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Executive summary 
Hedge fund activism is a rather new alternative investment vehicle, which has had a large and growing impact 

on investing and how public firms are managed by their way of holding firms more accountable to shareholders. 

Activism by large institutional shareholders has been a part of the U.S. landscape for over a decade, long 

enough to assess whether it affects firm performance. Hedge fund activist investing was once the province of 

corporate raiders but has developed into an accepted hedge fund strategy. By often acquiring an influential 

stake in public firms that are perceived undervalued upon intervention, hedge fund activists create their own 

facilitator for share appreciation. The activist mind-set is a hypersensitive focus on shareholder value creation. 
 

This paper addresses the creation of shareholder value by carrying out extensive investigation to measure the 

short- and long-term value effect of intervention from hedge fund activists on the shareholder value of target 

firms. In doing so, this paper applies the event study methodology. Next, in order to address possible value 

driving target firm-specific characteristics and investment objectives associated with intervention, this paper 

decomposes its analyses into greater detail, analyzes target firm financial statements in the following and 

conducts cross-sectional analyses to arrive at a more robust conclusion. In addition, this paper examines 

possible procyclical effects of shareholder activism by measuring the short- and long-term value effect of 

intervention from hedge fund activists during economic turmoil and prosperity.  
 

The results of this paper firstly reject the myopic claim of short-term value creation at the expense of long-

term shareholder value from the positive abnormal returns generated by both the short- and long-term 

preliminary results. The analysis of systematic behavior in target firms in the investment decision making of 

hedge fund activists showed that there are clear patterns in terms of target firms key figures that hedge fund 

activists use in order to spot potential targets with room for improvement. Subsequently, the short-term return 

shows that shareholder value is created through all sample periods and that certain investment objectives are 

value drivers to a greater extent than others. The investment objectives decomposed into economic cycles 

shows a great deal of dispersion among the results. In the long-term, shareholder value is created through 

multiple estimation models, however, the results from the sample period and investment objective analyses 

indicate greater dispersion and less statistical significant results thus making the preliminary rejection of the 

myopic claim less robust. Overcoming the less robustness, the analysis of target firm characteristics in the 

years following intervention and the cross-sectional analyses provide results that mitigate some of the 

uncertainty surrounding this claim by providing further evidence in rejecting it.  
 

This paper contributes to the field by including a prolonged period containing two periods of turmoil and three 

periods of prosperity and additionally by carrying out a more comprehensive study of hedge fund activism. 

One way this paper differentiates itself is by its great level of scrutiny in the examination of investment 

objectives.   
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Introduction 
Through the 1980s, an increasing isolation of the board from outside sources was formed by unfavorable 

economic conditions, anti-takeover situations, and from aggressive defenses to hostile takeovers, suggesting 

that institutional investor activism did not live up to the expectations. Through the following decade, other 

institutional investors such as pension and mutual funds became more active, which provided new hope for 

the shareholder activism phenomenon. However, given the fact that these institutions are not activists per se, 

they were troubled with a conflict of interest and thus proved to be a disappointment. Leveraging on the 

disappointments, activist hedge funds have risen spectacularly and reinvigorated institutional investor activism.  

 

From the first sporadic signs of hedge fund activists in the 1990s, shareholder activism has intensified in terms 

of volume and popularity. No development has influenced firms’ strategic and financial decision-making as 

profoundly as the surge in shareholder activism. The impact of hedge fund activists in the US is apparent from 

the rapid development in activist hedge funds, growing from below 20 in 1995 to a high of almost 180 in 2007.  
 

“We invest generally in very good companies that have lost their way. And with better 
management, enormous value can be created.”  
William Ackmann, Founder and CEO at Pershing Square Capital Management 

 

Over the past two decades, shareholder activism has evolved from an ambiguous, frequently criticized strategy 

to a conventional form if investing that is increasingly regarded for its high-return potential and the numerous 

change-creating tools and skills at its disposal. The term shareholder activism has become ubiquitous for what 

in reality is an extremely wide spectrum of investor activity. Shareholder activism is playing a vital role in 

today’s well-functioning capital markets by their way of holding firms more accountable to shareholders. 

While other hedge fund categories may affect companies’ stock prices over time, activist funds seek a direct 

impact on the day-to-day management decisions of the companies they target.  

 

The structure of this paper is as follows: 

- Section I will define shareholder activism, introduce hedge funds as activists as well as map the nature 

and evolution of the hedge fund activist phenomenon.  

- Section II will introduce the theoretical foundation of hedge funds by assessing the most important 

theories. The four theories assessed are the governance framework, the principal-agent theory, the 

adaptive market hypothesis, and the factor theory. 

- Section III focuses on the theoretical framework of shareholder activism by identifying investment 

objectives as well as tactics and methods for exercising activism. Two case studies will be included to 

show this framework in practice. In ending, this section will model shareholder activism, which will 
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clarify when offensive activism is likely to be valuable from the point of view of a hedge fund and 

thus understand their business model. 

- Section IV, V and VI will cover literature review, research methodology and the collection and 

sample of data. In addition, some analysis will be conducted with regards to the methodology. 

- Section VII carries out an analysis of target firm characteristics on different levels by observing what 

constitutes a likely target and if some systematic behaviors are more profitable than other. 

- Section VIII analyzes shareholder value creation through extensive analyses on economic cycles and 

investment objectives during both short- and long-term. In addition, cross sectional analyses are 

carried out, quantifying whether any investment objectives are associated with any abnormal return 

by controlling for certain firm characteristics. 

- Section IX provides a full conclusion on the findings of this paper. 

- Section X leverages on the previous sections to provide an exploration of topics that could be subject 

to further investigation as well as broad predictions about the future of activism. 
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Differentiation from existing research 
The purpose of this paper is to generate new knowledge and to validate existing knowledge based on multiple 

theories within hedge fund activism. In doing so, this paper has chosen to study a period of time exceeding 

that of any existing literature on the topic allowing this paper to analyze the shareholder value creation over 

two economic crises. Distinguishing itself from the existing research including two crises, the time period 

applied by this paper includes two years prior to the dot-com crisis and additional years following the financial 

crisis, which should generate sturdier results.  

 

In order to reveal any systematic behavior from hedge funds in terms of characteristics in financial statements 

and key figures, this paper validates existing knowledge by analyzing the key figures on a general level against 

the market. Additionally, this paper brings new knowledge by revealing systematic behavior across different 

industries and across periods of time, which provides a much more comprehensive study and much sturdier 

results in terms of any potential systematic behavior exhibited by activist hedge funds.  

 

The analyses of this paper are carried out on an exhaustive level by analyzing the creation of shareholder value 

in terms of both different periods of time as well as across different investment objectives stated, which 

validates existing knowledge. However, analyzing the creation of shareholder value across both investment 

objectives and economic cycles at the same time is bringing new knowledge to the topic. In addition, this paper 

supports its results from the long-term analysis of shareholder value creation by thoroughly analyzing the 

financial statements and 12 key figures of target firms two and three years following its intervention, which 

contributes to the field by identifying any systematic patterns in the key actionable figures.  

 

Lastly, very few papers have analyzed cross-sectional data, which allows this paper to bring additional 

knowledge into the field by carrying out these analyses for both the short- and long-term aspects of shareholder 

value creation. 

Problem statement  
The research question is the core of this paper and will continue to serve as guidance for the methodology, 

empirical study and the analyses conducted on the data gathering and final sample. Moreover, the aim of 

this paper is to provide a comprehensive answer to this question. In order to do so, the research question stated 

must be specific, measurable and relevant. As a result, this paper formulates the following research question:  
 

 Do activist interventions from hedge funds create shareholder value?  
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The fundamental question for hedge fund activism is whether it achieves the stated goal of creating value for 

shareholders. This paper addresses this question by examining both short-term stock returns around the 

announcement of an activist intervention as well as subsequent long-term returns. This analysis addresses how 

the stock market perceives the effect of hedge fund activism on shareholder value ex ante and whether the 

long-run measures are consistent with the market’s perception.    

  

This gives rise to the following sub-questions:  

- Do hedge fund activists live up to the myopic claim of harming shareholders in the long term but 

provide short-term benefits by pumping up the short-term stock price?   

- Based on target firm characteristics, are there any systematic behaviors in the decision making of 

hedge fund activists in relation to acquiring stakes in a company?  

- What investment objectives create the most value for shareholders?  

- Are there any signs of a procyclical nature of hedge fund activism linked with an effect on the financial 

figures and returns generated in target firms?  

Delimitations 
The authors preset certain delimitations in order to prevent that the scope of this paper becomes too broad. 

Along the process, delimitations are added, which facilitate a more precise answer to the problem statement. 

In the beginning of the process, the first major delimitation of this paper is to keep focus on the U.S hedge 

fund activist market only. It is chosen due to hedge fund activism originating from the U.S. as well as the scope 

of the investment objectives were more accessible through 13D filing.  

 

Along the process, this paper decides to refrain from defining whether an investment objective was successful 

implemented and if the approach was friendly versus hostile. The rationale behind this is that it is too vague 

to define since many factors can be unobservable and be interpreted differently. Some scholars within this area 

of expertise even explain thoroughly why it can be considered as difficult and lead to biased conclusions 

(Bratton, 2007).  

 

The paper’s focus is on the value creation of the target firms and thus primarily how the capital markets 

perceive an intervention from a hedge fund activist. Therefore, the value creation is not entirely from the hedge 

fund activist point of view even though it is mentioned in the perspective section as an interesting topic of 

further investigation. Further delimitations of this paper are explained throughout the paper due to its 

specificity nature of that given delimitation and as a part of the selected methods. 
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Finally, this topic of hedge fund activism and the scope of this paper are centralized within the subject of 

Corporate Finance and to certain degrees in the related subjects such as Corporate Governance, Strategy and 

Econometrics. This paper has not emphasized any macroeconomic models or any specific theories within this 

topic, but merely mentioned and applied periods characterized by prosperity and turmoil. 

