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Abstract 

Between 1990 and 2000, foreign firms in weak home-country legal environments raised over
$44 billion in the US in private equity funding by using SEC Rule 144A and/or Regulation S. 
Underwriters in this market are large investment firms with international reputations. Rule
144A/Reg S issuers are also leaders in their home markets. Despite conspicuous governance
concerns discussed in the offering circulars, pre-offer Tobin’s q ratios in our sample are largely
unaffected by governance attributes after we control for firms’ performance attributes. Despite
restricted trading opportunities, institutional investors voluntarily buy Rule 144A/Reg S equities
at significantly smaller discounts than the average discount for US private equity placements. 
These findings are consistent with the hypothesis that Rule 144A/Reg S issues are possible in
large part because of the reputations of the issuers and their underwriters.



1

Reputational Bonding with Restricted Global Depositary Receipts

I.  Introduction

Recent papers argue that cross-listing by foreign firms in US markets is best explained by

the legal bonding hypothesis [See, e.g., Coffee (1999, 2002) and Stulz (1999)]. That hypothesis

asserts that firms from countries whose legal systems provide only weak protection for minority

shareholders can bond themselves to protect these shareholders by agreeing to abide by US

securities laws.  Evidence supporting this assertion is seen in differences in equity issue patterns

before and after foreign firms cross-list [Reese and Weisbach (RW, 2002)], in higher valuations

for cross-listing firms than for otherwise similar firms that do not cross-list [Doidge, Karolyi,

and Stulz (DKS, 2002)], and in lower prices of superior versus inferior voting shares for firms

that cross-list compared with those that do not [Doidge (2004)]. 

To provide legal bonding, cross-listed shares must trade on the AMEX, the NYSE, or on

NASDAQ.  To acquire these listings, foreign firms must initially register their securities with

and subsequently file annual reports to the SEC using US Generally Accepted Accounting

Principles (GAAP).  While many firms submit to these conditions, many do not. Forty-seven

percent of the American (ADRs) and Global Depositary Receipts (GDRs) issued by foreign

firms to raise equity capital between 1990 and 2000 were issued privately under the SEC’s Rule

144A  and/or Regulation S [hereafter Rule 144A/Reg S, see the Bank of New York’s 2000 Year-

End Market Review].  These provisions require neither SEC registration nor compliance with US

GAAP.  Consequently, securities issued under these provisions provide no legal bonding.

Because Rule 144A/Reg S provisions provide a safe harbor from SEC registration requirements,

they also impose very severe restrictions on the resale of Rule 144A/Reg S securities.  GDRs



1  See Pinegar and Ravichandran (2002) for a more detailed discussion of  the institutional features of Rule
144A and Regulation S.

2  Between 1990 and 1997 the percent of funds raised by US firms from private equity was only 21.3% of
the amount raised through public equity offerings.  Over the same time period, the percent of funds raised through
Rule 144A/Reg S equity offerings amounted to 49.4% of the funds raised by exchange-traded ADRs [See Bethel
and Sirri (BS, 1998)]. 
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issued under Rule 144A/Reg S are, therefore, popularly referred to as “restricted GDRs.”1  This

study focuses on these restricted private equity issues. 

Despite the weak legal protection Rule 144A/Reg S equity issues provide, foreign firms

raised $44.3 billion in these markets between 1990 and 2000.  Though less than half the $118.1

billion raised through exchange-traded ADRs over the same period, this amount is non-trivial.2 

The home-market effects on share prices and trading volume are also similar for issuers of Rule

144A/Reg S GDRs and exchange-traded ADRs. To illustrate, both have similar mean

announcement period abnormal returns [compare Pinegar and Ravichandran (PR, 2002) with

Miller (1999)], cross-sectional determinants of issue period abnormal returns [compare PR

(2002) with Foerster and Karolyi (FK, 1999)], and post-issue declines in home-market trading

volume [See Karolyi (2003)]. 

Though the wealth and volume effects associated with Rule 144A/Reg S issues cannot be

attributed to legal bonding, reputational bonding may help explain these phenomena.  Other

papers make similar arguments.  PR (2002) reason, for example, that Rule 144A/Reg S issues

help foreign firms resolve information asymmetries between themselves and international and

domestic investors.  Durnev and Kim (DK 2005) argue that foreign firms practice better

governance if they have better investment opportunities, higher concentration of ownership, and

greater needs for external funding.  DK also show that better governance leads to higher stock



3   Licht (2001, 2002) argues that cross-listing preserves and frequently enhances private benefits of
control because of informational and cultural distances between the issuing firm and US shareholders.  

4  We do not argue that firms would invest in reputational capital in the absence of financial incentives. 
Like legal bonding, reputational bonding may be motivated by enhanced markets values. Goswami (2001, p. 29)
illustrates this point in his discussion of firms that built strong reputations in India even though they were not legally
required to do so.  Specifically, he states:

“[Infosys] discloses its accounts in keeping with GAAP requirements of India, US and six other countries.
It follows the CII code and the Cadbury committee recommendations on corporate governance, has a
highly acclaimed and independent board with Audit, Remuneration and Nomination Committees. From
1996 onwards — three years before it issued an ADR and got listed on NASDAQ — Infosys has been
making full-fledged disclosures under section 10-K of the SEC. Its annual reports contain an exhaustive
management discussion and analysis as well as other financial disclosures that go beyond best international
practices. Other highly acclaimed companies in terms of disclosure include NIIT, Bajaj Auto, Hindalco,
Nicholas Piramal, Wipro , BSES, Housing Development Finance Corporation and Dr. Reddy’s Laboratory.
All of them have voluntarily gone well beyond the mandated disclosures of the Companies Act, and have
done so in their self-interest. They have also been amply rewarded by the market for their transparency.”
(Emphasis ours)

Of the nine firms mentioned by Goswami, four have publicly-traded ADRs, thee have Rule 144A/Reg S GDRs, and
two are not traded publicly or privately in US markets. Thus, reputational bonding may apply more broadly than
legal bonding.

3

market values, particularly in countries with weaker legal regimes typical of those in which Rule

144A/Reg S issuers operate.  Finally, Siegel (2005) shows that foreign firms that maintain

reputations for fair treatment of minority shareholders secure privileged long-term access to

outside finance, even when legal bonding fails.3, 4

Given the trading restrictions imposed on Rule 144A/Reg S securities, the markets in

which they trade (e.g., PORTAL) are very illiquid.  That QIBs voluntarily purchase such illiquid

securities that provide no legal bonding makes the reputations of the issuer and the underwriter

critical components of the issuing process.  Beyond any legal bonding that may be present with

other types of ADR issues, therefore, we examine whether the reputations of the issuing firm and

the underwriter can serve as bonding mechanisms when Rule 144A/Reg S equities are issued.

