC, Guosheng Securities and Tianfeng Securities that are local Chinese firms, and Foreign which includes KeyBanc, Needham that are headquartered in the U.S. and do not have offices in China.

3. Measure of target price optimism

I chose target price as the key measure of analysts' optimism toward Luckin Coffee not only because as Brav and Lenhavy concluded, target prices are informative data that indicates analysts "most concise and explicit" valuation of the firm, but also because it is more comparable than EPS, which does not have an aligned way of calculation, and more informative than ratings under the three-tier rating system (1933-1964). 

In light of Bradshaw, Huang and Tan's studies, I define analysts' expectation of the value of the firm EP, as the distance between Target Price (TP) and the stock closing price on the date that the target price estimate is released (P), i.e. TP/P-1. A greater value of EP indicates a higher valuation of the firm, and thus, a greater optimism that the analysts hold. 

From Yahoo Finance, I obtained the daily closing price (P) of the Luckin Coffee stock  (NASDAQ: LK). I assume that analysts maintain their target price estimates when there is no new target price released nor suspension notice of the ratings. Thus, by dividing the sum of target prices by the number of existing analyst forecasts, I obtain the daily ATP (average target price) and the for all groups under two ways of categorization. Using daily ATP, I obtain the daily AEPD (the average Target Price Difference) by calculating the difference between daily ATP and the stock closing price on the same day, i.e. ATP/P-1. Thus, we obtained four sets of data as follows:

ATP(CH) Average Target Price of Chinese firms

ATP(I) Average Target Price of International firms

ATP(F) Average Target Price of Foreign firms

ATP(L) Average Target Price of Lead underwriters

ATP(C.M) Average Target Price of Co-managers

ATP(N) Average Target Price of Unaffiliated firms

AEPD(CH) Average Target Price Difference of Chinese firms

AEPD(I) Average Target Price of Difference of International firms

AEPD(F) Average Target Price Difference of Foreign firms

AEP(L) Average Target Price Difference of Lead underwriters

AEP(C.M) Average Target Price Difference of Co-managers

AEP(N) Average Target Price Difference of Unaffiliated firms
In all, ATP represents the average expectation of the group of analysts, while AEPD represents the average difference between the target price and stock closing price on the same day, indicating the optimism of the group.

V. Results

Firstly, all the ATPs of each group under the two ways of categorization, are examined and compared.  To better visualize the data to test the hypotheses, the historical closing price of the Luckin stock, as well as the ATPs of each group over time, are compared with each other in Graphs 1, 2, and 3. As can be seen in the graphs, three dates are highlighted. On the first date, January 7, 2020, Luckin Coffee released the official news of its entrance to the unmanned retail market, which accounts for the overall increases in analyst target price starting from January 14, 2020. The last date, January 30, 2020, was one day before Muddy Waters’ release of the anonymous report that exposed the high fraud risk of the company. Secondly, to better compare the optimism between each group during different periods, AEPs in different periods are summarized in Tables 1 and 2 and are compared within each group as can be seen in Table 3.

Categorized by affiliation, as can be seen from Table 1, 3 and Graph 2, from May 17, 2019, to March 31, 2020, the AEPD of unaffiliated analysts’ target price recommendations (53.89%) is significantly higher than that of Co-managers (18.71%), which is slightly higher than that of analysts from lead underwriters  (14.66%). Before January 30, 2020, the AEPD of unaffiliated analysts’ target price recommendations (69.92%) is significantly higher than that of Co-managers (12.68%), which is also much higher than that of analysts from lead underwriters (6.74%). However, after January 30, 2020, the ranking of AEPD was completely reversed with the AEPD of lead analysts’ target price recommendations (45.23%) being slightly higher than that of Co-managers (41.97%) but significantly higher than that of unaffiliated underwriters which fell below zero (-0.05%), throughout the whole period.

Categorized by geographic location, as can be seen from Table 2, 3 and Graph 3, from May 17, 2019, to March 31, 2020, analysts from local firms have a significantly higher mean AEPD of 39.56%, than that of analysts from companies that operate solely in the U.S. market (18.71%) and international firms that operate in both China and the U.S. market (12.35%). Before January 30, 2020, the AEPD of target price recommendations from analysts from local firms (46.11%) is significantly higher than that of U.S. companies (12.68%), which is also significantly higher than that of analysts from international firms (4.62%). However, similar to the result from the previous categorization, after January 30, 2020, the ranking of AEPD was completely reversed with the AEPD of target price recommendations from international firms (42.15%) being slightly higher than that of foreign analysts (41.97%),  but significantly higher than that of local analysts (17.10%), throughout the whole period.

