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Abstract

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

Extant studies in the securities issuance literature (e.g.,Myers and Majluf, 1984
Jung et al., 1996) argue that when raising capital in the presence of information as
metry, overvalued firms may choose to raise equity capital.Ritter (1991) and Loughra
and Ritter (1995)also argue that in choosing when to issue equity, shareholders atte
take advantage of “windows of opportunity,” when the market is overly optimistic abou
firm’s future prospects. However, issuing equity to coincide with periods of over-optim
may depend on the type of investors participating in the issue. Publicly-traded firm
raise equity capital through either a public offering or a private placement of their sh
In private placements, firms issue concentrated blocks of equity to sophisticated inv
Kang et al. (1999)argue that firms are unlikely to be able to exploit market over-optim
in private placements because the investors that participate in these placements a
informed. In a related vein,Field (1995)finds that IPOs with higher institutional parti
ipation do not underperform their benchmarks, suggesting that these investors are
able to avoid overvalued issues. Similar findings are inD’Mello et al. (2002)regarding
seasoned public equity offerings.

In addition, previous studies on private placements of equity suggest that partici
by well-informed investors may be associated with certification and monitoring-re
benefits. For example,Hertzel and Smith (1993) and Wruck (1989)find that, in contrast to
the negative announcement returns associated with offerings to the general public,
placements are associated with positive announcement returns.1 On the other hand, in the
recent work,Barclay et al. (2001)contrast the discounts associated with private placem
to the premiums in other block equity trades and argue that the discount is consiste
private placement investors being passive investors who enable managers to beco
trenched, unlike the active investors in other block trades who pay a premium for p
benefits of control.

Hertzel et al. (2002)analyze the long-term stock price performance of firms that p
equity privately. In particular, they examine the implications of the underreaction hyp
sis, one of the behavioral theories that have been advanced to explain long-term ab
returns following corporate events.2 The authors report positive announcement period
turns, but negative long-term abnormal returns in the three-year period following p
placements of equity. The opposing directions of the announcement period and th
term abnormal returns is not consistent with the underreaction hypothesis which p
that long-term returns will be in the same direction as the announcement returns. The
clude that behavioral explanations do not adequately explain this “puzzling announc
effect.”

1 Billet et al. (1995)find similar results in the context of debt placements. They find the announcement re
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 i
rated in prices because investors are overconfident and overweight their private information. Thus, the ne
information is only slowly reflected in prices leading to long-term returns that are in the same direction

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
and the associated long-run abnormal returns?

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

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

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

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

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

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

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

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

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

3 Affiliated investors are defined as investors who belong to one or more of the following groups: (i) o
or directors of the firm, (ii) relatives of officers or directors, (iii) consultants or attorneys of the firm, (iv) cu
large block shareholders of the firm, (v) institutions affiliated with the firm, and (vi) companies with pr
market agreements with the firm. The intuition behind the classification into affiliated and unaffiliated g
stems from the fact that affiliated investors are likely to be investors who are better informed about the tru

and future cash flows of the firm.
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We measure post-issue stock price performance using several different benc
(described in the next section).4 Similar to Hertzel et al. (2002), the private-placemen
firms in our sample experience positive announcement period returns, but negative
term abnormal returns when matched to non-issuing firms. We additionally compa
post-issue performance of firms that place equity privately with the post-issue p
mance of matched firms that issuepublic equity to examine whether the apparent inc
sistency between announcement period and long-term returns for private placem
sensitive to benchmarking.5 When measured against matched public equity issuers,
placing equity privately do no better than similar firms issuing public equity. Simila
sults obtain when we compare private-placement firms to size and book-to-marke
matched firms conducting IPOs. Thus, the inconsistency between theaverage announce-
ment effect of private placements of equity and the associated long-run returns is
to several benchmarks when private-placement firms are treated homogeneously
over, the finding that the post-issue performance for firms placing equity private
“sophisticated” investors is no better than for similar firms placing equity to the ge
public even though private placements are associated with higher announcement
suggests that simply identifying an investor as a “private placement” investor doe
help reconcile the inconsistency. However, we find a positive announcement peri
action and no long-term underperformance, or no inconsistency, in placements m
firms in financial distress (i.e., firms for whom public equity is potentially not a via
alternative).

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

Finally, we distinguish the identity of the private placement investor accordin
whether the investor is affiliated with the firm (e.g., officers, directors, affiliated i
tutions). Affiliated investors presumably have lower information acquisition costs a
better idea of future cash flows and true firm value. Thus, investment by an affiliat
vestor could serve as a certification of firm value(Leland and Pyle, 1977)as well as an
indication of reduced agency problems. Alternatively, an increase in affiliated owne

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

5 This approach also controls for the problem pointed out byEckbo et al. (2000)who argue that long-term
abnormal returns results are biased because they do not take into account the decrease in risk associate
decrease in leverage in equity issuing firms. This is not a problem in our study since both sample and

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
the discount in the purchase price compensates them for any negative valuation
(Barclay et al., 2001). We expect the role of information problems and the certifica
benefits of affiliated investors to be more pronounced for non-distressed firms with a
to both private and public equity markets.

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

Placements to affiliated investors are met with a positive reaction followed by no
term underperformance. The negative long-term abnormal returns are found only
subsample of placements to unaffiliated investors by firms not in financial distress
subsample in which there is no positive announcement reaction. Thus, the incons
between the announcement effect and long-term performance disappears when we
for both financial distress and investor affiliation. The poor post-issue performanc
non-distressed firms privately placing equity with unaffiliated investors suggests that
firms with potential access to public equity markets choose to place shares priva
the hands of passive outside investors, and the market underreacts to this announc6

Overall, the evidence supports the view that investor identity, or more precisely inv
affiliation, does matter in equity issues when firms have a choice in placement.

The remainder of the paper is organized as follows.Section 2discusses difference
between private placements and public issues of equity.Section 3describes the sample s
lection procedure and empirical methodology.Section 4describes the results, andSection 5
concludes.