To examine this hypothesis, we analyze individual Rule 144A/Reg S offers for 84 events

for which we have original offering circulars.  Many authors point to the benefits of increased
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disclosure when foreign firms cross-list on major US exchanges.  However, no prior study has

examined the information contained in Rule 144A/Reg S offering circulars. To our knowledge,

we are the first to do so.  

An important part of the information in the offering circulars is the identity of the initial

underwriters. Until 1997, Rule 144A equities could only trade among Qualified Institutional

Buyers (QIBs) for three years after issue.  In1997, the trading restriction was shortened to two

years.  We argue that trading restrictions add pressure for underwriters to perform appropriate

due diligence.  Without doing so, underwriters that sell restricted Rule 144A/Reg S equities to

institutional investors would damage their own reputations and jeopardize future underwriting

opportunities in private and public markets.  Because the underwriters in our Rule 144A/Reg S

sample are large, internationally recognized firms that underwrote multiple issues, we argue that

the loss of reputation would cause serious damage that underwriters would seek to avoid. To the

extent underwriters perform due diligence at the time of issue and QIBs provide monitoring

services thereafter, Rule 144A/Reg S issuers should have incentives to maintain reputations that

allow them to use the services of reputable underwriters.

Rule 144A/Reg S issuers are also well-known in their home markets.  On average, their

pre-offer Tobin’s q ratios, sales growth rates, sales levels, returns on equity, and dividend payout

ratios are greater than the corresponding ratios for the median home-market firm.  Differences

are statistically and economically meaningful. Though results vary somewhat by country, these

size, performance, and valuation differences are consistent with a reputation hypothesis, on

balance.

Absent the belief that investors’ rights will not be violated, corporate governance
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discussions in the offering circulars indicate legitimate cause for concern.  GDRs derive their

value from the underlying shares whose disclosure and monitoring requirements are governed by

weak home-market legal regimes.  Therefore, even though Rule 144A/Reg S contract disputes

may be settled in US or UK courts, these courts may be severely limited in their attempts to right

wrongs perpetrated against GDR holders.  Moreover, average ownership concentrations are high

for Rule 144A/Reg S issuers and voting rights for GDR holders are restricted or non-existent. 

Board representation is possible for minority shareholders if their rights are violated, but

enforcement of those rights depends on weak home-market laws, and even if they are elected,

representatives of minority shareholders may exert little influence on large boards.  

In tests that examine whether the ownership control and/or the size of the board

influences the pre-issue market value of Rule 144A/Reg S issuers, we find that Tobin’s q relates

to the firms’ performance attributes (especially firm size and return on equity), but governance

attributes have little consistent effect on firm value.   This finding is consistent with

Himmelberg,  Hubbard, and Palia (HHP, 1999) who find no causal relation between ownership

structure and firm value.

  Our tests also indicate that the discount at which institutional investors voluntarily buy

Rule 144A/Reg S equities is significantly smaller than the average discount for US private equity

placements.  In tests that examine the discounts underwriters attach to Rule 144A/Reg S offers,

we find that discounts relate inversely with firms’ pre-offer returns on equity and directly with

firms’ excess Tobin’s q (defined below).  Surprisingly, we also find that the discount is higher

for GDRs whose contracts are governed by US or UK courts and that discounts are lower, on

average, for firms with larger boards.  Though we have no explanation for these counterintuitive
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findings, we argue that the bulk of our evidence strongly supports the reputation hypothesis.

 The remainder of the paper proceeds as follows.  Section II presents data on the

underwriters and issuers of Rule 144A/Reg S equities in our sample.  Section III discusses

governance data in our circulars. Section IV explores the relation between these data and the pre-

offer Tobin’s q ratios and the discounts at which QIBs purchase the GDRs, and Section V

concludes.

II.  Rule 144A/Reg S Underwriters and Issuers 

Data for this analysis come from 84 Rule 144A/Reg S offering circulars. Generally, these

circulars are confidential and are distributed initially on a restricted basis.  After the offers,

Global Securities Information, Inc. (GSI) collects all circulars it can and sells them piecemeal or

in total for research purposes at prices reflecting the number of pages sold.  GSI also provides

research and extraction services at an hourly rate.  Because of budget constraints and the lack of

uniformity in the length of circulars and in the sequence of the information they contain, we had

GSI researchers extract specific information. 

Initially, we identified all Rule 144A/Reg S offers from the GSI data base that occurred

between 1990 and 2000 and that appeared to involve equity.  Then, we requested specific data

for our analysis.  Based on that request, we received data from 168 circulars.  We eliminated 74

of these events because they did not involve equity, as we initially supposed, or because we

could not find (in the circular or in Bloomberg) recent market prices of equity to which we could

compare the circular’s offer price.  We eliminated another 10 circulars because the offers

involved only secondary offers by corporate insiders and raised no funds for the firm itself. 

Of the remaining 84 circulars, 38, 20, and 15 are for Indian, Korean, and Taiwanese



5 Underwriting performed by subsidiaries is attributed to the parent firm.  For example, Merrill Lynch, 
Merrill Lynch International Limited, and Merrill Lynch Far East Limited are all attributed to Merrill Lynch. 
Similarly, underwriting performed by Jardine Fleming is attributed to Robert Fleming & Co, etc.  We also report
total net proceeds without including proceeds from over allotment options.
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firms, respectively.  The other 11 are for firms from 9 “Other Countries,” including Mexico and

Venezuela (2 each), and Egypt, Hungary, Lithuania, the Slovak Republic, South Africa, Sri

Lanka, and Switzerland. The high incidence of Indian, Korean, and Taiwanese offers is

consistent with the Bank of New York data base for the years 1990 to 2000 in which almost 30

percent of the Rule 144A/Reg S sample comes from these countries. The most under-represented

countries in our sample are Russia, Poland, Mexico, and Turkey. Taken together, offers from

these countries account for 17% of the total Bank of New York Rule 144A/Reg S sample. 

However, of the 168 circulars we received, only one was from Russia, one was from Poland,

three were from Mexico, and two were from Turkey.  Thus, circulars from these countries are

less readily available than circulars from other major participants in the Rule 144A/Reg S

markets.  

