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Entrepreneurial Shareholder Activism: Hedge Funds and Other Private Investors

ABSTRACT
We examine recent confrontational activism campaigns by hedge funds and other
private investors. The main parallels between the groups are a significantly positive
market reaction for the target firm around the initial Schedule 13D filing date,
significantly positive returns over the subsequent year, and the activist’s high
success rate in gaining its original objective. Further, both activists frequently gain
board representation through real or threatened proxy solicitations. Two major
differences are that hedge funds target more profitable firms than other activists,
and that hedge funds address cash flow agency costs whereas other private investors

change the target’s investment strategies.
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In this paper, we examine recent aggressive campaigns by entrepreneurial
shareholder activists. In the spirit of Pound (1992), we define an entrepreneurial activist
as an investor who buys a large stake in a publicly held corporation with the intention to
bring about change and thereby realize a profit on the investment.

We conduct our analyses on two samples of entrepreneurial activists. The
common feature of each group is that the investor is relatively free from the regulatory
controls of the Securities Act of 1933, the Securities Exchange Act of 1934, and most
notably the Investment Company Act of 1940. The first sample consists of 151 hedge
fund activist campaigns conducted primarily between 2003 and 2005. Hedge fund
activism has received widespread attention, both in the popular press and by legal and
financial scholars.' Our paper complements and extends these papers by examining the
determinants, methods, and consequences of hedge fund managers who undertake
confrontational activist campaigns. The second sample contains 154 other
entrepreneurial confrontational activist campaigns over the same time period. These
activists are composed primarily of individuals, private equity funds, venture capital
firms, and asset management groups for wealthy investors. Although these investor-
activists have generated widespread interest, there is little large-sample evidence on the
determinants or outcomes of these campaigns. Thus, our paper contributes to the recent
shareholder activism literature by examining this group alone and also by comparing
them to hedge fund activists.

We define the beginning of a confrontational activist campaign as the filing of an

initial SEC Schedule 13D in which the activist clearly professes in the “purpose”

! In the next section, we include a literature review of past shareholder activism, as well as current studies
on hedge fund activism. The articles on hedge fund activism we discuss include those by Brav et al.
(2007), Bratton (2007), and, Kahan and Rock (2007).
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statement of the filing its goal to redirect managements’ efforts. A Schedule 13D is
triggered after an investor directly or indirectly acquires the beneficial ownership of five
percent or higher of any equity security in a publicly traded firm with the stated intent of
influencing the firm’s policies. The redirections stated in the Schedule 13D purpose
statement include (but are not limited to) seeking seats on the company’s board, opposing
an existing merger or liquidation of the firm, pursuing strategic alternatives, or replacing
the CEO. We exclude 13D filings that are filed because the investor is “unwilling to give
up the option of affecting the firm” (Clifford (2007)), or if the investor states an interest
to work with or communicate with management on a regular basis. These restrictions
limit our analyses to activist campaigns that can be characterized as aggressive or
confrontational.

We find similarities and disparities between our samples of hedge fund and other
entrepreneurial activists. The three main parallels are market reaction to the activism, a
further significant increase in share price for the subsequent year, and the activist’s
success in gaining its original objective.

Hedge fund targets earn 10.2% average abnormal stock returns during the period
surrounding the initial Schedule 13D. Other activist targets experience a significantly
positive average abnormal return of 5.1% during the SEC filing window. These findings
suggest that the market, on average, believes activism creates shareholder value. Our
findings are consistent with those of Holderness and Sheehan (1985), which document
significant price increases for firms targeted by “notorious” corporate raiders of the late
1970s and early 1980s and also with those of Bethel, Liebeskind, and Opler’s (1998)
study, which show similar results for firms targeted by individuals, but not by corporate

or institutional large shareholders. The positive abnormal returns also are consistent with
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the work of Brav et al. (2007), who find positive market reactions for a comprehensive
sample of confrontational and non-confrontational hedge fund Schedule 13D filings.
Furthermore, our target abnormal returns do not dissipate in the one-year period
following the initial Schedule 13D. Instead, hedge fund targets earn an additional 11.4%
abnormal return during the subsequent year, and other activist targets have a 17.8%
abnormal return over the year following the activists’ interventions.

We also find that entrepreneurial activists experience great success in getting
existing management to acquiesce to their demands as articulated in the initial Schedule
13D. Hedge funds enjoy a success rate of 60%, and other entrepreneurial activists
accomplish their objectives 65% of the time. Moreover, ex ante, the market is able to
differentiate between overall successful and non-successful campaigns. For both groups
of activists, the abnormal return surrounding the initial Schedule 13D filing is
significantly higher for firms in which the activist gains its objective within one year,
when compared to those firms in which the activist is unsuccessful.