I. Shareholder activism and its evolution 

Definition of shareholder activism and its motives 
Shareholder activism is, in essence, like any other type of investing in which investors are excited by a 

perceived underperforming firm. Passive investment, the most traditional form of investing, is about 

identifying an underperforming stock, enter into a long position and hold the stock until the gap between stock 

price and intrinsic value has been reduced or even diminished and thereby exiting the stock with a profit. 

Active investing differs from passive investing by assuming a more active engagement by attempting to unlock 

value in the company/stock held. The two types of investment, active and passive, can be best illustrated using 

figure 1.1 below showing the two processes of investing. 
 

 
Figure 1.1: Process of active and passive investing 

Source: Author’s creation 

 

Some would argue that passive investing is also slightly active as these investors are able to express their 

opinion through transactions, i.e. sell their shares if they are unsatisfied. In this paper, however, the simpler 

actions of buying and selling stocks is considered as passive investment in order to keep a conceptual tidiness.  

 

Simply put, this paper defines an activist shareholder as an investor who attempts to use his or her rights as an 

owner of a publicly-traded company to elicit dialogue and/or change at an organization (Aon Hewitt & Radford, 
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2016). The phenomenon is, however, a broad term, which is used to describe a multitude of specific actions 

that are undertaken by shareholders. The underlying motives for exercising the rights as a shareholder in terms 

of these actions can vary across many different aspects of the target firm. Common for all motives, however, 

is the fact that the shareholder has an intention of wanting to add value to the company, which can happen in 

the form of improved corporate performance as well as better management (Black, 1997). 

 

The nature and severity of the actions taken by the shareholders vary greatly. The most common examples of 

shareholder activism exist in terms of private discussions, open communications with the management and 

board, press campaigns, shareholder resolutions, calling general meetings and eventually seeking to replace 

individuals or the entire board. Shareholder activism is, in essence, the response of the shareholders to address 

the agency conflict arising in large publicly traded firms (Black, 1997). In these types of firms, the decision-

making process is delegated from the shareholders to the management. As is known from the principal-agent 

framework, the interest of these managers can diverge from that of the shareholders, a conflict which is to be 

controlled by the board of directors. When the board fails to perform these tasks, is when the need for activism 

arises. As such, shareholder activism is, at bottom, a response to the potential gains from addressing the agency 

conflict at the core of large publicly traded firms with absentee owners (Gillan & Starks, 2007).  

 

The remedy for the ineffective board is the purchase and sale of common stock. With investors being able to 

sell their shares to the highest bidder, a market for corporate takeovers (corporate control) exists. The stock 

market can be seen as one of the most reliable monitors of managerial performance as the price of the stock is 

able to incorporate all kinds of information about performance and value (Gillan & Starks, 2007). As such, 

this provides competing management teams with the ability of gaining control of firms and in that way 

circumvent inadequate management and boards (Gillan & Starks, 2007).  

 

In order to distinguish the sort of activism exercised by hedge funds to that of mainstream institutional 

shareholders, it is suitable to employ the adjectives ‘defensive’ and ‘offensive’. The key distinction of 

‘defensive’ activism exists in the fact that the shareholder taking the initiative will already be holding a sizeable 

stake in the target company prior to exercising activism. In contrast, ‘offensive’ activism refers to an investor 

lacking a meaningful stake in a company and thus builds one up on the supposition that the shareholder return 

of the company is not being maximized, and with the intention of rousing for changes in the target company 

in order to unlock additional shareholder value. The adjective ‘offensive’ thus refers to the ex-ante planned 

build-up of a stake in the target company and more precisely, it implies an aggressive posture towards 

incumbent management (Cheffins & Armour, 2011). Despite hedge fund activists having gained notoriety for 

their aggressive approach, they often aim for a collegial hands-on approach with the management. Oftentimes, 

the management is happy that there’s a long-term supportive investor (Cheffins & Armour, 2011).  
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Differences between hedge fund activists and other types of activists  
While the Securities and Exchange Commission have discussed up to 14 different definitions of a hedge fund 

and so not agreed on a general definition, there are, however, usually four characteristics through which a 

hedge fund can be identified (Tonello, 2014). Brav, Jiang & Kim (2010) have identified four different aspects 

in which hedge fund activism distinguishes itself from other types of activists.  

 

First, hedge funds managers have a strong incentive for high investment returns compared to that of a mutual 

or pension fund. This is due to the fact that a hedge fund manager receives a substantial amount of excess 

return as their performance fee, for instance around 20%. This is on top of the fixed management fees. This is 

different from mutual and pension funds where managers are not allowed to capture a substantial piece of 

excess returns in the same way as hedge fund managers. In addition, the strong incentive for high returns is 

supported by the fact that hedge fund managers typically invest their personal wealth into the fund.  

 

Second, since hedge funds are not readily available for the public as an investment opportunity, hedge funds 

are not subject to strict fiduciary standards and is hence much more lightly regulated and provide these types 

of funds with a high degree of flexibility in terms of intervention in target companies. One example is the 

requirement of maintaining diversified portfolios for institutional investors, a law from which hedge funds are 

exempt and thus providing hedge funds with a significant amount of flexibility in terms of taking a large 

concentrated stake in target firms.  

 

Third, as mutual and pension funds often have other business relations with the target companies, these types 

of activists face more conflicts of interest. Hedge funds do not face the same sort of conflict with the target 

company. Fourth and lastly, hedge funds are able to restrict its investors from withdrawing their funds. This 

provides hedge fund activists with an advantage compared to other types of activists as hedge fund managers 

thus have increased flexibility to focus on intermediate and long-term objectives.  

 

In Castellanos et al. (2015), the profile of the activist investor has been drawn in what they call a control 

continuum, in which two dimensions to classify activist hedge funds compared to other investment vehicles 

are used. Figure 1.2 below represents the types of capital and campaigns activist hedge funds undertake. As 

can be seen from the continuum, Castellanos et al. (2015) profile the activist hedge funds as somewhat between 

actively managed mutual funds and pension funds on the one side and private equity on the other. In addition, 

it can be drawn that activist hedge funds are engaged in the categories of cash return, single M&A action and 

strategic review, highlighting that they undertake a broad range of actions further supporting their flexibility.  
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Figure 1.2: The control continuum 
Source: Castellanos et al. (2015) 

Market for influence vs. market for control 
At this stage, it is useful to make the distinction between influence and control, i.e. the use of a sizeable stake 

in a public company to proxy for influence in terms of addressing for change and on the other hand, simply 

obtaining full voting control. The former of the two is what is characterized as ‘offensive’ activism in the 

above. The distinction just made is, analytically, very helpful. However, Cheffins and Armour (2011) argue 

that instead of a full distinction of the two concepts, they should be seen as two points on a continuum. This is 

because ‘offensive’ activists can launch a full takeover bid in theory and thus address the market for control 

as well. In much the same way, investors in the market for control may not follow through with a full-scale 

offer to shareholders and thereby instead use its sizeable holding to stir for change (Cheffins & Armour, 2011). 

In order to best exemplify the distinction between the market for influence and control respectively, this can 

be applied to the business models of private equity and activist hedge funds, where the former is coherent with 

the market for control and the latter with the market for influence (Cheffins & Armour, 2011). The scope of 

this paper will be focused towards the market for influence.  

 

The nature and evolution of shareholder activism 
The current wave of U.S. shareholder activism dates back to the SEC’s introduction in 1942 of a rule (the 

predecessor of today’s rule 14a-8) that first allowed shareholders to submit proposals for inclusion on corporate 

ballots (Gillan & Starks, 2007). Thus, in 1943 shareholders started submitting proposals targeted at improving 

the governance and performance of underperforming companies. As such, individual investors can be 

recognized as the pioneers within shareholder activism (Petrus, 2016) and as a matter of fact, the individual 

investors dominated the shareholder activism scene in the period 1942 through the late 1970s with an 

increasing flood of shareholder resolutions aimed at raising share values (Gillan & Starks, 2007).  
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During the 1980s, in contrast to previous years, an increase in the involvement of institutional investors 

commenced, mainly public pension funds at first. The way that the new institutional investors entered the stage 

was in the form of submissions of shareholder proposals, pressuring management for corporate reforms and 

by using the press to target both the management and the boards of companies that were poorly governed or 

poor performers (Gillan & Starks, 2007). In addition, the 1980s was also the decade in which the rise of the 

ultimate activists – corporate raiders – was apparent. These activists were using the market to try and impose 

discipline on both managements and boards (Gillan & Starks, 2007). The most prominent corporate raiders to 

this day are known as Carl Icahn, the Bass Brothers, and Ron Perelman among others. This is considered the 

first generation of today’s activist hedge funds (Baker & Filbeck, 2017). 

 

From the above, it is evident that shareholder activism in its current state had its inception in the 1980s and as 

such, is not a new phenomenon. It has, however, continued to evolve significantly ever since. During the past 

decade, hedge fund activism has emerged as a new form of corporate governance mechanism that brings about 

operational, financial, and governance reforms in the corporation (Brav, Jiang, Partnoy, & Thomas, 2008).  

 

This paper commences the investigation of the evolution of shareholder activism in the 1990s, as this paper 

aims to cover the decade within which the first observation of the full data sample used falls. In addition, this 

is considered the starting decade of the first generation of activist hedge funds as per the above section. As 

such, this paper expects the 90s to be of importance in the description of the evolution of shareholder activism, 

as this is considered the starting point of most of the previous literature on the matter. In addition, the scope 

of this report throughout the analyses carried out at a later stage of this paper all focus on the economic cycles, 

which is why both the dot-com and financial crisis are included at this stage. The following part of the paper 

will provide the chronology of the rise of shareholder activism by hedge funds by tracing the developments 

from 1990 up to the financial crisis in late 2007 and even further up to today.  