Table 1 lists total net proceeds, total gross dollar spreads, and mean percent spreads for

the offers in our sample, categorized by the name of the first underwriter appearing on the

offering circular.5  Our Rule 144A/Reg S firms raised over $8.1 billion in net proceeds with total

gross spreads exceeding $240 million.  Ten underwriters appeared first on three or more

circulars and accounted for 55 offers with total net proceeds of $6.1 billion and total gross

spreads of $178.5 million.  Merrill Lynch and the other underwriters that participated multiple

times are large, well-known firms, with international reputations.  Though the gross spreads they

earn in a particular offer are overstated by the spreads listed on circulars in which these

underwriters are listed first, these spreads may understate the potential damage underwriters
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would incur through loss of reputation if they sold restricted securities to other institutional

investors without performing reasonable due diligence.  We argue, therefore, that underwriters

have incentives to care not only about their own reputations but also about the reputations of the

issuing firms.   

Reputations of the issuing firms can be measured along several dimensions.  DK (2005)

use corporate governance and transparency scores that, unfortunately, are not available in early

years and would not cover most firms in our sample. DKS (2002) compare Tobin’s q ratios and

sales growth rates of cross-listing firms to those of firms that do not cross-list. Based on such

comparisons, DKS argue that attractive growth opportunities induce managers of cross-listing

firms to forgo private benefits of control by cross-listing on major US exchanges and committing

to abide by US securities laws.  

We make a similar argument but rely on reputational bonding instead of legal bonding. 

We capture a firm’s reputation through home-market measures of size and performance.  Besides

Tobin’s q ratios and one-year growth rates in sales, we examine the level of sales, the return on

equity, and the dividend payout ratio.   In most cases, we use annual data from the offering

circulars from periods most recently available before each offer. In a few instances, however, we

use annualized, not annual, data.  For example, if two successive non-overlapping 9-month sales

estimates are available and the later estimate is closer to the Rule 144A/Reg S offer than the

most recent annual sales figure is, we annualize the 9-month sales and earnings estimates so as to

use the most recent information available in our subsequent analysis that predicts Tobin’s q

ratios.   Data for home-market firms come from Worldscope for the year prior to each offer.  We

see two benefits to using data from the circulars for our sample firms over the Worldscope data.
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First, these data are what underwriters and QIBs actually saw when they agreed to purchase the

Rule 144A/Reg S equities.  Second, only 46 of the 84 firms in our sample have data available in

Worldscope in the year prior to their respective offers.  Thus, our sample is almost twice as large

with the data from the circulars as it would be with data only from Worldscope. 

Using data from the circulars also has drawbacks.  PR (2002) report, for example, that

most Indian firms issued Rule 144A/Reg S equities when the Indian market was performing well

relative to other world markets.  If an issue occurs in the middle of a year, the runup in the

market from year end to the time of issue could increase the Tobin’s q ratio relative to what it

would have been at the end of the year based on the year end assets.  To avoid biasing our

results, therefore, we also perform the tests in Table 2 using the smaller sample for which

Worldscope data are available.  Despite some change in the numbers in the smaller sample, our

general conclusions hold and we do not report these tests separately.

The top panel of Table 2 compares the mean pre-offer estimates of Tobin’s q in the Rule

144A/Reg S sample to the means of median pre-offer estimates for home-market firms.  Like

DKS (2002), we compute these ratios as follows:

Tobin s q BV' (= Assets Equity Equity Assets- BV + MV ) / BV

where the market value of equity equals the benchmark pre-offer stock price reported in the

circular multiplied by the number of shares outstanding prior to the offer.  We use three tests to

detect potential differences. A paired t-test examines the equality of means, and sign and

Wilcoxon sign rank (WSR) tests corrected for ties examine the equality of medians.  A double

(single) asterisk indicates significance at the .05 (.10) level.

DKS show that firms that cross-list have greater growth opportunities and higher q ratios



6  The ratios in our sample are 1.26 to 2.79 times larger than the average ratios reported by DKS for the
corresponding Rule 144A/Reg S offers in their sample.  Each of our means is also statistically different from the
corresponding DKS mean at the .05 level. 
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than firms that do not cross-list.   Pagano, Röell and Zechner (PRZ, 2002) report similar

differences for firms that cross-list in the US (high growth) versus those that cross-list in Europe

(low growth).  The findings in Table 2 extend both analyses by showing 1) that the growth

opportunities of Rule 144A/Reg S issuers were higher at the time GDRs were issued than they

were at the end of 1997 when DKS measure their q ratios and 2) that the ratios were higher for

Rule 144A/Res S issuers than for the median home-market firm.6  Our total sample mean (2.581)

is 89.1% larger than the mean of medians (1.365) for the home-market firms, and the t-statistic,

sign test, and the WSR statistic are all significant at the .05 level.   Similar results hold for each

intra-country comparison.  

Differences in the other variables in Table 2 are not so uniformly significant in individual

markets as are the differences in Tobin’s q ratios.  In India, for example, the mean and median

payout ratios of our sample are not significantly greater than the payout ratios of the median

home-market firm, and only weak evidence exists that the pre-offer growth rate in sales is higher

for our sample than for the median home-market firm.  In Korea and Taiwan, no significant

difference exists  between our sample and the median home-market firm in mean or median

returns on equity.  

Nevertheless, in the total sample, we reject the equality of medians at the .05 level for the

full sample in every comparison with the other variables in Table 2. We also reject the equality

of means in every comparison except return on equity at that level, in which case we reject

equality at the .10 level.  On average, therefore, besides having higher Tobin’s q ratios, issuers of
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Rule 144A/Reg S equities have higher growth rates in sales, higher levels of sales, higher returns

on equity, and higher dividend payout ratios than the median firm in their respective home

markets.  Moreover, differences are statistically and economically significant.  On average, sales

in our sample are 8.43 times larger than the sales of the median home-market firm and even the

smallest difference for the other comparisons (32.7% for return on equity) seems large.  

On balance, therefore, our total sample findings are consistent with the hypothesis that

issuers of Rule 144A/Reg S equities have reputations in their home markets based on size,

performance, dividend payout ratios, and/or sales growth that help qualify them to access private

equity markets to support future growth prospects. 

Despite these reputations, we argue that our sample firms could not raise funds in private

equity markets if QIBs believed the rewards for holding restricted equities would inadequately

compensate them for the risk of holding those securities, particularly if a major source of risk is

the risk of expropriation. The next section of the paper discusses that risk as it relates to the

governance of our sample firms.

III.  Governance of Rule 144A/Reg S Issuers

La Porta, Lopez-de-Silanes, and Shleifer (LLS, 2003) construct a disclosure index to

determine how complete disclosure requirements are for IPOs in foreign countries.  Among other

things, LLS measure prospectus  “delivery” which means that investors receive the prospectus

before securities are sold.  Of the 84 circulars in our sample, 82 list settlement or closing dates

that follow the circular dates by, on average, six work days.  Though two circulars do not list

settlement dates, most of our firms clearly meet the delivery criterion.   The remainder of this

section examines specific governance data Rule 144A/Reg S issuers voluntarily supply.  To give



7  Besides these data, most circulars discuss significant differences between the home-country GAAP and
US or UK GAAP or International Accounting Standards (IAS) and“Risk Factors” or “Investment Considerations”
to help investors make informed purchase decisions.  