However, there are two striking differences between hedge fund and other
entrepreneurial activism: the two main differences are the types of companies each group
targets and the activists’ post-13D filing strategies.

Hedge fund activists target more profitable and financially healthy firms than
other entrepreneurial activists. Prior studies on activism almost always find that
shareholder activists are more likely to target poorly performing firms (e.g., Gordon and
Pound (1993), Bethel, Liebeskind, and Opler (1998), Faleye (2004), Becht et al. (2007)).
Our results suggest that other entrepreneurial activists employ a similar screening
mechanism to prior activists, but that hedge fund activists invest in a different subset of

companies.
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Given that the groups target firms with different characteristics, we expect and
find that hedge funds and other entrepreneurial activists dissimilarly redirect target firms.
Hedge funds appear to address the free cash flow problem, as articulated by Jensen
(1986). Under this theory, firms can reduce agency conflicts between managers and
shareholders by reducing excess cash on hand, and by obligating managers to make
continuous payouts in the form of increased dividends and interest payments to creditors.
Consistent with this view, hedge fund targets initially have higher levels of cash on hand
than do other entrepreneurial activist targets. In addition, hedge fund activists frequently
demand the target firm to buy back its own shares, cut the CEQO’s salary, or initiate
dividends, whereas other activists do not make these demands. Consequently, over the
fiscal year following the initial Schedule 13D, hedge fund targets, on average, double
their dividends, significantly increase their debt-to-assets ratio, and significantly decrease
their cash and short-term investments.

In contrast, other entrepreneurial activists appear to redirect the investment
strategies of their targeted firms. In their initial Schedule 13Ds, they most frequently
demand changes in the targets’ operating strategies. Consistent with these requests, when
comparing hedge fund and other entrepreneurial activist targets, we find significant
differences in changes in R&D and capital expenditures in the year following the 13D
filing, with the other entrepreneurial activist targets experiencing significant declines in
both parameters.

Finally, we ask how the activist achieves these results. Overall, we present
evidence that hedge fund and other entrepreneurial activists use the proxy solicitation
process to gain board representation within one year of the initial 13D filing. We note

that oftentimes the activist does not actually initiate a proxy fight, but instead, threatens a



proxy fight, which results in one or more board seats. These findings are inconsistent
with earlier evidence on shareholder activism, which finds limited use of the proxy
solicitation process as a weapon (e.g., Bebchuk (2005, 2007)).

The paper proceeds as follows. Section I traces the recent history of shareholder
activism and explains how the two samples fit the mold of a successful entrepreneurial
activist. Section II describes the activist data, including the firms activists target. Section
III examines the pre-13D filing market, financial, and discretionary spending
characteristics of the target firms. In section IV, we examine the market’s response to the
initial 13D filing by the hedge fund and other entrepreneurial activism. Sections V and
VI present the outcomes of the activists’ campaigns, both in terms of the activists
achieving their stated goals, and changes in firm characteristics for the one-year period

between the pre-and-post 13D filing dates. Section VII summarizes and concludes the

paper.

I. Shareholder Activism
A. The Entrepreneurial Activist: Hedge Funds, Venture Capital Funds, Private Equity
Funds, and Individual Investors
Hedge funds, asset management groups, private equity funds, and venture capital
funds fall under a similar investment umbrella. Broadly, they can be characterized as
classes of investments that are relatively free from the regulatory controls of the
Securities Act of 1933, the Securities Exchange Act of 1934, and most notably the

Investment Company Act of 1940.> They maintain their exemption from securities and

? They are not exempt, however, from filing SEC Form 13D or 13G when crossing the 5% threshold of
ownership or from filing an SEC Form 13F. The 13G filings are required for passive investors who acquire
at least a 5% interest in a publicly traded equity security. See Clifford (2007) for an examination of 13G
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mutual fund registration by limiting the number of investors and by allowing only
experienced investors with significantly high net worth.> The funds are almost always
organized as limited partnerships (LPs) or occasionally limited liability corporations
(LLCs) and are managed by a small group of highly incentivized managers who are free
from pay-for-performance restrictions imposed for mutual fund managers in the
Investment Advisors Act of 1940. For example, whereas Kahan and Rock (2007) report
that 97% of mutual funds charge investors a flat-rate fee based on the mutual fund’s
assets alone, a hedge fund manager’s compensation typically includes both a percentage
of invested funds and a percentage of the funds’ profits, usually 5-40% over zero percent
or the risk-free rate. Private Equity Intelligence Ltd. (2007) reports similar percentages
for private equity and venture capital funds.

The main difference among asset management groups, hedge funds, private equity
funds, and venture capital funds lies in their investment strategies. Private equity funds
tend to have large investments in a small number of private firms. Often, they invest in
publicly traded companies, subsequently taking them private. Venture capital funds
invest in start-up or young companies, usually with new technologies or products. Hedge
funds and asset management groups appear to be more eclectic investors and are more
difficult to define by their investment strategies. Individual investors are also immune
from most regulatory controls and generally are less-diversified investors.