 

The 1990s 

The 1990s were a very transitional decade for hedge fund activism. As of 1990, approximately 300 hedge 

funds were operating in the United States with roughly $40 billion under management. This should be 

compared to the $1.6 trillion under management by mutual funds at this time. The hedge fund industry then 

experienced what has since been named a ‘seismic boom’, resulting in the number of hedge funds operating 

in the United States to increase to roughly 3.000 in 1998 with assets under management having grown 

significantly to $300 billion (Cheffins & Armour, 2011).  

 

During this decade, the new and most noticeable players of the hedge fund industry were those carrying out 

macro bets on the direction of currencies and interest rates. Most hedge funds did, however, not pursue this 
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type of trading strategy, but was to a higher extent in the industry with a value-oriented stock selection strategy. 

As such, “stock picking” was the best-known strategy, i.e. focusing on situations in which the underlying 

fundamentals implied shareholder return would increase significantly over time (Cheffins & Armour, 2011).  

 

Midway through the 1990s, a United States hedge fund known as Greenway Partners began using shareholder 

proposals to publicly agitate for changes in corporate governance and operations in a number of publicly owned 

target companies (Cheffins & Armour, 2011). But, when Julian Robertson’s Tiger Fund, the fund most well-

known for its “stock picking” at this stage, announced a sizeable stake in U.S. Airways, this was only just 

characterized as an unusual step for a money maker. The same was true for players aiming at small cap 

companies. The story was, however, different when it came to investments in the banking sector. These 

investments seemed to catch more attention. Especially with the presence of former investment banker Stephen 

Gordon who was known to like the idea of taking big positions in financial institutions and then start throwing 

his weight around. Thus, hedge funds aimed at financial institutions were the only ones truly recognized as 

executioners of offensive shareholder activism during this decade. As such, all the while hedge funds were 

proving themselves to become an increasingly important part of the investment scene in this decade, they had 

not reached the stride of practicing offensive shareholder activism just yet (Cheffins & Armour, 2011). 

 

The dot-com crisis and early 2000s 

The new approach that was becoming visible in the banking sector in the late 1990s was becoming increasingly 

evident in more sectors in the early 2000s. At the end of the previous decade and the start of the 2000s, a period 

of excessive speculation, otherwise known as the dot-com crisis occurred. The NASDAQ index, which 

included many internet firms, peaked in early 2000 before crashing. This naturally came with some impact on 

the hedge fund industry and temporarily put a hold on the evolution of shareholder activism. However, in 2001 

the Wall Street Journal drew an article that would shed light on the hedge fund activism phenomenon by 

bringing attention to the fact that “dissatisfied shareholders are aggressively pushing companies to find new 

ways to unlock shareholder value”. The dissatisfied shareholders referred to in this instance were hedge fund 

managers who had historically been passive. The Wall Street Journal also stated this fact by saying that “among 

the growing ranks of activists are [...] even hedge-fund managers, who historically have been relatively passive.” 

(Cheffins & Armour, 2011). The media was fueling the activism growth among hedge funds during the crisis.  

 

A few years later, in 2005, which was a couple of years after the dot-com crisis, The Wall Street Journal shed 

even more light on the hedge fund activism phenomenon by bringing a story stating that “Hedge Funds are 

New Sheriffs of the Boardroom” (Cheffins & Armour, 2011), acknowledging the fact that hedge funds had 

moved from being a niche area to become a competitive field with many players. This is confirmed by the 

dataset used in this paper, where 3,307 Schedule 13D filings have been identified from 1998 through to the 
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start of 2015 as indicated by figure 1.3 below showing the evolution in the number of hedge fund activist 

campaigns. From this data, it is evident through a year-by-year breakdown that activism events became 

increasingly more common through the early 2000s, i.e. in the years following the dot-com crisis and leading 

up to the financial crisis. The number of identified activism events almost tripled from 2003 to 2007. So far, 

the chronology with relation to the emergence of hedge funds has been confirmed through the empirical data. 
  

 
Figure 1.3: No. of hedge fund activism events 

Source: Brav, Alon (2018) & author’s creation 

The financial crisis 

With the hedge fund activism becoming an important aspect of the corporate scene in the 2000s, the financial 

crisis of 2008 provided a major test for the practitioners of hedge fund activism (Cheffins & Armour, 2011). 

Even though the events proved very unpleasant for the industry, the practitioners did not withdraw themselves 

fully from the field, which provides a very good indication of the fact that offensive shareholder activism in 

hedge funds is a sustainable future strategy (Cheffins & Armour, 2011).   

 

In addition to the above, the financial crisis provided another interesting aspect. With the sudden drop in share 

prices, the discrepancy between the intrinsic value of the underlying business and the share price of firms grew 

more and more in size, thus supporting the supply side of the market for influence as introduced earlier. This 

was also highlighted in 2008 by The Financial Times by their observation that “the recent share price fall will 

provide an opportunity for those funds which want to buy into companies cheaply and try to engineer change” 

(Cheffins & Armour, 2011). At the same time, with the erosion of confidence in corporate leadership, the 

suffering companies would most likely have shareholders who were responsive to activist proposals. However, 

many shareholders would be skeptical to changes and unlocking shareholder value at this time, they would be 

more interested in preserving it.  

 

Despite the potential of finding undervalued companies, the industry took its toll in terms of number of deals 

and the number of activist hedge funds. Even though the number of legitimate targets was increasing, the tools 
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to work with proved fewer. An example hereof is the tightening of the debt markets, which had previously 

been very lucrative for lobbying target companies to distribute cash to shareholders (Cheffins & Armour, 2011). 

What this means is that hedge funds now had to deal with unfavorable debt markets and had to target firms 

differently. From targeting payout, capital structure and spin-offs before the financial crisis, activist hedge 

fund now had to target strategy and business efficiency. The conditions under which activist hedge funds 

worked changed significantly and the financial crisis made its presence felt on activist hedge funds.  

 

2010 – Present 

As expected, the financial crisis had a large impact on hedge fund activism and dealt a blow to the industry, 

however, the years following the crisis showed signs of recovery. Prominent players in the industry came back 

into the game like never before by pursuing and targeting large, public companies that were often sitting on 

large quantities of cash. One would be inclined to think that there would be a limit to the market capitalization 

of firms targeted, however, this did not seem to be an obstacle. There are multiple examples of the prominent 

players in the industry accumulating stakes in blockbuster firms.  

 

As introduced in the section above, piles of cash and the increasing payouts and leverage ratios that comes 

with the excess cash came back into play for activists while undergoing the financial crisis recovery. As debt 

markets became increasingly more favorable, companies with accumulated cash on its balance sheets were 

easy targets. As such, a significant number of hedge fund activism deals in 2012 and 2013 were targeting 

payout and capital structure. The evolution of the years following the financial crisis bears a striking 

resemblance to the years following the dot-com crisis in the early 2000s, where investors regain confidence 

and the debt markets become more favorable. With 2011 being a year of recovery, the two years, 2012 and 

2013, are considered to be the start of a new surge in hedge fund activism. The evolution following both the 

dot-com crisis and the financial crisis support the observations of the procyclical behavior of hedge fund 

activism. The years of prosperity have traditionally been followed by an increase in the number of campaigns 

carried out by hedge fund activists due to macroeconomic conditions as well as the fact that hedge funds need 

and compete for investor flow (Burkart & Dasgupta, 2014).  
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Figure 1.4: Index development and no. of hedge fund activist events 

Source: Yahoo Finance & Brav, Alon 
Highlighted: Economic crises 

 
As visualized in figure 1.4 above, the procyclical behavior can clearly be seen. During the dot-com crisis and 

the financial crisis, it is clear to see the economic downturn as measured by both NYSE and NASDAQ. In 

addition, a significant drop in the number of hedge fund activist events occurs. Including the number of hedge 

fund activist events makes it clear to see how the crises are taking their toll on the industry. 

 

The analysis above concludes in 2015, however, the evolutionary process continues. In the past few years, 

hedge funds have become increasingly important players in the activist industry, especially in their role as 

monitors of corporate performance and as agents of change. The phenomenon of hedge funds taking large, 

long-term positions in underperforming companies, is todays’ equivalent of the active investors that were 

present at the turn of the last century as mentioned by Gillian & Starks (2007). This paper has summarized and 

outlined the evolution and procyclical behavior of hedge fund activism from the 1990s through to today. By 

doing so, this paper provides a complete and needed theoretical foundation on which the analyses can be built.  

 

II. The theoretical foundation of hedge funds  
In order to obtain a deeper insight into hedge fund activism, this paper will start out by assessing the most 

important theories and thus lay down a solid theoretical foundation of a hedge fund. According to Baker & 

Filbeck (2017), a hedge fund is built upon four theories within economics. Together, the four theories facilitate 
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a thorough understanding on how the economics behind a hedge fund works and thus helps this paper to explain 

the function of a hedge fund. The four theories mentioned are the governance framework, the principal-agent 

theory, the adaptive market hypothesis, and the factor theory (Dutta, Ganguly, & Ge, 2017). In the following, 

this paper attempts to dive deeper into the theories and apply them in the context of a hedge fund. 

 

The governance framework 
The introduction of activism from hedge funds in particular has had a clear, positive impact on mitigating the 

gap between ownership and control between shareholders and management. The hedge fund activist hopes to 

gain influence by representation on the board or influence the current board of directors to turn around potential 

poor performance into a higher return. As such, hedge fund activists have taken much of the role as a watchdog 

over poorly led firms where they see a potential for an improvement from the larger pension funds (Baker & 

Filbeck, 2017; Brav et al., 2008).  