VI. Discussion

Three hypotheses were made in this study. The first hypothesis predicted that, given the conflict of interests, analysts from lead-underwriters give higher price recommendations than co-managers, while analysts from co-managers give more favorable results than non-affiliated analysts. The second hypothesis predicted that, when facing negative events (Muddy Waters's release of the anonymous report, which indicates the high fraud risk of Luckin Coffee), the greater the affiliation between the analyst's firm and the company, the lower possibility that the analyst will release pessimistic results. The third hypothesis predicted that analysts from internationally-operated institutions have lower target price forecasts given their greatest information advantage of both the Chinese coffee market and the U.S. financial markets, while local analysts have lower price estimates than foreign U.S. analysts. 

Overall speaking, the result disproves my first hypothesis. As can be seen from Table 1, from May 17, 2019, to March 31, 2020, the mean of AEPD of unaffiliated analysts (53.89%) is significantly higher than that of Co-managers (18.71%), which is slightly higher than that of analysts from lead underwriters (14.66%). Despite the fact that there is not enough data in the market to reach statistical significance, the reason why the ATP of the non-affiliated analysts is so high may attribute it to the high standard deviation given the limited analyst recommendations. The difference between the two unaffiliated analyst target price recommendations is significant, with one analyst providing below average results, with the other providing a significantly high estimate of over $40. Another possible explanation for the low optimism reflected in the target price may be the information advantage that affiliated analysts have, given their greater access to company information. These results also align with the research findings found by Ryoo, Lee, and Jeon, as mentioned above. The MLU IPO structure Luckin Coffee had consisted of the most prestigious investment banks in China and around the world, making analysts less likely to risk their reputation by giving over-optimistic recommendations. 

However, although overall speaking, affiliation does not result in greater optimism (i.e. higher AEPD), this conclusion does not stand when it comes to analysts’ recommendations after January 30, 2020, the day that muddy water’s anonymous report was released. The result after January 30, 2020, aligns with our second hypothesis. As can be seen from Graph 2, Table 1 and 3, lead underwriters have a greater mean APED (45.23%) compared to that of co-managers (41.97%), indicating a less pessimistic view on the company. The difference in mean APED of analyst target price recommendation is much more significant between co-managers and unaffiliated analysts with the former reaching 41.97% and the latter drops below zero (-0.05%). Moreover, besides maintaining the high target price recommendation for Luckin Coffee, analysts from lead underwriters such as Credit Suisse, Morgan Stanley, CICC, and co-manager Needham stood behind Luckin Coffee. Both the high mean APED as well as their public reaction to the negative incident reflects affiliated analysts’ higher reluctance of releasing pessimistic results towards the target company, which can be explained by the conflict of interests of maintaining clients relationships brought by affiliation, which is further enhanced by Luckin Coffee’s MLU IPO structure.

The data disproves my third hypothesis. As can be seen from Graph 3, Table 2 and 3, overall speaking, analysts from local firms have a significantly higher mean AEPD of 39.56%, from May 17, 2019, to March 31, 2020, than that of analysts from companies that operate solely in the U.S. market (18.71%) and international firms that operate in both China and the U.S. market (12.35%), indicating the greater optimism among Chinese analysts. Geographical proximity and familiarity with the Chinese market do not seem to have brought local analysts greater information advantage suggested by the current studies. Despite the fact that limited market data may not be able to fairly reflect the level of optimism of each group, one explanation for the result could be, as Berns, Zhang, and White's studies suggested, analysts with information disadvantage may interpret the information asymmetry as greater risks which resulted in a much less optimistic recommendation, especially for China, as an emerging economy (41-66). Although we witnessed the unexpectedly high optimism in target price recommendations made by domestic analysts, it is still worth pointing out that the international group gives the least optimistic recommendation, which aligns with our previous estimation, reflecting its information advantages in both markets.

VII. Conclusion

This paper digs into the case of Luckin Coffee to examine the issue of analyst recommendation optimism through analyzing the analysts’ target price recommendations between the date of IPO (May 17, 2019) and the date that Luckin Coffee committed accounting fraud (April 2, 2020). The paper is based on and tests the existing theories and studies related to conflict of interest and information asymmetry.

Specifically speaking, this paper examines whether greater affiliation can result in greater optimism in target price recommendations and found out that contrary to the existing theories, in the case of Luckin Coffee, unaffiliated analysts gave significantly higher target price recommendations comparing to that of co-managers with analysts from the lead underwriters giving the most pessimistic estimates. Despite the limited data and high standard deviation with the data from the unaffiliated analysts, the information advantages possessed by affiliated parties may be the cause of the result.

