
In recent years considerable attention has
focused on financing constraints and on the
ways they can limit or make more costly a
firm’s access to capital. This issue is of
importance to financial economists due to
the central role access to capital plays in the
growth of firms and the overall economy.
Recently, we presented some preliminary
findings on the role that private investments
in public equities (PIPEs) play in providing
funds to firms that would otherwise be
unable to raise funds through more tradi-
tional forms of financing. The goal of our
research is to understand the motivations of

firms to use this form of financing and of
investors to provide it.

To date, the academic literature on PIPEs has
focused primarily on floating rate convert-
ible preferred stock (FRC) or, so called
“toxic converts” and “death spirals.”  This
research has generally concluded that FRC
represent a “faulty contract” design due to
the short-selling pressure around PIPEs and
to the poor performance of issuers’ post-
issuance.1 Several points are worth noting in
response to these conclusions. First, floating
rate convertibles are not the most common
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Beset by legal controversy, regulatory scrutiny, and public notoriety, variable-
priced convertible PIPE investment activity has plunged to almost negligible
amounts this year. Issuers and investors are shunning the once popular structure,
seeking instead placement agreements that seem to offer a greater alignment of
interests of both public and private stockholders.

Deal flow in variable-priced convertible offerings this year excepting December
is down 76% from 2002, according to PrivateRaise. Issuance amounts have
declined even more precipitously—down 95% from a year ago, when more than
$366 million of variable-priced converts were sold to private investors. Only a

continued on page 14

continued on page 18

THE MONTHLY REPORT
FEATURE: Alternative finance
researchers Susan Chaplinsky and
David Haushalter present early find-
ings from their groundbreaking study
of the relative returns of fixed and
variable-priced offerings.

TRENDWATCH: Variable-priced
convertibles are caught in a death spi-
ral of their own design. TPR looks at
the numbers and the reasons behind
the decline of this once popular offer-
ing structure.

PIPELINE: ThinkEquity gets a
strategic boost, Q3 hedge fund data,
tinkering with the biotech index, new
rules for married puts, the biggest
PIPE of the year, and all the hirings
and firings in the business; p 2-5.

ON TARGET: In the “spirits” of the
holiday season, TPR contemplates a
fast-growing European winemaker as
a possible PIPE candidate; p 6.

DEALFLOW: During the period
November 1 to November 30, deal
activity included 154 corporate
issuers comprising 102 closed trans-
actions, 30 definitive agreements,
33 announced placements, 2
announced intentions, and 5 cancel-
lations; p 7-10.

SCORECARD: Comprehensive
industry rankings of the YTD PIPE
activity; p 11-13.

PIPEs RE PORTT
H

E

Vo l .  I I ,  No .  3 December  1 ,  2003
NEWS, INFORMATION, AND ANALYSIS OF PRIVATE INVESTMENTS IN PUBLIC EQUITY

Source: PrivateRaise

VARIABLE PRICED PIPEs:
TOTAL DEALS

0

10

20

30

40

50

60

70

2001 200 2 2003

Conv  Pr ef erred Co nv  Debt

THE MOTIVATIONS FOR PIPEs
A Study of 1995 - 2000 Performance

by Susan Chaplinsky and David Haushalter
University of Virginia

Susan Chaplinsky is a professor of business administration at the University of Virginia’s
Darden Graduate School of Business Administration. These results are drawn from the unpub-
lished working paper “Financing under Extreme Uncertainty:  Evidence from PIPEs”
(University of Virginia, Darden School, September 2003). TPR invited Dr. Chaplinksy to discuss
the study’s findings in this article.

THE DEATH OF THE
DEATH SPIRAL

Variable Priced Issuance Negligible in 2003

Excludes equity lines.

YTD



TH E PIPES RE P O R T 14 DE C E M B E R 1,  2003

type of PIPE. Second,  the terms “toxic
convert” and “death spiral” themselves
connote some type of pejorative behav-
ior on the part of investors and issuers
and there is no reason a priori to believe
that the parties entering into PIPE con-
tracts are not making the best decision
among those available to them at the
time. Third, the companies issuing
PIPEs, particularly floating rate con-
vertibles, are highly distressed and have
a high probability of failure regardless
of the actions taken by management.
Therefore, it is difficult to judge the
success of these contracts based solely
on an issuer’s post-issue performance.