 

The pioneers within corporate governance, Berle and Means (1932), state that separation of ownership and 

control between shareholders and management causes concern in public companies, which transpires into poor 

performances. Part of the reason is the great dispersion among shareholders in a given firm. These shareholders 

might have limited interest and perhaps even less resources to monitor the daily business and the management. 

Ultimately, this leads to shareholders surrendering their wealth to the existing management. Fama (1980) 

shares a similar view by expressing that dispersed ownership is valuable in the sense that the individual 

shareholder is diversifying its wealth with the downside of not taking needed actions in a specific firm. 

 

The typical firms in the findings of Berle & Means (1932) were at that time constant and well defined. General 

Motors was the focal reference point in the paper and examined throughout their paper from a governance 

perspective. The central point in the governance framework was how to efficiently allocate surplus towards 

the firm’s various stakeholders, with emphasis on the shareholders. As one can imagine, the world has changed 

significantly since then and the nature of firms is changing rapidly. The typical firms are no longer constant 

and well defined. For instance, conglomerates are spinning off divisions, and intangibles assets and technology 

have gained more attention. Especially, human capital has become important, partially due to better availability 

of financing and the changing nature of the firm (Rajan & Zingales, 2000). 

 

Rajan & Zingales (2000) argue that the shift from tangible assets to human capital has left companies more 

vulnerable and as a reason why firms are spinning off parts of its value chain. It is difficult to retain control 

and command along every part in vertical integrated firms, since ownership of tangible assets is less important, 

and the workforce is more skilled and mobile. Rajan & Zingales (2000) state that the focus on how to improve 
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the rights of the dispersed shareholders should be changed and instead refocus on how to retain and control 

human capital. One way is to motivate the person or unit by building relations between them and the firm. 

 

The firm seeks to regain power and increase value by working closer with each other, which is in line with the 

goal of the firm instead of going their own “separate” way. The term is called complementarity. Creating 

complementarities is something that can be done by offering the employees specialization. The specialization 

must be specific to the idiosyncratic needs of the firm and not industry wide specialization, otherwise there is 

a risk of losing key employees. The benefits from complementarity are impactful. Firms have to give up power 

in order to gain more power and sustain competitive. This can be facilitated by giving access to the firm’s 

critical resources. By doing this, key employees know that their reward will increase by committing to firm 

specific investments (Rajan & Zingales, 2000).  

 

Rajan & Zingales (2000) provide an excellent example of a hedge fund treating the target firms as an old well-

defined and -governed enterprise. The hedge fund owned a large stake in Saatchi and Saatchi, which at that 

time had become one of the world's biggest advertising agencies. A few years prior, Saatchi and Saatchi had 

underperformed and thus the hedge fund opposed a newly proposed award of an option deal for the founder 

Maurice Saatchi. The reaction from Maurice Saatchi had severe consequences for Saatchi and Saatchi, since 

he decided to resign along with his brother and other executives. Saatchi and Saatchi did not only lose quality 

knowledge within the advertising industry, they also faced a new competitor because the Saatchi brothers and 

the resigned executives decided to open a new agency. The newly founded agency stole key clients away from 

Saatchi and Saatchi, which was initiated by the hedge fund opposition to the option deal. 

 

This example highlights that corporate governance is quite complex and even hedge funds can make severe 

mistakes in a target company. The hedge fund saw Saatchi and Saatchi as a traditional, old governed firm and 

did not create any complementarities for the employees. That being said, it shows the importance of taking the 

changing nature of the classic characteristic target firm into consideration. 

 

Contrary evidence is suggested by Brav et al. (2011) when looking from the hedge fund perspective. In the 

context of activism from hedge funds, Brav et al. (2011) suggest that the presence of hedge fund activists is 

enabling the target firm to become more efficient and productive. The wages of the employees are less, and 

the working hours are stagnating, which had led to improvements in productivity, once a hedge fund intervened 

and implemented its plans. Moreover, the conviction of Brav et al. (2011) is clear when a hedge fund is 

intervening in the governance framework. The reallocation of the target firm’s assets is creating value and it 

could potentially support the theory of giving certain business units or persons access to the target firm’s 

critical resources.  
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Evidence suggests that an additional distinct governance problem arises from activism in general. This is 

known as the free-rider problem (Hart, 1995) and the existence of the problem increases in likelihood once 

shareholders get notice of a hedge fund performing activism (Dutta et al., 2017). The hedge fund intervention 

contains the free-rider problem, since the hedge fund bears the costs of intervening, while the other 

shareholders bear no or minimal costs associated to the intervention (Edmans, 2014). This setting has at least 

one clear requirement, which is the fact that the hedge fund holds enough shares to breakeven from the costs 

of intervening. As such, the “wolf-pack” tactic has increased over the last few years. By deploying this tactic, 

hedge funds share the costs with other activists. Brav et al. (2016) find that hedge funds are usually taking the 

lead in the wolf pack once an intervention is launched (Brav, Dasgupta, & Mathews, 2016; Dutta et al., 2017). 

 

The principal-agent theory 
Along the same lines, an interesting aspect arises within the governance framework, which is the principal-

agent phenomenon. Instead of looking at the relationship between the hedge fund and the target firm, this paper 

finds it more appropriate to dive deeper into the relationship between the hedge fund and its investors. The 

rationale behind this is the fact that the adverse selection between hedge fund activist and target firm is limited 

since hedge funds are obligated to publish their investment objectives as well as the separation of management 

and owners is minimized. This is because hedge fund activists take the reins of the operations and are actively 

being involved in the new strategy. By looking at the principal-agent problem from the hedge fund activist and 

the investors, it becomes more of a black box from the investors point of view. The hedge fund activist prefers 

secrecy and little transparency in their own operations. Furthermore, hedge funds follow a different legal 

structure as well as lacking permanent capital and it thus seems to give rise to different agency concerns. This 

paper takes one step back in the value chain (Chourou, Hossain, & Saadi, 2017; Dutta et al., 2017). 

 

The relationship mentioned above is between the Limited partner (LP), which is the investors, and the General 

partner (GP), which is the hedge fund managers. A principal-agency relationship exist whenever two parties 

agree upon the fact that one party, the agent, acts on behalf or represent the other party, principal, in any 

decision problems (Jensen & Meckling, 1976; Ross, 1973). In the relevant setting, the LP acts as the principal 

whereas the GP acts as the agent. The principal-agent theory states that if both parties in this setting maximize 

their utility function, there is a high probability that the agent will not act in the best interest of the principal 

(Jensen & Meckling, 1976). Ross (1973) shares a similar view by stating that this relationship will not be 

pareto-efficient unless both parties display perfect information, which is an unrealistic assumption. 

 

The reason why LPs invests in a hedge fund run by a GP is because of the GPs competency and experience. 

The GPs are perceived more skillful about the various investment opportunities and have better oversight and 

are thus well-informed. Information is a critical aspect within the principal-agent theory, since the GP also has 
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a better oversight over its own skill than what the LP perceives. This information asymmetry can lead to the 

LP making the incorrect investment into the particular GPs convictions and is referred to as the adverse 

selection problem. It arises when one part has more information than the other part before signing a contract 

(Akerlof, 1970). The LPs have a truly important assignment in identifying superior active hedge fund managers 

to ensure a sufficient risk-adjusted return, otherwise the performance fee for the GPs will consume most of the 

gains and at best, result in normal market returns (Lan, Wang, & Yang, 2012). 

 

Another common and well-known feature of the principal-agent theory is the moral hazard problem. It occurs 

once the agent acts opposing to the principals after the contract has been signed due to a self-interest gain. For 

instance, the GP initiates some decisions or actions, which the LP was not onboard with according to the setting 

of the contract. The GP might have omitted relevant information about its skills, intentions or any assets they 

agreed upon (Arrow, 1970). This causes concern for agency problems that the principal must consider. 

However, the principal can mitigate some of the risks arising from the agent acting in self-interest by aligning 

its interest with its own by offering incentives or monitoring the agent’s actions. Jullien (2000) and Laffont & 

Martimort (2009) propose respectively the participation constraint and the incentive compatibility constraint 

suggesting that the GP is willing to work in the best interest of the LP by offering a high base salary as well as 

giving incentive such as the performance fee, better known as the high-water mark. The hedge fund managers 

often have an equity stake in the hedge fund, which mitigates the principal-agent problem (Lan et al., 2012). 

 

Lan et al. (2012) provide key insight into the GP rationale and thinking when taking the hedge fund into 

account. They state that the hedge fund managers are well-aware and show concern about their incentives with 

the high-water mark. They develop a dynamic framework that suggests that risk neutral managers have 

incentives to keep the hedge fund alive to collect its high-water mark and avoid liquidation. Additionally, they 

shed light on a key tradeoff from the point of view of the hedge fund managers. The GPs aversion for 

liquidation leads to conservative leverage options, which is against their alpha strategy that is creating value 

by taking on leverage. 

 

This tradeoff causes hedge fund managers to be more prone to undergo less excessively prudent leveraging on 

the fund’s alpha strategy. In other words, the fund is more likely to be exposed to the agency cost of 

underinvestment as opposed to excessive overinvestment. The GPs fear of liquidation leads to the hedge fund 

not being value-maximized. The manager is thus concerned about the downside risk and upon the liquidation 

in which the manager gains nothing and loses all future payments. Lan et al. (2012) investigate this further and 

suggests a potential reasoning for this behavior. They find that if GPs have to restart a hedge fund twice, it will 

probably end the GPs career and its lucrative salary. The principal-agent theory has provided a solid theoretical 
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understanding of the economics behind a hedge fund from the perspective of the relations between the Limited 

Partner and General Partner (Chourou et al., 2017; Day, 2012; Dutta et al., 2017).  

