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Abstract

We examine the relation between stock price performance and the identity of the investors buying
the shares in private placements of equity. We find that although the shareholders not participat-
ing in the placement experience post-issue negative long-term abnormal returns, the participating
investors purchase the shares at a discount and earn normal returns. For the non-participating in-
vestors, both announcement and long-term abnormal returns are significantly higher when the shares
are placed with affiliated than only with unaffiliated investors. Additionally, when we exclude
financially-distressed firms, we find insignificant announcement returns followed by negative long-
term abnormal returns in placements to unaffiliated investors. On the other hand, consistent with
affiliated investors having a certification effect, we find positive announcement returns and normal
long-term returns following placements to affiliated investors. Thus, the disparity found in private
placements between the positive announcement period and the negative post-issue long-term abnor-
mal returns disappears when we control for financial distress and participating investor identity.
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1. Introduction

Extant studies in the securities issuance literature (ddgers and Majluf, 1984;

Jung et al., 1996argue that when raising capital in the presence of information asym-
metry, overvalued firms may choose to raise equity capRdter (1991) and Loughran

and Ritter (1995also argue that in choosing when to issue equity, shareholders attempt to
take advantage of “windows of opportunity,” when the market is overly optimistic about the
firm’s future prospects. However, issuing equity to coincide with periods of over-optimism
may depend on the type of investors participating in the issue. Publicly-traded firms may
raise equity capital through either a public offering or a private placement of their shares.
In private placements, firms issue concentrated blocks of equity to sophisticated investors.
Kang et al. (1999argue that firms are unlikely to be able to exploit market over-optimism

in private placements because the investors that participate in these placements are well
informed. In a related veirfrield (1995)finds that IPOs with higher institutional partic-
ipation do not underperform their benchmarks, suggesting that these investors are better
able to avoid overvalued issues. Similar findings ar®iklello et al. (2002)regarding
seasoned public equity offerings.

In addition, previous studies on private placements of equity suggest that participation
by well-informed investors may be associated with certification and monitoring-related
benefits. For exampléjertzel and Smith (1993) and Wruck (198B)d that, in contrast to
the negative announcement returns associated with offerings to the general public, private
placements are associated with positive announcement rét@mshe other hand, in their
recent workBarclay et al. (2001g3ontrast the discounts associated with private placements
to the premiums in other block equity trades and argue that the discount is consistent with
private placement investors being passive investors who enable managers to become en-
trenched, unlike the active investors in other block trades who pay a premium for private
benefits of control.

Hertzel et al. (2002analyze the long-term stock price performance of firms that place
equity privately. In particular, they examine the implications of the underreaction hypothe-
sis, one of the behavioral theories that have been advanced to explain long-term abnormal
returns following corporate evertsThe authors report positive announcement period re-
turns, but negative long-term abnormal returns in the three-year period following private
placements of equity. The opposing directions of the announcement period and the long-
term abnormal returns is not consistent with the underreaction hypothesis which predicts
that long-term returns will be in the same direction as the announcement returns. They con-
clude that behavioral explanations do not adequately explain this “puzzling announcement
effect.”

1 Billet etal. (1995)ind similar results in the context of debt placements. They find the announcement reaction
to bank loans in their sample depends on the identity of the bank, or lender identity.

2 The underreaction hypothesis posits that at the announcement of an event, information is not fully incorpo-
rated in prices because investors are overconfident and overweight their private information. Thus, the new public
information is only slowly reflected in prices leading to long-term returns that are in the same direction as the
announcement returns.
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The literature has thus raised numerous interesting questions, some of which are:

(i) Is there really an inconsistency between the announcement effect of an equity issue

and the associated long-run abnormal returns?

(i) Does investor identity matter in reconciling the announcement effect with long-run
abnormal returns?

(iii) Do participating private investors buying shares in the placement earn non-negative
abnormal returns?

(iv) Are the post-issue performance and announcement period returns for private-
placement firms different according to whether the participating investors are affil-
iated with the firm?3

In addressing these questions, we analyze the argumdrglamd and Pyle (1977)
that adverse selection problems in equity issues are mitigated when insiders and other
investors who are likely to be especially better informed about firm value participate
in the offering. Since private placements are often the only viable financing choice for
firms in financial distress, these firms are likely to rely on private placements even if
they have no information asymmetry and associated adverse selection problems. There-
fore, we expect the certification effect of investor identity to be more relevant, and
the contrast between affiliated and unaffiliated investors to be more pronounced for
non-distressed firms, i.e., firms that actually have a choice between private and public
issues.

We investigate the questions raised in the literature using a sample of private place-
ments and public issues that were announced between 1983 and 1992 by firms listed on
the NYSE, Amex, and Nasdaq. We find that:

(i) the inconsistency between the announcement effect and the associated long-run ab-
normal returns for private placements is robust to several different benchmarks when
private placements are treated homogeneously;

(ii) simply identifying an investor as a “sophisticated, private placement” investor does
not help reconcile the announcement effect with long-run abnormal returns;

(iii) investors participating in private placements are able to earn non-negative abnormal
returns due to the discount they generally receive when purchasing shares; and

(iv) the post-issue performance and announcement period returns for private-placement
firms differ according to whether the participating investors are affiliated or unaffili-
ated with the firm, and these differences help reconcile the announcement effect with
long-run abnormal returns.

3 Affiliated investors are defined as investors who belong to one or more of the following groups: (i) officers
or directors of the firm, (i) relatives of officers or directors, (iii) consultants or attorneys of the firm, (iv) current
large block shareholders of the firm, (v) institutions affiliated with the firm, and (vi) companies with product
market agreements with the firm. The intuition behind the classification into affiliated and unaffiliated groups
stems from the fact that affiliated investors are likely to be investors who are better informed about the true value
and future cash flows of the firm.
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We measure post-issue stock price performance using several different benchmarks
(described in the next sectiof)Similar to Hertzel et al. (2002)the private-placement
firms in our sample experience positive announcement period returns, but negative long-
term abnormal returns when matched to non-issuing firms. We additionally compare the
post-issue performance of firms that place equity privately with the post-issue perfor-
mance of matched firms that isspeblic equity to examine whether the apparent incon-
sistency between announcement period and long-term returns for private placements is
sensitive to benchmarkiryWhen measured against matched public equity issuers, firms
placing equity privately do no better than similar firms issuing public equity. Similar re-
sults obtain when we compare private-placement firms to size and book-to-market ratio
matched firms conducting IPOs. Thus, the inconsistency betweeavéhage announce-
ment effect of private placements of equity and the associated long-run returns is robust
to several benchmarks when private-placement firms are treated homogeneously. More-
over, the finding that the post-issue performance for firms placing equity privately to
“sophisticated” investors is no better than for similar firms placing equity to the general
public even though private placements are associated with higher announcement returns,
suggests that simply identifying an investor as a “private placement” investor does not
help reconcile the inconsistency. However, we find a positive announcement period re-
action and no long-term underperformance, or no inconsistency, in placements made by
firms in financial distress (i.e., firms for whom public equity is potentially not a viable
alternative).

Even though private placements are associated with negative post-issue firm perfor-
mance, we find the participating private placement investors earn non-negative abnormal
returns due to the discount they receive on the shares. On average, private placement in-
vestors purchase shares at a nearly 20% discount; and they earn returns that are comparable
to those for size and book-to-market ratio matched firms and that are greater than those for
similar but public equity-issuing firms. Taken together, these findings are consistent with
the view that private placement investors are better informed than other investors and in-
corporate the post-issue revisions in the market about the firms’ prospects when they buy
shares in private placements.

Finally, we distinguish the identity of the private placement investor according to
whether the investor is affiliated with the firm (e.qg., officers, directors, affiliated insti-
tutions). Affiliated investors presumably have lower information acquisition costs and a
better idea of future cash flows and true firm value. Thus, investment by an affiliated in-
vestor could serve as a certification of firm vallieland and Pyle, 19773s well as an
indication of reduced agency problems. Alternatively, an increase in affiliated ownership

4 We measure long-term abnormal returns beginning from 3-days prior to the announcement of the equity
issue. So, even if the market fully incorporates the positive information effect or any other benefits of placing
shares with private investors (such as monitoring benefits) on the announcement day, it would be included in our
stock price performance measure.

5 This approach also controls for the problem pointed ouEbigho et al. (2000yho argue that long-term
abnormal returns results are biased because they do not take into account the decrease in risk associated with the
decrease in leverage in equity issuing firms. This is not a problem in our study since both sample and control
firms are equity issuing firms and so are associated with similar decreases in risk.
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may increase agency problems by allowing insiders to become more entrenched while
the discount in the purchase price compensates them for any negative valuation effects
(Barclay et al., 2001)We expect the role of information problems and the certification
benefits of affiliated investors to be more pronounced for non-distressed firms with access
to both private and public equity markets.