The innovation of PIPEs is the flexibil-
ity afforded to investors to structure
contracts with varying degrees of asym-
metric exposure to an issuer’s equity.
Because investors can either expand or
curb their risks through the customized
terms a PIPE offers, we find that PIPEs
provide financing to firms for which
funding through traditional vehicles
would be nearly impossible.  Generally
speaking, financial economists take a
favorable view of market innovations
that fill gaps left by traditional forms of
financing and that help make markets
more “complete.”  We believe as fur-
ther understanding of the PIPE market
is gained, the same should be true of
this form of financing.

The Study
Our study examines 2,158 PIPEs issued
by 1,062 firms over 1995 - 2000. The
data on PIPEs are obtained from
Placementtracker and include floating
rate convertible preferred stock, float-
ing rate convertible debt, convertible
resets, common stock resets, structured
equity lines, and common stock. We use
Placementtracker data to identify the

type of PIPE
issued, the
terms of the
contract, and
the closing date
of the agree-
ment. The two
most commonly
issued PIPEs in
our sample are
common stock
PIPEs and
floating rate
c o n v e r t i b l e s .
Common stock
PIPEs account
for almost 50%
of the total
number of
PIPEs and
roughly 66.6%
of the capital
raised from
these transac-
tions. Floating
rate convertibles account for 37.5% of
the PIPE transactions and approximate-
ly 22.7% of the capital raised.

With few exceptions, studies confirm
that favorable firm financial perform-
ance occurs prior to external capital
raising events. The favorable perform-
ance is generally believed to be an inte-
gral part of convincing investors that
the firm has a “good story” and that
there is a compelling reason for
investors to invest further in the firm.
For example, firms making follow-on
equity offerings experience an average
stock price increase of 30% or more in
the months leading up to the issue and
earnings are positive and growing
ahead of the offer. Similarly, public
debt issuers and bank loan recipients
are profitable firms on average over the

two years prior to issue.

By comparison, the financial perform-
ance of PIPE issuers presents a very
different picture relative to firms using
traditional forms of financing. In the
two years prior to issue, PIPE issuers
have an average return on assets of -30.0%,
nearly 80% of the issuers have negative
operating income and less than a year
on average before cash is exhausted,
and over 60% experience falling stock
prices. By any standard, PIPE issuers
during this period were often poorly
performing firms. This raises the ques-
tion of what alternative forms of
financing might be available to them.
The generally small size of PIPE issues
and issuers, along with their poor oper-
ating performance likely rule out public
debt issuance and otherwise make other

continued from front page
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Figure 1: Market Adjusted Long Term Returns 
Following a PIPE Offering

Average cumulative abnormal stock returns are calculated using a
wealth relative of monthly returns for the sample firm and a size and
book-to-market matched benchmark portfolio. The sample includes
1,428 PIPEs issued between 1995 and 2000 by companies that are in
the CRSP database and have book-to-market data in COMPUSTAT.
PIPEs are classified as protected if they include a reset provision in
which a conversion price is reset if the stock price decreases following
the offering. These include floating rate convertibles, convertible resets,
and common stock resets. Unprotected PIPEs include common stock
PIPEs and structured equity lines. Data on PIPEs are from
Placementtracker.
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forms of debt (e.g., bank debt) ill
advised. Therefore the most likely
available alternative funding source
would appear to be common stock, or a
seasoned or follow-on equity offering.

To appreciate the range of uncertainty
associated with the financial prospects
of PIPE issuers, we compare the abnor-
mal stock returns of PIPE and seasoned
equity offering (SEO) issuers in the 12
months prior to issue. Although the
results confirm the earlier finding of
prior poor stock performance, there is a
high degree of variability in the per-
formance of the group.2 In terms of
extreme performance, 25% of PIPE
issuers experience returns greater than
50% and 32% less than -50%. By com-
parison, 46% of SEO issuers experience
returns greater than 50% and only 2%
less than -50%.  By now the point
should be clear—PIPE issuers are not
candidates for any type of debt financ-
ing and even equity, their best chance,
is difficult to raise. Moreover, without
further funding, these firms will soon
run out of cash.