8  Specifically, Sections 11 and 12(2) of the Securities Act of 1933 and Section 10b (Rule 10b-5) of the
Securities Exchange Act of 1934 impose strict liability for material misstatements or omissions in communications
connected with securities issued to and traded by the public.  However, Sections 11 and 12(2) of the Securities Act
do not apply to non-registered (i.e., Rule 144A/Reg S) offers.  Though Rule 10b-5 applies to both public and private
offers, proving liability under this rule requires proving that misinformation was given with the intent to defraud.  
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a general sense for the breadth of information provided in the circulars, Table 3 reproduces the

table of contents from the offering circular of Indian Petrochemical Corporation Limited, dated

December 8, 1994, with a settlement date of December 15, 1994.  Some of our circulars are more

extensive, some less, but most provide essentially the same information.  We focus below

specifically on statements in the offering circulars that describe enforceability, ownership

structure, and board size.7

A.  Enforcement of Rule 144A/Reg S Contracts

 Contract enforcement depends critically upon information quality. Fanto and Karmel

(1997) show that the cost of providing quality information is a major obstacle to foreign firms

that consider cross-listing in the US.  These authors also argue that liability for misstatements is

more difficult to enforce in private versus public offers because some laws that apply to

registered offers do not apply with equal force to private offers.8  The result of these differences

is that Rule 144A/Reg S issuers cannot be held liable for inadvertent or even negligent

misstatements or omissions, so long as intent to defraud cannot be proved. 

The foregoing arguments do not imply that Rule 144A/Reg S issuers deliberately

misrepresent their firms’ prospects.  Indeed, the circulars invariably affirm the opposite. 

However, such affirmations are based upon “reasonable inquiries,” and what is reasonable may



9  Licht (2002) argues that what is reasonable depends on cultural norms, and Stulz and Williamson (2003)
show that even after controlling for the legal origin investor protection is influenced by cultural factors, such as
religion and language. 

10  We make these inferences based, in part, on missing data.  Where data were not missing, we identified
77 events with audited statements.  The financial statements for 57 of these events were audited by Big Five
affiliates. Because all firms for which we have adequate data had audited statements, we assume statements for the
other seven firms were also audited.
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depend on what is required.9  Since laws governing private placements are less demanding than

laws that govern public placements and since liability for incomplete information is more

difficult to enforce for private vis-a-vis public placements, Rule 144A/Reg S issuers might

provide lower quality information than the information provided by public placement issuers.

 One way to lend credibility to financial statements is to have them audited.  Statements

for all offers in our sample were audited, and about two-thirds were audited by firms affiliated

with (former) Big-Five accounting firms.10  However, even when performed by high-profile

professionals, auditing need not ensure quality information.  Licht (2002) cites numerous studies

that document negative relations between disclosure and high uncertainty avoidance scores

typical of Asian cultures from which most firms in our sample come.  In one such study, Arnold,

Bernardi, and Neidermeyer (2001) find that cultural biases affect even experienced senior

auditors in local branches of American firms with highly uniform standards. 

That cultural biases affect our sample is evident from the offering circular of India’s Dr.

Reddy, whose financial statements were audited by a Big-Five affiliate.  The circular states: 

“[Indian accounting principles and auditing standards]  differ from [those] with which
prospective investors may be familiar in other countries.  In particular, greater reliance
may be placed by the auditors on representations made by the management of the
Company and there may be less independent verification of information  . . .  than would
be the case in some other countries.” 

If “Indian accounting principles and auditing standards” govern audits for all Indian firms, audits



11  The  language in circulars that indicate disputes will be settled in the home market can be foreboding. 
For example, Yukong Limited’s circular warns that

“Substantially all of the directors and officers of the company and certain other persons named herein
reside in Korea, and all or a significant portion of the assets of the directors and officers and such other
persons and substantially all of the assets of the Company are located in Korea.  As a result, it may not be
possible for investors to effect service of process within the United States upon such persons or to enforce
upon them or against the Company in United States courts judgments predicated upon the civil liability
provisions of the Federal securities laws of the United States.  The Company has been advised by its legal
counsel ... that there is doubt as to the enforceability in Korea, either in original actions or in actions for
enforcement of judgments of United States courts of civil liabilities predicated on the United States Federal
Securities laws.”
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for approximately half our sample are not fully independent.  Nor is this problem restricted to

India. Choi (2001, p. 25) argues that despite accounting reforms in Korea following the 1997

Asian crisis “motives for favoring accounting flexibility and secrecy still remain alive” and that

the “external audit market condition remains dictated basically by demand, so that auditors will

have to play a passive role.”

Besides passivity and lack of independence, circulars for firms in India, Korea, Taiwan,

and other countries warn that disclosure and regulatory standards are less stringent in their

respective countries than in the US and that there is a lower level of monitoring activity in the

respective markets.  Thus, home-country accounting and disclosure standards that govern Rule

144A/Reg S issues augur against quality information.

Even with high-quality information, contract enforcement can fail, absent the willingness

to enforce the contract’s provisions.  The top panel of Table 4 categorizes offers by the country

in which the GDR contract is governed – i.e., in the home country only (10 cases), in the home

country and the US or UK (36 cases), or in the US or UK only (24 cases).11    In 14 cases, we

could not identify the jurisdiction for settling contract disputes. 

The second panel of the table reports mean index values taken from La Porta, Lopez-de-



12  The corruption index (scale = 0 to 10) is the assessment of corruption in government by the International Country
Risk guide.  The accounting quality index measures the inclusion or omission of 90 items in companies’ 1990 financial
statements.  The private and public enforcement indexes (scales = 0 to 1) measure the ease with which private investors or public
enforcement agencies can monitor and enforce disclosure requirements for IPOs in different markets. For all indexes, greater
values indicate more favorable conditions for minority shareholders. 

13  Licht (2002, p. 26) makes a similar argument.  Specifically, he states: “By cross-listing the
issuer may opt into another securities regulation regime but it doesn’t sever its legal ties to its home country. The
outcome is a rather complex legal regime in which some components may bring about an improvement in the composite
regime governing the issuer but other components might erode its effectiveness.”
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Silanes, Shleifer, and Vishny (LLSV, 1998) and from LLS (2003) that describe the home-market

legal environments of Rule 144A/Reg S issuers.12 Compared with the US scores in the last

column of Table 4, the scores for our Rule 144A/Reg S firms are low, indicating that the legal

environments in which our sample firms operate are weak.