The results indicate that unaffiliated investors purchase shares at significantly deeper
discounts than affiliated investors, but we find no significant difference between the long-
term abnormal returns to unaffiliated and affiliated investors. Both affiliated and unaffil-
iated investors earn returns comparable to size and book-to-market ratio matched firms,
and positive returns compared to similar but public equity-issuing firms. Taken together,
these results are consistent with affiliated investors having lower information acquisition
costs (i.e., their discounts are less steep) but no informational advantage over unaffili-
ated investors once these costs are incurred (i.e., they earn similar returns to unaffili-
ated investors). However, we find that both announcement period returns and long-term
abnormal returns for existing shareholders not participating in the placements are sig-
nificantly higher for firms placing shares with affiliated investors than for firms placing
shares only with unaffiliated investors. In fact, the negative long-term abnormal returns
appear to be driven by non-distressed firms privately placing equity with unaffiliated
investors. Thus, the remaining disparity in the directions of announcement and long-
term abnormal returns for non-distressed firms disappears when we control for investor
affiliation.

Placements to affiliated investors are met with a positive reaction followed by no long-
term underperformance. The negative long-term abnormal returns are found only in the
subsample of placements to unaffiliated investors by firms not in financial distress—the
subsample in which there is no positive announcement reaction. Thus, the inconsistency
between the announcement effect and long-term performance disappears when we control
for both financial distress and investor affiliation. The poor post-issue performance for
non-distressed firms privately placing equity with unaffiliated investors suggests that some
firms with potential access to public equity markets choose to place shares privately in
the hands of passive outside investors, and the market underreacts to this annouficement.
Overall, the evidence supports the view that investor identity, or more precisely investor
affiliation, does matter in equity issues when firms have a choice in placement.

The remainder of the paper is organized as follofsction 2discusses differences
between private placements and public issues of edbitgtion 3describes the sample se-
lection procedure and empirical methodolo8gction 4describes the results, aBéction 5
concludes.

6 The negative long-term returns in this subsample are consistent with the entrenchment hypoBesitalyy
et al. (2001) It is then somewhat surprising that it is the unaffiliated investors and not the affiliated investors
who help entrench the management. However, it must be noted that since the participating investors receive the
shares at a discount that compensates them for the future decline in share price, the affiliated investors may be
particularly susceptible to shareholder lawsuits if the non-participating investors lose while the “insiders” gain
via the placement.



S Krishnamurthy et al. / Journal of Financial Intermediation 14 (2005) 210-238 215

2. Comparison of private placements and public issues of equity

Private placements of equity differ fundamentally from public offerings along three
main dimensions—the issue process, the type of investors that participate in the offering,
and post-issue resale restrictions. The issue process in private placements is substantially
simpler than in public offerings. For instance, publicly-traded firms issuing equity privately
under Regulation D do not have to file a registration statement with the SEC. The shares
sold are placed with “sophisticated” investors, accredited investors as defined in Regula-
tion D. There are eight classes of accredited investors including officers and directors of
the issuing firms, high-net-worth individuals, and institutions such as pension funds, banks,
and insurance companies. If the private placement shares are unregistered, they are consid-
ered to be restricted by Rule 144, which imposes a two-year resale restriction. There are
also restrictions on the number of shares that may be résdnlestors who are unaffiliated
to the firm are exempt from these latter restrictions, but only if they have held the securities
for at least three years.

Private placements of unregistered shares of equity are offerings where the SEC does
not review and certify that the issuing firm meets the information disclosure requirements
of the Securities Act of 1933. The logic behind allowing unregistered offerings in private
placements is based on the view that sophisticated investors have the knowledge and the
resources to independently evaluate issuing firms’ investment opportunities. If the sophis-
ticated investors in the private placement market are indeed better informed about the true
prospects and value of a firm, then we expect that they would avoid investing in overvalued
firms.

In contrast, firms that issue equity publicly are required to file a registration statement
with the SEC. Furthermore, public issues are usually underwritten sales to the general
public. Although institutional investors may participate in a public issue, their participation
is not orchestrated by firm's management and allotments are not generally concentrated
as they are in private placements. Finally, seasoned public issues do not carry any resale
restrictions.

3. Data and methodology

Our sample includes all firms on NYSE, Amex, and Nasdaq that issue public equity
or place equity privately during the period January 1983 to December 1992. We obtain
the data on public equity issues by US companies from the Securities Data Corporation’s
Global Financing database. This database provides information on issuer profiles, issue
price, issue size, issue date, and after-market pricing. It also lists the number of primary
and secondary shares sold in each issue. We focus only on issues of primary shares since
we wish to avoid any confounding effects due to the information contained in insider sales
of shares in secondary offerings.

7 For instance, the number of shares sold in any three-month period must not exceed 1% of the number of
shares outstanding or the average weekly volume of trading over the month before the sale. A further discussion
of the regulation of private placements isSheehan and Swisher (1998)
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We identify announcements of private equity issues during the sample period from
Lexis—Nexis. Lexis—Nexis provides information on issuer profiles, placement type, issue
price and size among other details. We confirm the announcement date and other issue
details using the Wall Street Journal Index and collect insider ownership information for a
firm both prior to and after the private placement announcement from its annual statements.
We exclude from our sample those equity issues that are known at the time of the announce-
ment to be takeover related, since in this paper we wish to abstract from any merger related
gains that may confound the value implications of the equity placement decision. We also
exclude issues that combine warrants and other securities with common stock issues. Fi-
nally, we require that the issuing firms have at least some financial data on CRSP and
Compustat. This results in a total of 2351 public equity issues and 397 private placements.

In measuring long-term abnormal stock price performance, we use different benchmarks
and different tests to control for the various statistical problems recently documented in the
long-term abnormal returns literatuiarber and Lyon (1997) and Lyon et al. (1998port
that long horizon abnormal returns are skewed, and the test statistics are negatively biased
when long-term buy-and-hold abnormal returns are calculated using reference portfolios
instead of using individual control firms. Thus, following their recommendations that using
control firms instead of portfolios yields well-specified tests, for each firm in our sample,
we identify several individual control firms whose long-term stock price performance both
prior to the issue and after the issue act as benchmarks for the sampledima (1998) and
Mitchell and Stafford (2000argue that using the buy-and-hold abnormal returns method-
ology overstates test statistics since it ignores cross-sectional dependence of event firm
abnormal returns that are overlapping in calendar-time. Following their suggestions, we
also use the monthly calendar-time portfolio approach (the Fama—French calendar time re-
gressions) for measuring long-term abnormal performance. As Mitchell and Stafford argue,
with the monthly calendar-time portfolio approach, the cross-correlations of event-firm ab-
normal returns are fully accounted for in the portfolio variance.

We also compute long-term abnormal returns after controlling for the problem identified
in Eckbo et al. (2000)They argue that the abnormal underperformance of equity-issuing
firms is systematically overstated in prior studies because control firms and reference port-
folios of non-issuing firms do not control for the decreasing leverage, and hence, the
decreasing riskiness of equity-issuing firms. To control for this bias, we compare the
post-issue performance of firms that engage in private placements with the post-issue
performance of similar firms thassue public equity around the same time. By directly
comparing a private-placement firm with an otherwise similar, but, public equity-issuing
firm, risk is implicitly lowered in both the sample and the control firms. Furthermore, these
control firms proxy for the performance of the sample firms if they had relied on public
equity instead of private placements. As an additional robustness check, we compare the
sample of private-placement firms with a sample of similar firms that conduct IPOs. Be-
cause private-placement firms are typically younger, smaller, and have low book-to-market
ratios, performance following IPOs (firms with very similar characteristics) is a particu-
larly relevant benchmark for comparison.

We focus our long-term analysis on one-, two-, and three-year holding periods. The
measurement period of three years for long-term returns in our study is motivated by the
resale restrictions on unregistered shares in private placements. In private placements of
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unregistered shares, the investors have an “effective” holding period of three years before
they are able to freely divest their holdings. That is, the three-year stock price performance
that we analyze is an especially appropriate metric of the actual returns earned by the
investors in private placements.

We also include one- and two-year holding period returns in our analysis. Although
there are resale restrictions onregistered shares, we find that many firms in our sample
of private placements either register the shares with the SEC prior to the placement or
state that they will register the shares soon after the placement, thus eliminating the resale
restrictions (SEC Rule 502(d)(2)). In fact, only about 19% of the firms in our sample state
that there is a two-year resale restriction on their shares. This is important because, in some
cases, the private placement investors may be able to lock-in positive abnormal returns by
selling their shares within a year of the placement.

3.1. Sdection of control firms

Control firms are chosen from the pool of all NYSE, Amex, and Nasdaq firms (exclud-
ing the sample firms) to match sample firms on four aspects,

(@) firm size,
(i) book-to-market ratio,
(i) firm size and book-to-market ratio, and
(iv) firm size, book-to-market ratio, and placement choice.

Our methodology for selecting control firms is as follows. To select size-matched controls
for each sample firm, we select four firms that are closest in firm size to the sample firm.
Firm size is the market value of equity computed at the end of June prior to the placement
announcement. On each day of the study period, of these four firms, only firms that did not
issue equity in the three years prior to that date are considered as feasible controls. From the
feasible controls, the firm that is closest in firm size to the sample firm is designated as the
primary control firm. If the sample firm is delisted during the study period we substitute
the returns on the primary control firm for the remaining time period. If a control firm
is delisted, we substitute the return on the next best size-matched control firm from the
remaining candidates.