 

The adaptive market hypothesis 
The adaptive market hypothesis is derived from the efficient market hypothesis developed by Fama. The 

efficient market hypothesis has been one of the most dominant concepts within the subject of finance and 

economics and has been used to understand as well as develop more complex theories in the financial world. 

However, flaws such as the behavioral aspect from an investor perspective have been discovered. The adaptive 

market hypothesis combines the rationality from an investor and the market adjustment to incorporate all 

information with the behavioral feature and is a clear theoretical understanding of the economics behind the 

hedge fund activists (Lo, 2004).  

 

The efficient market hypothesis is an intriguing theory when taking the rationality and investment objective 

from a hedge fund activist into account. The theory states that the capital markets are efficient in the sense that 

all information is reflected in the price and that no one should be able to earn an abnormal return on a consistent 

basis. In other words, no-one can beat the market by handpicking stocks in the long run by doing technical nor 

fundamental analysis of stocks. As such, a rational investor's primary strategy should be to allocate its capital 

to index funds, which is the equivalent to the market if seeking profit maximization (Dutta et al., 2017; Malkiel, 

2003). Fama & French examine the causality of the performance on mutual funds from a luck vs. skill 

perspective. The apparent abnormal return earned by mutual funds can be explained by pure chance or luck 

according to Fama & French. This is an interesting claim to investigate and it can be discussed whether this 

result can be used as precedent for hedge fund activist since they differ in some way (Bui & Ganguly, 2017).  

 

However, after the introduction of the efficient market hypothesis, many found severe flaws with the stated 

theory. The fast-growing hedge fund industry seriously challenged the efficient market hypothesis with their 

new and innovative investment strategies, which saw some of them earn abnormal returns on a consistent basis 

(Dutta et al., 2017). Furthermore, critics blamed the emerging subject, behavioral finance, and anomalies in 

the common price pattern (Malkiel, 2003). This has led to a clear consensus about market participants who do 

not act as rational investors and thus are limited by their human nature. Tendencies such as herding, 

overconfidence, and trend chasing are examples of the behavioral aspects that have impacted the rationality 

and challenged the market efficiency hypothesis (Dutta et al., 2017; Lo, 2004; Malkiel, 2003). 

 

Malkiel (2003) thoroughly investigates the market efficiency by including findings such as anomalies and 

behavioral actions. Evidence about short-term momentum and underreaction to new information refuted the 

idea that prices follow a true random walk and thus technical analysis might earn abnormal return. 
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Fundamental analysis might work as well, since findings such as the size effect and several studies suggest 

that value stocks have higher returns than growth stocks. However, Malkiel (2003) states that other studies are 

refuting the fundamental analysis. The anomalies can occur on any given day and is not dependable from 

period to period. Moreover, once such an anomaly is discovered, investors will take notice and the anomaly 

will quickly disappear. Other refutes the idea of performing fundamental analysis, since these so called 

abnormal returns are too small to exploit once transaction costs are involved. Finally, Malkiel (2003) adds that 

it is important to distinguish between statistical and economic significance, which he believes some fails to do. 

 

Fama (1970) makes a disclaimer about the efficiency in the real world. He states that transaction costs, 

information not being freely available to all investors as well as their different opinions and interpretations can 

be potential sources to market inefficiency. Black (1986) adds to this view by stating that noise traders are 

essential for other investors to obtain abnormal returns and thus consistently beat the market returns. These 

noise traders trade on limited information as well as not using any fundamentals technique. 

 

In regard to hedge fund activism, the market efficiency hypothesis suggests that these hedge funds will never 

earn abnormal returns on a consistent basis and should not invest in gathering information. It is therefore 

problematic to justify the high salary of the hedge fund managers, if the optimal strategy is simply to allocate 

capital into indices. Grossman and Stiglitz (1980) argue in line with the surge of hedge fund activists by stating 

that the market would eventually collapse if no-one collected the information and traded upon it, suggesting 

that perfect market efficiency is impossible. Another view provided by the supporters of the myopic activists’ 

claim believe that prices are at times informationally inefficient and hence do not represent the best estimate 

of long-term value derivable from all available public information. It fails to reflect the costs of the long-term 

decline in performance of the target firm once a hedge fund activist discloses its purchase of stake and objective 

(Bebchuk, Brav, & Jiang, 2015).  

 

However, a plausible explanation about why hedge fund activism works and succeeds in earning abnormal 

returns is the notion of the adaptive markets hypothesis proposed by Lo (2004). This hypothesis is built upon 

the idea of Nobel-prize-winning Herbert Simon. It was argued that individuals are likely incapable of 

optimizing as anticipated in the classic economic theories, since individuals have bounded rationality. This 

stems from the fact that optimization is costly, and humans are naturally limited in their abilities, which in turn 

leads to individuals taking satisfactory choices instead of optimal choices. The satisfying choices are impacted 

from the environment that the particular individual is exposed to, suggesting that this natural selection operates 

under social and cultural norms. 
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Lo (2004) argues that the adaptive markets hypothesis is a new version of efficient market hypothesis built on 

evolutionary principles. He continues by stating that prices are reflecting information based on environmental 

conditions as well as the number and nature of market participants. A given example is that if many market 

participants compete for a scarce resource, the market for this resource is very efficient, whereas it is likely to 

be less efficient when less market participants are competing for an abundant resource. Market efficiency is 

evaluated on a dynamic approach, which is the result of the risk/reward tradeoff that will vary over time. This 

relationship is shaped by the natural selection by market participants (Dutta et al., 2017; Lo, 2004). 

 

This insight provides an excellent entrance for hedge fund activists and the understanding of the underlying 

rationale for the existence of hedge fund activism. The adaptive markets hypothesis clearly suggest that 

arbitrage opportunities exist, which might facilitate the increase in hedge funds, since they believe they possess 

superior skills and knowledge to capitalize on these arbitrage opportunities. However, it is important to 

recognize that these clear arbitrage opportunities do not always occur continuously but are highly impacted by 

the surrounding environment. The adaptive markets hypothesis implies that there will be periods when 

investment strategies might present negative returns once an unprofitable environment emerges, best 

exemplified with periods of crisis (e.g. dot-com and the financial crisis). 

 

The adaptive markets hypothesis differentiates from the efficient market hypothesis by recognizing the fact 

that investors do not always behave in a rational way, which is the assumption behind the efficient market 

hypothesis. Adaptive markets hypothesis is not as theoretically strong as the efficient market hypothesis but 

assumes that investors are intellectual and adaptable enough to meet the changing nature of the market to 

eventually obtain abnormal profit. In contrast, the abnormal profit is immediately competed away in the 

Fama’s theoretical framework (Dutta et al., 2017; Fama, 1970; Lo, 2004).  

 

The factor theory framework 
The fourth and final relevant theory is the factor theory. When investing in any assets, an appropriate and 

unbiased return estimate is vital to assess the investment opportunity. The fundamental about risk/reward 

tradeoff is that an investor only gets compensated by the systematic risk factors and not the unsystematic risk 

factors. The rationale behind this is simply that this idiosyncratic risk can get diversified away by holding 

positions in other assets that has attractive correlations.  

 

Several asset-pricing models have been developed over time, which capture different risk factors in order to 

provide a reasonable estimate of return. The first and most well-known asset-pricing model introduced by this 

paper is the Capital Asset Pricing Model (CAPM). Sharpe (1964) and Lintner (1965) developed the model by 

building on Markowitz (1959) theory of mean-variance efficient portfolios. The CAPM states that the expected 
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return is equal to a risk-free rate added by the risk premium for the particular asset. The risk premium consists 

of a market premium multiplied by beta, which is the systematic risk associated with the particular asset.  

 

CAPM is known for its powerful and intuitively application due to its simplicity. It requires few estimates to 

obtain an expected return on the particular asset with some strict assumptions. Some of the strict assumptions 

and properties are unrestricted borrowing and lending to the same risk-free rate, value of the asset’s excess 

return explained fully by the risk premium, homogenous expectations, market clearing, etc. There are several 

flaws with the CAPM and it has also been declared as an empirical poor model. For instance, the market 

portfolio should in principle include many different assets beside financial assets but are usually estimated 

from a broad stock index. The regression residuals exhibit variation, which suggests that CAPM is missing 

some crucial predictors of asset return. Additionally, the Sharpe & Lintner version of CAPM provides returns 

that are too high with low beta portfolios and returns too low with high beta portfolios. Jensen (1968) revealed 

this fallacy by performing a time-series regression, where his findings suggested that the relation between beta 

and average return was too flat. The intercept in the Sharpe & Lintner version is the risk-free rate, whereas the 

time-series regression intercept is alpha, known as Jensen’s alpha, and is a measurement of superior or inferior 

performance due to a manager's ability to forecast market movements (Fama & French, 2004; Jensen, 1968). 

 

Furthermore, as the financial markets become more globally integrated, an appropriate model needs to take 

the international perspective into account when estimating asset’s return. The CAPM with international 

perspective violates the homogenous assumptions, since risk/reward now also depend on the currency. The 

market clearing assumption is violated by the fact that U.S. investors are not the only ones clearing the 

American stock market. Additionally, the risk factor, beta, can be highly biased. Investors are now presented 

with better diversification opportunities but also exposed to more systematic risk due to the global integrated 

market where one big institution can cause contagion risk. This leads to two opposing effects on the CAPM 

(Fama & French, 1998; Sercu, 2009).  

