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Private Placements 

Positive announcement effects 
–  In contrast to seasoned equity offerings 

 
Explanations: 

§ Monitoring Hypothesis 
§ Certification Hypothesis 
§  Entrenchment Hypothesis 
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Extant Literature on Private 
Placements 

Monitoring 
Hypothesis 

•  Wruck (1989) 
•  Private equity 

investors ensure 
better monitoring 

•  è better resource 
allocation of 
corporate resources 

•  è Positive 
announcement effect 

Certification 
Hypothesis 

•  Hertzel & Smith (1993) 
•   Private equity 

investors certify hidden 
value prospects in the 
firm in a credible 
manner 

•  è Positive 
announcement effect  

Entrenchment 
Hypothesis 

•  Dann and De Angelo 
(1978) 

•  Passive investors  
give incumbent 
managers a free 
reign 

•  è Negative 
announcement effect 

•  è Managerial self-
dealing (discounts)   

Existing empirical evidence relevant to owner-managers: 
positive announcement effects 

  (Barclay (2007), 
some evidence of managerial self-dealing (discounts) 

  (Wu (2004), Baek et al (2006), Barclay (2007)) 
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Summary of Existing Empirical 
Evidence 

§  Positive announcement effect 

§  Managerial self-dealing  
§     discounts are larger when managers are involved 

§  Little evidence of post placement monitoring  
 
è Entrenchment Hypothesis is supported? 
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Private placements of Equity  
to Owner-Managers: U.S. 

   Private placements of equity to owner-
managers are infrequent in the US. Why? 
–  Managerial Risk Aversion è Diversification è 

aversion to own company shares 
–  Wealth constraints è infeasible to own significant 

amount of company shares 

èManagers as a source of financing are               
virtually ruled out. 

èMotivation for Myers-Majluf. 
  

 



7 

Elsewhere… 

 Private placements of equity to managers 
are quite common outside of the US, 
particularly in Asia. Why? 
– Significant fraction of economy is driven by 

family businesses 
–  Stand-alone companies 
– Group companies 

è Owner-managers are an important   
source of financing in many economies.  



Private Placements of Equity  
in India 

8 
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Note: 1 Crore = 10 Million.  1 $ = Rs. 45 (approx.) 
Private placement includes both equity and debt 
Our sample  issue amount of private placements of equity  is around  Rs. 31, 500 
crores.  63% of our sample issue amount is raised by owner managers.  
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Key Concern: Managerial Self-Dealing 
 

1. Timing  
 - Asymmetric information helps managers 
  

2. Manipulation 
 - Possible expropriation of shareholders 

è Prevalence of Regulations 
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The World of Private Placements  



11 

Key Features of Regulation 
 

 Private placement of equity to owner-
managers is not allowed. 

 
    And/or 

 
 Regulators exercise some control over the 
issue price. 



Securities and Exchange Board of 
India (SEBI) Issue Price Regulations 

 The issue of shares on a preferential basis can be made 
at a price not less than the higher of the following: 

(1) The average of the weekly high and low of the 
closing prices of the related shares quoted on the 
stock exchange during six months preceding the 
relevant date;  

     or  
 (2)  The average of the weekly high and low of the 

 closing price of the related shares quoted on a stock 
 exchange during the two weeks preceding the 
 relevant date.  

12 
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Securities and Exchange Board of India 
(SEBI) Issue Price Regulations: Example 
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Main Point of this Paper 

•  Theoretical model that shows that private 
placements of equity to owner-managers 
mitigates the Myers-Majluf underinvestment 
problem. 
èPrivate placements to owner-managers are critical 

for capital formation and the growth of the economy. 
•  Empirical Evidence based on Indian capital 

market data confirms that asymmetric 
information is a key driver of private placements 
of equity to owner-managers. 
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Model Description (1) 

An Asymmetric Information Model of Private 
Placement of Equity to Owner-managers: 

 
 
 
 

Firm Value: 
 

 Value due to Assets-in-place (AIP)  
 
 Hidden Value (HV):     

 managers privately observe t 
 
 NPV of an investment opportunity (IO): 

 

s = {l,h}  

0  

t ≡ U(-H,H)  

0  

-I  
x  

y  
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Model Description (2) 

Three Date Model: 
  
 

         τ = -1           τ = 0          τ = +1 

τ = -1 to τ = 0: uncertainty about AIP is partially 
resolved to all investors 
τ = -1 to τ = 0: uncertainty about HV is partially 
resolved only to owner-managers 
τ= 0 is the Investment-Financing decision date 
τ= +1 is the Liquidation date 
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Managerial Decision at Date τ = 0 

 Managers observes signal (t) of Hidden Value 
(HV), which takes the form {t,0}. 