Pound (1992) discusses the active, entrepreneurial investor, whom he describes as

an investor who buys stakes in publicly held corporations with the intention of bargaining

filings by hedge funds. A form 13F must be filed within 45 days after the end of March, June, September,
and December by all institutional managers who exercise investment discretion over $100 million or more
in total securities. The 13F lists the securities, the number of shares owned, and the market value of each
investment. It does not contain any indication of investment purpose.

3 The investments are organized as "3(c)(1)" or "3(c)(7)" funds, referring to exemptions from mutual fund
registration. Funds organized as 3(c)(1) funds are limited to 99 "accredited" investors. Section 3(c)(7) funds
may have up to 499 "qualified" investors, but the net worth requirement is higher.
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with management to bring about productive change and thereby realize profits on his
investments (p. 7). He reviews the history of entrepreneurial investors from the mid-
1800s on and concludes there are several primary characteristics that distinguish
successful activists from passive investors or unsuccessful activists.

Many of these characteristics are consistent with those described above for our
hedge fund and other entrepreneurial investor samples. First, as articulated by Pound,
entrepreneurial investors are independent from corporate and financial power structures.
This independence allows them to take positions without fear of economic or political
reprisals.

Second, activists operate through small entities, for example investment
partnerships. This trait also minimizes their economic and political risks from their
actions, thereby giving the general partners a great deal of control over their investment
strategies.

Third, the entrepreneurial activist is relatively undiversified and can risk a
relatively large proportion of its wealth on individual ventures. Individual investors,
hedge funds, asset management groups, private equity funds, and venture capital funds
are wholly unrestricted in how they can invest in terms of diversification, illiquid assets,
short-selling, and leverage. The funds need not have sufficient capital to cover
redemptions and can restrict investors from exiting their funds. Furthermore, because the
underlying investors are relatively wealthy, the activists have the financial resources to
absorb large financial losses.

In addition to Pound’s (1992) list, we note that our activists are not required to
disclose their investment strategies, short-selling positions, or leverage ratios. One

ramification of these disclosure exemptions is that they have used the stock-lending



(Christoffersen et al. (2007)) or derivative markets (Hu and Black (2007)) to acquire
voting rights without owning a long position in the company’s underlying stock. Thus,
an activist can build up voting rights in a target company to buttress a threat of an
impending proxy fight. Moreover, we argue that the pay-for-performance compensation
structure described above for fund managers is consistent with them pursuing
confrontational activism if they believe this activism results in meaningful increases in

the target’s share price.

B. Prior Waves of Shareholder Activism

We trace shareholder activism over the past 30 years to allow comparisons
between current and former waves of activism. Specifically, we discuss previous studies
on the corporate raider, the large non-hedge fund blockholder, the institutional
shareholder, and the hedge fund activist.”

Holderness and Sheehan (1985) and Walsh and Kosnik (1993) examine firms
targeted by a handful of “corporate raiders” during the 1977 t01983 period.” In many
respects, these raiders fit Pound’s (1992) profile of the entrepreneurial activist. Most
germane, their often confrontational methods closely resemble those used by the
managers and individual activists we examine in this paper. Collectively, Holderness and
Sheehan (1985) and Walsh and Kosnik (1993) find that, although the stock market
reacted positively to the public revelation of the raider’s existence, there is little to no
evidence that the raider influenced the firm beyond, in several cases, subsequently
privately buying out the raider at a profit to the raider. In particular, neither paper

documents increased rates of board or top management turnover, nor an increased

* See Gillan and Starks (2007) for an excellent and comprehensive review of shareholder activism.
5 These raiders include Carl Icahn, Irwin Jacobs, Carl Lindner, David Murdock and Victor Posner.
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tendency for the targeted firm to be taken over or reorganized. In addition, Walsh and
Kosnik (1993) report no association between prior firm performance and whether a firm
is targeted by the raider.

Concurrently and following the corporate raider (1978 to 1989) is the large non-
hedge fund blockholder.® These large sharecholders include individuals, corporations and
financial institutions. Generally, a firm’s stock price increases around the 13D filing date
that identifies a new blockholder, indicating that the market interprets this event as value-
increasing. The positive abnormal stock returns occur whether the block is bought on the
open market (e.g., Mikkelson and Ruback (1985), Shome and Singh (1995)) or through a
negotiated transaction with the firm or a single shareholder of the firm (e.g., Barclay and
Holderness (1989, 1991)).