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

via the placement.
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2. Comparison of private placements and public issues of equity

Private placements of equity differ fundamentally from public offerings along t
main dimensions—the issue process, the type of investors that participate in the of
and post-issue resale restrictions. The issue process in private placements is subs
simpler than in public offerings. For instance, publicly-traded firms issuing equity priv
under Regulation D do not have to file a registration statement with the SEC. The
sold are placed with “sophisticated” investors, accredited investors as defined in R
tion D. There are eight classes of accredited investors including officers and direc
the issuing firms, high-net-worth individuals, and institutions such as pension funds, b
and insurance companies. If the private placement shares are unregistered, they are
ered to be restricted by Rule 144, which imposes a two-year resale restriction. The
also restrictions on the number of shares that may be resold.7 Investors who are unaffiliate
to the firm are exempt from these latter restrictions, but only if they have held the sec
for at least three years.

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

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

3. Data and methodology

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

7 For instance, the number of shares sold in any three-month period must not exceed 1% of the nu
shares outstanding or the average weekly volume of trading over the month before the sale. A further di

of the regulation of private placements is inSheehan and Swisher (1998).
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We identify announcements of private equity issues during the sample period
Lexis–Nexis. Lexis–Nexis provides information on issuer profiles, placement type,
price and size among other details. We confirm the announcement date and othe
details using the Wall Street Journal Index and collect insider ownership information
firm both prior to and after the private placement announcement from its annual state
We exclude from our sample those equity issues that are known at the time of the ann
ment to be takeover related, since in this paper we wish to abstract from any merger
gains that may confound the value implications of the equity placement decision. W
exclude issues that combine warrants and other securities with common stock issu
nally, we require that the issuing firms have at least some financial data on CRS
Compustat. This results in a total of 2351 public equity issues and 397 private place

In measuring long-term abnormal stock price performance, we use different bench
and different tests to control for the various statistical problems recently documented
long-term abnormal returns literature.Barber and Lyon (1997) and Lyon et al. (1999)report
that long horizon abnormal returns are skewed, and the test statistics are negatively
when long-term buy-and-hold abnormal returns are calculated using reference po
instead of using individual control firms. Thus, following their recommendations that u
control firms instead of portfolios yields well-specified tests, for each firm in our sam
we identify several individual control firms whose long-term stock price performance
prior to the issue and after the issue act as benchmarks for the sample firm.Fama (1998) and
Mitchell and Stafford (2000)argue that using the buy-and-hold abnormal returns met
ology overstates test statistics since it ignores cross-sectional dependence of eve
abnormal returns that are overlapping in calendar-time. Following their suggestion
also use the monthly calendar-time portfolio approach (the Fama–French calendar t
gressions) for measuring long-term abnormal performance. As Mitchell and Stafford
with the monthly calendar-time portfolio approach, the cross-correlations of event-fir
normal returns are fully accounted for in the portfolio variance.

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

We focus our long-term analysis on one-, two-, and three-year holding periods
measurement period of three years for long-term returns in our study is motivated

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
they are able to freely divest their holdings. That is, the three-year stock price perform
that we analyze is an especially appropriate metric of the actual returns earned
investors in private placements.

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

3.1. Selection of control firms

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

(i) firm size,
(ii) book-to-market ratio,

(iii) 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 co
for each sample firm, we select four firms that are closest in firm size to the sample
Firm size is the market value of equity computed at the end of June prior to the plac
announcement. On each day of the study period, of these four firms, only firms that d
issue equity in the three years prior to that date are considered as feasible controls. F
feasible controls, the firm that is closest in firm size to the sample firm is designated
primary control firm. If the sample firm is delisted during the study period we subs
the returns on the primary control firm for the remaining time period. If a control
is delisted, we substitute the return on the next best size-matched control firm fro
remaining candidates.

To select book-to-market ratio matched controls, we select four firms that are c
in book-to-market ratio to the sample firm. FollowingBarber and Lyon (1997), for event
dates between July of yeart and June of yeart + 1, book value of equity is measured
the fiscal year-end of the calendar yeart − 1, and the market value of equity is calculat
in December of yeart − 1. On each day of the study period, of these four control fir
only firms that did not issue equity in the three years prior to that date are conside
feasible controls. From the feasible controls, the firm that is closest in book-to-marke
to the sample firm is designated as the primary control firm. Firm delistings are trea
described for the size-matched analysis. To select size and book-to-market ratio m
controls, we select four firms that are in the same size decile as the sample firm a
closest in book-to-market ratio to the sample firm. Again, feasible controls include

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
ments with the post-issue performance of similar firms thatissue public equity. Here, we
separately analyze comparisons with firms that engage in seasoned public equity
(SEO) and firms that conduct IPOs. For each firm in the private placement samp
identify two sets of firms, ones that engaged in SEOs and ones that conducted a
within the 6-month period prior to the private placement.8 From each set we eliminate a
firms that engaged in a private placement within the 3 years prior to the sample
placement, in order to avoid cross-contamination between the sample and control
We then identify all control firms that are within 30 percent of the size of the sample
where size is the market value of equity from CRSP at the end of June immediately
to the private placement announcement. If this value is missing for the IPO contro
use the very first market value of equity that is available prior to this date. From each
feasible control firms we select four control firms that are closest in book-to-market
to the sample firm. The control firm that is closest in book-to-market ratio is the pri
control firm. If this control firm is delisted, we substitute the return on the next bes
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-en
is at least 6 months prior to the private placement. If book value is missing for the
firms, then for the corresponding sample firm there is no matching IPO control. Alth
we do lose observations because of missing book value data for IPO firms, our resu
inferences remain unchanged even when we just match based on size. We then c
the holding period returns of the sample and the control firms in the three years foll
the announcement of the private placement of equity.

3.2. Offer price discounts and abnormal returns

As in Wruck (1989) and Hertzel and Smith (1993), we measure the discount at whi
shares are sold in a private placement as

(1)Discount= P10 − Poffer

P10
,

whereP10 is the price per share ten days after the announcement, andPoffer is the price
at which the shares are sold in the private placement.9 Premiums are viewed as negati
discounts.

We compute abnormal returns around the announcements of private placement
the event-study methodology ofBrown and Warner (1985). We estimate a market mod

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

9 We selectP10, the price ten days after the announcement, instead of the price immediatelyprior to the
announcement since our aim is to obtain the discount relative to the market price that reflects any bene

the private placement.
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using the CRSP equal-weighted index over a 190-day period starting 250 days prio
announcement of the private placement. We then cumulate the average abnormal
over different time intervals around the announcement.