To select book-to-market ratio matched controls, we select four firms that are closest
in book-to-market ratio to the sample firm. FollowiBgrber and Lyon (1997 ¥or event
dates between July of yeaand June of year+ 1, book value of equity is measured in
the fiscal year-end of the calendar year 1, and the market value of equity is calculated
in December of year — 1. On each day of the study period, of these four control firms,
only firms that did not issue equity in the three years prior to that date are considered as
feasible controls. From the feasible controls, the firm that is closest in book-to-market ratio
to the sample firm is designated as the primary control firm. Firm delistings are treated as
described for the size-matched analysis. To select size and book-to-market ratio matched
controls, we select four firms that are in the same size decile as the sample firm and are
closest in book-to-market ratio to the sample firm. Again, feasible controls include only
firms that did not issue equity in the prior three years.
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Finally, we compare the post-issue performance of firms that engage in private place-
ments with the post-issue performance of similar firms tksie public equity. Here, we
separately analyze comparisons with firms that engage in seasoned public equity issues
(SEO) and firms that conduct IPOs. For each firm in the private placement sample, we
identify two sets of firms, ones that engaged in SEOs and ones that conducted an IPO,
within the 6-month period prior to the private placem&from each set we eliminate all
firms that engaged in a private placement within the 3 years prior to the sample firm’s
placement, in order to avoid cross-contamination between the sample and control pools.
We then identify all control firms that are within 30 percent of the size of the sample firm,
where size is the market value of equity from CRSP at the end of June immediately prior
to the private placement announcement. If this value is missing for the IPO controls, we
use the very first market value of equity that is available prior to this date. From each set of
feasible control firms we select four control firms that are closest in book-to-market ratio
to the sample firm. The control firm that is closest in book-to-market ratio is the primary
control firm. If this control firm is delisted, we substitute the return on the next best size
and book-to-market ratio matched control firm from the remaining candidates.

In the matching procedure, book value of equity is as of the first fiscal year-end that
is at least 6 months prior to the private placement. If book value is missing for the IPO
firms, then for the corresponding sample firm there is no matching IPO control. Although
we do lose observations because of missing book value data for IPO firms, our results and
inferences remain unchanged even when we just match based on size. We then compare
the holding period returns of the sample and the control firms in the three years following
the announcement of the private placement of equity.

3.2. Offer price discounts and abnormal returns

As in Wruck (1989) and Hertzel and Smith (1998)e measure the discount at which
shares are sold in a private placement as

. P1o— P,
Discount= -0 ~offer, 1)
P1o

where Py is the price per share ten days after the announcementPgpdis the price
at which the shares are sold in the private placedhemiums are viewed as negative
discounts.

We compute abnormal returns around the announcements of private placements using
the event-study methodology 8rown and Warner (1985)NVe estimate a market model

8 Since it is well-documented that firms issuing public equity exhibit share price run-up in the period prior
to the equity issue and since we measure contemporaneous performance beginning from the private placement
announcement date for both sample and control, we do not select control firms from among firms that issue public
equity in the periodollowing the private placement. Selecting control firms that announce a public equity in the
period following the private placement would include the “run-up” period for the public equity issuing firm, and
hence would bias the measure of abnormal performance of the sample firms.

9 we selectP, the price ten days after the announcement, instead of the price immedieit#iyto the
announcement since our aim is to obtain the discount relative to the market price that reflects any benefits from
the private placement.
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using the CRSP equal-weighted index over a 190-day period starting 250 days prior to the
announcement of the private placement. We then cumulate the average abnormal returns
over different time intervals around the announcement.

We compute long-term abnormal buy-and-hold returns using the different types of con-
trol firms mentioned in the previous section. We define the buy-and-hold return to the
existing shareholders not participating in the private placement for firm i from 3 days prior
to the announcement iodays subsequent to the announcement as

t=n
BHR, = [ [Ta+ Rm} -1, )
=-3
whereR;; is the raw return for firm on day:. The buy-and-hol@bnormal return BHAR)
for firm i from day(—3) through day: is defined as

BHAR = BHR; ,, — BHRcontrol i1» (3)

whereBHRcontrol i, IS the contemporaneous buy-and-hold return on fisnxcontrol firm,
matched on the various criteria. The average abnormal buy-and-hold return for a sample of
firms is the arithmetic mean of the individual abnormal buy-and-hold returns.

Following Fama and French (1993), Brav and Gompers (1997), and Kang et al. (1999)
we also examine the post-issue long-term stock price performance of equity-issuing firms
on a risk-adjusted basis using calendar-time regressions. Fama and French show that a
three-factor model that includes the market risk premium, the return on a size factor, and
the return on a book-to-market factor may be appropriate for explaining the cross section
of returns. More recenthCarhart (1997%hows that including the return on a momentum
factor (recent returns) improves the explanation of cross-sectional returns. We use these
four factors in a time series regression on portfolios of equity-issuing firms to compute the
abnormal returns for these firms.

For each month, we form equal- and value-weighted portfolios of all firms that issue
equity in the previous 36 months. The dependent variable in the Fama—French regressions
is the return in each month on these portfolios in excess of the monthly risk-free rate. We
analyze the performance of firms that place equity privately and those that issue shares
publicly in separate regressions. Thus, in the private placement (public equity) regressions,
the dependent variable is the monthly excess return on the portfolio of all firms that place
equity privately (issue shares publicly) in the previous 36 months. We also pool the obser-
vations from the private and public issue regressions to examine the statistical significance
of the incremental performance of the private placement sample over the public equity
sample after controlling for the risk factors.

The independent variables in the Fama—French regressioRb/E, SMB, HML, and
PR1YR. For each monthRMRF is the value-weighted return on all NYSE, Amex, and
Nasdaq firms minus the one-month T-Bill raBB is the return on a zero-investment size
portfolio, computed as the return on a portfolio of small firms minus the return on a port-
folio of large firms.HML is the return on a zero-investment book-to-market ratio portfolio,
computed as the return on a portfolio of high book-to-market ratio firms minus the return
on a portfolio of low book-to-market ratio firmPR1YR s the return on a zero-investment
momentum portfolio, computed as the return on a portfolio of good performers minus the
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return on a portfolio of poor performers. Good (poor) performers are those in the top (bot-
tom) 30 percent of all NYSE, Amex, and Nasdaq firms based on one-year holding period
returns. The intercept in each regression measures the risk-adjusted abnormal performance
of the equity-issuing firms. To capture the significance of the incremental performance
of private-placement firms over public equity-issuing firms, we use an indicator variable,
PRIVDUM, in the regressions that pool the observations from both the private placement
and public equity regressionBRIVDUM is 1 if the dependent variable is the return on a
portfolio of private placements and O otherwise.

4. Samplecharacteristics and empirical results

The samples of private and public equity-issuing firms exhibit considerable variation in
total size and market value of equity. As may be seen from panellalgk 1 the average
book value of assets for all firms that place equity privately is about $563 million while it
is $3.35 billion for all firms that issue equity publicly. Among both the private and public
equity-issuing firms, the median asset sizes are significantly smaller than the respective
means. A similar pattern may also be seen in the market value of equity. The mean market
value of equity for the firms that engage in private placements is under $113 million while
it is over five times this size for the firms that issue public equity. Further, the average issue
size for public issues is about $49 million, which is about five times larger than the average
private issue.

In panel B ofTable 1 we compare the size and book-to-market ratio of the sample of
private-placement firms with the set of matched control firms that issued public equity. This
is intended to examine whether our matching procedure is able to identify public equity-
issuing firms that are similar to the private-placement firms based on these characteristics.
As expected, there is no significant difference between the means of these variables for the
private placement and matched public equity-issuing firms, indicating that our matching
procedure was able to indeed identify suitable controls.

4.1. Abnormal returns around private placements

The average abnormal returns are cumulated over different intervals (CAR) around the
announcement. The results are presentet@iainle 2 The four-day CAR in the window
(—3,0) is 2.21 percent, which is significant at the 1 percent level. The magnitude of the
stock price reaction for our sample of private placements lies between the 1.72 percent
documented in the Hertzel and Smith study, which contains relatively smaller firms, and
the 4.4 percent found in the Wruck study, which contains predominantly larger firms. We
also document significant positive abnormal returns of 1.83 percent, 1.43 percent, and 1.36
percent over the intervals-2, 0), (—1,0), and(—1, +1) around the announcement, re-
spectively.

In our sample, about 80 percent of the private placements are placed at a discount rel-
ative to the market price subsequent to the placement. The average discount in the sample
of private placements is 19.44 percent, which is close to the average discount of 20.1 per-
cent reported itdertzel and Smith (1993nd 19 percent reported Barclay et al. (2001)
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Table 1
Summary statistics for firms issuing equity
A. Comparison of all private and public equity issues from 1983 to 1992

Private equity issues Public equity issues

Mean Median N Mean Median N
Book value of total assets ($ mil) 568 1072 335 335419 18086 1821
Market value of equity ($ mil) 1181 2982 393 61818 13679 2129
Issue size ($ mil) 1®7 303 397 4878 2200 2351
Fraction placed (%) 183 1120 394 1736 1435 2134

B. Comparison of private issues and matched public issues (matched based on size and book-to-market ratio)

Private equity Public equity Difference
issues issues (PrivatePublic)

Mean Median Mean Median Mean Median N
Market value of equity ($ mil) 1286 3666 12272 3494 624 a73 248
Book-to-market ratio of equity 62 036 047 028 005 005" 248

Notes. The sample contains firms that issue equity during the period 1983 to 1992. Firms placing equity privately
are identified from Lexis—Nexis. Firms issuing shares publicly are identified from the Securities Data Corporation
database. In panel Apok value of total assetsis obtained from Compustat and is measured at the fiscal year-end
immediately prior to the issue date, amdrket value of equity is calculated from CRSP as the product of share
price and the number of shares outstanding twenty-one trading days prior to the issuissaagize is the total
dollar amount of the offering excluding any over allotmefsction placed is the number of shares offered as a
percentage of the number of shares outstanding after the issue. Panel A contains data for the full sample of private
placements and public equity issues. In panehBrket value of equity andbook-to-market ratio of equity are
calculated as iBarber and Lyon (1997Panel B contains data for a subset of the private-placement firms where
Compustat and CRSP data are available and for their size and book-to-market ratio matched control firms that
issue public equity.