Shleifer and Vishny (1986) theoretically examine the positive monitoring effects
of a large shareholder. They predict that the presence of a large shareholder increases (1)
the probability of a takeover (either by the blockholder or a third party) and (2) the target
firm’s future earnings over time. Shleifer and Vishny primarily envision the blockholder
as achieving its goals through non-confrontational means. For example, they predict that
it is not in the large-shareholder’s economic interests to pursue a proxy fight to achieve
board representation or a successful takeover. In defense of the latter prediction, Shleifer
and Vishny cite Dodd and Warner (1983), who report only 71 proxy contests over a 17-

year period and a success rate of just 25%. Bebchuk (2005, 2007), using more recent

® With the exception of Bethel, Liebeskind, and Opler (1998), the studies we cite below combine individual
and corporate activists into their samples. Bethel, Liebeskind, and Opler (1998) divide their sample into
activists (individuals who currently announce their intention to influence firm policies or in the past have
done so), financial investors (banks, pension funds, mutual funds, and individuals who do not adopt a
public activist position), and strategic investors (nonfinancial investors, mainly companies). In addition, all
of the studies, Bethel, Liebeskind, and Opler included, combine confrontational and non-confrontational
activism.

9



data, comes to similar conclusions with regard to a shareholder’s success in replacing
sitting members of boards of directors.

The empirical literature on large blockholders both supports and refutes Shleifer
and Vishny’s (1986) conjectures. Barclay and Holderness (1991) find a positive
correlation between the advent of an outside blockholder and the probability of a future
takeover of the target over the 1978 to 1982 sample period. In contrast, Bethel,
Liebeskind, and Opler (1998) report a reduction in merger activity in the period after the
activist investor stock purchase for their sample of targets from 1980 through 1989. This
drop in M&A activity might be a reflection of the overall decline in hostile or contested
M&A activity that Holmstrom and Kaplan (2001) and Pound (1992) document for the
post-1987 period.” In addition, Barclay and Holderness (1991) find that the reported
positive abnormal returns surrounding the 13D filing are more likely only if the targeted
firm is subsequently acquired either by the blockholder (usually a corporation) or a third
party. As further evidence, they report that the original increase in stock price around the
13D dissipates within the first year after the filing if the firm is not subsequently
acquired, whereas the abnormal return increases further if the firm is acquired within the
first year. Thus, these blockholder studies envision the activist as a conduit to an
eventual takeover.

Two studies measure changes in the target firms’ future earnings. Bethel,
Liebeskind, and Opler (1998) find a modest increase in the target’s ROA the second and

third year after a blockholder—activist targets a firm (both changes around 1% each year),

7 There are many reasons for this drop in M&A activity, including the rise of takeover defenses and state
takeover laws, along with the decline in the high-yield bond market following the demise of Drexel
Burnham Lambert in 1987.
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but report no changes in firm performance for corporate or institutional blockholders.®
Shome and Singh (1995) report a 3.83% increase in operating income/total assets
between years —3 and +2, but do not show which part of the increase occurs before and
after the block purchase.

Beginning in the mid-1980s, financial institutions, most commonly pension funds
and mutual funds, began a wave of non-confrontational shareholder activism. First, using
Rule 14a-8, they tried to prod firms to make changes to their corporate governance and
anti-takeover provisions by introducing shareholder proposals at annual corporate
meetings. By and large, these proposals were unsuccessful and were met with
indifference by the market (e.g., Gordon and Pound (1993), John and Klein (1994),
Wahal (1996), Del Guercio and Hawkins (1999), Gillan and Starks (2000)). Second,
large pension funds, for example TIAA-CREF (Carleton et al. (1998) and CalPERS
(Smith (1996, Barber (2006)), tried to engage firms through private negotiations or other
relational investing techniques to influence corporate policies. These campaigns too had
little impact on future firm performance or current stock price.

The main explanations offered by financial and legal scholars for these findings
are that political costs and regulatory barriers exist that prevent mutual funds and pension
funds from being entrepreneurial activists. Romano (2001), Woidtke (2002), Davis and
Kim (2007), and Kahan and Rock (2007) analyze conflicts of interest that mutual funds
and public pension funds face in voting against management. Black (1990, 1998)

describes regulatory constraints that inhibit mutual funds from engaging in

8 Bethel, Liebeskind, and Opler (1998) attribute this result to the activist influencing the firm to be more
focused, i.e., less diversified following the initial stock purchase. However, it should be noted that their
sample is for Fortune 500 firms in the 1980s, when investors viewed the issue of companies being overly
diversified as value-decreasing (e.g., Berger and Ofek (1995)).
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confrontational activism, including rules on maintaining liquidity, holding large blocks of
any one company, and insider trading.