Many companies need additional
financing yet all in need are not able to
raise funds.  Why then are PIPE issuers
able to raise funds when normally their
pre-issue financial characteristics
would seem to preclude it?  The answer
appears to be in part the PIPE contract
itself. PIPEs differ from traditional
forms of financing because they can be
structured to provide the necessary pro-
tection or potential rewards to investors
that allow companies to raise capital,
albeit at high costs. The variety of
terms and features, such as caps, floors,
warrants, and discounts that can be
negotiated with PIPEs allow investors
to asymmetrically alter their exposure
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Figure 2: Distribution of Cumulative Abnormal Stock Returns
12 months after a PIPE Offering

Average cumulative abnormal stock returns are calculated using a wealth relative of
monthly returns for the sample firm and a size and book-to-market matched benchmark
portfolio. PIPEs are classified as protected if they include a reset provision in which a con-
version price is reset if the stock price decreases following the offering. These include
floating rate convertibles, convertible resets, and common stock resets. Unprotected PIPEs
include common stock PIPEs and structured equity lines. The estimated returns to PIPE
investors incorporate the value of certain features of the PIPE contract (e.g., discounts,
warrants, coupon payments), but exclude any transaction costs that would be realized to
liquidate a position. The estimated returns to PIPE investors are presented in Panel A. The
returns to the PIPE issuer's shareholders are presented in Panel B.
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to the firm’s equity.

For example, certain PIPE contracts
such as common stock PIPEs offer
investors significantly enhanced returns
in circumstances of positive post-issue
stock price performance, but offer no
downside protection. We classify this
type of PIPE as “price unprotected.”
Alternatively, floating rate convertibles
and convertible resets allow investors
upside potential but substantially
reduce their exposure to downside risk.
We classify these PIPEs as “price pro-

tected.”3 Therefore, although PIPEs are
either common stock or securities that
will eventually convert into common
stock, these customized terms allow
investors to significantly alter their
exposure to the underlying value of the
issuer’s equity. Because PIPE investors
can differentiate their returns from
those of public shareholders’, they are
willing to provide financing when oth-
ers will not.

Studies suggest that the extended dis-
cussions and negotiations between a
firm and private investors during a pri-
vate placement allow private investors
to resolve some of the uncertainty about
a firm’s value and outlook (e.g., Hertzel
and Smith (1993)). Therefore, a private
investor’s decision to invest and the
type of PIPE selected could be particu-
larly informative to the market.

Consistent with this, we examine
whether the market reacts more favor-
ably to the announcement of the place-
ment of unprotected PIPEs than pro-
tected PIPEs.

As shown below, the evidence suggests
a significantly more favorable reaction
to the announcement (Trading Day 0) of
a price unprotected PIPE versus a price
protected PIPE. These results suggest
that the market does infer different sig-
nals about the firm’s performance from
private investors’ choice of contract.

Post-Offering Performance
So far our findings indicate some abili-
ty of the market to discern different sig-
nals at the outset of a PIPE financing.
However, the larger issue from both the
firm’s and investors’ point of view is
what happens over the longer term. We
find little evidence that the operating
performance of the issuer improves
measurably in the two years following
issuance. As for stock performance, in
Figure 1 we present evidence on the
cumulative abnormal returns earned by
price protected and unprotected PIPE
investors over the twelve months fol-
lowing issuance. These returns incorpo-
rate the value of any discount or premi-
um, coupon payments, and “in-the
money” warrants—several contract fea-
tures that differentiate PIPE investors’
returns from public shareholders. For
brevity’s sake, the details of how these

features are incorporated and the con-
struction of the abnormal and bench-
mark returns are omitted (see
Chaplinsky and Haushalter (2003)).

The cumulative abnormal returns for
price protected and unprotected PIPEs
indicate that the large majority of com-
panies issuing PIPEs under perform the
market benchmark in the year follow-
ing issue. The cumulative abnormal
return through 12 months post-issue is
negative for 75% of protected PIPE
issuers and 64% of unprotected PIPE
issuers. The average (median) abnor-
mal return through 12 months is -22.3%
(-40.7%) for protected PIPE issuers and
1.9% (-26.7%) for unprotected PIPE
issuers. Regardless of the window used,
the returns are greater for unprotected
PIPE issuers than protected PIPE
issuers.