* Significant at the 10% level.
™ 1dem., 1%.

Since the positive abnormal returns of 2.21 percent around private placements are despite
the discount offered to the investors, the true abnormal returns (i.e., the total information
effect of the placements) are actually higher. We measure the discount-adjusted abnormal
returns using the definition Wruck (1989) and Hertzel and Smith (1998)Table 2doc-

uments discount-adjusted abnormal returns of 9.2 percent around the placements. This is
similar to the 8.2 percent iHertzel and Smith (1993)

We find that the sample firms experience a significant price run-up in the period prior to
the equity issueTable 3presents the abnormal stock price performance of public and pri-
vate equity-issuing firms in the three yegrgor to the equity issue. We report the abnormal
returns measured against the size and book-to-market ratio matched control firms for one
year, two years, and three years prior to the equity issue. The results show that both firms
placing their equity privately and those issuing equity publicly exhibit significant positive

10 The discount adjusted abnormal returnsAiRagj = [1/(1 — a)1[AR] + [a/(1 — )I[(P, — Po)/ P}, where
ARis the abnormal stock retura, is the ratio of the shares placed to the shares outstanding after the placement,
Py, is the market price at the end of the day prior to the event window,Ranid the offer price (i.e., placement
price).
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Table 2
Announcement period returns and price discounts in private placements of equity
CAR N Mean (%) ¢ -statistic z-statistic
—3100 397 21 398™ 317"
—2t00 397 183 371 2.96™
—1t00 397 143 356™ 3.33"
0 397 094 331™ 2.70™

—1to1 397 136 277 2.76™
Discount 391 194 1243™
Discount-adjusted CAR43 to 0) 920 611"
Discount

— Restricted shares 75 2 1025™

— Shares with registration pending 23 .28 694™

— Shares not known to be restricted 293 415 844™

— Shares with registration pending 316 1599 933™

or not known to be restricted

Notes. Firms placing equity privately during the period 1983 to 1992 are identified from Lexis—Nexis. An-
nouncement period returns are computed as the market model adjusted returns. The market model parameters
are estimated over a 190-day period beginning 250 days prior to the earliest announcement of the equity issue,
using the CRSP equal-weighted index as the proxy for the market. Abnormal returns are cumulated (CARS) over
several windows around the announcement date. The discount is computed as the difference between the offer
price and the price ten days after the announcement, measured as a percentage of the price 10 days after the an-
nouncement. Premiums are reported as negative discounts-stastic is for the null hypothesis that the mean
cumulative abnormal return is zero. Thestatistic is for the generalized sign test, which tests the null hypothesis

that the fraction of positive abnormal returns is the same as in the estimation period.

** Significant at the 1% level.

abnormal returns in the years prior to the equity issue. For instance, the mean three-year
holding period returns are over 77 percent higher for the private-placement firms compared
to their size and book-to-market ratio matched controls, and it is over 52 percent higher for
the public equity-issuing firms compared to their controls.

Following Loughran and Ritter (1995) and Brav and Gompers (198&)also compute
wealth relatives, another indicator of abnormal performance. Wealth relatives are computed
as the ratio of one plus the return on the portfolio of sample firms to one plus the return
on the portfolio of matching control firms over the relevant time periods. Equal-(value-)
weighted wealth relatives are calculated using the equal-(value-) weighted portfolios of
the sample and matching control firms. A wealth relative less than one indicates that the
sample firms have underperformed compared to their control firms. For both the private
placement and public issue samples, the wealth relatives in each of the three years prior
to the equity issue are greater than one. Among public issues, the equal-weighted wealth
relatives are higher than the value-weighted wealth relatives, suggesting that the stock price
run-up is higher among smaller firms. The results are consistent with the view that, on
average, firms issue equity when they have experienced a positive price run-up in the prior
years.

The post-issue long-term underperformance of firms that issue public equity has been
reported inLoughran and Ritter (1995), Spiess and Affleck-Graves (1995), and Cai and
Loughran (1998)In contrast, if private placement investors avoid overvalued issues, we
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Table 3
Size and book-to-market ratio adjusted returns prior to private and public issues of equity
Period Mean sample Mean matching Difference (Samyildatch) Wealth relatives
firm return firm return Mean Median Equal Value
) (2) weighted weighted
A. Pre-issue long-term returns to firms placing equity privately (N = 276)
—759,-4 12401 4683 7719 2246 1.526 1.696
(5.76)™ (5.40™ (3.39™ (2.83™
—507,—-4 10022 4552 5470 1488 1.376 1.540
(4.86)™ (5.22™ (2.59™ 223"
—255,-14 6370 1345 5024 2490 1.443 1.430
4.63™ 79™ 3.68)™ @2n™
B. Pre-issue long-termreturns to firms issuing public equity (N = 1477)
—759,—4 13165 7877 5288 3265 1.296 1.084
(25.37)™ (19.45™ 8.74™ (9.96)™
—-507,-4 8599 4323 4276 2622 1.299 1.071
(2697 (1659 (10,90 (10.64™
—255,—-4 6951 3094 3856 2327 1.295 1.103
(27.38™ (1314™ (1207)™ 327™

Notes. The sample contains firms that issue equity during the period 1983 to 1992. Firms placing equity privately
are identified from Lexis—Nexis. Firms issuing shares publicly are identified from the Securities Data Corporation
database. Excess returns are computed as returns in excess of the returns on size and book-to-market ratio matched
control firms that did not issue equity in the previous three years. Size is the market value of equity at the June-end
prior to the placement. For event dates between July of ygan¢l June of year ¢ 1), book value is as of the
fiscal year ending in the calendar year{1) and market value of equity is calculated at the end of December in
year ¢ — 1). For each sample firm, we select four matching firms that are in the same size decile and are closest in
book-to-market ratio to the sample firm. From the feasible controls, for each sample firm, the firm which is closest
in book-to-market ratio is designated as the primary control firm. If the sample firm is delisted, we substitute the
return on the primary control firm for the remaining period. If the control firm is delisted, we replace it with the
next best control firm. Long-term returns are calculated as the holding period percentage returns for the sample
and matching control firms. The table lists the mean returns for the sample and control firms. For each firm, we
calculate the difference (samplematch) and report the mean and the median of these differencesA (sign
test) is used to test the null hypothesis that the mean (median) of these differences is zero. There are 276 size and
book-to-market ratio matched returns for the private placements and 1477 for the public issues.

* Significant at the 5% level.

,kk

Idem., 1%.

would expect the post-issue long-term abnormal returns following private placements to
be non-negative. The results in panel ATaible 4 however, suggest that even firms that
place equity privately exhibit long-term underperformance following the issue. Existing
shareholders who do not buy the shares in the private placement (i.e., non-participating
shareholders) earn significantly negative abnormal returns in the one, two, and three years
following the placement. The abnormal returns are negative compared to all the bench-
marks!! Over the three years (one year) following the placement, the shareholders earn

11 Since the results across size matched, book-to-market ratio matched, and size and book-to-market ratio
matched controls are similar, we only report the size and book-to-market matched results in our tables. The other
results are available upon request.
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Table 4
Size and book-to-market ratio adjusted returns to non-participating and participating investors in private place-
ments of equity

Period Mean sample Mean matching Difference (Samylatch) Wealth relatives
firm return firm return Mean Median Equal Value
1) (2) weighted weighted
A. Returns to non-participating investors (N = 275)
—3,248 353 1682 —1329 -10.98 0.886 0.964
(0.75) (3.49™ (=221 (=217
—3, 500 845 3068 —2223 —2293 0.830 0.916
(1.10) 4.49™ (—2.23)" (=350
—3,752 1494 5333 —3839 —20.55 0.750 0.852
(164" (4.40™ (—253" (—3.38™
B. Returnsto participating investors (N = 273)
—3, 248 4126 17.08 2419 417 1.207 1.087
@72™ (353™ 2.50™ (0.36)
—3, 500 5058 3098 1960 —11.04 1.150 1.030
2.96™ 4.5n)™ (1.05) (—1.45
—3,752 5258 5382 —-1.24 —1153 0.992 0.949
(3.00™ 4.4n)™ (—0.06) (-1.69)"

Notes. Firms placing equity privately during the period 1983-1992 are identified from Lexis—Nexis. The mean
sample firm return in panel A represents the average return to the existing shareholders not participating in the
private placement. The mean sample firm return in panel B is the return to the investors buying the shares in
the placement. The participating investor returns are calculated by compounding the non-participating investor
returns and the returns from the offer price to the closing price four days prior to the announcement. There are
275 size and book-to-market ratio matched returns in panel A and 273 returns in panel B. See also notes in
Table 3

* Significant at the 10% level.