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

(2)BHRi,n =
[

t=n∏
t=−3

(1+ Rit )

]
− 1,

whereRit is the raw return for firmi on dayt . The buy-and-holdabnormal return (BHAR)
for firm i from day(−3) through dayn is defined as

(3)BHAR = BHRi,n − BHRcontrol_i,n,

whereBHRcontrol_i,n is the contemporaneous buy-and-hold return on firmi ’s control firm,
matched on the various criteria. The average abnormal buy-and-hold return for a sam
firms is the arithmetic mean of the individual abnormal buy-and-hold returns.

FollowingFama and French (1993), Brav and Gompers (1997), and Kang et al. (1,
we also examine the post-issue long-term stock price performance of equity-issuing
on a risk-adjusted basis using calendar-time regressions. Fama and French show
three-factor model that includes the market risk premium, the return on a size facto
the return on a book-to-market factor may be appropriate for explaining the cross s
of returns. More recently,Carhart (1997)shows that including the return on a moment
factor (recent returns) improves the explanation of cross-sectional returns. We us
four factors in a time series regression on portfolios of equity-issuing firms to compu
abnormal returns for these firms.

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

The independent variables in the Fama–French regressions areRMRF, SMB, HML, and
PR1YR. For each month,RMRF is the value-weighted return on all NYSE, Amex, a
Nasdaq firms minus the one-month T-Bill rate.SMB is the return on a zero-investment si
portfolio, computed as the return on a portfolio of small firms minus the return on a
folio of large firms.HML is the return on a zero-investment book-to-market ratio portfo
computed as the return on a portfolio of high book-to-market ratio firms minus the r
on a portfolio of low book-to-market ratio firms.PR1YR is the return on a zero-investme

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
tom) 30 percent of all NYSE, Amex, and Nasdaq firms based on one-year holding p
returns. The intercept in each regression measures the risk-adjusted abnormal perfo
of the equity-issuing firms. To capture the significance of the incremental perform
of private-placement firms over public equity-issuing firms, we use an indicator var
PRIVDUM, in the regressions that pool the observations from both the private place
and public equity regressions.PRIVDUM is 1 if the dependent variable is the return o
portfolio of private placements and 0 otherwise.

4. Sample characteristics and empirical results

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

In panel B ofTable 1, we compare the size and book-to-market ratio of the samp
private-placement firms with the set of matched control firms that issued public equity
is intended to examine whether our matching procedure is able to identify public e
issuing firms that are similar to the private-placement firms based on these characte
As expected, there is no significant difference between the means of these variables
private placement and matched public equity-issuing firms, indicating that our mat
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) arou
announcement. The results are presented inTable 2. The four-day CAR in the window
(−3,0) is 2.21 percent, which is significant at the 1 percent level. The magnitude o
stock price reaction for our sample of private placements lies between the 1.72 p
documented in the Hertzel and Smith study, which contains relatively smaller firms
the 4.4 percent found in the Wruck study, which contains predominantly larger firm
also document significant positive abnormal returns of 1.83 percent, 1.43 percent, an
percent over the intervals(−2,0), (−1,0), and(−1,+1) around the announcement, r
spectively.

In our sample, about 80 percent of the private placements are placed at a disco
ative to the market price subsequent to the placement. The average discount in the
of private placements is 19.44 percent, which is close to the average discount of 20

cent reported inHertzel and Smith (1993)and 19 percent reported inBarclay 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) 562.96 10.72 335 3354.19 180.86 1821
Market value of equity ($ mil) 112.61 29.82 393 618.18 136.79 2129
Issue size ($ mil) 10.67 3.03 397 48.78 22.00 2351
Fraction placed (%) 15.43 11.20 394 17.36 14.35 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 (Private− Public)

Mean Median Mean Median Mean Median N

Market value of equity ($ mil) 128.96 36.66 122.72 34.94 6.24 0.73* 248
Book-to-market ratio of equity 0.52 0.36 0.47 0.28 0.05 0.05*** 248

Notes. The sample contains firms that issue equity during the period 1983 to 1992. Firms placing equity p
are identified from Lexis–Nexis. Firms issuing shares publicly are identified from the Securities Data Corp
database. In panel A,book value of total assets is obtained from Compustat and is measured at the fiscal yea
immediately prior to the issue date, andmarket value of equity is calculated from CRSP as the product of sh
price and the number of shares outstanding twenty-one trading days prior to the issue date.Issue size is the total
dollar amount of the offering excluding any over allotments.Fraction placed is the number of shares offered as
percentage of the number of shares outstanding after the issue. Panel A contains data for the full sample
placements and public equity issues. In panel B,market value of equity andbook-to-market ratio of equity are
calculated as inBarber and Lyon (1997). Panel B contains data for a subset of the private-placement firms w
Compustat and CRSP data are available and for their size and book-to-market ratio matched control fi
issue public equity.

* Significant at the 10% level.
*** Idem., 1%.

Since the positive abnormal returns of 2.21 percent around private placements are
the discount offered to the investors, the true abnormal returns (i.e., the total inform
effect of the placements) are actually higher. We measure the discount-adjusted ab
returns using the definition inWruck (1989) and Hertzel and Smith (1993).10 Table 2doc-
uments discount-adjusted abnormal returns of 9.2 percent around the placements.
similar to the 8.2 percent inHertzel and Smith (1993).