The Big Win
While it is clear that PIPE issuers and
investors typically fared poorly, to fully
understand the motivation of investors
to invest in PIPEs, one must also exam-
ine the distribution of post-issue
returns. Panel A of Figure 2 depicts the
returns to unprotected and protected
PIPE investors and Panel B depicts the
distribution of returns to the issuer’s
public shareholders. Panel A shows that
while both PIPEs are likely to be “los-
ers,” a substantial fraction of PIPEs
result in “big wins.”  For example, 12%
of unprotected PIPEs increase by more
than 100% in the year following issue,
and 8% increase by more than 150%.
Similarly, 7% of the companies issuing
protected PIPEs are up by at least 100%
in the year following issue and 4% of
the companies increase by more than
150%.
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Protected Unprotected P-Value of Differences

Relative Trading Day to PIPE Issue Median Median Median

Day -10 to -2 -2.32%*** -0.24% 0.002

Day -1 to +1. -0.66%* 0.95%*** 0.001

Day +2 to +10 -5.81%*** -1.44%** 0.001

***, **, * denotes significant at the 1, 5, and 10%, respectively.

Announcement Date Abnormal Returns to PIPE Issues
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Note that PIPE investors’ returns are
substantially better than those of public
shareholders in Panel B, which demon-
strates that the PIPE contract terms help

mitigate risk. One often hears that suc-
cess in private equity results from
investors being able to hit two or three
“home-runs” out of ten investments. On
the surface, it appears that PIPE returns
exhibit a similar profile. Also apparent
is that the long term returns are posi-

tively related to the PIPE investors’
degree of exposure to the issuer’s equi-
ty as “price unprotected” PIPEs outper-
form “price protected” in the year fol-

lowing issuance. These results demon-
strate some ability on the part of
investors to structure PIPE investments
in line with their pre-issue expectations
of the firm. 

There is one important caveat about the
long run returns to PIPE investors.
These returns may not be achievable
due to the high liquidity costs of trading
these securities. The amount of shares
issued in a PIPE is a median 13.9 and
19.6 times the average daily trading
volume of the shares for price protected
and unprotected PIPEs, respectively.
Were an investor to attempt to liquidate
its position all at once, this evidence
suggests that the sale would place
unusual demands for liquidity on the
market and likely negatively impact the
price received for the shares.

It is worth noting that many features of
PIPE contracts—warrants, convertibili-
ty, and downside price protection—
increase in value with the uncertainty
surrounding the future value of the
underlying asset. Our findings to date
suggest these features appear to enable

companies likely deemed too risky to
obtain traditional sources of financing
to raise capital under difficult circum-
stances.

Notes
1 See Hillion and Vermaelen (forth-
coming Journal of Financial
Economics). No doubt there were rea-
sons to be concerned about the original
terms of FRCs and as a result, steps
have been taken to curb some of the
abuses.  Their study examines FRC
through 1998 before the latest regulato-
ry changes took effect. See for example
NASD Rule 4350, Federal Register,
Vol. 67, Number 45, March 7, 2002.
2 These cumulative abnormal stock
returns are calculated using a wealth
relative of monthly returns for the sam-
ple firm and a benchmark portfolio for
12 months prior to the month of the
PIPE offering or seasoned equity offer-
ing. Sample firms are assigned to the
benchmark portfolio using the market
value of assets and the book to market
ratio in the calendar year prior to the
offer date.  For further details, see
Chaplinsky and Haushalter (2003).
3 The formal classification criteria are
that price protected PIPEs allow
investors to adjust the terms of conver-
sion after the initial contract is closed,
whereas unprotected PIPEs do not per-
mit such adjustments.
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[T]he evidence suggests significantly more favorable reaction to

the announcement of a price unprotected PIPE versus a price pro-

tected PIPE.  These results suggest that the market does infer dif-

ferent signals about the firm’s performance from private

investors’ choice of contract.