* Idem., 5%.
™ Idem., 1%.

a mean return that is 38 percent (13 percdmdpw that of the controf2 The wealth
relatives presented in panel A are consistent with the evidence that the non-participating
shareholders earn negative abnormal returns in each of the holding periods following the
placement. The equal-weighted wealth relatives for these shareholders are uniformly be-
low 1, ranging from 0.75 in the three-year holding period to 0.89 in the one-year holding
period. The value-weighted wealth relatives, though less than one, are higher than the
equal-weighted wealth relatives suggesting that the underperformance is worse among
smaller firms.

In Table 5we present the Fama—French four-factor time-series regression results for
the portfolio of private and public equity-issuing firms for comparison and as a robust-
ness check. The intercept in these regressions represents the average monthly risk-adjusted
abnormal performance in the portfolio of equity-issuing firms. For the equal-(value-)

12 e also examined separately the long-term stock price performance of two subsamples of firms—one where
the shares are known to be restricted and the other where the shares are not known to be restricted or sold
with registration pending. We found that both subsamples underperformed their benchmarks significantly, but the
underperformance was larger among firms that sold restricted shares.
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Table 5
Fama—French regressions on portfolios of firms issuing equity
Private placements Public issues All issues
Equal Value Equal Value Equal Value
weighted weighted weighted weighted weighted weighted
Intercept —0.0077 —0.0060 —0.0036 —0.0037 —0.0036 —0.0037
(—2.79™ (-2.33" (-3.29™ (=3.4H)™ (-1.69" (-1.87"
RMRF 1.056*9* 109%* 1011;3* 102513* 1011;3* 1025;3*
(1590 (17.67) (3873 (39.45) (20.02 (2163
SvVB 1.2250 08954 Q7059 00946 07059 00946
9.86)™ 7™ (14.48)™ (1.95" (7.48™ 1.07)
HML —0.0288 00548 00768 026%1*3* 00768 026%5*3*
(—-0.23 (0.48) (1.58) (5.59) (0.82 (3.06)
PR1YR —0.3669 00130 —0.1246 00561 —0.1246 00561
(=359 (0.14) (-3.10™ (1.41) (-1.60) 0.77)
PRIVDUM —0.0041 —0.0023
(—1.39 (—0.83)
RMRF* 0.0458 00667
PRIVDUM (0.64) (1.00)
SMB* 0.5191 08007
PRIVDUM (3.89™ (6.40)™
HML* —0.1056 —0.2150
PRIVDUM (—=0.79 (71.73)*
PR1YR* —0.2423 —0.0431
PRIVDUM (-2.200" (-0.42
Adj. R? (%) 809 800 948 933 859 846

Notes. The sample contains firms that issue equity during the period 1983 to 1992. Firms placing equity privately
are identified from Lexis—Nexis. Firms issuing shares publicly are identified from the Securities Data Corporation
database. For each month, the dependent variable is the return on the equal- or value-weighted portfolio of all
firms that issue equity in the previous 36 months. The results in the first two columns (next two columns) are
for portfolios of private placements (public issues) of equity. The regressions in the last two columns pool the
observations from both the private placement and public issue regresRMRS. is the value-weighted market
return on all NYSE, Amex, and Nasdag firms minus the one-month T-Bill 8M8&.is the return on a portfolio of
small firms minus the return on a portfolio of large firrhVIL is the return on a portfolio of high book-to-market
ratio firms minus the return on a portfolio of low book-to-market ratio firRRLYR s the return on a portfolio of
good performers minus the return on a portfolio of poor performers. Good (poor) performers are those in the top
(bottom) 30 percent of all NYSE, Amex, and Nasdaq firms based on one-year holding period fRIMIZUM
is an indicator variable that is 1 if the dependent variable is the return on a portfolio of private placements and
0 otherwise. The regressions are for the period January 1984 through December 1994. The first four regressions
have 132 observations, and the last two regressions have 264 observasi@tistics are in parentheses.
* Significant at the 10% level.

™ Idem., 5%.

Idem., 1%.

*kk

weighted private placement portfolios, the intercept %0077 (—0.0060), which is sig-
nificant at the one percent level. This represents an average monthly underperformance
of 77 basis points by firms that place equity privately. The next two regressions indicate
that firms that issue public equity also underperform on a risk-adjusted basis. The equal-
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(value-) weighted portfolios of public equity-issuing firms underperform by 36 (37) basis
points per month.

A comparison of the intercepts across the regressions for private placement portfolios
and public equity portfolios indicates that equal-(value-) weighted private placement port-
folios underperform by 41 (23) basis point®re per month than corresponding public
equity portfolios. To test whether this difference is statistically significant, we re-estimate
the regressions by pooling the observations from both the private placement and public is-
sue regressions. We include a dummy vari&iRe/DUM that is 1 if the dependent variable
is the return on a private placement portfolio and 0 otherwise. The coefficiBRIYDUM
is —0.0041 (0.0023) in the equal-(value-) weighted regressions, but it is not statistically
significant at the conventional levels. The evidence suggests that, on average, firms issuing
equity (privately or publicly) issue when the market is overly optimistic about their future
prospects.

In Table § we directly compare the performance of firms that place equity privately
with both the performance of firms of similar size and book-to-market ratio that

(i) issue seasoned public equity, and
(i) conduct IPOs around the same time as the private placements.

These two types of control firms are intended to proxy for the performance of the sam-
ple firms if they had relied on public equity instead of private placements. The results
in panel A of Table 6 show that private-placement firms do not outperform seasoned
public equity-issuing firms or IPO firms after controlling for size and book-to-market
ratio. None of the long-term abnormal returns in panel A are statistically significant.
Also, the equal-weighted wealth relatives are close to one in each of the three years
following the private placement. These results are consistent with private placement in-
vestors being passive, given that their participation does not mitigate reversals in valuation
relative to public issues. However, the poor long-term performance in private place-
ments is somewhat puzzling given the positive abnormal returns associated with private
placement announcements. We will investigate this apparent contradiction furtBec4n
tion 4.3

In what follows, we analyze why presumably well-informed investors in the private
placement market invest in firms that do not perform any better than public equity-issuing
firms. We know fromTable 2that private placements are on average sold to the investors
at a nearly 20 percent discount compared to the post-issue market price. This discount sug-
gests that while the market may be overoptimistic about the firms’ future prospects, private
placement investors are perhaps buying the equity at a price that incorporates the post-issue
stock price revisions by the market. Therefore, we analyze the long-term abnormal returns
to the participating investors accounting for the placement discount.

4.2. Abnormal returnsto the private placement investors
In prior studies, the discount offered in private placements is typically explained as com-

pensation to the investors for information acquisition costs or for future monitoring costs
(Wruck, 1989; Hertzel and Smith, 1993}Jhe discount may also be compensation for the
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Table 6
Size, book-to-market ratio, and issue type adjusted returns to non-participating and participating investors in
private placements of equity

Period Private- SEO Private- IPO Wealth relatives
Mean N Mean N Equal-weighted Value-weighted
[Median] [Median] SEO IPO SEO IPO
A. Long-term abnormal returns to non-participating investors
—3,248 735 248 327 212 1.08 1.03 1.05 1.05
[1.10] [-1.35]
—3,500 449 244 —-15.16 210 1.04 0.87 1.20 1.13
[-5.67] [-5.11]
—3,752 385 241 —8.57 205 1.04 0.92 1.10 1.17
[—4.42] [—3.28]
B. Long-term abnormal returns to participating investors
—3,248 3677 246 3383™ 210 1.38 1.33 1.17 1.29
[14.69]" [14.64™
—3, 500 412" 242 1107 208 1.40 1.10 1.28 1.41
[5.50] [9.63]
-3,752 3669 239 1502 204 1.33 1.13 1.15 1.42
[5.38] [5.00]

Notes. We identify control firms as follows: For each firm in the private placement sample, we identify two
sets of firms, ones that engaged in SEOs and ones that conducted an IPO, within the 6-month period prior to
the private placement. From each set we eliminate all firms that engaged in a private placement within the 3
years prior to the sample firm’s private placement in order to avoid cross-contamination between the sample and
control pools. We then identify all control firms that are within 30 percent of the size of the sample firm, where
size is the market value of equity from CRSP at the end of June immediately prior to the private placement
announcement. If this value is missing for the IPO controls, we use the very first market value of equity that is
available prior to this date. From each set of feasible control firms we select four control firms that are closest
in book-to-market ratio to the sample firm. The control firm that is closest in book-to-market ratio is the primary
control firm. If this control firm is delisted, we substitute the return on the next best size and book-to-market ratio
matched control firm from the remaining candidates. In the matching procedure, book value of equity is as of the
first fiscal year-end that is at least 6 months prior to the private placement. If book value is missing for the IPO
firms, then for the corresponding sample firm there is no matching IPO control. We then compare the holding
period returns of the sample and the control firms in the one, two, and three years following the announcement
of the private placement of equity. For each observation, we calculate the difference in holding period percentage
returns (Sample- Match) and report the mean and the median of these long-term abnormal reéfuisishe
number of observations in the corresponding cell. Panel A contains the mean and median abnormal returns to the
existing shareholders not participating in the private placement. Panel B contains the mean and median abnormal
returns to the investors participating in the private placement. The participating investor returns are calculated by
compounding the non-participating investor returns and the returns from the offer price to the closing price four
days prior to the announcement.