 
 Manager has to make an Investment-Financing 
decision: 

1.  Whether to invest in the project or not (NI) 
 
2.  If the decision is to invest, then whether to finance 

it with Outside Equity (OE) or a Preferential 
Allotment (private placement to owner-managers) 
(PA) 
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The Model Time Line 

Equal probability 
of t or 0 WHERE t 

is Uniformly 
distributed  

Positive NPV 
project implies    I 

<1/2 (X+Y) 

Manager’s choice of financing depends upon the private signal of “t” observed at τ = 0- 

The three 
alternatives 



19 

Proposition 1 
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Manager’s Optimal Investment-
Financing Decision:  Proposition 1 

To the left (low t), Outside Equity (OE) is optimal 
To the right (high t), Preferential Allotment (PA) is 

optimal 
No issue (NI) is NEVER OPTIMAL! 

PROVIDED NPV > NPV (s),  
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Numerical Example 

 
      
  τ=-1                 τ=0                τ=+1 
 
Number of shares = 20, Owner-managers hold 40% of shares ( = 8 shares).  
V-1: Date t = -1 value of assets-in-place (AIP) 
 Vh, Vl: Date t=0 value of AIP when s = h, l 

 
 

V-1 = 600 

Vh = 800  
(s = h case) 

Vl = 400 
(s= l case) 

t = 480  

Hidden Value  
0  

-100  

400  

0  
Investment Opportunity 
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Dilution Effect when s = l 
 
Market value (s = l) = 400 
Price per share = 400/20 = 20 
Investment opportunity has an NPV = -100 + (400+0)/2 = 100  
Number of new shares issued:  = 100/20 = 5 shares 
 
Expected Hidden Value (HV) = t/2 = (480+0)/2 = 240 
Full Information Value given Expected Hidden Value = (400+ 

240) = 640 
Full Information Value per share = 640/20 = 32 
è DILUTION per share: 32-20 = 12 
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Additional Premium due to SEBI  
 
SEBI-mandated issue price is based on the historical 

average market value = (400+600)/2 = 500  
 
SEBI-mandated issue price = 500/20 = 25 
 
è Additional Premium due to SEBI = 25-20 = 5 
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Owner-managers as buyers  

Market price = 20, Full Information Value = 32, 
SEBI-mandated issue price = 25 
 
As buyers, owner-managers 

- Gain 12 (dilution effect)  
- Lose  5 (SEBI regulations)  
è Net gain = +7 

 
[Or, as buyers owner-managers buy shares at 
25, when the full information value is 32.] 
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Owner-managers as buyers and sellers  

   This gain experienced by buyers will cause a loss (-7) to 
the firm’s owners. Since, owner-managers own only 40% 
of the firm, they lose only a fraction of the total loss (40% 
of -7) = -2.8 as sellers 

 
è OWNER MANAGERS  (as buyers and seller) get [(+7) + 

(-2.8)] = 4.2, 

è  OR equivalently, (1-40%) of [12 – 5] = 4.2,  
      where the dilution effect is 12 and additional premium due to SEBI is 5.   

25 
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Announcement Period Returns 

Positive 

Positive 

WE ALSO SHOW THAT ANNOUNCEMENT PERIOD RETURNS 
DECREASE WITH PROXIES OF MANIPULATION  
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Empirically Testable Hypotheses from the 
Model 

•  H1:On average, the overall announcement  period returns 
should be positive. 

•   H2: Announcement  period returns should be more 
positive for preferential allotments that occur after a low 
price path. 

•  H3: Announcement period returns should be positively 
correlated with volatility of returns. 

•  H4: Conditional on a preferential allotment being made 
after a low price path, announcement period returns should 
be negative correlated with owner-manager’s pre-issue 
equity in the firm. 

•  H5: On average, the announcement period returns should 
be negatively correlated with firm leverage. 

•  H6: On average, announcement period returns should be 
decreasing with the stock’s illiquidity. 

•  H7: On average, announcement period returns should be 
positively (negatively) related to the abnormal return 
(abnormal volume) in the six month period  prior to the 
announcement). 

Undervaluation 
Hypotheses 

Manipulation 
Hypotheses 
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Hypothesis based on Existing 
Literature 

•  H8: Preferential allotments made to business group 
affiliated firms should experience lower announcement  
period return compared to those made for non group 
affiliated firms. 

•  H9: Preferential allotments made to private equity 
investors should experience a higher positive 
announcement return than those made to banks and 
financial institutions. 
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Data Description 
•  175 PRIVATE PLACEMENTS on Bombay Stock Exchange 

(BSE), 2001-2009 
 Final Matched Sample: 164 Placements 

•  91 placements to Owner-Managers 
•  73 Placements to Private Equity players 
•  Rest to Banks/Financial Institutions  

•  42 industries 
è no concentration of any one industry 

•  Average firm size is Rs. Crore 1,956 (~ $431 million) 
•  Average managerial holding is 42% 
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Indian Preferential Allotments Data 



Announcement Period Effects 

31 
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Determinants of Announcement Effects 
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Prior Period Abnormal Returns: Summary 
Statistics 
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Testing Manipulation Hypotheses 
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To Summarize... 

q  We show that private placements to owner-managers 
can mitigate the Myers-Majluf (1984) underinvestment 
problem. 

q  We provide empirical evidence consistent with the 
implications of our model (after controlling for alternative 
explanations). 

q  Our findings are relevant for security market regulators 
in  high growth emerging economies. 


