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•  Research Question: 

 1. “How does the investment behavior of firms vary by listing status?” 
 2. “To what extent does this help us understand governance frictions?” 
   

•  Approach: 
Data driven, largely descriptive regressions 

•  Why is this interesting? 
1.  Surprisingly little is known about the behavior of privately held US 

firms in any systematic way – Compustat is the main place to look 
at the firm sector (outside IO) 

2.  Investment the most volatile part of GDP 
3.  Recurrent debates about the incentives that public listing status 

creates for managers 

Research 
question 
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•  6 Million firms in the US 

•  0.08% are publically listed (2007) 

•  Of those firms with >500 employees: 85.7% are private (2007) 

•  Private firms generate: 

•  67.1% of private sector employment 

•  20.6% of aggregate pre-tax profits 

•  54.5% of aggregate non-residential fixed investment 

Context 
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•  (When compared to comparable public firms) Private Firms: 

•  Investment more (10% of TA vs. 4%) 

•  3 times more responsive to changes in “investment opportunities” 

•  This leads to interesting speculation as to why… 

•  Suggestive of importance of agency (“short-termism”) problems 

•  Some suggestion of financing frictions faced by private firms 

Punchline 
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•  Agency: 

•  Public listing means management and ownership become weakly more 
separated  

•  Heightened liquidity means owners can ditch when things get bad 
•  cf in SSBF, of larger firms, 94.1% have <10 shareholders 

•  Three strands of literature: 
•  Baumol (1959) and others: Empire Building preference on part of managers 
•  Bertrand Mullainathan (2003): Preference for “quiet life” 

•  Both assume essentially a poor monitoring technology 

•  Managerial Myopia: preference of manager includes both current stock price 
and long term value (Miller and Rock (1985), Stein (1989), Holmstrom (1999) and 
others) 

•  In the Stein version, manager diverts funds from investment to short-run 
cash flow generation, pumping up current earnings and “hence” share price. 
•  In equilibrium fully anticipated by the market, and priced in 
•  Extent of diversion depends on the extent to which current earnings 
forecast future earnings 
•  This last bit is the important bit. 

Why might we 
expect private 
and public firms 
to differ? 
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•  Financing constraints 
•  Public capital markets provide opportunities for diversification and so 
lower firms’ cost of capital  

•  Private firms may not be so advantaged 
•  They may only be able to invest in particularly good years due to 
constraints (?) 

Why might we 
expect private 
and public firms 
to differ? 

(Some 
undergrad level 
economics) 

1.   Introduction 
2.  Data 
3.  Analysis 
4.  Implications 
5.  Conclusions 

Investment of Public and 
Private Firms 



•  Data 

•  Analysis 

•  Implications 

•  Remarks 

Outline 
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•  Data generally: 
•  Public Firms: SEC Filings, Compustat, CRISP, etc  
•  Private Firms: National Income Accounts, Census in various places, 
Survey of Small Business Finances, linking real activity to financial/legal 
structure is a challenge. 

•  We use: 

•  FY 2001-FY2007 

•  Compustat/CRISP 
•  incorporated in US; listed on NYSE, AMEX or NASDAQ; valid stock price; 
Exclude NOE’s (e.g. REITs), financial firms and regulated utilities 
•  3,926 firms = 19,203 firms-years 

•   
•  Sageworks: 

•  Data from aggregator of information from accounting firms. Balance sheet 
and income statement data much like Compustat. 
•  Large national and regional accounting firms 

Data 
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•  Sageworks: 
•  Data from aggregator of information from accounting firms. Balance sheet 
and income statement data much like Compustat. 
•  Large national and regional accounting firms 

•  Start with 95,370 firms, 250,507 firms years from FY2001-2007 
•  Unbalanced panel 
•  Exclude 10k Canadian firms, 4k firms with data quality issues (e.g. violate 
accounting identities etc) 
•  Exclude firms with less that 2 years of data 

•  32,204 firms and 88,568 firms years 

Data: Sageworks 

1.   Introduction 
2.  Data 
3.  Analysis 
4.  Implications 
5.  Conclusions 

Investment of Public and 
Private Firms 



Data: Public vs. 
Private 

Which distribution 
is the private firm 
sample? 
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•  Data 

•  Analysis 

•  Implications 

•  Remarks 

Outline 
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•  Issue #1: Want to compare apples with apples 

•  Basic specification is a fixed effects regression: 

   yit = αf(xit,hi) + βgit + ni + eit 

•  The issue is that don’t want to assume that f() is linear given the huge 
differences in size between public and private firms 
•  We use a matching approach: baseline matches on size and industry 
•  Using matching as a way to control for stuff in a way that does not impose 
restrictive functional forms. 

•  Issue #2: Defining investment opportunities 

•  Use sales growth mainly (also look at Q-measures: market-to-book 
measures) 

•  Issue #3: Measurement error 

•  Issue #4: Finding alternative sources of variation 

Analytic 
strategy 
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•  Issue #1: Want to compare apples with apples 

•  Basic specification is a fixed effects regression: 

   yit = αf(xit,hi) + βgit + ni + eit 

•  The issue is that don’t want to assume that f() is linear given the huge 
differences in size between public and private firms 
•  We use a matching approach: baseline matches on size and industry 
•  Using matching as a way to control for stuff in a way that does not impose 
restrictive functional forms. 