Given these weak environments, circulars that indicate that disputes will be settled in the

home market and the US or UK or in the US and UK only ostensibly provide greater protection

for GDR holders than contracts that indicate that disputes are governed only by home-market

laws.  However, the rights of GDRs derive from (and in important respects discussed below are

inferior to) the rights of their underlying shares.  Therefore, if the underlying shares are always

governed by home-market laws (as seems likely), US or UK laws seem unlikely to take

precedence over home-market laws even for GDR contracts governed completely by US or UK

laws. Given the acknowledged deficiencies in the information provided in most countries whose

firms issue Rule 144A/Reg S equities, violations of home-market securities laws could easily go

undetected.  Thus, governance for issuers in the second and third categories may differ only

trivially from governance for issuers in the first category.13  To the extent our arguments

are correct, legal remedies for investors who have contract disputes with GDR issuers are

severely limited.  Absent such remedies, QIBs depend critically on issuing firms to ensure fair
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treatment. 

B.  Ownership and Voting Control of Rule 144A/Reg S Issuers

Without strong legal protection, Coffee (2002) argues that controlling shareholders are

unlikely to maximize minority shareholders’ publicly traded claims.  Mailander (1997) argues,

however,  that private equity allows investors to gain influence over the companies in which they

invest.   This influence includes board representation, voting rights, the ability to control a

company’s future access to capital, and the provision that top managers’ equity holdings align

their interests with those of  private equity investors.  Though such alignment implies top

managers will hold large fractions of their firm’s equity, Shleifer and Vishny (SV, 1997) argue

that ownership concentration without legal protection creates perverse incentives for majority

shareholders.  The index values in Table 4 suggest that home-market corruption is high in our

sample and that contract enforcement is weak.  Therefore, this section examines the

susceptibility of GDR holders to possible expropriation through equity positions held by various

groups of controlling shareholders.

Table 5 identifies controlling shareholder groups, the mean percent of voting shares held

by each group, the number of events in which GDR holders are allowed to vote in our sample,

and mean board size.  Mean holdings of controlling shareholders range from 18.57% for large

external institutions to 65.17% for governments.  Similar to firms in other emerging markets

[e.g., in Lins (2003)], most firms in our sample (65/84) are controlled by “Insiders.”  Insiders

here include business groups, such as the Tata Group in India and the Samsung Group in Korea,

and controlling individuals, such as Dr. Frank Huang who beneficially owned 22% of the shares



14  Khanna and Palepu (2000, p. 887) find that “firms affiliated with the most highly diversified Indian
business groups have higher Tobin’s q ratios than all the other firms in the economy.”  They argue that group
affiliation in emerging markets can add value because groups provide critical services that are otherwise unavailable
but would normally be provided by institutions in well-functioning markets.  This finding is consistent with the
evidence we report in Table 2.  The question we address is not whether corporate groups in India (or other emerging
markets) add value, but whether Rule 144A/Reg S contracts are written to allow their buyers to participate
appropriately in the value creation.

15  In 10 events, Korean firms eliminate voting privileges by issuing GDRs against dual-class, non-voting
shares. For GDRs issued against non-voting shares, voting restrictions may be more binding than for GDRs issued
against full-voting shares because exchanging GDRs for the underlying shares still leaves investors with securities
that do not permit voting. Not all dual-class shares completely eliminate voting privileges in our sample, however. 
For example, the Venezuelan firm Venepal issued GDRs against class B shares and allowed GDR holders to vote
through the Depositary in a manner consistent with the voting privileges on the class B shares.  However, “holders
of shares of Class B Common Stock are not entitled to vote (i) for the election of members of the Company’s Board
of Directors or (ii) to grant holders of Class B Common Stock the right to vote for the election of Directors.”  Thus,
voting with these shares was possible, but still restricted. 
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of Taiwan’s Powerchip Semiconductor Corporation at the date of its offering.14 

Only about one-third (27/84) of our sample permit GDR holders even limited voting

rights. As in PR (2002), holders of Indian GDRs are not permitted to vote, although Indian

GDRs are issued against shares with full voting rights. Similarly, only 6 of the 20 Korean offers

allow GDR holders to vote.15   In contrast to Indian and Korean firms, firms in Taiwan (13/15)

and the “Other Country” (8/11) category permit GDR holders limited voting rights in most cases.

Obviously, the ratio of cash-flow rights to control rights for controlling shareholders is lower

than the corresponding ratio for non-voting GDR holders.  Hence, incentives to redistribute

wealth from GDR holders may emerge [See LLS (1999)].  

Less obvious, but of potentially equal importance, is the fact that non-voting GDRs may

shift the balance of power from home-market investors to corporate insiders. This possibility is

illustrated in the offering circular of Oriental Hotel, whose language typifies the language in

most Indian circulars: 

“Holders of GDRs will have no voting or other direct rights as holders of Shares which
are represented by GDRs . . .  the Depositary  . . .  shall not exercise any voting rights in



16  Capturing voting rights of shares that underlie non-voting GDRs is also possible in some Korean firms,
as  illustrated by the offering circular of Kia Motors Corporation.  That circular describes the creation of a “voting
advisory council” to direct the voting of shares held by the Depositary.  Members of this council include the Chief
Financial Officer and the Director of Planning and Coordinating Division of the Company, the President of the
Company’s Employees Stock Ownership Association, the Representative Director of Kia Economic Research
Institute and a partner of the Company’s independent certified public accountants.

17   The Microelectronics Technology circular illustrates this point: 

“If the International Depositary receives identical instructions with respect to any matter to be voted on at
such meeting from holders of at least 51% of the International GDSs and the Rule 144A GDSs,
collectively, the International Depositary will . . . vote all Common Shares represented by the International
GDSs in accordance with such instructions insofar as practicable and permitted under applicable law and
the Articles of Incorporation of the Company.  All Common Shares represented by the GDSs will be voted
in the same manner.  If the International Depositary receives such identical instructions from holders of
less than 51% of the International GDSs and the Rule 144A GDSs, collectively, the International
Depositary will . . . not vote any such Common Shares in respect of such matter.” (Emphasis ours)
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respect of the Shares represented by the GDRs unless it is required to do so by Indian
law.  If so required by law, the Depositary will  . . .  vote as directed by the Board of
Directors of the Company, give a proxy or power of attorney to vote on the Shares
represented by the GDRs in favour of a Director of the Company or other person, or vote
in the same manner as those persons.”  

Because the Depositary only votes as directed by the board of directors or by giving proxy power

to a director (or other person), the no-vote provision of the GDR agreement is not neutral. 