The most recent type of shareholder activism that has been examined is by the
hedge fund activist. Bratton (2007), Briggs (2007), and Kahan and Rock (2007) present
anecdotal data on hedge fund activism in the United States. These papers give interesting
and often illuminating examples of the types of successful activist campaigns of hedge
funds over the past few years. Becht et al. (2007) conduct a clinical study on one large
UK pension fund, the Hermes UK Focus Fund, the pension fund of British Telecom.
They find that this fund primarily targets poorly performing companies, but, contrary to
most other blockholder studies, find a significantly negative abnormal return of —3.7%
over a [-5,+5] window surrounding the notification by the Hermes Fund of their original
stakehold in their UK companies.” They also document the fund’s capacity to make
significant changes to its target firms, most notably board changes and asset
restructurings. One major difference between their study and ours is that Becht et al.
describe almost all of the interactions between the Hermes fund and its target firms as
non-confrontational, although they note that the fund uses the threat of calling a special
or extraordinary shareholder meeting to vote on a shareholder proposal as a potent
weapon toward achieving its goals.

Brav et al. (2007) analyze 888 events in the United States by 131 activist hedge
funds from 2001 through 2005. Their larger sample size can be attributed to including
both confrontational and non-confrontational activist events, to containing some events in
which the hedge fund activist owns less than five percent of the target’s shares, and their

longer time period. Despite these differences, many of our findings for hedge fund

? Under UK company law disclosure rules, all investments exceeding a 3% threshold must be disclosed.
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targets are consistent with their paper; for example both report significantly positive price
reactions around the initial 13D filing dates. However, there are several divergent results
between the two studies, which might be due to the differences in sample selection.'
Most notably, we report a decrease in operating performance and an increase in leverage
for the target firm in the year following the Schedule 13D, whereas Brav et al. (2007)

find an increase in operating performance and no such change in debt."'

I1. Sample Selection and Data Description

A. Selection Criteria

We initially examine Schedule 13D and 13D/A filings between January 1, 2003
and December 31, 2005. Investors are required to file a schedule 13D with the SEC
within 10 days after acquiring more than five percent of any publicly traded equity
security class with the intent of influencing the firm’s management.'> A Schedule 13D/A
is an amended filing by the same investor for the same firm and is filed subsequent to the
original Schedule 13D. Because we are interested in examining first filings only, we
trace these 13D/A schedules backwards in time to find the first event in time.

In either filing, the investor identifies name, background (including any criminal
convictions within the last five years), number and type of shares purchased, the

percentage of the class of equity owned, and the purpose of the transaction. For the

' Boyson and Mooradian (2007), for example, find that the post-intervention changes in performance and
cash holdings are related to whether the hedge fund practices a more or less aggressive activism.

' Clifford (2007) examines 13D and 13G filings by hedge funds from 1998-2005. He includes all blocks
purchased by 197 hedge funds. Similar to Brav et al. (2007) and our paper, Clifford (2007) finds a
significant positive price reaction around the initial 13D filing date.

12 Specifically, Rule 13d-1(a) states that “Any person who, after acquiring directly or indirectly the
beneficial ownership of any equity security of a class which is specified in paragraph (i) of this section, is
directly or indirectly the beneficial owner of more than five percent of the class shall, within 10 days after
the acquisition, file with the Commission a statement containing the information required by Schedule
13D.” Rule 13d-2(b) further states that the investor could file a Schedule 13G if “such person has acquired
such securities in the ordinary course of his business and not with the purpose nor with the effect of
changing or influencing the control of the issuer...”
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hedge fund sample, we select only those transactions in which (1) the investments are in a
U.S. publicly traded firm, (2) are purchased by a hedge fund or hedge fund manager, and
(3) present an activist agenda in its purpose statement. For the other entrepreneurial
activist sample, we use criteria (1) and (3), but select only those transactions that are
purchased by individuals, venture capital firms, or private equity or asset management
groups that invest for wealthy investors. Most importantly, we eliminate all activists that
are required to file under the Investment Company Act of 1940 or the 1934 SEC Act,
most notably mutual funds and corporations (both U.S. and foreign). The one exception
is GAMCO, formerly known as Gabelli Asset Management, a publicly traded fund.

Since there is no institutional or regulatory definition of a hedge, private equity,
or venture capital fund, we rely on several sources to verify the blockholder’s
classification. These include the funds’ Internet web sites, investor journals, Factiva, and
newspaper and magazine articles to determine if the filer is recognized as being a hedge
or other type of fund. We use these sources to determine if the individual investors in our
other entrepreneurial activist sample are investing for themselves (or him/herself if a solo
investor) or are acting on a different entity’s account. We also rely on the information in
the 13D filing itself to help us decide the identity of the actual investor. When in doubt,
we eliminate the filing, a rare event. We recognize that this search process may be
imperfect, but we are confident that we correctly classify almost all (if not all) of our

nvestors.