•  Matching in a panel setting: 
•  We match on industry, and then size 
•  Take each public firm in the first year we see it and find the private firm in 
the same industry with the closest size. Then follow them for as long as we 
can. 
•  If exits, splice in another private firm 
•  Nearest-neighbor matching with a caliper set so that log assets < 2 
(CHECK) 

Analytic 
strategy 
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Figure 1 
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Table 1 
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Table 1: 
Matched 
Sample only 
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Table 2 
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Table 2: Full 
Sample 
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Table 2: 
Differences in 
mean 
investment 
levels 
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Table 3: 
Sensitivity of 
investment to 
“investment 
opportunities” 
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Table 4: 
Robustness to 
alternate 
matching 
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Table 5: 
Confounding 
factors 
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Table 5: 
Confounding 
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•  Issue #2: Defining investment opportunities 

•  Use sales growth mainly (also look at Q-measures: market-to-book 
measures) 

•  Issue #3: Measurement error 

•  May worry that we measure investment opportunities with error. We do 
too. 
•  Do some measurement error corrections 
•  More usefully look at an alternative measure arising from tax changes 

Analytic 
strategy 
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Table 6: 
Measurement 
error and 
investment 
dynamics 
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•  Issue #2: Defining investment opportunities 

•  Use sales growth mainly (also look at Q-measures: market-to-book 
measures) 

•  Issue #3: Measurement error 

•  May worry that we measure investment opportunities with error. We do 
too. 
•  Do some measurement error corrections 
•  More usefully look at an alternative measure arising from tax changes 

•  Have 33 tax changes in 18 states 
•  127 public and 148 private firms affected by tax increase 
•  138 public and 106 private firms affected by a tax decrease 
•  Affected if a C-Corp headquartered in a state with a corporate tax 
change 

Analytic 
strategy 
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Table 7: Tax 
Changes: Diff-
in-Diff approach 
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•  Issue #4: Finding alternative sources of variation 

•  Within firm variation would be nice. 

•  We look at a specific class of IPO‘s  

•  These are firms that go public for some purpose other than raising capital.  
•  Typically, these are viewed as firms where the owners want to cash-out 

•  90 firms do this between 1990 and 2007 
•  These come with on average 4.4 years on pre-IPO data 

Analytic 
strategy 
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Table 8: Within 
Firm: Pre and 
Post IPO  
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•  Comparable private firms, on average, appear to invest more and be more 
sensitive to changes in investment opportunities, than public firms. 

•  Why? 

•  Agency… 

•  Financing restrictions… 

•  Let’s focus for the moment on agency. 

Implications 
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•  Lots of different types of legal structures to hold a private firm in: 

•  Sole Proprietorship 
•  LLC  
•  LLP 
•  Partnership 
•  S-Corp 
•  C-Corp 

•  Public firms are all C-Corps 

•  Threshold question is, whether private firms are different according to legal 
structure… 

Implications: 

Agency 
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Table 9: Private 
firms by legal 
entity 

1.   Introduction 
2.  Data 
3.  Analysis 
4.  Implications 
5.  Conclusions 

Investment of Public and 
Private Firms 



•  Lots of different types of legal structures to hold a private firm in: 

•  Sole Proprietorship 
•  LLC  
•  LLP 
•  Partnership 
•  S-Corp 
•  C-Corp 

•  Public firms are all C-Corps 

•  Threshold question is, whether private firms are different according to legal 
structure… 

•  Appears that the answer is no 

Implications: 

Agency 
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•  Look at the Stein model… 

•  What matters for public listing to affect the managers’ behavior is that earnings 
today have some predictive power for earnings tomorrow. 

•  Managerial Myopia: preference of manager includes both current stock price 
and long term value (Miller and Rock (1985), Stein (1989), Holmstrom (1999) and 
others) 

•  In the Stein version, manager diverts funds from investment to short-run 
cash flow generation, pumping up current earnings and “hence” share price. 
•  In equilibrium fully anticipated by the market, and priced in 
•  Results in under-investment 

•  Extent of diversion depends on the extent to which current earnings 
forecast future earnings 
•  This last bit is the important bit. 

•  (note Bebchuk and Stole (1994) show that if productivity of investment, 
rather than level, is unobserved then can get over-investment) 

Implications: 

Agency 
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Implications: 

Agency 
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•  Some evidence that the differences we see may have something to do with 
managerial incentives generated by the stock market. 

•  Other things are likely important… 

•  Financing constraints 
•  Public capital markets provide opportunities for diversification and so 
lower firms’ cost of capital  

•  Private firms may not be so advantaged 
•  They may only be able to invest in particularly good years due to 
constraints (?) 

•  Important caveat 
•  ‘Sub-optimal’ (more properly, second best) outcomes on one dimension 
does not imply global sub-optimality 

Implications: 

A note of 
caution 
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•  Evidence that public and private firms behave in quite different ways, even 
when otherwise observably similar. 

•  All else equal: Private firms 
•  Higher investment 
•  More response to changes in opportunities 

•  This is coupled with some evidence that is consistent with channels often used 
to generate stories in which managers behavior is distorted by stock-market 
participation. 

•  This is not a claim that public listing is inefficient in some total welfare sense. 

Conclusion 
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•  FIN Conclusion 
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