* Significant at the 10% level.

* Idem., 5%.
™ Idem., 1%.

lack of liquidity in private placements due to the two-year resale restriction on unregis-
tered shares. The firms engaging in private placements of unregistered shares are required
to explicitly indicate the restricted nature of the shares at the time of the placement. Of
the 397 private placements in our sample, we were unable to find offer prices and the dis-
counts for 6 placements. Of the remaining 391 placements, 75 (18.9%) are of restricted



228 S Krishnamurthy et al. / Journal of Financial Intermediation 14 (2005) 210-238

shares, 23 (5.8%) are of shares that will be registered soon after the placement according
to the firms, and the remaining 293 placements (75.3%) are of shares not known to be
restricted.

As may be seen iifable 2 the discount in the overall sample of private placements is
19.44 percent. Consistent with the liquidity argument, in the subsample of private place-
ments of unregistered shares, i.e., restricted shares, the discount is higher at 34 percent.
But the evidence also suggests that the lack of liquidity alone does not fully explain the
discount in private placements. Even among private placements where the shares are not
known to be restricted and in those with an agreement to register the shares soon after the
placement, we find a significant mean discount of about 16 percent.

In this section, we analyze whether there is a difference between the long-term returns
to the participating and non-participating investors following private placements. Due to
the discount offered in the private placement, we expect the participating investors to earn
higher returns. We also analyze whether the identity of the private investor affects the gains
from a private placement. If the buyers in the private placement are the firm’s insiders, or
more generally, investors who are affiliated with the firm at the time of the placement, we
expect this to be associated with better subsequent performance. Since affiliated investors
such as the firm’s officers, directors, or current blockholders are likely to have a more accu-
rate estimate of true firm value, they should participate primarily in the private placements
of undervalued firms. Also, participation in a private placement by the firm’s officers and
directors may increase their share ownership in the firm and improve the alignment be-
tween manager and shareholder objectives.

The results in panel B ofable 4show that since the participating investors generally
buy the shares at a discount in a private placement, their long-term returns are statistically
similar to the size and book-to-market ratio adjusted benchmarks. In fact, in the year imme-
diately following the placement, the participating investors earn significantly positive mean
abnormal returns of about 24 percent above the size and book-to-market ratio adjusted
control13 Panel B also presents the wealth relatives for the private placement investors.
A comparison of the wealth relatives in both panels A and B suggests that the participating
investors earn higher returns in smaller firms because they receive larger discounts from
these firms in the private placement. Not surprisingly, the Spearman correlation between
firm size and the discount offered in private placements @31, which is statistically
significant at the one percent level.

In panel B of Table § the holding period returns of private placement investors are
directly compared to the returns of size and book-to-market matched

(i) seasoned public equity-issuing firms, and
(iiy 1PO firms.

13 The participating investors may not be able to realize these gains if there are resale restrictions on the shares.
However, as we mentioned earlier, only about 19 percent of our sample of private placements state that there is a
two-year resale restriction on their shares. Thus, in most instances, the private placement investors may be able
to lock-in their gains.
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Even though the private-placement firms perform no better than seasoned public equity-

issuing firms, the sophisticated investors participating in the private placement earn signif-

icantly positive mean abnormal returns over each of the three holding periods due to the

discount they receive on the shares during the placement. The equal- and value-weighted
wealth relatives are also greater than one.

Somewhat similar results are also true of abnormal returns when computed against the
returns of firms conducting IPOs. The participating private investors earn returns that are
nearly 34 percent higher than comparable investments in IPOs over the one-year period
following the equity placements. Over the two- and three-year horizons, however, the ab-
normal returns earned by the participating investors, though nominally positive, are not
statistically significant. Overall, the evidence suggests that participating investors earn non-
negative abnormal returns following private placements, which is consistent with these
investors possessing an informational advantage that allows them to buy the shares at the
right pricel*

4.3. Abnormal returns according to private placement investor identity

We further analyze whether investor identity matters even among private placements. In
Table 7we analyze the announcement period and long-term abnormal returns by separating
the private placements into those where shares are bought by investors who are affiliated
with the firm and those where shares are bought only by investors who are not affiliated
with the firm. Affiliated investors are defined as investors who belong to one or more of
the following groups:

(i) officers or directors of the firm,
(i) relatives of officers or directors,
(iii) consultants or attorneys of the firm,
(iv) current large block shareholders of the firm,
(v) institutions affiliated with the firm, and
(vi) companies with product market agreements with the firm.

The intuition behind the classification into affiliated and unaffiliated groups stems from
the fact that affiliated investors are likely to be investors who are better informed about the
true value and future cash flows of the firm. Bsland and Pyle (1977rgue, purchases
by affiliated investors mitigate adverse selection problems and signal positive information
about firm value to the outsiders, and so may be associated with higher announcement pe-

14 The private placement investors may have nevertheless overpaid for the shares. The extant literature argues
that the private placement discount is compensation to the investors for illiquidity, information acquisition costs,
and future monitoring cosf@Vruck, 1989; Hertzel and Smith, 1993)he size, book-to-market ratio, and mo-
mentum adjustments in our computation of long-term returns need not necessarily adjust for the information costs
incurred by the investors for evaluating private issues of less well-known firms. Nor does it necessarily account
for any costs incurred by the investors in the post-issue monitoring of these firms. Thus, earning zero abnormal
returns against these benchmarks suggests that the private placement investors may be paying more than the price
that would compensate them for theirerall costs.
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Table 7
Announcement period and long-term abnormal returns following private placements of equity sorted by partici-
pating investor type

Affiliated mean Unaffiliated mean Difference
(z-statistic) ¢-statistic) ¢-statistic)
A. Announcement returns and discounts

CAR-3t00 368 139 23

(2.90™ (1.88)" 167"
Discount 1315 2133 -8.18

(=220

Discount adjusted CARA3 to 0) 996 6.35 361

(3.65™ @c7™ (118

Size and book-to-market adjusted mean

Size and book-to-market, and issue type adjusted
returns (-statistics in parenthesis)

returnsstatistics in parenthe5|s)

Period Affiliated Unaffiliated Difference Affiliated Unaffiliated Difference
B. Long-term abnormal returnsto non-partlm pating investors

—3,248 —-2.13 —-2131 1918 2386 —0.80 2470
(-0.17) (=2.970™ (.44 (1.68) (=0.19 (1.89
[N =88] [N =169] [N =82] [N 166]

—-3,500 —19.67 —2873 906 625 260
(=147 (=2.02" (0.41) (0.46) .30) (0.13
[N =88] [N =169] [N =79 [N = 165]

—-3,752 —-36.94 —47.05 1011 573 295 280
(—-1.28 (=2 44) (0.30 (0.27) (0.25 (0.12
[N =88] [N =169] [N =78] [N =163]

C. Long -term abnormal returns to participating investors
—3,248 3027 1828 1195 5399 2816 2580
(1.58 (1.57) (0.56) (2.57) 3.13 (1.32

[N =88] [N =167] [N =82] [N =164]

-3, 500 841 2221 —-1380 3418 6 —-1179

(0.49 0.77) (—-0.33 (.79 (1.65 (—-0.28

[N =88] N =167] [N=79] [N =163]

—-3,752 —1588 -0.14 —1574 2493 9 —17.45
(—0.49 (-0.01) (-0.32 (0.97) (1.59 (-=0.41)
[N =88] [N = 167] [N =78] [N =161]

Notes. Firms placing equity privately during the period 1983-1992 are identified from Lexis—Nexis. Private placements where
shares are bought by investors who are affiliated with the firm are classified Affitiated, and the remaining placements are
classified undetnaffiliated. Panel A contains announcement period daily returns, which are calculated as the market model
adjusted excess returns. The parameters of the market model are estimated over a 190-day period beginning 250 days prior to the
announcement. Excess returns are cumulated (CARs) ovér81©) window around the announcement date. THstatistic is

for the null hypothesis that the mean cumulative abnormal return is zero. The discount is computed as the difference between the
offer price and the price ten days after the announcement, measured as a percentage of the price 10 days after the announcement.
Premiums are reported as negative discounts. Panel B reports the long-term abnormal returns to the existing shareholders not
participating in the placement, while panel C contains the long-term abnormal returns to the private investors participating in the
placement. For each sample firm we use two types of control firms (i) the size and book-to-market ratio matched controls, and (ii)
the size, book-to-market, and issue type adjusted controls. The size, book-to-market matched controls are identified as follows.
For each sample firm, we select four matching firms that are in the same size decile and are closest in the book-to-market ratio
that did not issue equity in the previous three years. See nofiebte 3 The size, book-to-market ratio, and issue type matched
controls are identified as follows: For each firm in the private placement sample, we identify all firms that engaged in SEOs within
the 6-month period prior to the private placement. From this set we eliminate all firms that engaged in a private placement within
the 3 years prior to the sample firm’s private placement in order to avoid cross-contamination between the sample and control
pools. We then identify all control firms that are within 30 percent of the size of the sample firm, where size is the market value of
equity from CRSP at the end of June immediately prior to the private placement announcement. From this set of feasible control
firms we select four control firms that are closest in book-to-market ratio to the sample firm. The control firm that is closest in
book-to-market ratio is the primary control firm. If this control firm is delisted, we substitute the return on the next best size and
book-to-market ratio matched control firm from the remaining candidates. In the matching procedure, book value of equity is as
of the first fiscal year-end that is at least 6 months prior to the private placement. Abnormal returns are measured as the difference
between the buy-and-hold returns of sample firms and the matched control firms. The patrticipating investor returns are calculated
by compounding the non-participating investor returns and the returns from the offer price to the closing price four days prior to
the announcement. For each observation, we calculate the difference (Samateh) and report the mean of these differences.
Thet-test is used to test the null hypothesis that the mean of these differences is zero.