This paper also examines whether affiliated parties are more reluctant to release pessimistic results even when faced with high fraud risk in the case of Luckin Coffee as suggested by the existing theories. The findings show that after the release of Muddy Waters’s anonymous report, target prices released by affiliated analysts are significantly higher than that of unaffiliated analysts. The greater the affiliation, the higher the target price recommendations, indicating a higher optimism in analyst target price recommendations. This finding aligns with the existing theories.

Moreover, this paper also investigates the influence of geographic location and familiarity with related markets on analysts’ target price recommendations. The target price recommendations of analysts of local firms and that of foreign firms, however, are contrary to the existing theories that suggest a negative correlation between target price optimism and information advantage. The possible explanation is that as suggested by Berns, Zhang, and White, foreign analysts tend to adjust the price downwards for the potentially high risks resulting from their information disadvantages especially for companies in China. 

Overall speaking, besides giving an explanation of the Luckin Coffee fraud case that has drawn immense public attention in China, the paper is relevant to investors and policymakers. The findings regarding affiliated analysts’ reluctance to release pessimistic results, aliens with the previous studies. Though Luckin Coffee is an individual case with a limited number of analysts’ reports released, therefore cannot reflect nor represent the whole market, being an extreme case, the Luckin Coffee fraud case reminded people of the risks embedded in relying on analyst recommendations especially when encountering bad news events. Resolving the long-existing issue of analysts’ reluctance to lower their forecasts when faced with negative incidents is significant given that it can expose huge risk to general investors.
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Notes: This graph shows the stock closing price and the ATP (average target price) of all six groups from IPO to the last trading day before the official release of fraud.
Graph 2 

ATP Between 2020.5.17 and 2020.3.30 (By affiliation)
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Notes: This graph shows the stock closing price and the ATP (average target price) of analysts by affiliation from IPO to the last trading day before the official release of fraud.

Graph 3 

ATP Between 2020.5.17 and 2020.3.30 (By location)

[image: image3.png]60

50

40

30

20

10

0

20/05/2019

—Closing Price ——ATP

ATP Between 2020.5.17 and 2020.3.30 (By location)

2020.1.7
Entering the unmanned retail market

2020.1.14

20/08/2019  20/09/2019  20/10/2019  20/11/2019  20/12/2019
ATP(CH) ——ATP(I) ——ATP(F)

2020.1.30

N
A\Vala

20/01/2020 20/02/2020  20/03/2020




Notes: This graph shows the stock closing price and the ATP (average target price) of analysts by location from IPO to the last trading day before the official release of fraud.
	Table 1 

Mean AEPDs by Affiliation
	
	
	

	Time Period
	Mean Average Target Price Difference
	Mean of AEPD(L)
	Mean of AEPD(C.M)
	Mean of AEPD(N)

	2019.5.17 - 2020.3.31
	21.88%
	14.66%
	18.71%
	53.89%

	2019.5.17 - 2020.1.30
	19.42%
	6.74%
	12.68%
	69.62%

	2020.1.30 - 2020.3.31
	31.36%
	45.23%
	41.97%
	-0.05%

	Notes: This table shows the average price difference of various data groups by the degree of affiliation in different periods.


	Table 2 

Mean AEPDs by Location
	
	
	

	Time Period
	Mean Average Target Price Difference
	Mean of AEPD(CH)
	Mean of AEPD(I)
	Mean of AEPD(F)

	2019.5.17 - 2020.3.31
	21.88%
	39.56%
	12.35%
	18.71%

	2019.5.17 - 2020.1.30
	19.42%
	46.11%
	4.62%
	12.68%

	2020.1.30 - 2020.3.31
	31.36%
	17.10%
	42.15%
	41.97%

	Notes: This table shows the average price difference of various data groups by location in different periods.


	Table 3 

Ranking of Mean AEPDs

	Time Period
	The Ranking of the mean of AEPD by Location
	The Ranking of the mean of AEPD by Affiliation

	2019.5.17 - 2020.3.31
	CH>F>I
	N>O.U.>L

	2019.5.17 - 2020.1.30
	CH>F>I
	N>C.M.>L

	2020.1.30 - 2020.3.31
	I>F>CH
	L>C.M>N

	Notes: This table shows the ranking of the mean of AEPD of different groups through 2 ways of categorization.
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