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

10 The discount adjusted abnormal returns is:ARadj = [1/(1 − α)][AR] + [α/(1 − α)][(Pb − Po)/Pb], where
AR is the abnormal stock return,α is the ratio of the shares placed to the shares outstanding after the plac
Pb is the market price at the end of the day prior to the event window, andPo is the offer price (i.e., placemen

price).
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Table 2
Announcement period returns and price discounts in private placements of equity

CAR N Mean (%) t -statistic z-statistic

−3 to 0 397 2.21 3.98*** 3.17***

−2 to 0 397 1.83 3.71*** 2.96***

−1 to 0 397 1.43 3.56*** 3.33***

0 397 0.94 3.31*** 2.70***

−1 to 1 397 1.36 2.77*** 2.76***

Discount 391 19.44 12.43***

Discount-adjusted CAR (−3 to 0) 9.20 6.11***

Discount
– Restricted shares 75 34.02 10.25***

– Shares with registration pending 23 23.31 6.94***

– Shares not known to be restricted 293 15.41 8.44***

– Shares with registration pending
or not known to be restricted

316 15.99 9.33***

Notes. Firms placing equity privately during the period 1983 to 1992 are identified from Lexis–Nexis
nouncement period returns are computed as the market model adjusted returns. The market model p
are estimated over a 190-day period beginning 250 days prior to the earliest announcement of the equ
using the CRSP equal-weighted index as the proxy for the market. Abnormal returns are cumulated (CAR
several windows around the announcement date. The discount is computed as the difference between
price and the price ten days after the announcement, measured as a percentage of the price 10 days af
nouncement. Premiums are reported as negative discounts. Thet -statistic is for the null hypothesis that the me
cumulative abnormal return is zero. Thez-statistic is for the generalized sign test, which tests the null hypoth
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 thre
holding period returns are over 77 percent higher for the private-placement firms com
to their size and book-to-market ratio matched controls, and it is over 52 percent high
the public equity-issuing firms compared to their controls.

FollowingLoughran and Ritter (1995) and Brav and Gompers (1997), we also compute
wealth relatives, another indicator of abnormal performance. Wealth relatives are com
as the ratio of one plus the return on the portfolio of sample firms to one plus the
on the portfolio of matching control firms over the relevant time periods. Equal-(va
weighted wealth relatives are calculated using the equal-(value-) weighted portfol
the sample and matching control firms. A wealth relative less than one indicates th
sample firms have underperformed compared to their control firms. For both the p
placement and public issue samples, the wealth relatives in each of the three yea
to the equity issue are greater than one. Among public issues, the equal-weighted
relatives are higher than the value-weighted wealth relatives, suggesting that the stoc
run-up is higher among smaller firms. The results are consistent with the view th
average, firms issue equity when they have experienced a positive price run-up in th
years.

The post-issue long-term underperformance of firms that issue public equity ha
reported inLoughran and Ritter (1995), Spiess and Affleck-Graves (1995), and Ca

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 (Sample− Match) Wealth relatives

firm return firm return Mean Median Equal Value
(t) (z) weighted weighted

A. Pre-issue long-term returns to firms placing equity privately (N = 276)
−759,−4 124.01 46.83 77.19 22.46 1.526 1.696

(5.76)*** (5.40)*** (3.38)*** (2.83)***

−507,−4 100.22 45.52 54.70 14.88 1.376 1.540
(4.86)*** (5.22)*** (2.59)*** (2.23)**

−255,−4 63.70 13.45 50.24 24.90 1.443 1.430
(4.63)*** (2.78)*** (3.68)*** (4.27)***

B. Pre-issue long-term returns to firms issuing public equity (N = 1477)
−759,−4 131.65 78.77 52.88 32.65 1.296 1.084

(25.37)*** (19.45)*** (8.74)*** (9.96)***

−507,−4 85.99 43.23 42.76 26.22 1.299 1.071
(26.97)*** (16.59)*** (10.90)*** (10.64)***

−255,−4 69.51 30.94 38.56 23.27 1.295 1.103
(27.38)*** (13.14)*** (12.07)*** (13.27)***

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

** Significant at the 5% level.
*** Idem., 1%.

would expect the post-issue long-term abnormal returns following private placeme
be non-negative. The results in panel A ofTable 4, however, suggest that even firms th
place equity privately exhibit long-term underperformance following the issue. Exi
shareholders who do not buy the shares in the private placement (i.e., non-partic
shareholders) earn significantly negative abnormal returns in the one, two, and thre
following the placement. The abnormal returns are negative compared to all the b
marks.11 Over the three years (one year) following the placement, the shareholder

11 Since the results across size matched, book-to-market ratio matched, and size and book-to-mar
matched controls are similar, we only report the size and book-to-market matched results in our tables. T

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
ments of equity

Period Mean sample Mean matching Difference (Sample− Match) Wealth relatives

firm return firm return Mean Median Equal Value
(t) (z) weighted weighted

A. Returns to non-participating investors (N = 275)
−3, 248 3.53 16.82 −13.29 −10.98 0.886 0.964

(0.75) (3.49)*** (−2.21)** (−2.17)**

−3, 500 8.45 30.68 −22.23 −22.93 0.830 0.916
(1.10) (4.49)*** (−2.23)** (−3.50)***

−3, 752 14.94 53.33 −38.39 −20.55 0.750 0.852
(1.64)* (4.40)*** (−2.53)** (−3.38)***

B. Returns to participating investors (N = 273)
−3, 248 41.26 17.08 24.19 4.17 1.207 1.087

(4.72)*** (3.53)*** (2.50)** (0.36)
−3, 500 50.58 30.98 19.60 −11.04 1.150 1.030

(2.96)*** (4.51)*** (1.05) (−1.45)
−3, 752 52.58 53.82 −1.24 −11.53 0.992 0.949

(3.00)*** (4.41)*** (−0.06) (−1.69)*

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

* Significant at the 10% level.
** Idem., 5%.

*** Idem., 1%.

a mean return that is 38 percent (13 percent)below that of the control.12 The wealth
relatives presented in panel A are consistent with the evidence that the non-partic
shareholders earn negative abnormal returns in each of the holding periods followi
placement. The equal-weighted wealth relatives for these shareholders are uniform
low 1, ranging from 0.75 in the three-year holding period to 0.89 in the one-year ho
period. The value-weighted wealth relatives, though less than one, are higher th
equal-weighted wealth relatives suggesting that the underperformance is worse
smaller firms.

