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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?
ïManagerial Risk Aversion Č Diversification Č

aversion to own company shares

ïWealth constraints Č infeasible to own significant 

amount of company shares

ČManagers as a source of financing are               

virtually ruled out.

ČMotivation for Myers-Majluf.



Myers Majluf Model 

UNDERINVESTMENT IS caused by 
ASYMMETRIC INFORMATION

12/4/2019 V Ravi Anshuman  IIM Bangalore

3

INFORMATION ASYMMETRY

OUTSIDE EQUITY UNDER INVEST
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Elsewhereé

Private placements of equity to managers 

are quite common outside of the US, 

particularly in Asia. Why?

ïSignificant fraction of economy is driven by 

family businesses
ïStand-alone companies

ïGroup companies

Č Owner-managers are an important   

source of financing in many economies. 
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Key Concern: Managerial Self -Dealing

1. Timing 
- Asymmetric information helps managers

2. Manipulation
- Possible expropriation of shareholders

ČManagerial Self Dealing

ČRegulation:  1) Insiders are prohibited or 
2) Issue price restrictions
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Securities and Exchange Board of India 
(SEBI) Issue Price Regulations:

HIGH PRICE PATH  

LOW PRICE PATH   



Not less than the higher of 

(i) the average of the High and Low closing prices 
during six months before the relevant date 

(ii) the average of the High and the Low closing 
prices during 2 weeks before the relevant date

Post Aug 2004, closing prices are replaced with daily

VWAP
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Securities and Exchange Board of India (SEBI) Regulations
Lower Bound on Issue Price in Preferential Allotments 



OUR CONTRIBUTION
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Å We develop a theoretical model, by extending Myers and Majluf (1984), 
to show that underinvestment can be mitigated, if not eliminated, by 
issuing equity through private placements to owner managers.  

Å We extend the literature by addressing corporate financing choices 
unique to emerging markets and quite different from theories proposed 
by keeping developed markets in the context. 

Å We provide empirical evidence supporting the Undervaluation Hypothesis 
of the asymmetric information model using 1064 private placements 
issued in India during  years 2001-2018.  

Å Our results support Undervaluation Hypothesis even after controlling for 
alternative explanations based on Monitoring, Certification, and 
Entrenchment hypotheses, and also the Business Group Hypothesis and 
the Manipulation Revelation Hypothesis. 



Asset Value
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Assets in place (s)

NPV of project 
(NPV)

Hidden Value (t)
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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 ſU(-H ,H) 

0 

-I

x

y
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Model Description (2)

t= -1 t= 0 t= +1

Three Date Model

AIP: 
s = h or l 
is revealed 
at t= -1

A positive NPV 
project arises; 
Owner-managers 
ñseesò Hidden 
Value (t) 

All payoffs 
realized 
and firms 
liquidated

Investment/Financing 
Decision at t= 0+

t= 0 - t= 0 +



Caveats

Á Information asymmetry about Hidden Value only 

ÁAssets-in-place, Hidden Value, and NPV can be modeled 
in a simpler manner than as a binary value (s,0).

- just ensures that complete resolution of  uncertainty occurs on 
terminal date

ÁDeterministic component of assets-in-place ensures non-
negative asset values.

ÁZero risk free rate and risk neutral investors.
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Managerial Decision at Date t= 0

Å Owner-manager owns a fraction aof the firm

Å Owner-manager has a wealth constraint 

g= R/I < 1; R is wealth, I is investment

Å Owner-managers observes signal (t) of Hidden 
Value (HV), which takes the form { t,0 }.

Å Owner-managerôs investment-financing decision:

1.  Whether to invest in the project or not (UI )

2. If the decision is to invest, then whether to finance it with 
Outside Equity (OE), Rights Offering (RO), Preferential 
Allotment ( PA) ïfully owner -manager or joint with 
institutional investor if wealth constraints are there



KEY TRADEOFFS IN THE MODEL

ÅDilution effect t < 0

ÅReverse dilution effect if t > 0

ÅAdditional financing costs due to SEBI rule

ÅWealth Constraint g < a vs. g >= a

ÅIndividual rationality constraint of institutional 
investors in a joint preferential allotment
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MAIN PROPOSITION ( i ): g >= a
MILD WEALTH CONSTRAINTS
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-H H
Hidden Value (t) 

0

RO/PA PAOE



MAIN PROPOSITION (ii): g < a

SEVERE WELATH CONSTRAINTS
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-H H
Hidden Value (t) 

0

OE/PA PAOE PA/UI



Impact of Wealth Constraints

ÅMild wealth constraints [PA: ( , H)]

ÅSevere Wealth Constraints [PA: (   ,   )]  
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t = -H t = H

PA

t = -H t = H

PA UI

Ӷὸ

Ƕὸ

Ƕὸ

Ƕὸ

ӶὸǶὸ

g< Ӷ



Severe Wealth Constraints:
Impact of Ӷ

Åg> Ӷ

Åg< Ӷ
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t = -H t = H

PA

t = -H t = H

PA UI

Ӷὸ= H

< HӶὸ



Impact of SEBI Pricing Restrictions

ÅHigh Price Path

ÅLow Price Path  
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t = -H t = H

PA

t = -H t = H

PA

0

(h-l)/4



EMPIRICAL IMPLICATIONS
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Announcement Period Reaction should be positive

Announcement Period Reaction should be higher for preferential allotments for 
owner-managers facing mild wealth constraints

Announcement Period Reaction between high price path and low price path 
preferential allotments should be greater under severe wealth constraints



s = h, 0 < g< a,  Ӷ= 0.485556
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s = l,  0 < g < a, Ӷ= 0.168667
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s = h,  a<= g< 1
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s= l, a<= g< 1
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s = h, g= 0, Ӷ= 0.485556
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s = l,  g = 0, Ӷ= 0.168667
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s = h, g= 1
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s = l, g= 1
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P1. The announcement period price reaction to 
preferential allotments should be positive.

P2. The announcement price reaction of pure 
institutional investor preferential allotments (g= 0) 
should be lower than that of pure owner-manager 
preferential allotments (g= 1).
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UNDERVALUATION HYPOTHESES (1)



P3. The announcement period reaction to preferential allotments should 
be (a) negatively related to the market capitalization of the rm, (b) 
positively related to volatility of returns, if it proxies for information 
asymmetry, (c) negatively related to the volatility of returns, if it proxies 
for the uncertainty in the private information of owner-managers of the 
rm, and (d) unrelated to the owner-managers' pre-announcement 
shareholdings.

P4. The difference in announcement period reaction to preferential 
allotments under a high price path and a low price path should be greater 
for pure institutional investor preferential allotments (g= 0) than for pure 
owner-manager preferential allotments (g= 1).
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UNDERVALUATION HYPOTHESES (2)



UNDERVALUATION HYPOTHESES
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UNDERVALUATION HYPOTHESES