Instead, it may allow corporate insiders to capture the voting power of shares represented by the

GDRs.  Although insiders’ ability to capture these votes depends on the requirements of Indian

law, the above excerpt clearly suggests that any shift in control that does occur will benefit

insiders.16 

Even when granted, voting rights for GDR holders have severe limitations.  Typically,

GDR holders who can vote do so by proxy through the Depositary.  Upon receipt of GDR

holders’ preferences, the Depositary votes the shares that back the GDRs in a block.  However,

these shares can be voted only if the Depositary receives a 51 percent voting consensus of all

GDRs on a particular issue.17   If holders of fewer than 51% of GDRs vote, or if holders of 90%
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of the GDRs vote but are evenly split, the Depositary cannot vote.  In some cases, consequences

are even more dire.  For Synnex Technology, for example, failure to reach a 51% consensus

frees the chairman of the board “to exercise the votes attaching to the Deposited Shares in any

manner he wishes, which may not be in the interests of the Holders.”   When voting privileges of

GDRs exist, therefore, they are frequently inferior to the voting privileges of the shares that back

the GDRs.  Thus, despite the expanded equity base, the concentration of voting power in Rule

144A/Reg S issuers is frequently not diluted and may even become more concentrated because

of the issue.

C. Board Size

Table 5 also summarizes information on board size.  On average, boards in our sample

consist of 18 members. However, wide variation exists across countries, with the smallest boards

in Taiwan (8.87) and the largest in Korea (39.55).

Because the role of boards in US firms is to represent shareholders’ interests, the right to

elect board members is reserved, under normal circumstances, for voting shareholders. This

principle also frequently holds in our sample.  However, some noteworthy exceptions exist. For

example, charters of a few Korean firms allow non-voting shareholders to vote like ordinary

shareholders whenever the firm misses dividends or fails to pay a dividend on non-voting shares

that is higher by a pre-specified percent than the dividend paid on voting shares.  In India, the

Companies Act of 1956 permits a government-sponsored Company Law Board to appoint as

many directors to a firm’s board as it deems fit if minority shareholders are oppressed.  Lenders

in India are also protected by provisions in many firms’ articles of association that allow

financial companies owed money by these firms to appoint “nominee” or “debenture” directors
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who serve on the respective boards until the debt is extinguished.  The purpose of all these

provisions is to protect the claims of inferior voting or non-voting suppliers of capital.   

The effectiveness of board members not elected by ordinary shareholders to protect their

non-voting claims may depend on total board size.  Other things equal, if these board members

are only a small minority of the total board, we expect their influence to be diminished.  This

argument implies that protection for minority shareholders would be less effective for Korean

firms than for firms from other countries in our sample.  Our next section examines the

association between board size and other governance features of the Rule 144A/Reg S issuers

with Tobin’s q ratios and with the discounts underwriters attach to the offers.

IV.  Rule 144A/Reg S Firm Values and Offer Discounts

The findings in Section III suggest that performance for Rule 144A/Reg S firms is

difficult to monitor and nearly impossible to control with the corporate ballot or by recourse to

the US or UK legal system.  Yet, QIBs voluntarily purchase Rule 144A/Reg S GDRs knowing

that restrictions on trade will also limit the liquidity of the GDRs.  This section examines the

influence of corporate governance attributes on pre-offer Tobin’s q ratios and on the discounts

underwriters attach to Rule 144A/Reg S offers.

A.  Pre-Offer Tobin’s q Values for Rule 144A/Reg S Firms

Table 6 reports five Newey-West (1985) regressions that correct for heteroskedasticity

and first order autocorrelation.  The regressions seek to determine how, if at all, the corporate

governance variables discussed in Section III relate with the pre-offer Tobin’s q ratios of Rule

144A/Reg S issuers, after accounting for the variables discussed in Table 2. Accordingly, we

define the independent variables as follows.  Four country dummy variables (India, Korea,
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Taiwan, Other) replace a constant intercept because of cross-country differences in accounting

practices.  Sales Growth is the rate of growth in annual sales. Log Sales is the natural log of

annual sales. ROE is the return on equity, and Payout is the dividend payout ratio.  As discussed

in Section II, all these variables are observable prior to the offer.  Additionally, we define

Control as the fraction of shares owned by controlling shareholders and Board Size as the

number of members on the board of directors. For later use, we also define Enforce as a dummy

variable that indicates that the GDR contract will be enforced only in the US or UK.  We do not

use Enforce to explain Tobin’s q because Enforce it is not observable prior to the offer.

A naive interpretation of the reputation hypothesis suggests that all variables that

enhance a firm’s reputation will increase value.  Under that interpretation, Sales Growth, Log

Sales, ROE, and Payout could all impact Tobin’s q positively, depending on the facet of a firm’s

reputation on which we focus.  Consistent with that prediction, DK (2005) and DKS (2002)

suggest that Sales Growth relates positively with firm value because it  measures investment

opportunity. To the extent ROE measures the ability of Rule 144A/Reg S issuers to meet growth

demands from internal sources, we also expect its coefficient to be positive.  However, the

coefficients on Log Sales and Payout have ambiguous signs ex ante.  Consistent with the

reputation hypothesis, Merton (1987) and PRZ (2002) suggest that larger firms are more well

known and have greater economies of scale in cross-listing than smaller firms.  HHP (1999)

argue, however, that agency and monitoring costs are higher in larger firms.  These contrasting

arguments suggest that the coefficient on Log Sales may be either positive or negative. Similarly,

Jensen (1986) and Easterbrook (1984) argue that paying higher dividends reduces conflicts

between controlling and minority shareholders by reducing managers’ discretionary funds and
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by subjecting firms to more frequent discipline by the market.   However, Miller and Rock

(1985) and Myers and Majluf (1984) argue that paying higher dividends may cause firms to

forgo profitable investment opportunities if external funds are not fairly valued.  These

arguments imply that Payout may also relate directly or inversely with Tobin’s q.

The coefficient on Control also has an uncertain sign.  Coffee (2002) argues that

corporate insiders in weak legal environments maximize private benefits of  control rather than

the value of minority investors’ publicly traded shares.  DK (2005) argue that corporate

governance and firm value improve with concentrated control for growth oriented firms,

especially in countries with weak legal systems.  HHP (1999) argue that there is no causal link

between ownership and value.   In contrast to Control, we expect Board Size to have a negative

coefficient because of the many papers cited by Denis and McConnell (2003) that document a

negative relationship between firm performance and board size, and because of our discussion

above that argues that minority shareholders are less likely to have meaningful board

representation, the larger the board is.  