B. Descriptive Data
Table I describes the composition of the two samples of activist—target pairs. As

Panel A shows, the hedge fund sample consists of 101 activists and 151 target events.
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The sample of other entrepreneurial activists consists of 134 investors and 154 target
events. These activists fall into several categories: 58 are individual investors; 8 are ex-
officers of the targeted firm; 38 are investment advisors to wealthy investors; 16 are
private asset management firms; 9 are private equity funds; the remaining 5 are venture
capital firms. We note that, although each sample contains roughly the same number of
targets, hedge funds tend to be repeat activists when compared to the other activists in the
sample. Twenty-four of the 101 hedge funds targeted two or more companies over our
time period, with two, Steel Partners II and Carl Icahn’s Hedge Fund, taking activist
positions in eight or more firms. In contrast, only 12 of the 134 other entrepreneurial
activists targeted more than one company, with only one investor, Gabelli Asset
Management, engaging in a confrontational activist campaign against more than three
firms.

[Place Table I near here]

As Panel B illustrates, most activists filed their original Schedule 13D from 2003
through 2005. We find, however, a few examples of long-term activism. Carl Icahn’s
hedge fund filed its first Schedule 13D on National Energy Group in 1995, and Steel
Partners 11 filed its first Schedule 13D on Ronson in 1998. Gabelli Asset Management
originally invested in Liberty Corporation in 1998, and the Aokis began their activist
campaign against Benihana (of which Rocky Aoki was the founder) in 1998.

In terms of trading venue, Panel C shows that hedge funds and other
entrepreneurial activists invest in firms trading in a variety of markets, including the OTC
bulletin board and the pink sheets. In addition, examination of whether these firms are in

the S&P 500 Index reveals (not tabulated) that only ten (seven) hedge fund targets (other
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entrepreneurial activist targets) were part of this Index. Thus, entrepreneurial activists
tend to target relatively smaller companies.

We also tabulate the target firms’ industries. = The hedge fund (other
entrepreneurial activist) targets hail from 36 (42) of the 48 Fama and French (1997)
industry classifications. As Panel D shows, only two industries yield at least ten firms for
the hedge fund sample—business services with 29 firms and pharmaceutical products with
ten firms. The top two industries in which other entrepreneurial activists invest are
restaurants, hotels, and motels with 19 firms and banking with 17 firms.

Panel E presents the primary reasons stated in the original 13D filing for the
investment under Item 4: “Purpose of Transaction.” For the hedge fund sample, the most
frequently stated purpose is to change the board’s composition (41 filings), with the
hedge fund manager usually asking to fill one or more seats. Pursuing alternative
strategic goals is the second most frequently found reason, accounting for 29 filings.
Opposing a merger (18) or supporting a merger (16) are common goals, as is the threat
that the hedge fund would like to take over the firm in the future (12). In contrast, other
activists are less concerned with merger and acquisition activity, but instead are more
interested in steering the firm toward alternative strategic goals (40), buying the target
firm themselves (24), or becoming more active investors (10). We note, however, that,
similar to hedge funds, other activists frequently demand changes in the composition of
board of directors (35). To determine if the differences in purpose statements are
statistically significant, we use a y” test of independence for the 13 groups. The x* value
is 26.8 (P < 0.01); hence, we reject the null hypothesis that hedge fund activists and other

entrepreneurial activists make a similar set of demands in their purpose statements.

C. Examples of Hedge Fund and Other Entrepreneurial Activism
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In this sub-section, we describe two confrontational campaigns to allow the reader
to understand what is presented in the purpose statement and how these campaigns
progress over time. The first example is a hedge fund that uses the 13D filing process to
publicly wage its fight against the target firm. The second example is a venture capital

fund that tried but failed to take over its target firm.

C1.1 Pirate Capital (a hedge fund) and Cornell Companies, Inc.

On June 23, 2004, Pirate Capital (Pirate) filed a Schedule 13D indicating that it
owned 5.2% of Cornell Companies, Inc. (Cornell). In the purpose statement, Pirate
wrote:

“Pirate Capital LLC... may make proposals to the board of directors, seek to change

the composition of and/or seek representation on the board of directors and/or solicit

proxies or written consents from other shareholders of the Issuer.”

We consider this to be a confrontational activist filing and classify the purpose
statement as indicating that the hedge fund wishes to gain board representation.

Between July 9, 2004 and August 11, 2005, Pirate filed 12 subsequent 13D/A filings.
The overall purposes of these filings were to disclose additional holdings in the firm
(which peaks at 14.8%) and to make further demands on the company.

- July 12, 2004 (second filing): includes a letter to the CEO and Chairman Harry
Phillips and to Cornell’s Board of Directors in which they request a complete list of
shareholders and state that they “are prepared to take every step necessary to maximize
our investment including the removal of directors at the next annual meeting.”

- August 5, 2004 (third filing): includes another letter that proposes a special meeting

of shareholders to vote on whether the sale of the company should be explored. In this
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letter, they ask: “How many failures will it take for you to actually start protecting the
interests of shareholders?”