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

12 We also examined separately the long-term stock price performance of two subsamples of firms—on
the shares are known to be restricted and the other where the shares are not known to be restricte
with registration pending. We found that both subsamples underperformed their benchmarks significantly

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 weighte

Intercept −0.0077 −0.0060 −0.0036 −0.0037 −0.0036 −0.0037
(−2.78)*** (−2.33)** (−3.28)*** (−3.41)*** (−1.69)* (−1.87)*

RMRF 1.0569 1.0904 1.0112 1.0237 1.0112 1.0237
(15.90)*** (17.67)*** (38.73)*** (39.45)*** (20.02)*** (21.63)***

SMB 1.2250 0.8954 0.7059 0.0946 0.7059 0.0946
(9.86)*** (7.77)*** (14.48)*** (1.95)* (7.48)*** (1.07)

HML −0.0288 0.0548 0.0768 0.2698 0.0768 0.2698
(−0.23) (0.48) (1.58) (5.59)*** (0.82) (3.06)***

PR1YR −0.3669 0.0130 −0.1246 0.0561 −0.1246 0.0561
(−3.59)*** (0.14) (−3.10)*** (1.41) (−1.60) (0.77)

PRIVDUM −0.0041 −0.0023
(−1.39) (−0.83)

RMRF∗ 0.0458 0.0667
PRIVDUM (0.64) (1.00)

SMB∗ 0.5191 0.8007
PRIVDUM (3.89)*** (6.40)***

HML∗ −0.1056 −0.2150
PRIVDUM (−0.79) (−1.73)*

PR1YR∗ −0.2423 −0.0431
PRIVDUM (−2.20)** (−0.42)

Adj. R2 (%) 80.9 80.0 94.8 93.3 85.9 84.6

Notes. The sample contains firms that issue equity during the period 1983 to 1992. Firms placing equity p
are identified from Lexis–Nexis. Firms issuing shares publicly are identified from the Securities Data Corp
database. For each month, the dependent variable is the return on the equal- or value-weighted portfo
firms that issue equity in the previous 36 months. The results in the first two columns (next two colum
for portfolios of private placements (public issues) of equity. The regressions in the last two columns p
observations from both the private placement and public issue regressions.RMRF is the value-weighted marke
return on all NYSE, Amex, and Nasdaq firms minus the one-month T-Bill rate.SMB is the return on a portfolio o
small firms minus the return on a portfolio of large firms.HML is the return on a portfolio of high book-to-mark
ratio firms minus the return on a portfolio of low book-to-market ratio firms.PR1YR is the return on a portfolio o
good performers minus the return on a portfolio of poor performers. Good (poor) performers are those in
(bottom) 30 percent of all NYSE, Amex, and Nasdaq firms based on one-year holding period returns.PRIVDUM
is an indicator variable that is 1 if the dependent variable is the return on a portfolio of private placeme
0 otherwise. The regressions are for the period January 1984 through December 1994. The first four reg
have 132 observations, and the last two regressions have 264 observations.t -statistics are in parentheses.

* Significant at the 10% level.
** Idem., 5%.

*** Idem., 1%.

weighted private placement portfolios, the intercept is−0.0077 (−0.0060), which is sig-
nificant at the one percent level. This represents an average monthly underperfo
of 77 basis points by firms that place equity privately. The next two regressions in

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) b
points per month.

A comparison of the intercepts across the regressions for private placement por
and public equity portfolios indicates that equal-(value-) weighted private placemen
folios underperform by 41 (23) basis pointsmore per month than corresponding pub
equity portfolios. To test whether this difference is statistically significant, we re-esti
the regressions by pooling the observations from both the private placement and pu
sue regressions. We include a dummy variablePRIVDUM that is 1 if the dependent variab
is the return on a private placement portfolio and 0 otherwise. The coefficient ofPRIVDUM
is −0.0041 (−0.0023) in the equal-(value-) weighted regressions, but it is not statisti
significant at the conventional levels. The evidence suggests that, on average, firms
equity (privately or publicly) issue when the market is overly optimistic about their fu
prospects.

In Table 6, we directly compare the performance of firms that place equity priva
with both the performance of firms of similar size and book-to-market ratio that

(i) issue seasoned public equity, and
(ii) 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
ple firms if they had relied on public equity instead of private placements. The re
in panel A of Table 6 show that private-placement firms do not outperform seaso
public equity-issuing firms or IPO firms after controlling for size and book-to-ma
ratio. None of the long-term abnormal returns in panel A are statistically signifi
Also, the equal-weighted wealth relatives are close to one in each of the three
following the private placement. These results are consistent with private placeme
vestors being passive, given that their participation does not mitigate reversals in va
relative to public issues. However, the poor long-term performance in private p
ments is somewhat puzzling given the positive abnormal returns associated with
placement announcements. We will investigate this apparent contradiction further iSec-
tion 4.3.

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

4.2. Abnormal returns to the private placement investors

In prior studies, the discount offered in private placements is typically explained as
pensation to the investors for information acquisition costs or for future monitoring

(Wruck, 1989; Hertzel and Smith, 1993). The 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 inve
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 7.35 248 3.27 212 1.08 1.03 1.05 1.05

[1.10] [−1.35]
−3, 500 4.49 244 −15.16 210 1.04 0.87 1.20 1.13

[−5.67] [−5.11]
−3, 752 3.85 241 −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 36.77*** 246 33.83*** 210 1.38 1.33 1.17 1.29
[14.69]** [14.64]**

−3, 500 42.12** 242 11.07 208 1.40 1.10 1.28 1.41
[5.50] [9.63]

−3, 752 36.69* 239 15.02 204 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
sets of firms, ones that engaged in SEOs and ones that conducted an IPO, within the 6-month period
the private placement. From each set we eliminate all firms that engaged in a private placement with
years prior to the sample firm’s private placement in order to avoid cross-contamination between the sam
control pools. We then identify all control firms that are within 30 percent of the size of the sample firm,
size is the market value of equity from CRSP at the end of June immediately prior to the private pla
announcement. If this value is missing for the IPO controls, we use the very first market value of equity
available prior to this date. From each set of feasible control firms we select four control firms that are
in book-to-market ratio to the sample firm. The control firm that is closest in book-to-market ratio is the p
control firm. If this control firm is delisted, we substitute the return on the next best size and book-to-mark
matched control firm from the remaining candidates. In the matching procedure, book value of equity is a
first fiscal year-end that is at least 6 months prior to the private placement. If book value is missing for t
firms, then for the corresponding sample firm there is no matching IPO control. We then compare the
period returns of the sample and the control firms in the one, two, and three years following the announ
of the private placement of equity. For each observation, we calculate the difference in holding period per
returns (Sample− Match) and report the mean and the median of these long-term abnormal returns.N is the
number of observations in the corresponding cell. Panel A contains the mean and median abnormal retu
existing shareholders not participating in the private placement. Panel B contains the mean and median a
returns to the investors participating in the private placement. The participating investor returns are calcu
compounding the non-participating investor returns and the returns from the offer price to the closing pri
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 unr
tered shares. The firms engaging in private placements of unregistered shares are
to explicitly indicate the restricted nature of the shares at the time of the placeme
the 397 private placements in our sample, we were unable to find offer prices and t

counts for 6 placements. Of the remaining 391 placements, 75 (18.9%) are of restricted
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shares, 23 (5.8%) are of shares that will be registered soon after the placement ac
to the firms, and the remaining 293 placements (75.3%) are of shares not known
restricted.