* Significant at the 10% level.

™ Idem., 5%.
Idem., 1%.

Hohok
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riod returns. Further, placing shares with affiliated investors may reduce agency problems
(Wruck, 1989)

In 131 of the 397 private placements in our sample, media reports or company annual
reports indicate the investors buying shares in the placement include affiliated investors,
while the remaining 266 placements consist only of investors who are not identified as
being affiliated. We classify the latter group as placements to unaffiliated investors. When
investors who are affiliated with the firm purchase shares in private placements, we ex-
pect the stock price performance to be at least as high as in firms where only unaffiliated
investors buy the shares.

In panel A of Table 7 consistent with the view dfeland and Pyle (1977we find a
significantly higher announcement period reaction of 3.68 percent in placements where
affiliated investors participate, compared to 1.39 percent in placements to unaffiliated in-
vestors. Moreover, the mean discount in placements to affiliated investors is significantly
lower (13.15 percent) than the discount in placements to unaffiliated investors (21.33 per-
cent). Taken together, these results are not consistent with the agency conflict view that
there is insider self-dealing in the form of deeper discounts to affiliated investors. They
are, however, consistent with the view that affiliated investors have lower information ac-
quisition costs and are associated with certification and/or monitoring related benefits. The
long-term abnormal returns also reiterate this evidéfce.

In panel B, we see that non-participating shareholders in firms where shares are bought
by affiliated investors earn normal returns over the one, two, and three years following the
placement compared to returns of size and book-to-market ratio matched firms. In contrast,
non-participating shareholders in firms where the shares are bought only by unaffiliated in-
vestors earn significantly negative long-term abnormal returns. For instance, in the first
year following the placement, the non-participating shareholders in the unaffiliated sub-
sample earn a significant mean abnormal returr-21.3 percent. The performance is
worse over longer holding periods. Over the three years following the placement, these
shareholders earn a return that is 47 percent below the benchmark.

Panel C ofTable 7supports the view that both affiliated and unaffiliated participating
investors buy the shares at a discount, which at a minimum, compensates them for the
subsequent decline in stock prices. In both the affiliated and the unaffiliated cases, the
participating investors earn normal three-year returns when compared to size and book-to-
market ratio matched controls. They earn significantly positive abnormal returns over the
one- and two-years subsequent to the placement when compared to similar seasoned public
equity-issuing firms. Over the first year following the placement, the participating investors
in placements to affiliated investors earn a mean positive abnormal return of nearly 54
percent, while in placements made only to unaffiliated investors they earn a mean abnormal
return of 28.2 percent.

Evidence of no underperformance among firms that make private placements to affil-
iated investors is consistent with the view that these investors avoid placements by firms
about whom the market is overly optimistic. Affiliated investors may not want to partic-

15 Although we concentrate on the one-, two-, and three-year holding period returns due to the effective holding
periods associated with private placements, long-term studies often analyze five-year holding periods as well.
Results using five years are similar to those using three years in our study and are not reported for brevity.
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ipate in placements by overvalued firms due to fear of potential lawsuits (e.g., violation
of insider trading laws) from shareholders not participating in the placement, especially
because the participating investors receive the shares at a discount and earn at least fair
returns, while the non-participating investors lose.

When we directly compare the mean and median abnormal returns in the subsample of
placements to affiliated investors with those in the subsample of placements to unaffiliated
investors, we find that the announcement period reaction is significantly higher in place-
ments to affiliated investors. This suggests that the market views placements to affiliated
investors as a signal of higher firm quality. However, most of the univariate differences in
the long-term abnormal returns between the affiliated and unaffiliated placements are not
statistically significant. ITable § we further analyze the difference between the long-term
returns in a regression framework that controls for other issue- and firm-specific factors.

The dependent variable in regressions 1 and 2atfle 8is the announcement period
abnormal return in thé—3, 0) window, while the dependent variable in regressions 3 and 4
is the three-year post-issue abnormal returns measured using the Fama—French intercepts.

Table 8
OLS regressions explaining the announcement period and long-term abnormal returns around private placements
of equity

Dependent variable

Announcement period Post-issue 3-year
abnormal returrfs abnormal returry
1 2 3 4
Intercept 001 001 -1.07 —-151
(1.40) (0.53) (—2.3p" (-1.89)"
Affiliated dummy 003 003 082
L7 (184" (1.88)"
Non-management but 0.92
affiliated dummy (Loy”
Discount 003 004 117 167
(1.11) (1.34) (1.15) (1.16)
Financial distress 04 -0.21
dummy 1 184" (~0.25)
Financial distress .03 000
dummy 2 @L.72" (0.00)
Issue size 0.30
(1.0
Fraction placed —0.05 —0.05 -0.27
(-172" (-1.88" (—0.55)
N 251 251 251 251
AdjustedR? (%) 255 252 Q70 164

Notes. Firms placing equity privately during the period 1983-1992 are identified from Lexis—Nexis. Het-
eroscedasticity adjusteestatistics are in parenthesis.
* Significant at the 10% level.
™ Idem., 5%.
2 Market model adjusted CAR.
b Market, size, book-to-market ratio, and momentum adjusted return.
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For each firm, the FF-intercept is obtained by regressing the firm's excess return (firm’s

monthly return minus the risk-free rate) on the return on the market, size, book-to-market
ratio, and momentum factors in the 36-month period following the private placement. The

intercept represents the average monthly abnormal returns for the firm in the three-year
period. The independent variables include two variables that capture private placement
investor type:

(i) affiliated dummy, which is 1 for placements when shares are sold to investors affiliated
with the firm and 0, otherwise, and

(i) non-management affiliated dummy, which is 1 for placements made to affiliated in-
vestors when managerial ownership does not increase around the placement according
to company annual reports and 0, otherwise.

The other independent variables includiscount, which is the offer price discount in the
private placement anfihancial distress dummy 1, which is 1 for all placements made to
firms when media reports indicate that the firm is in financial distress or when the prior
one-year raw returns are in the lowest 5 percent of all private-placement firm returns. We
also have another specificatidinancial distress dummy 2, which takes on a value of 1
when media reports indicate that the firm is in financial distress or when the firm’s size and
book-to-market ratio adjusted returns are negative for the prior one- and two-year periods.
Finally, issue size is the total dollar amount of the offering excluding any over allotments,
andfraction placed is the number of shares offered as a percentage of the number of shares
outstanding after the issdé.

The first two regressions indicate that the affiliated dummy is positively and significantly
related to the announcement period reaction, suggesting that even after controlling for other
factors, affiliated investor participation is viewed as a positive signal of firm quality. This
is consistent with the theory ibeland and Pyle (197 #hat insider participation is a way
in which firms may mitigate the adverse selection problem in equity issues. The positive
coefficients for the financial distress dummies also indicate that when financially distressed
firms place equity via private placements, the market views the infusion of capital, and
perhaps the new blockholders, as good news for the distressed firms.

The coefficients of the affiliated and the non-management affiliated dummies are also
positive and statistically significant in both the long-term abnormal returns regressions.
This suggests that the long-term abnormal returns are higher for placements to affiliated
investors once we control for other factdfsThis supports the view that investor identity
does matter and that affiliated investors do not invest in overvalued firms, even though they
would have a reduced risk of losing in private placements since they buy the shares at a
discount. Looking at it another way, the evidence is also consistent with the view that the
market overestimates the gains from placements to unaffiliated investors. Consistent with

16 we also include other issue and firm characteristics, such as whether a placement is to foreign investors or
the firm is in a particularly information sensitive or R&D intensive industry, that might be related to abnormal
returns. However, these variables are not significant in any of the regressions and are therefore not presented.

17 We repeated the analysis using the abnormal returns in the one-year period following private placements as
the dependent variable and obtained similar results.
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the view inBarclay et al. (2001)these results suggest that some private placements may
serve to just entrench the managers and not all external blockholders are effective monitors.

The evidence in our paper suggests that firms that engage in private placements are
unable to exploit the over-optimism in the market since the private investors buy the shares
only at a discounted price. This motivates an interesting question. Why do not these firms
rely on public issues instead? There are at least three potential explanations. First, the
higher fixed costs in public issues may offset the benefits from issuing overvalued public
equity, especially since the firms that engage in private placements are smaller, younger
firms with small offer sizes. Second, private placements provide funds to the firms far
more quickly than do public issues. We find that about half the firms in our sample of
private placements have negative operating cash flows in the two years before the private
placement, and nearly two-thirds have negative operating cash flow less interest expense.
This suggests that most private-placement firms have little internally generated cash flow to
finance their investment opportunities. Thus, a private placement would be more attractive
than a public issue when a firm’s external equity needs are time sensitive.