 

A highly criticized point is that CAPM does not capture enough risk factor in order to explain the return of the 

particular asset. Fama & French (1993) state that beta in CAPM has little explanatory power in the average 

returns on U.S. stocks. This can be viewed as critical in regard to hedge fund activism within the U.S., since 

the likelihood of biased estimates of the average return is a real possibility. They examine size (market 

capitalization) and book-to-market equity with CAPM’s beta and conclude that this given combination has a 

great explanatory power of the average returns. Fama & French (1993 & 2004) findings suggest that firms 

with smaller market capitalization and higher book-to-market ratio co-vary more, ceteris paribus, and thus are 

predictors of systematic risks, which is not solely captured in the market beta from the CAPM. 
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In similar fashion, Carhart (1997) examines the risk factors in mutual fund performance, which has many of 

the same traits as a hedge fund activist. He states that an additional factor called momentum causes a reduction 

in the average pricing errors compared to CAPM and Fama & French 3-factor model. Furthermore, Carhart 

(1997) finds that mutual funds that have exhibited higher alphas in the past seem to continue to have relatively 

higher alphas and expected return in the following periods. This proposes not only evidence against the 

efficient market hypothesis but also evidence against the fact that fund managers “hot hand” performance of 

stock-picking is out of pure luck. However, one should keep in mind that the momentum factor is not due to a 

fund pursuing momentum strategy.  

 

Khandani & Lo (2011) argue for other risk factors which were missing up to the financial crisis and caused 

many prominent hedge funds to experience great losses. They speculate that portfolio’s liquidity should be 

incorporated with the parameter cash flow-to-market when assessing hedge funds and argue that the systematic 

risk in the hedge fund industry has increased over the years. However, they urged the readers to be cautious 

with their findings since they do not provide any hard data surrounding hedge funds. Fama & French (2015) 

share a similar view on factors missing and thus propose a 5-factor asset pricing model by adding profitability 

and investment parameters1 onto their 3-factor asset pricing model. Empirically, the 5-factor model performs 

better than the 3-factor model, albeit failed to capture the lower average returns for smaller firms that invest a 

lot and run with low profitability. They dismiss the notion of implementing the momentum factor from 

Carhart’s (1997) factor model due to a high likelihood of unfavorable correlations among the other variables. 

 

From a hedge fund activist perspective, it is essential not to miss any substantial risk factor to assess the 

expected returns, since it can lead to severe losses according to Khandani & Lo (2011). As such, the factor 

framework has helped provide great insight into the understanding of the economics driving the hedge fund. 

Especially, the CAPM seems to be a poor model in determining the expected return, which gets magnified 

once turmoil happens in the financial system. On the other hand, Carhart’s extension on 3-factor model is 

deemed the more appropriate factor model to capture the expected return for a hedge fund. 

III. Shareholder Activism – Theoretical Framework 
To assess the potential abnormal returns generated by hedge fund activism, a thorough theoretical framework 

and foundation is necessary. The following section is organized by first introducing the investment objectives 

stated by hedge fund activists when engaging in shareholder activism interventions. By extension, this paper 

introduces the tactics and methods used by hedge fund activists in terms of exercising shareholder activism 

                                                   
1 Profitability is measured by the return difference from the most profitable firm minus the least. Investment is measured by the return difference from 

the firm with the highest CapEx minus the lowest CapEx 
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after having acquired a significant stake in the target firm. Rounding off this section on the theoretical 

framework, this paper introduces two case studies in which it will be shown how the tactics and methods 

introduced by this section are used in real life. The two case studies serve as a rough conclusion by showing 

the theoretical framework of the tactics and methods used by hedge fund activists in real life cases.  

 

With the tactics and methods in place, the scope of this section will move towards formulating a model to 

clarify when offensive activism is likely to be valuable from the point of view of a hedge fund and thus attempt 

to provide an understanding of their business model using Cheffins & Armour (2011) and Gantchev (2013). 

 

Hedge fund activists’ stated investment objectives 
Existing research on the activist hedge fund phenomenon suggests that each activist hedge fund will develop 

one dominant strategy, which is the one stated in their required 13D filing. This does not mean, however, that 

the strategies are limited to just one. The most common dominant strategies as well as some of the sub-

categories have been stated by Brav et al. (2010) and are listed in figure 3.1 below. This paper finds that the 

list of objectives is consistent with the research of this paper as well as the categories stated in the 13D filings. 
  

 
Figure 3.1: Common activist objectives 

Source: Brav et al. (2010) 

 

The above objectives 1 to 5 are set by the hedge fund activist through their research on the target firm and is 

provided when they announce an event through their stake in the target firm. The objectives, except the first, 

are not mutually exclusive as one activist event can target multiple issues (Brav, Jiang, & Kim, 2010). In 

addition, the list above is neither comprehensive nor static. The stated objectives will apply to different firms 

depending on a number of parameters and characteristics. Castellanos et al. (2015) have given their 

interpretation of when an activist should apply particular strategies and tactics, which is visualized in figure 
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3.2 below. They use parameters of high to low total shareholder value as well as rich to poor in assets. This 

provides a quick guide how to classify potential targets and make decisions about investing or not as an activist.  

 
Figure 3.2: Activist decision-making - classification of potential activist targets 

Source: Castellanos et al. (2015) 

 

Not surprisingly, asset rich companies with low relative total shareholder value are attractive to hedge fund 

activists. This will be further investigated in the analysis of target firm characteristics at a later stage of this 

paper. In the figure above, relative total shareholder value measures a company’s shareholder returns against 

an external comparator group.  

 

Tactics and methods for engaging in and exercising shareholder activism 
As introduced in the above sections, the identification of underperforming firms, the reasons for it and the 

ways to improve it and unlock value are important aspects of the shareholder activism phenomenon. As the 

identification of underperforming firms and the reasons behind it are more general aspects of investing, the 

aspect of most interest is the choice and variety of methods and ways in which hedge fund activists can 

influence management, address change and unlock value for the shareholders. Activists have an incentive to 

seek an edge over peers, which results in an overall push for new methods to obtain influence over a firm at 

an even lower cost (Castellanos et al., 2015). By hedge fund activists being a shareholder themselves, the goal 

of maximizing their own profit is aligned with the rest of the shareholders, i.e. maximizing shareholder value.  

 

The way that hedge fund activists go about their investments is to first acquire blocks of shares, typically in 

excess of 5% (Gantchev, 2013). This is in order to ensure that the hedge fund activists can utilize their voting 

rights to exercise corporate influence. As a tool to increase their effective ownership share and thus voting 

right, hedge fund activist use “empty voting”, which is done by borrowing shares of stock on the record date 

or hedging economic exposure in the derivatives markets. There are arguments both for and against the 

mechanism of “empty voting” (Brav & Mathews, 2010).  
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In the process of active investing, part of the process involves identifying the underlying reasons to the 

underperformance of the firm. As the underlying reasons can vary greatly, naturally so can the methods and 

tools for promoting change undertaken by hedge fund activists. The methods applied vary significantly in its 

degree of friendliness. In order to visualize the degree of friendliness in terms of shareholder activism methods, 

this paper separates the activist tactics on a continuum in figure 3.3 below. The two extremes are given as 

friendly and hostile respectively. The tactics shown are primarily rooted in the work of Brav et al. (2010) while 

additional tactics are added to the continuum as well in order to provide a full space of different tactics used.  

 
Figure 3.3: Shareholder activism methods by degree of friendliness 

Source: Author’s creation and Brav et al. (2010) 

 

As shown by the above figure, the methods vary greatly. In its friendliest form, hedge fund activists simply 

communicate with the board/management with the goal of enhancing shareholder value. According to Brav et 

al. (2010), this tactic is applied in 51.2% of all events. In the more hostile part of the continuum is the launch 

of a proxy fight, which is applied in 13.1% of all events. The tactics applied by a hedge fund activist are 

mentioned in the “purpose of the transaction”- paragraph in the 13D-filing.  

 

As a way of visualizing the process of a hedge fund activist investment and its engagement with target firms, 

figure 3.4 from Castellanos et al. (2015) has been included in order to show the phases a hedge fund activist 

goes through. The phases are identified based on extensive readings, analyses and interviews conducted by 

Castellanos et al. (2015). First, the activist hedge fund monitors and analyzes firms that would potentially be 

of interest in phase one, which are then engaged during phase two if they are found attractive opportunities. 

Once the activist has engaged with the firm, an escalated engagement begins in phase three. Once the battle 

has been played with the target firm, the aftermath is introduced in phase four where the hedge fund activist 

will become more passive until it subtracts its benefits by exiting the firm and ending its activism campaign 

and redirects its focus towards new efforts in phase five before moving on to phase one again. 
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Figure 3.4: Stages of shareholder activism 

Source: Castellanos et al. (2015) 

Case studies 
The case studies assessed by this paper below are provided to contextualize the multitude of strategies that 

activist hedge funds employ in their campaigns as introduced in the previous section. The first case study 

introduced is a campaign by hedge fund activist William Ackman, one of the most notable activist fund 

managers, and his fund Pershing Square Capital Management. The case is a lesson in corporate governance 

and an example of which strategies are employed by a hostile investor. Next, to conclude the current section 

of shareholder activism tactics and methods, one the most recent activist campaigns have been chosen. The 

event in question is the proposal of merging U.S. cleaning equipment company Tennant and Danish peer 

Nilfisk by PrimeStone Capital. In contrast to the case study on Canadian Pacific Railway, this activist hedge 

fund is very friendly in their campaign and thus provides a much different aspect of how hedge fund activists 

propose changes in a corporation.  