As may be seen inTable 2, the discount in the overall sample of private placemen
19.44 percent. Consistent with the liquidity argument, in the subsample of private
ments of unregistered shares, i.e., restricted shares, the discount is higher at 34
But the evidence also suggests that the lack of liquidity alone does not fully expla
discount in private placements. Even among private placements where the shares
known to be restricted and in those with an agreement to register the shares soon a
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 r
to the participating and non-participating investors following private placements. D
the discount offered in the private placement, we expect the participating investors t
higher returns. We also analyze whether the identity of the private investor affects the
from a private placement. If the buyers in the private placement are the firm’s inside
more generally, investors who are affiliated with the firm at the time of the placemen
expect this to be associated with better subsequent performance. Since affiliated in
such as the firm’s officers, directors, or current blockholders are likely to have a more
rate estimate of true firm value, they should participate primarily in the private placem
of undervalued firms. Also, participation in a private placement by the firm’s officers
directors may increase their share ownership in the firm and improve the alignme
tween manager and shareholder objectives.

The results in panel B ofTable 4show that since the participating investors gener
buy the shares at a discount in a private placement, their long-term returns are stati
similar to the size and book-to-market ratio adjusted benchmarks. In fact, in the year
diately following the placement, the participating investors earn significantly positive
abnormal returns of about 24 percent above the size and book-to-market ratio ad
control.13 Panel B also presents the wealth relatives for the private placement inve
A comparison of the wealth relatives in both panels A and B suggests that the partici
investors earn higher returns in smaller firms because they receive larger discoun
these firms in the private placement. Not surprisingly, the Spearman correlation be
firm size and the discount offered in private placements is−0.31, which is statistically
significant at the one percent level.

In panel B ofTable 6, the holding period returns of private placement investors
directly compared to the returns of size and book-to-market matched

(i) seasoned public equity-issuing firms, and
(ii) IPO firms.

13 The participating investors may not be able to realize these gains if there are resale restrictions on th
However, as we mentioned earlier, only about 19 percent of our sample of private placements state that
two-year resale restriction on their shares. Thus, in most instances, the private placement investors ma

to lock-in their gains.
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Even though the private-placement firms perform no better than seasoned public
issuing firms, the sophisticated investors participating in the private placement earn
icantly positive mean abnormal returns over each of the three holding periods due
discount they receive on the shares during the placement. The equal- and value-w
wealth relatives are also greater than one.

Somewhat similar results are also true of abnormal returns when computed aga
returns of firms conducting IPOs. The participating private investors earn returns th
nearly 34 percent higher than comparable investments in IPOs over the one-year
following the equity placements. Over the two- and three-year horizons, however, t
normal returns earned by the participating investors, though nominally positive, a
statistically significant. Overall, the evidence suggests that participating investors ear
negative abnormal returns following private placements, which is consistent with
investors possessing an informational advantage that allows them to buy the share
right price.14

4.3. Abnormal returns according to private placement investor identity

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

(i) officers or directors of the firm,
(ii) 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
the fact that affiliated investors are likely to be investors who are better informed abo
true value and future cash flows of the firm. AsLeland and Pyle (1977)argue, purchase
by affiliated investors mitigate adverse selection problems and signal positive inform
about firm value to the outsiders, and so may be associated with higher announcem

14 The private placement investors may have nevertheless overpaid for the shares. The extant literatu
that the private placement discount is compensation to the investors for illiquidity, information acquisition
and future monitoring costs(Wruck, 1989; Hertzel and Smith, 1993). The size, book-to-market ratio, and m
mentum adjustments in our computation of long-term returns need not necessarily adjust for the informati
incurred by the investors for evaluating private issues of less well-known firms. Nor does it necessarily a
for any costs incurred by the investors in the post-issue monitoring of these firms. Thus, earning zero a
returns against these benchmarks suggests that the private placement investors may be paying more tha

that would compensate them for theiroverall costs.
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Table 7
Announcement period and long-term abnormal returns following private placements of equity sorted by
pating investor type

Affiliated mean Unaffiliated mean Difference
(t-statistic) (t-statistic) (t-statistic)

A. Announcement returns and discounts
CAR −3 to 0 3.68 1.39 2.3

(2.90)*** (1.88)* (1.67)*
Discount 13.15 21.33 −8.18

(−2.24)**
Discount adjusted CAR (−3 to 0) 9.96 6.35 3.61

(3.65)*** (3.77)*** (1.18)
Size and book-to-market adjusted mean Size and book-to-market, and issue type a

returns (t-statistics in parenthesis) returns (t-statistics in parenthesis)
Period Affiliated Unaffiliated Difference Affiliated Unaffiliated Difference

B. Long-term abnormal returns to non-participating investors
−3, 248 −2.13 −21.31 19.18 23.86 −0.80 24.70

(−0.17) (−2.97)*** (1.44) (1.68)* (−0.14) (1.89)*
[N = 88] [N = 169] [N = 82] [N = 166]

−3, 500 −19.67 −28.73 9.06 6.25 3.65 2.60
(−1.47) (−2.02)** (0.41) (0.46) (0.30) (0.13)
[N = 88] [N = 169] [N = 79] [N = 165]

−3, 752 −36.94 −47.05 10.11 5.73 2.95 2.80
(−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 30.27 18.28 11.95 53.99 28.16 25.80

(1.58) (1.57) (0.56) (2.57)*** (3.13)*** (1.32)
[N = 88] [N = 167] [N = 82] [N = 164]

−3, 500 8.41 22.21 −13.80 34.18 45.96 −11.79
(0.49) (0.77) (−0.33) (1.79)* (1.65)* (−0.28)