Finally, it is possible that public issues are not a viable alternative for firms that en-
gage in private placements. This would be true for firms that are financially distressed
where financing through a private placement is their only recourse. Through private place-
ments, firms are able to offer a significant fraction of equity to a small set of sophisticated
investors. In fact, firms may even be able to offer a controlling interest to investors who spe-
cialize in turning around financially troubled companies. Therefore, these firms are forced
to rely on private placements even if there were no information asymmetry and associated
adverse selection problems. This suggests that information problems are likely to be an im-
portant driver of the placement choice mainly for firms that have access to both private and
public equity markets. Therefore, we expect the certification effect of investor identity to
be more relevant, and the contrast between affiliated and unaffiliated investors to be more
pronounced for non-distressed firms, i.e., firms that actually have a choice between private
and public issues.

In Table 9we sort the firms into two groups based on their financial condition. In
panel A, we classify a firm as financially distressed if media reports around the place-
ments state that the firm is financially distressed or if the firm’s raw returns in the year
prior to the placement are in the lowest 5 percent of returns of all private-placement firms.
In panel B, a firm is said to be financially distressed if media reports around the placements
state that the firm is financially distressed or if the firm's abnormal returns are negative for
the prior one- and two-year periods. These are stricter definitions of financial distress (re-
sulting in fewer distressed firms) than classifying based only on operating earnings. Within
each category, we also classify placements based on the identity of the private investor.
Also, because we use prior stock returns in our financial distress classification, we measure
long-term abnormal returns using the intercepts from the Fama—French regressions since
that measure also controls for momentum in addition to controlling for the market, size,
and book-to-market ratio factors. The results indicate a sharp contrast across the groups.
We find that placements by distressed firms are met with a higher positive announcement
period reaction than placements by non-distressed firms. Also, among the non-distressed
firms, the announcement reaction is more positive when the placement is made to affiliated
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Table 9
Announcement period and long-term abnormal returns around private placements of equity sorted based on firm’s
financial health and participating investor type

Non-distressed firms Financially distressed firms
Period Affiliated N Unaffiliated N  p-value of Affiliated N Unaffiliated N p-value of
difference difference

A. Abnormal returns for the different subgroups sorted based on financial distress definition 1
Announcement period abnormal returns
-3,0 303 72 106 154 0.04 679 15 496 14 0.49
(2.25" (1.35) (1.92)" (3.25™
Market, size, book-to-market ratio, and momentum adjusted average
monthly abnormal return in the 1- and 3-year post-issue periods

—3,248 200 77 —2217 164  0.02 —6.41 16 —21.50 14 079
(0.3 (-2.68™" (—0.15) (-0.57)

—3,752 —1.02 77 —6.78 164  0.03 —0.04 16 —552 14  0.88
(=0.75) (=2.92™ (—0.43) (=0.71)

B. Abnormal returns for the different subgroups sorted based on financial distress definition 2
Announcement period abnormal returns
-3,0 369 51 028 113 0.04 »7 36 366 55 1.00
(2.64™ (032 (155 1™
Market, size, book-to-market ratio, and momentum adjusted average
monthly abnormal return in the 1- and 3-year post-issue periods

3,248 283 57 —21.17 124  0.04 —3.08 36 —24.41 54 042
(0.39) (—2.35)" (=0.15) (—1.42)

—-3,752 —1.16 57 —6.11 124  0.09 -1.97 36 —8.00 54 035
(=0.71) (—2.60)™" (—0.49) (-1.61)

Notes. Firms placing equity privately during the period 1983-1992 are identified from Lexis—Nexis. Panels A and
B contain the announcement period and the post-issaege monthly abnormal returns adjusted for market,
size, book-to-market ratio, and momentum computed using Fama—French regressions for the private-placement
firms in the 3-year period following the placement. The firms are sorted based on whether they are in financial
distress and whether the placement was made to affiliated investors or to only unaffiliated investors. In panel A,
a firm is classified as being in financial distress if media reports indicate that the firm is in financial distress or
when the prior one-year raw returns are in the lowest 5 percent of all private-placement firm returns. In panel B,
a firm is classified as being in financial distress if media reports indicate that the firm is in financial distress
or when the firm’s size and book-to-market ratio adjusted returns are negative for the prior one- and two-year
periods.N is the number of observations in the corresponding cedkatistics are in parenthesig:value of
difference is the p-value for the difference in returns between the affiliated and unaffiliated groups.

* Significant at the 10% level.

" Idem., 5%.
**Idem., 1%.

investors than to unaffiliated investors. The difference is statistically significant at the 5
percent level.

Perhaps more importantly, the negative long-term abnormal returns to non-participating
investors are confined to only one sub-group, placements to unaffiliated investors by firms
that are not in financial distress. This is also the only group in which the market does
not react positively at the announcement of a private placement. There are no significant
long-term abnormal returns in placements by financially distressed firms or in placements
to affiliated investors. In fact, the difference between affiliated and unaffiliated investors
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is significant only in the subsample of firms that are not financially distressed, i.e., the
subsample of firms that potentially have access to both private and public equity markets.
This result is consistent with the view Bhrclay et al. (2001jhat some private placements

of equity are made to passive investors who only serve to entrench the management. Our
results suggest that these are precisely placements made to unaffiliated investors by firms
that have a choice of opting for a public equity issue.

The results also indicate that the apparent contradiction in the directions of the an-
nouncement period and long-term returns disappears when we control for investor identity
and financial distress. We find positive announcement period returns and no long-term
underperformance following placements by distressed firms and following placements to
affiliated investors. The negative long-term performance is confined to placements to un-
affiliated investors by non-distressed firm—the subsample in which there is no significant
announcement period reaction.

5. Conclusion

We extend both the securities issuance and private placement literature by examining
whether investor identity matters in equity issues after controlling for other placement and
firm characteristics. Specifically, we examine whether the announcement effect of plac-
ing equity privately is really inconsistent with the associated abnormal long-run returns or
whether it can be reconciled when we use the long-term returns of firms issuing public eg-
uity as the benchmark for long-run performance. We also analyze the difference in returns
between the participating and non-participating shareholders and whether the announce-
ment and the long-term abnormal returns differ according to whether the participating
investors are affiliated with the firm. We additionally examine the relative importance of
private placement investor identity for firms with access to public equity markets compared
to those without access.

Extant literature argues that firms attempt to issue public equity during periods of
overoptimism about their valug.oughran and Ritter, 1995; Spiess and Affleck-Graves,
1995) Firms placing equity privately, on the other hand, are less likely to be successful
in such an attempt since the investors in the private placement market are typically well-
informed, sophisticated investors. Our results, however, indicate that similar to firms that
issue public equity, firms that place their equity privately exhibit significant abnormal stock
price run-up prior to the placement and significant negative long-term abnormal returns
following the placement.

To analyze whether private placement investors have an informational advantage over
public issue investors, we measure the long-term abnormal returns to the participating in-
vestors. We find that while the three-year abnormal returns to the existing shareholders not
participating in the placement are significantly negative following the issue, the participat-
ing private placement investors earn returns similar to those of the control firms because
they buy the shares at a discount. In fact, the participating investors earn significantly posi-
tive abnormal returns in the first year following the placement. The discount, coupled with
long-term underperformance, suggests that investors in the private placement market are
buying the equity at a price that incorporates the post-issue stock price revisions by the mar-
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ket. These results hold for placements made to affiliated investors as well as placements to
unaffiliated investors. Both types of private placement investors earn normal long-term re-
turns relative to similar non-issuing firms and positive long-term returns relative to similar
public equity-issuing firms.

We find little evidence of long-term underperformance for the non-participating share-
holders following placements to investors who are affiliated with the firm. The long-term
underperformance is confined to the subsample of firms where the shares are bought only
by unaffiliated investors. This is consistent with the view that affiliated investors do not
participate in placements by overvalued firms, perhaps due to the fear of potential law-
suits from other shareholders not participating in the placement because of the discount
participating investors receive.

Additionally, we find that there is no difference between abnormal returns for the affil-
iated and unaffiliated investor subsamples when firms are in financial distress, i.e., when
private placements are likely to be the only viable mode of financing. There is a positive
announcement period reaction and no long-term abnormal returns when financially dis-
tressed firms place equity privately. The difference between the affiliated and unaffiliated
subsamples is confined to the subsample of placements by non-distressed firms. In fact, the
negative long-term abnormal returns are restricted to the placements made to unaffiliated
investors by non-distressed firms. Also, in contrast to the positive announcement period
returns generally associated with private placements, we find this is the only subsample
of placements not associated with positive returns. These results are consistent with the
view that private placements to unaffiliated investors by firms for whom public equity is a
potentially viable choice simply serve to entrench the management through the placement
of shares with passive outside blockholders at a discount.

Overall, the results in this paper are consistent with the view that investor identity does
matter. Investors participating in private placements avoid overpaying for equity by buying
shares at a discounted price that correctly reflects the future decline in share price. Further-
more, affiliated private placement investors avoid buying shares in overvalued firms, even
though their risk of losing is reduced because of the discounted offer price.
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