 

Case study: Canadian Pacific Railway and Pershing Square Capital Management 

Tactics: Proxy contest to gain board representation or control 

Outcome: Successful proxy contest; board control; successful CEO succession; reduced position after 300 

percent increase in share price 

 

This case study on Canadian Pacific Railway (CP) has been considered as the archetype of what hedge fund 

activism is all about in a post from Harvard Law School (2016), which is based on a paper written by Allaire 

& Dauphin (2016). The paper illustrates the dynamics of activist campaigns and why this particular 

intervention turned out to be successful for William Ackman and his fund (Allaire & Dauphin, 2016).  
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The saga of CP begins in 2009, when the Chairman of the Board asserted that the company had put in place 

the best practice of corporate governance. The chairman was confirmed in his assessment as the company was 

awarded with the “Governance Gavel Award” by the Canadian Coalition for Good Governance that same year. 

In 2011, CP was ranked 4th out of 250 Canadian firms suggesting a very stellar corporate governance. However, 

this case shows that this was no insurance policy against shareholder discontent.  

 

In September 2011, William Ackman and his fund Pershing Square started purchasing shares and building a 

stake in CP. A month later, a 13D form was filed showing a stock holding of 12.2% increasing to 14.2% of 

the voting shares by December 12th. This secured Pershing Square the position as the largest shareholder of 

the company. In February 2012, shortly after announcing their position in CP, William Ackman, with Hunter 

S. Harrison (former CEO of CN – a direct competitor of CP) by his side, drafted a purely fact-based 

presentation about the failures and inadequacies of the management and board of CP. In the same presentation, 

Ackman and Harrison specified their goal for CP, which was to achieve an operating ratio of 65 as of 2015. 

The operating ratio at the end of 2011 was at 81.3. The lower the ratio the better the performance (Allaire & 

Dauphin, 2016). The response from the board was that the presentation from Ackman and Harrison showed a 

lack of research and a profound misunderstanding of CP, as they considered the stated goal of operating margin 

unachievable. This was a hostile activist tactic as seen on the continuum from figure 2.3. 

 

In April 2012, following the response from the board of CP, Ackman wrote an extremely critical letter 

addressed to the shareholders of CP with derogatory remarks of the board of directors and the CEO of CP, 

Fred Green, in particular. Among other things, Ackman wrote:  
 

“[…] under the direction of the Board and Mr. Green, CP’s total return to shareholders from 
the inception of Mr. Green’s CEO tenure to the day prior to Pershing Square’s investment was 
negative 18% while the other Class I North American railways delivered strong positive total 
returns to shareholders of 22% to 93%.” (Allaire & Dauphin, 2016) 

 

Thus, according to Ackman, poor decisions, ineffective leadership and inadequate stewardship from Fred 

Green and the Board had destroyed shareholder value. Ackman and Pershing Capital thus became increasingly 

hostile and moved further to the right on the continuum. Shortly before the annual meeting, CP issued a press 

release stating the resignation of Fred Green as CEO and that five other directors would not stand for re-

election at the shareholder meeting. All of the nominees proposed by Ackman were elected at the meeting. 

Ackman and Pershing Capital had won the proxy fight. With it came massive reductions in the workforce, a 

transformation of the operations and a radical change of the CP’s organizational culture (Allaire & Dauphin, 

2016). In August 2016, Ackman confirmed that Pershing Square would sell its shares of CP. During the 

ownership period, it is clear to see that the operating ratio was reduced from 81.3 to below 65, which was in 

fact that target operating ratio stated by William Ackman and Pershing Capital. In addition, during the 
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ownership period, CP generated compounded annualized shareholder return of 45.39% - well above the 

S&P/TSX 60 index of which CP is a constituent.  

 

Case study: Proposed merger of Nilfisk and Tennant by PrimeStone Capital 

Tactics: Friendly activism by suggesting a merger to a combined entity 

Outcome: TBD 

 

In December 2017, London-based PrimeStone Capital announced its investment in Tennant through a 13D-

filing in which it was stated that it owns more than 5% in both Tennant and Nilfisk and that it believes a 

combination of the two to create a market leader in the industry would generate extraordinary value for 

shareholders. Tennant confirmed the 13D-filing by saying that the company “[…] welcomes the views of all 

its shareholders and always considers their thoughts on the Company’s business and strategy” (Hunter, 2017).  

 

The proposal was based on the fact that, in PrimeStone Capitals view, Tennant and Nilfisk have historically 

exploited the benefits provided by their local scales and outperformed each other in their respective regions of 

strength. By proposing to merge the two, the combined entity will be a truly global industry leader with best-

in-class positions in the Americas, EMEA and APAC and position both companies better towards the 

competition faced by the German company Kärcher (PrimeStone Capital, 2017).  

 

The proposal was based on public information and extensive due diligence through interactions and more than 

60 interviews with senior management of both companies and industry executives. The approach from 

PrimeStone is considered a very friendly form of activism tactic, as their proposal is based on meetings and 

communications with management and as such, PrimeStone are not criticizing the companies or threatening 

with a proxy fight. In fact, PrimeStone made their discoveries clear to the management of Nilfisk by drafting 

a presentation (PrimeStone Capital, 2017) in which they highlight their point of view and sent it to the 

management teams. Having received the presentation from PrimeStone, Tennant made it clear that “The 

company and its board of directors will carefully evaluate Primestone’s views and look forward to discussing 

with all our shareholders our core strategy to continue driving earnings growth and shareholder value going 

forward.” (Hunter, 2017). This confirms the great friendliness in the activist approach taken by PrimeStone 

Capital. As mentioned in the earlier sections, the approach taken by PrimeStone is the most frequent tactic 

adopted by hedge fund activists. This case is thus a more standardized activist case and highlights the fact that 

activist campaigns need not to be hostile, but that hedge fund activists also seek to unlock value in firms that 

are well-functioning. 
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Understanding the business model of activist hedge funds 
This paper will through the below sections formulate models, which will clarify when offensive activism is 

likely to be valuable from the point of view of a hedge fund and thus understand their business model (Cheffins 

& Armour, 2011; Gantchev, 2013).  

 

For activism to pay off and be rational for a hedge fund as an investment strategy, the expected reward from 

investing must exceed the costs. While the return of the investment is dependent on the amount of shareholder 

value that the hedge fund activists are able to unlock, the costs of exercising activism can roam surprisingly 

large and constitute a significant obstacle for an activist. Most costly is the “free-rider” problem as introduced 

under the theoretical foundation of hedge funds. As such, an activist bear all of the costs associated with their 

campaign but reap only some of the return due to the limited size of their stake. As such, the gains of the 

investment decision must be sufficiently high to exceed those costs. In order to formalize the costs of exercising 

activism, this paper utilizes a framework presented by Cheffins & Armour (2011) and will support this with 

the work of Gantchev (2013).  

 

Cheffins & Armour (2011) denote the expected costs of exercising activism as 𝑐", the expected benefits as 𝑏" 

and the proportion of shares held in the target firm as 𝛼	(𝑤ℎ𝑒𝑟𝑒	0 < 𝛼 < 1). As per the definition of activist 

shareholders being in the market for corporate influence rather than control, the proportion of shares held is 

constrained to 0 < 𝛼 < 0.5. As such, exercise of activism will be logical only if the below inequality is satisfied: 
 

𝑐" < 𝛼𝑏" 
 

The model is very simple but remains quite powerful at the same time. The elements of the model are 

considered in more details in the sections below, which will help to understand the rationale behind shareholder 

activism fully.  

 

Costs associated with intervention 

The cost aspect of shareholder activism intervention is very important when evaluating whether activism is 

sensible. The costs of intervention are comprised of different types varying in type and size. Cheffins & 

Armour (2011) argue that the costs typically fall into two groups, financing costs, 𝑐/, and transaction costs, 𝑐0.  

 

Financing costs 

Fundamentally, the benefits from activist investments must naturally exceed those risk-spreading investments 

available to passive and diversified investors. Those stimulated by engaging in shareholder activism may not 

have capital enough themselves to carry out the campaign and buy a significant stake in the targeted public 

company (Cheffins & Armour, 2011). As introduced by Burkart & Dasgupta (2014) in their paper on the 
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procyclicality of activism, hedge funds compete for investor flow, which means that the funds are dependent 

on the willingness of investors to support the investment. As noted in the procyclical nature of activism, there 

are times of prosperity and turmoil. In prosperity, the support from investors might not be a large obstacle as 

the capital is easier accessible, while this is not likely to be the case in turmoil where investors lose faith in 

market and financing becomes expensive. Referring to figure 1.3, this expensive financing is part of the 

explanation why there were significant drops in the number of activist events during financial crises. In 

addition to the degree of availability and expensiveness of outside capital, there is also an administrative aspect 

that needs to be taken into account. When providing funds, a number of expenses usually occur. Among other 

is the hiring of investment bankers and time spent on various tasks.   

 

Also related to the financing costs is the amount of idiosyncratic risk faced by hedge fund activists, which is 

especially true when the target is a top quintile firm. Brav et al. (2008) observe that “acquiring a sizeable stake 

in a top size-quintile firm might introduce an inordinate amount of idiosyncratic portfolio risk even for an 

activist hedge fund.” (Brav et al., 2008). In contrast, the idiosyncratic risk is reduced significantly with risk-

spreading investments carried out by the passive investors. Scaling the risk by the number of positions held in 

the hedge funds portfolio will constitute a significant share of the financing cost.  

 

Transaction costs 

The other group is the costs that relate to the transaction process when the hedge fund has its financing in 

place. At this point, the fund will start searching for targets and perform research on the potential investment. 

As such, there are some costs involved in this process as well as an investment of time and effort. Related to 

any transaction, offensive or passive, the investment vehicle will incur transaction costs in terms of bid-ask 

spreads, broker fees as well as stock price appreciation (depreciation) when accumulating (exiting) the 

position. In addition, communication costs may arise. If the activist is able to communicate with the 

management and board using email, letters or phone calls, the communication costs will be low. However, if 

the activist is engaged in a proxy contest, communication costs will increase. Adding to these costs are also 

the fees payable to proxy contest advisers such as investment bankers, lawyers etc. As such, the communication 

costs can vary greatly depending on the specific event (Cheffins & Armour, 2011).  