[N = 88] [N = 167] [N = 79] [N = 163]
−3, 752 −15.88 −0.14 −15.74 24.93 42.39 −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
shares are bought by investors who are affiliated with the firm are classified underAffiliated, and the remaining placements a
classified underUnaffiliated. Panel A contains announcement period daily returns, which are calculated as the marke
adjusted excess returns. The parameters of the market model are estimated over a 190-day period beginning 250 days
announcement. Excess returns are cumulated (CARs) over the(−3,0) window around the announcement date. Thet -statistic is
for the null hypothesis that the mean cumulative abnormal return is zero. The discount is computed as the difference be
offer price and the price ten days after the announcement, measured as a percentage of the price 10 days after the ann
Premiums are reported as negative discounts. Panel B reports the long-term abnormal returns to the existing shareh
participating in the placement, while panel C contains the long-term abnormal returns to the private investors participati
placement. For each sample firm we use two types of control firms (i) the size and book-to-market ratio matched controls
the size, book-to-market, and issue type adjusted controls. The size, book-to-market matched controls are identified a
For each sample firm, we select four matching firms that are in the same size decile and are closest in the book-to-ma
that did not issue equity in the previous three years. See notes toTable 3. The size, book-to-market ratio, and issue type matc
controls are identified as follows: For each firm in the private placement sample, we identify all firms that engaged in SEO
the 6-month period prior to the private placement. From this set we eliminate all firms that engaged in a private placeme
the 3 years prior to the sample firm’s private placement in order to avoid cross-contamination between the sample an
pools. We then identify all control firms that are within 30 percent of the size of the sample firm, where size is the market
equity from CRSP at the end of June immediately prior to the private placement announcement. From this set of feasib
firms we select four control firms that are closest in book-to-market ratio to the sample firm. The control firm that is clo
book-to-market ratio is the primary control firm. If this control firm is delisted, we substitute the return on the next best s
book-to-market ratio matched control firm from the remaining candidates. In the matching procedure, book value of eq
of the first fiscal year-end that is at least 6 months prior to the private placement. Abnormal returns are measured as the
between the buy-and-hold returns of sample firms and the matched control firms. The participating investor returns are c
by compounding the non-participating investor returns and the returns from the offer price to the closing price four days
the announcement. For each observation, we calculate the difference (Sample− Match) and report the mean of these differenc
The t -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%.
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riod returns. Further, placing shares with affiliated investors may reduce agency pro
(Wruck, 1989).

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

In panel A ofTable 7, consistent with the view ofLeland and Pyle (1977), we find a
significantly higher announcement period reaction of 3.68 percent in placements
affiliated investors participate, compared to 1.39 percent in placements to unaffiliat
vestors. Moreover, the mean discount in placements to affiliated investors is signifi
lower (13.15 percent) than the discount in placements to unaffiliated investors (21.3
cent). Taken together, these results are not consistent with the agency conflict vie
there is insider self-dealing in the form of deeper discounts to affiliated investors.
are, however, consistent with the view that affiliated investors have lower informatio
quisition costs and are associated with certification and/or monitoring related benefi
long-term abnormal returns also reiterate this evidence.15

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

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

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

15 Although we concentrate on the one-, two-, and three-year holding period returns due to the effective
periods associated with private placements, long-term studies often analyze five-year holding periods

Results using five years are similar to those using three years in our study and are not reported for brevity.
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Het-
ipate in placements by overvalued firms due to fear of potential lawsuits (e.g., vio
of insider trading laws) from shareholders not participating in the placement, espe
because the participating investors receive the shares at a discount and earn at l
returns, while the non-participating investors lose.

When we directly compare the mean and median abnormal returns in the subsam
placements to affiliated investors with those in the subsample of placements to unaf
investors, we find that the announcement period reaction is significantly higher in
ments to affiliated investors. This suggests that the market views placements to af
investors as a signal of higher firm quality. However, most of the univariate differenc
the long-term abnormal returns between the affiliated and unaffiliated placements a
statistically significant. InTable 8, we further analyze the difference between the long-t
returns in a regression framework that controls for other issue- and firm-specific fac

The dependent variable in regressions 1 and 2 ofTable 8is the announcement perio
abnormal return in the(−3,0) window, while the dependent variable in regressions 3 a
is the three-year post-issue abnormal returns measured using the Fama–French in

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

Dependent variable

Announcement period Post-issue 3-year
abnormal returnsa abnormal returnsb

1 2 3 4

Intercept 0.01 0.01 −1.07 −1.51
(1.40) (0.53) (−2.31)** (−1.89)*

Affiliated dummy 0.03 0.03 0.82
(1.71)* (1.84)* (1.88)*

Non-management but 0.92
affiliated dummy (1.91)*

Discount 0.03 0.04 1.17 1.67
(1.11) (1.34) (1.15) (1.16)

Financial distress 0.04 −0.21
dummy 1 (1.84)* (−0.25)

Financial distress 0.03 0.00
dummy 2 (1.72)* (0.00)

Issue size 0.30
(1.01)

Fraction placed −0.05 −0.05 −0.27
(−1.72)* (−1.88)** (−0.55)

N 251 251 251 251
AdjustedR2 (%) 2.55 2.52 0.70 1.64

Notes. Firms placing equity privately during the period 1983–1992 are identified from Lexis–Nexis.
eroscedasticity adjustedt -statistics are in parenthesis.

* Significant at the 10% level.
** Idem., 5%.
a 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
monthly return minus the risk-free rate) on the return on the market, size, book-to-m
ratio, and momentum factors in the 36-month period following the private placemen
intercept represents the average monthly abnormal returns for the firm in the thre
period. The independent variables include two variables that capture private plac
investor type:

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

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

The other independent variables includediscount, which is the offer price discount in th
private placement andfinancial distress dummy 1, which is 1 for all placements made
firms when media reports indicate that the firm is in financial distress or when the
one-year raw returns are in the lowest 5 percent of all private-placement firm return
also have another specification,financial distress dummy 2, which takes on a value of
when media reports indicate that the firm is in financial distress or when the firm’s siz
book-to-market ratio adjusted returns are negative for the prior one- and two-year p
Finally, issue size is the total dollar amount of the offering excluding any over allotme
andfraction placed is the number of shares offered as a percentage of the number of
outstanding after the issue.16

The first two regressions indicate that the affiliated dummy is positively and signific
related to the announcement period reaction, suggesting that even after controlling fo
factors, affiliated investor participation is viewed as a positive signal of firm quality.
is consistent with the theory inLeland and Pyle (1977)that insider participation is a wa
in which firms may mitigate the adverse selection problem in equity issues. The po
coefficients for the financial distress dummies also indicate that when financially distr
firms place equity via private placements, the market views the infusion of capita
perhaps the new blockholders, as good news for the distressed firms.