- August 25, 2004 (fourth filing) and August 31, 2004 (fifth filing): enclose letters to
the Board and to Mr. Phillips, respectively, asking Cornell to immediately remove Mr.
Phillips as Chairman of the Board and CEO.

By October 2004, Pirate Capital owned 11.8% of Cornell’s shares and Mr. Phillips
had resigned as CEO of the firm.

- November 5, 2004 (seventh filing): submit a plan to the Board for Mr. Phillips and
another director to resign from the Board and for Pirate to be given these two seats.

- January 31, 2005 (ninth filing): intends to run its own slate of board nominees at the
next annual meeting.

- February 24, 2005 (tenth filing): intends to commence a proxy fight.

- April 5, 2005 (11" filing): files a preliminary proxy statement with the SEC with
respect to the director slate.

The 12" filing, dated May 17, 2005, discusses a letter of agreement between Pirate
and Cornell, in which Cornell agrees to nominate seven Pirate Capital candidates (and
two other candidates) to the Board and to reimburse Pirate for up to $750,000 in its proxy
solicitation costs. In the last filing, dated August 11, 2005, it is revealed that the head of

Pirate, Thomas Hudson, assumed the lead directorship of Cornell.

C1.2 Columbia Ventures Corporation (a venture capital fund) and International
Aluminum Corporation
On June 5, 2000, Columbia Ventures Corporation (Columbia) filed a Schedule

13D in which they disclose they own a 6.4% stake in International Aluminum
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Corporation. In their purpose statement, they propose a transaction in which they will
acquire all of the outstanding common stock of International Aluminum for $18.25. The
filing also contains a letter to the target’s Board of Directors in which they “noted with
disappointment the significant operating difficulties which have been reported recently”
as well as the “severe decline in the share price over the last several months.” The letter
reiterates their desire to purchase the firm.

From Factiva, we find that on June 16, 2000, the firm rejected the takeover offer.
However, on October 16, 2000, it is reported in the press that Kenneth D. Peterson, Jr.,
the CEO of Columbia, was elected to serve on the company’s Board of Directors.

On June 12, 2002, Columbia filed a Schedule 13D in which they make another
unsolicited offer to acquire 100% of International Aluminum’s common stock. On July
5, 2004, a Schedule 13D/A reveals that Columbia has reduced its position in International
Aluminum to under 5%.

International Aluminum remained a publicly traded company on the NYSE until
April 2, 2007, when it was acquired by Genstar Capital LLC, a private equity firm for

$53.00 a share.

I11. Properties of Targeted Firms Prior to 13D Filing Dates
What type of companies do entrepreneurial activists target? To address this
research issue, we examine the characteristics of hedge fund and other entrepreneurial
activist targets. We make two comparisons. First, for each class of activist, we compare
the properties of the target firms (for the year before they are targeted) to a matched
sample of firms, where each target firm is matched with another firm by industry, size

and book-to-market ratio. Our matching algorithm is the following: For each firm, we
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choose the ten closest firms in revenues (five above and five below) from all firms in the
same Fama-French (1997) 48 industry classification. From these ten possible matches,
we choose the one firm with the closest book-to-market ratio. Second, we compare
hedge fund targets to other entrepreneurial activist targets. This allows us to see if each
group invests in firms with similar or different characteristics. In section A, we present
univariate tests on means and median values. In section B, we use logistic and probit

models to identify the partial effects of all covariates.

A. Summary Statistics and Univariate Tests

Table II presents summary statistics. To give the reader a flavor of how the
sample firms compare to their respective control samples, we show their means
(medians) side-by-side. Columns (1) and (2) present the hedge fund targets and its
control group, respectively. Columns (3) and (4) show the other entrepreneurial activist
targets and its control group, respectively. Columns (1) and (3) also present significance
levels testing for differences between the means (medians) between sample and control
firms. Column (5) shows the t-statistic and the Z-statistic testing for differences between
hedge fund target and other entrepreneurial activist target means and medians. For all
tests, the t-statistics are for differences in means, assuming unequal variances between
samples. The Z-statistic is from a Wilcoxon signed rank test, which does not require the
assumption that the populations are normally distributed.

[Place Table II near here]

The first attribute we examine is firm performance. The firm’s abnormal stock

return is the difference between its buy-and-hold return from one year prior to the 13D
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filing date to 30 trading days before the date and the buy-and-hold return for the same
time period on the Fama-French 5 size-matched portfolio."> As Table II shows, hedge
funds target good-performing firms, as evidenced by its prior one-year mean abnormal
return for the hedge fund targets of 12.3%. Furthermore, when we compare this return to
the control sample’s mean abnormal return of 8.1%, we find that the 4.2% difference is
statistically significant at 0.01 level. In contrast, other entrepreneurial activist targets
earn an average abnormal return of 2.8%, which is significantly less than its control
group’s mean abnormal return of 5.6% (P < 0.05). Testing for differences in the mean
abnormal return between hedge fund and other activist targets yields a t-statistic of 1.74,
suggesting that hedge fund activists target firms that perform better than those targeted by
other entrepreneurial activists. Median values produce similar conclusions.