The first regression in Table 6 includes only the variables from Table 2.  Each subsequent

regression adds one or more governance variables.  All the coefficients in the first regression are

significant at least at the .10 level.  The coefficients on Sales Growth and ROE are positive, but

the coefficients on Payout and Log Sales are negative.  The signs and significant levels for these

variables are consistent across regressions.  These findings suggest that higher growth financed

from internal sources leads to higher pre-offer values in our sample, but that agency and

monitoring costs are larger for larger firms.   

The coefficient on Control in regression 2 is positive and significant at the .05 level. 
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Thus, in the weak legal environments of our Rule 144A/Reg S sample when firms have growth

opportunities that require external funding, firm values appear to rise with the size of the control

position.    Both DK (2005) and McConnell and Servaes (1990) present evidence that the

relationship between control and value is curvilinear.  As in those studies, therefore, we include

the square of Control (Control2 ) with Control in the same model in regression 3.  The

coefficients on both variables are insignificant.  This finding is consistent with HHP’s (1999)

contention that ownership structure has no causal relationship with firm value.   Depending on

model specification, therefore, we infer that ownership control has either a positive impact on

firm value or no impact at all.  We detect no evidence that concentrated ownership hurts firm

value in our sample.

We also fail to detect a significant negative impact of board size on firm value.   In

regression 4 where Board Size appears without Control and Control2, its coefficient is positive,

but insignificant.  In regression 5 where Control and Control2 are also included, the coefficient

on Board Size is positive and significant at the .05 level.  This finding may suggest a nonlinear

relationship defining optimal board size as modeled, for example, by Raheja (2005).  In a

regression not included in Table 6 that uses both Board Size and Board Size2, the coefficients

have signs that are consistent with that hypothesis, but neither coefficient is significant at the .10

level.  Of course, more careful tests are needed before convincing inferences can be drawn about

optimal board size.  Nevertheless, our tests show that large boards need not lead to lower values.

For each regression in Table 6, we report two sets of χ2-statistics that examine the

equality of the coefficients on the country dummy variables.  With the first set, we reject the

hypothesis that the coefficients on all the country dummies are jointly equal in every case at the
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.05 level.  With the second set, we fail to reject the hypothesis that the coefficients on India,

Korea, and Taiwan are equal for any regression even at the .10 level.  We infer from these tests

that differences across countries in the “Other Country” category prevent the dummy variables

as we use them from being completely suitable proxies for cross-country differences in

accounting practices.  When we use an alternative test (not shown in the table) that includes

accounting quality scores, we fail to reject the hypothesis that the coefficients on all four country

dummies are equal.  We also find that the coefficient on the accounting quality variable is

positive and significant, suggesting that higher accounting scores are associated with higher

market values.  Though intuitively appealing, this result is also limited because it does not apply

to the discount regressions to which we now turn. 

B.  Private Issue Discounts for Rule 144A/Reg S Firms

The analysis in the last section addresses pre-offer values of Rule 144A/Reg S issuers.

This section examines the extent to which those values are discounted by underwriters. Private

issue discounts have been associated in early papers with monitoring services [Wruck (1989)],

illiquidity [Silber (1991)], and signaling [Hertzel and Smith (HS, 1993) and PR (2002)].  More

recently, Hertzel, Lemmon, Linck, and Reese (HLLR, 2002, p. 2613) argue that “discounts

reflect informed investors’ assessments of the true (lower) firm value.”  The questions we ask are

whether, after controlling for factors that influence pre-offer values and issue characteristics,

underwriters are more wary of Rule 144A/Reg S issues when ownership concentration and/or

board sizes are large and when GDR contracts are enforced outside the US or UK. 

We measure discounts as

Discount p p ppre offer offer pre offer(%) * [ ($) ($) ] / ($)= −− −100
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where p($)pre-offer and  p($)offer are, respectively, the dollar-denominated pre-offer and offer

benchmark prices per share listed in the circulars.  The mean discount for the total sample is

3.17%, indicating that underwriters pay less than the pre-offer price for Rule 144A/Reg S issues

on average.  This finding is not surprising.  The more relevant question is how large the discount

is. HLLR (2002) document a 16.5% mean discount for their sample of US private equity

placements between 1980 and 1996.  Our total sample mean and the means for all our country

groups are lower than the HHLR mean at the .05 level.  Thus, whether discounts reflect costs

associated with monitoring [Wruck (1989)], asymmetric information [HS (1993) and PR (2002)]

or reduced, but informed, estimates of the true values of issuing firms [HHLR (2002)], factors

that lead to discounts appear no more pronounced for Rule 144A/Reg S issues than for US

private placements.  

To determine whether governance attributes impact the discounts underwriters attach to

Rule 144A/Reg S issues, we add two independent variables to the list of control variables in

Table 6 and regress discounts on the new list.   The new variables are motivated by HS (1993),

but they can also be interpreted in the context of other private placement papers. The new

variables are Excess Tobin’s q and Log Proceeds.  

Excess Tobin’s q is the residual from the first regression in Table 6 that uses Sales

Growth, Log Sales, ROE, and Payout to explain Tobin’s q.   Other things constant, the higher

this value, the greater the fraction of total value that cannot be explained by prior performance of

assets in place and that, therefore, must derive from growth opportunities of new assets.    In the

HS signaling scenario, discounts are higher when growth options rise relative to assets in place

because the cost of resolving information asymmetries is higher.  Under HHLR and PR(2002),



18  Excess Tobin’s q may have a spurious positive relation with the discount because we use the pre-offer
price listed in the circular to calculate both Tobin’s q and the discount. However, Tobin’s q estimates based on
circular prices are highly correlated with Tobin’s q estimates based on pre-offer prices taken from Bloomberg the
week before the offer.  Because fewer pre-offer prices are available from Bloomberg, we use the prices in the
circular in our analysis.  The coefficients on the other variables are not affected greatly by our inclusion or
exclusion of Excess Tobin’s q in the regressions.
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Excess Tobin’s q could be the amount by which assets in place are overvalued and would, again,

relate positively with the discount.18  Log Proceeds is the natural log of gross proceeds from the

offer.   If economies of scale exist in information production, HS argue that Log Proceeds will

relate negatively with the discount.  This argument is consistent with empirical evidence in

several sources.

Table 7 reports Newey-West regressions for our Rule 144A/Reg S discounts.  In each

regression the coefficient on ROE is negative and significant and the coefficient on Excess

Tobin’s q is positive and significant at the .05 level.   These findings are consistent with the

hypotheses that discounts rise when growth options rise relative to assets in place (or when

assets in place are overvalued) but that discounts decline as pre-offer returns on equity increase.  