The coefficients of the affiliated and the non-management affiliated dummies ar
positive and statistically significant in both the long-term abnormal returns regres
This suggests that the long-term abnormal returns are higher for placements to af
investors once we control for other factors.17 This supports the view that investor ident
does matter and that affiliated investors do not invest in overvalued firms, even thoug
would have a reduced risk of losing in private placements since they buy the shar
discount. Looking at it another way, the evidence is also consistent with the view th
market overestimates the gains from placements to unaffiliated investors. Consiste

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

17 We repeated the analysis using the abnormal returns in the one-year period following private placem

the dependent variable and obtained similar results.
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the view inBarclay et al. (2001), these results suggest that some private placements
serve to just entrench the managers and not all external blockholders are effective m

The evidence in our paper suggests that firms that engage in private placeme
unable to exploit the over-optimism in the market since the private investors buy the
only at a discounted price. This motivates an interesting question. Why do not these
rely on public issues instead? There are at least three potential explanations. Fi
higher fixed costs in public issues may offset the benefits from issuing overvalued
equity, especially since the firms that engage in private placements are smaller, y
firms with small offer sizes. Second, private placements provide funds to the firm
more quickly than do public issues. We find that about half the firms in our samp
private placements have negative operating cash flows in the two years before the
placement, and nearly two-thirds have negative operating cash flow less interest e
This suggests that most private-placement firms have little internally generated cash
finance their investment opportunities. Thus, a private placement would be more att
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 tha
gage in private placements. This would be true for firms that are financially distr
where financing through a private placement is their only recourse. Through private
ments, firms are able to offer a significant fraction of equity to a small set of sophisti
investors. In fact, firms may even be able to offer a controlling interest to investors wh
cialize in turning around financially troubled companies. Therefore, these firms are
to rely on private placements even if there were no information asymmetry and asso
adverse selection problems. This suggests that information problems are likely to be
portant driver of the placement choice mainly for firms that have access to both priva
public equity markets. Therefore, we expect the certification effect of investor ident
be more relevant, and the contrast between affiliated and unaffiliated investors to b
pronounced for non-distressed firms, i.e., firms that actually have a choice between
and public issues.

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

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
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 3.03 72 1.06 154 0.04 6.79 15 4.96 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 2.00 77 −22.17 164 0.02 −6.41 16 −21.50 14 0.79

(0.31) (−2.68)*** (−0.15) (−0.57)
−3, 752 −1.02 77 −6.78 164 0.03 −0.04 16 −5.52 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 3.69 51 0.28 113 0.04 3.67 36 3.66 55 1.00

(2.64)*** (0.32) (1.55) (2.77)***

Market, size, book-to-market ratio, and momentum adjusted average
monthly abnormal return in the 1- and 3-year post-issue periods
−3, 248 2.83 57 −21.17 124 0.04 −3.08 36 −24.41 54 0.42

(0.39) (−2.35)** (−0.15) (−1.42)
−3, 752 −1.16 57 −6.11 124 0.09 −1.97 36 −8.00 54 0.35

(−0.71) (−2.60)*** (−0.49) (−1.61)

Notes. Firms placing equity privately during the period 1983–1992 are identified from Lexis–Nexis. Panels
B contain the announcement period and the post-issueaverage monthly abnormal returns adjusted for marke
size, book-to-market ratio, and momentum computed using Fama–French regressions for the private-p
firms in the 3-year period following the placement. The firms are sorted based on whether they are in fi
distress and whether the placement was made to affiliated investors or to only unaffiliated investors. In p
a firm is classified as being in financial distress if media reports indicate that the firm is in financial dist
when the prior one-year raw returns are in the lowest 5 percent of all private-placement firm returns. In p
a firm is classified as being in financial distress if media reports indicate that the firm is in financial d
or when the firm’s size and book-to-market ratio adjusted returns are negative for the prior one- and tw
periods.N is the number of observations in the corresponding cell;t -statistics are in parenthesis;p-value of
difference is thep-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
percent level.

Perhaps more importantly, the negative long-term abnormal returns to non-partici
investors are confined to only one sub-group, placements to unaffiliated investors b
that are not in financial distress. This is also the only group in which the market
not react positively at the announcement of a private placement. There are no sign
long-term abnormal returns in placements by financially distressed firms or in place

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
subsample of firms that potentially have access to both private and public equity m
This result is consistent with the view ofBarclay et al. (2001)that some private placemen
of equity are made to passive investors who only serve to entrench the manageme
results suggest that these are precisely placements made to unaffiliated investors b
that have a choice of opting for a public equity issue.

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

5. Conclusion

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

Extant literature argues that firms attempt to issue public equity during perio
overoptimism about their value(Loughran and Ritter, 1995; Spiess and Affleck-Grav
1995). Firms placing equity privately, on the other hand, are less likely to be succe
in such an attempt since the investors in the private placement market are typically
informed, sophisticated investors. Our results, however, indicate that similar to firm
issue public equity, firms that place their equity privately exhibit significant abnormal
price run-up prior to the placement and significant negative long-term abnormal re
following the placement.

To analyze whether private placement investors have an informational advantag
public issue investors, we measure the long-term abnormal returns to the participat
vestors. We find that while the three-year abnormal returns to the existing sharehold
participating in the placement are significantly negative following the issue, the parti
ing private placement investors earn returns similar to those of the control firms be
they buy the shares at a discount. In fact, the participating investors earn significantl
tive abnormal returns in the first year following the placement. The discount, coupled
long-term underperformance, suggests that investors in the private placement mar

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 placem
unaffiliated investors. Both types of private placement investors earn normal long-te
turns relative to similar non-issuing firms and positive long-term returns relative to si
public equity-issuing firms.

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

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

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