Table II also presents three measures of prior-period accounting profitability and
financial health: return on assets, defined as EBITDA/Assets, cash flows from operations
(CFO), defined as CFO/Assets, and Altman’s (1968) Z-score. These metrics are
calculated over the one-year data ending on the fiscal year preceding the 13D filing

14

date.” We present both raw and industry-adjusted metrics; the latter is defined as the

difference between the firm’s measure and the industry’s median measure (Shah (1994)).

" We winsorize extreme observations by setting the values in the bottom and top one percent to the values
of the 1% and 99™ percentiles to present more meaningful mean statistics. For each activist sample, there are
two observations below the 1% percentile and two observations above the 99™ percentile, respectively. As a
sensitivity check to this process, we redo the analyses after dropping these extreme observations. The
empirical results with the smaller samples are qualitatively the same, and therefore we do not include them.
We employ the same winsorzing process for all variables throughout the analyses and include these results
only.

' Compustat data are used for these and the other measures presented in Table 2. Nine hedge fund targets
and 12 other entrepreneurial activist targets trade on the pink sheets and are excluded because they are
exempt from filing financial statements with the SEC. Missing data further reduces our sample to 134
hedge fund and 139 other activist targets.  For accounting flow data, i.e., EBITDA, CFO, Capital
Expenditures, Research and Development (R&D) expenditures, we divide by mean assets, the latter defined
as the average of beginning and ending total assets. For accounting balances, i.e., Cash, Short-term
Investments, and Debt, we divide by total assets at fiscal year end preceding the 13D filing date.
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Consistent with the market return data, hedge funds target firms with positive
earnings, i.e., its mean EBITDA/Assets is 0.062, and positive cash flows from operations,
as evidenced by the average CFO/Assets ratio of 0.033."> When compared to its sample
of control firms, hedge fund targets have significantly higher earnings, but similar cash
flows from operations. Despite the fact that several hedge funds describe their
investment strategies as investing in struggling or distressed companies (e.g., Contrarian
Capital Management, Schultze Asset Management), the average Altman’s Z-score, a
predictor of bankruptcy, is 2.47, well above the predictive level of bankruptcy. Other
entrepreneurial activist targets have similar EDITDA and CFO to its control sample, but
have significantly lower Altman Z-scores (P < 0.05). More significantly, perhaps, when
we compare hedge fund targets to other activist targets, we find that hedge fund targets
have significantly higher EBITDA/Assets and Z-scores than other entrepreneurial activist
targets. We note that raw and industry-adjusted performance measures yield similar
results. Thus, whether we examine stock returns or accounting data, we conclude that
hedge fund activists, on average, target better-performing firms than do other
entrepreneurial activists.

These findings make an interesting comparison to those reported by Bethel,
Liebeskind, and Opler (1998), who find that between 1980 and 1989, activist investors
were more likely to purchase large blocks of shares in firms with relatively low
EBITDA/Assets.  Our results support their findings when we focus on other
entrepreneurial activists, but are in contrast when we examine hedge fund activists.

Furthermore, our hedge fund target market returns contrast those reported by Becht et al.

"> As a sensitivity check, we also divide EBITDA by revenues, and by assets net of cash and short-term
investments. Our results with these two specifications are qualitatively the same as those reported in
Tables 2 and 8. For brevity, we do not report these numbers in the tables.
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(2007) for the Hermes UK Focus Fund; they find that more than 40% of Hermes’ targets
are in the bottom quintile of performance in the six months prior to this fund’s initial
investment. They also differ from Barclay and Holderness (1991), who report negative
market- and industry-adjusted returns for the three-year period (to day —40) for 106
negotiated block trades between 1978 and 1982.

Table II also presents data on discretionary spending items, for example, capital
expenditures, research and development (R&D) expenditures, and dividends paid to
common shareholders. We find no qualitative differences between either activist group
and its control sample. Moreover, hedge fund targets and other entrepreneurial activist
targets have similar discretionary spending ratios. Thus, these activists are neither more
nor less apt to target firms with above-or-below average spending on investments or
dividends paid to common shareholders.

We next examine prior-period cash holdings and debt-to-asset ratios. It has been
argued in the financial press that hedge fund activists target firms to extract excess cash
from them, either in terms of stock repurchases or increased stock dividends (Eisinger
(2005), Wynn (2005)). This claim is analogous to Jensen’s (1986) discussion of agency
costs between s