When the governance variables are included in the analysis, the coefficients on Enforce

(regressions 2 and 5) are positive and significant at the .10  level, the coefficients on Control and

Control2 (regressions 3 and 5) are insignificant, and the coefficients on Board Size (regressions 4

and 5) are negative and significant at the .05 level.  The coefficients on Enforce are

counterintuitive because GDRs derive their value from the underlying shares.  Consequently,

enforcement of GDR contracts may be hampered by weak home-market practices regardless of

the jurisdiction specified in the circulars for settling GDR contract disputes. Hence, we consider

the coefficient on Enforce to be spurious. The insignificant coefficients on Control and Control2

suggest that ownership control has no marginal impact on the discount, and the negative
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coefficient on Board Size indicates that larger boards are viewed positively by underwriters just

as they were by home-market investors in our sample.

C.  Robustness Tests 

The regressions in the preceding sections assume that our country dummies control

adequately for cross-country differences in accounting practices and that our other variables

control appropriately for firm and offer characteristics that influence Tobin’s q and/or discounts. 

The first assumption allows use of the full sample in our regressions.  The second allows us to

focus on the marginal influence of the governance variables, under the assumption that our set of

control variables is the correct set.  This section relaxes both assumptions.  

Table 8 presents coefficients from simple regressions of Tobin’s q (discounts) on each of

the variables listed in Table 6 (7).  The regressions are run for the full sample, for the full sample

excluding the “Other Countries” category, and for each individual country separately.  As before,

we use Newey-West (1985) corrections in these regressions.   The purposes here are to control

more explicitly for country-specific accounting differences and to examine the significance each

control or governance variable in isolation.  Then, Table 9 presents results of stepwise OLS

regressions that seek to determine optimal combinations of variables and to allow the

governance variables to compete head-to-head with the control variables in explaining Tobin’s q

and private issue discounts.  Tables 8 and 9 do not report intercepts or t-statistics, but

coefficients significant at the .05 (.10) level are indicated with a double (single) asterisk.

The simple regressions for the total sample and for the total sample excluding the “Other

Countries” category in the top panel of Table 8 yield results that are consistent with the results in

Table 6.  All coefficients have the same signs and most have similar significance levels as in the
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multiple regressions.  However, only Log Sales and ROE retain significance in each of the

individual country regressions.  In the top panel of Table 9, Log Sales is negative and significant

in each stepwise regression, and ROE is positive and significant for India and Taiwan, but not for

Korea.  None of the governance variables is consistently significant for individual countries in

the top panel of Table 9, though some are significant in Table 8.  On balance, therefore, Tobin’s

q is explained best in our sample by the control variables (especially Log Sales and ROE) and the

governance variables have little marginal explanatory power.

In the bottom panels of Tables 8 and 9, the results are harder to interpret. ROE has a

negative effect in each discount regression, but the effect is only statistically significant for

Korea.  Excess Tobin’s q has a positive and significant coefficient for every regression except

Korea, and the coefficient there is negative and significant.  Perhaps the most consistent finding

is that the coefficient on Board Size is negative and significant for India and Korea, indicating

that larger boards in those countries are associated with smaller discounts.  Why that should be is

unknown.  The average board for the Indian firms in our sample has approximately 12 members. 

Perhaps for boards that small, board members who represent minority interests can have a

significant influence on decisions of the board.  However, for our Korean firms, the average

board size in approximately 40.  To affect the outcome of decisions in that setting, board

members representing (non-voting) minority shareholders would have to have a disproportionate

influence relative to their numbers.

V.  Conclusion

Between 1990 and 2000, foreign firms in weak legal environments raised over $44

billion in private equity funding in the US by using Rule 144A and/or Regulation S.  Because
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these provisions prevent issuers from providing legal bonding and because the resale market for

these securities is restricted, we argue that bonding for investors in Rule 144A/Reg S equities

must come from the reputations of the issuers and their underwriters.  

Underwriters in the Rule 144A/Reg S market are frequently large investment firms with

international reputations.  Damaging those reputations by failing to perform reasonable due

diligence could cause loss not only in the Rule 144A/Reg S market, but also in other business

dealings with institutional investors to whom the underwriters sell Rule 144A/Reg S equities.  

Rule 144A/Reg S issuers are also well-known in their home markets.  On average, their

pre-offer Tobin’s q ratios, sales growth rates, sales levels, returns on equity, and dividend payout

ratios are greater than the corresponding ratios for the median home-market firm.  Differences

are statistically and economically meaningful. Though results vary by country, these size,

performance, and valuation differences are consistent with a reputation hypothesis. 

Admittedly, corporate governance features in the offering circulars indicate cause for

concern.  Though Rule 144A/Reg S contract disputes may be settled in US or UK courts, GDRs

derive their value from the underlying shares whose disclosure and monitoring requirements are

governed by weak home-market legal regimes.  Therefore, the ability of US or UK courts to

right potential wrongs is severely limited.  Moreover, average ownership concentrations are high

for Rule 144A/Reg S issuers and voting rights for GDR holders are restricted or non-existent. 

Board representation is possible for minority shareholders if their rights are violated, but

enforcement of those rights may be weak  Even if minority representatives are installed, they

may exert little influence on large boards.  

Despite potential governance concerns, our sample firms have high pre-offer Tobin’s q
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ratios on which governance attributes have virtually no effect after we control for these firms’

performance attributes.  Moreover, institutional investors voluntarily buy Rule 144A/Reg S

equities at significantly smaller discounts than the average discount for US private equity

placements.  Though our regressions fail to detect consistent evidence on what determines

discounts, one counterintuitive but intriguing finding is that large boards are associated with

smaller discounts.  Perhaps this evidence is sample specific, but it is the most consistent finding

in the total sample and across firms in individual countries.  Though we do not provide an

answer to this puzzle, the bulk of our evidence supports the reputation hypothesis.

Of course, that hypothesis is also incomplete.  Foerster and Karolyi (2000) show that

equities that underlie Rule 144A/Reg S GDRs underperform home-market benchmarks in the

three years after GDRs are issued.  This finding may suggest pre-issue overpricing as argued by

HHLR (2002). However, overpricing cannot explain differences in sales growth, sales levels,

return on equity, and dividend payout ratios that we document.  Thus, our sample firms were

outperforming median home-market firms from both a market value and an accounting

perspective at the time of the offer.  This insight suggests a need to look closely also at post-

issue accounting performance, a task we have already begun but is ultimately beyond the scope

of the current paper.  Pending the findings of that and other studies, we argue that the evidence

presented in this paper supports the notion that Rule 144A/Reg S issues are made possible in

large part because of the reputations of the issuers and their underwriters. 
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