 

Additional costs 

This paper finds it necessary to introduce an additional group of costs labelled additional costs, 𝑐1. These are 

costs incurred after the position is acquired and include both monitoring, administrative and action costs. The 

costs of monitoring arise due to the consumption of both time and effort to monitor the management. The 

administrative costs constitute the costs linked to hosting meetings, disclosure, research, communication 
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among other. In terms of action costs, these are mainly fees for lawyers and hiring advisors in terms of 

actionable events like demanding negotiations and proxy contests as well as aiming for board representation. 

 

With the above costs having been considered one-by-one, the inequality from the previous section can be 

expanded and is given by the below. All components are not quantified except for action costs, these may be 

lower should the activist choose not to engage in proxy contests etc. as mentioned (Cheffins & Armour, 2011). 
 

𝛼𝑏" > 𝑐/ + 𝑐0 + 𝑐1 
 

The cost aspect is of great importance and Ralph V. Withworth, principal of activist hedge fund Relational 

Investors L.L.C, once stated in a letter to the SEC that “[…] only a few investors have the expertise and 

resources to execute a short slate campaign which in our experience can cost upwards of $10,000,000 at a 

typical large U.S. Company”. Using $10,000,000 as an estimate of the costs and assuming an 8.27% stake in 

a company, which is found by Gantchev (2013) to be the average stake size acquired, it is possible to calculate 

the total expected returns necessary to exceed the costs.  
 

8.27% ∗ 𝑏" > $10,000,000 → 𝑏" = $120,918,984.28 
 

As seen above, the total expected benefit must sum up to at least $120,918,984.28 in order to break even. If 

seen as part of an investment, the market-cap of a company can be assumed to amount to $949.2 million, which 

is collected as the average market cap from the analysis of target firm characteristics. What this means is that 

with an 8.27% stake in a company, costs of $10 million and a total expected benefit of $120,918,984.28, the 

break-even return for the activist is. 

𝐵𝑟𝑒𝑎𝑘 − 𝑒𝑣𝑒𝑛	𝑟𝑒𝑡𝑢𝑟𝑛 =
$120,918,984.28
$949,200,000 ∗ 100 = 12.74% 

 

Thus, the net returns to the activist are not positive until the point when the return of the target firm has reached 

above 12.74%. This shows how big of an impact the cost aspect of an offensive investment plays.  

 

Benefits associated with intervention 

The benefits of an activist intervention are the increases in shareholder return as generated by the intervention 

and actions of the activist investor. As known from the inequality equation above, there is an upper bound to 

the share of these benefits that can be captured, i.e. the percentage of ownership. 
 

𝑈𝑝𝑝𝑒𝑟	𝑏𝑜𝑢𝑛𝑑 = 𝛼𝑏" 
  
Cheffins & Armour (2011) introduce an additional constraint on the benefits addressable to the activist 

investor. This constraint must be taken into account as investors typically are able to anticipate an activist 
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investors effort once the stake becomes public knowledge (Cheffins & Armour, 2011). What this means to the 

activist is that the share price is driven upward and the activist must share the post-announcement gains with 

the market as it will be buying additional stakes at an increased price. This, however, assumes that the price 

increase happens instantly and perfectly at the time of announcement. This is not considered to be the case, as 

a continued increase in the time period is more likely and as such, some of the shares acquired post-

announcement might be able to capture some of the same benefits as those acquired in “stealth”. 

 

This brings an addition to the inequality model. The most accurate measurement of the benefit received by the 

activist investor is then with reference to when the market became aware of the activist involvement, i.e. the 

stake that the investor was able to acquire in “stealth”. The modification of the inequality model has been 

formally put by Cheffins & Armour (2011) where the maximum block of shares which can be purchased in 

“stealth”, 𝜆, is added to the benefit side of the inequality as per below (Cheffins & Armour, 2011). Argmin is 

a mathematical argument of the minimum subject to the constraints given inside of it. 
 

(𝑎𝑟𝑔𝑚𝑖𝑛{𝑎, 𝜆})𝑏" > 𝑐/ + 𝑐0 + 𝑐1 
 

Fundamentally for shareholder activism to be valuable, it is necessary that the condition 𝑏" > 0 holds true for 

the majority of firms. For these firms it must be true that they are undervalued compared to their intrinsic value 

as this is what stimulates an activist investor. However, a company being undervalued does not necessarily 

constitute an obvious target, as the opportunity to generate benefits also depends on the suitability of changes. 

Cheffins & Armour (2011) point towards the ownership structure in order to try and explain at least one 

limiting factor to the benefit. What they argue is the fact that disperse ownership is necessary for an 

intervention, as any presence of large owners may open up for a possible veto to unwelcomed shareholder 

resolutions (Cheffins & Armour, 2011).  This is an interesting observation, as Brav et al. (2010) argue for the 

opposite. They argue that the presence of large, institutional shareholders and a more concentrated ownership 

is beneficial for an activist investor, as these shareholders are assumed to be more welcoming and supportive 

of the activists agenda (Brav et al., 2010).  

 

Rare cases exist in which activist investors are able to extract private benefits, 𝑝", which are not shared with 

other shareholders. One way to do this is through the phenomenon of “tunneling”, where the target enters into 

one-sided transactions with another entity owner by the activist investor. This is, however, illegal. Another 

technique is “greenmailing”, where the target firm has to buy back the shares directly from the activist investor 

at a premium. The last method is not considered in this paper. 

 

The trade-off model that has been introduced throughout this section has been modified significantly along the 

way and has now been expanded to the following. 
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𝐵𝑒𝑛𝑒𝑓𝑖𝑡𝑠 > 𝐶𝑜𝑠𝑡𝑠 

(𝑎𝑟𝑔𝑚𝑖𝑛{𝑎, 𝜆})𝑏" + 𝑝" > 𝑐/ + 𝑐0 + 𝑐1 

 

Along similar lines of the Cheffins & Amour (2011) cost-benefit tradeoff, Gantchev (2013) defines the tradeoff 

from a sequential approach. The basic hedge fund activist’s decision problem encompasses the expected costs 

of the involvement/intervention from the activist against the expected benefit caused by continuing the current 

campaign onto the next stage with the specific tactic.  

 

He proposes a model that follows a sequential process, where the activist first take use of a friendly approach 

and at last become more confrontational, which can be seen in appendix 1. For each step, the activist must 

decide whether to exit the target firm, proceed with a more hostile tactic or if they have reached a satisfied 

agreement. The utility function for the activist if he decides to proceed with the subsequent tactic is as followed:  
 

𝑈"UVWU0 = 	−𝑐UXY + 𝑝",UXY𝐸[𝜋",UXY𝑉",UXY^ + [1 − 𝑝",UXY^𝐸[max[𝜋",UXY𝑀",UXY, 𝑈",UXYVWU0 ^] 
 

Whereas the activist’s utility function of exiting by selling his stake is as followed: 
 

𝑈"Uef"0 = 𝜋"U𝑀"U 
 

The notation of 𝑛 ∈ (0,1,2,32) represent the activist options from simply making the 13D filing to put forth 

demands and then seek board representation followed by the proxy contest. In the utility function, c denotes 

costs from the associated tactic, p probability from the activist removing some discount of the target’s 

fundamental value, 𝜋 current ownership of activist, V and M represents respectively the fundamental value 

and the market value. These two utility functions constitute the hedge fund activist break-even point when they 

are equal as noted:  

𝑈"UVWU0 = 	𝑈"Uif"0			𝑜𝑟		𝑈j"U = 𝑈"UVWU0 − 𝑈"Uif"0 = 0 
 

The activist decision boils down to where it can maximize its utility by either continue with its campaign or 

exit its involvement in the target firm (Gantchev, 2013). When solving the break-even utility function, the 

hedge fund must be at a certain stage and hence solve the equation at the current stage before proceeding to a 

new equation if decided upon continuation. A hypothetical case could be a hedge fund activist putting forth its 

demands, but no satisfactory agreement between the parties. Thus, the equation which the hedge fund activist 

would consider can be written as such:  
 

𝑈"YVWU0 = −𝑐k + 𝑝"k𝜋"𝑉"k + (1 − 𝑝"k)𝜋"𝑀"k				 

                                                   
2 Gantchev (2013) combines proxy threat and proxy fight in his formalized model albeit emphasize that there is a distinguish as shown in appendix 1 
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	𝑈"Yif"0 = 	𝜋"𝑀"Y 
 

If the hedge fund activist considers exiting, it will sell its stake π at the current market value 𝑀Y. But if 

contemplating to continue the campaign by a more hostile approach, the following condition must be met:  
 

𝑈j"Y = 	−𝑐k + 𝑝"k𝜋"𝑉" + (1 − 𝑝"k)𝜋"𝑀" − 𝜋"𝑀" 	≥ 0		 

m−
𝐶k
𝑝"k
n m

1
𝜋"𝑀"

n+ m
𝑉"
𝑀"
n − 1	 ≥ 0 

 

The inequality tells that the activist must get a utility that is equal to or greater than 0 by considering the two 

explanatory terms, exit decision and continuation decision. The exit decision entails the activist’s current value 

of the investment in the target o Y
pqrq

s  combined with the ratio of the costs of intervening over the probability 

of eliminating discount of the fundamental value. This term is measured against the hedge fund activist’s 

reward from an effective continuation of the campaign otq
rq
s. Hence, the activist’s estimation of its reward, 

expected gross return, must at least equal the existing gap of the potential value of the target firm before the 

activist’s utility can support the hostile approach towards the target firm. 

 

Returns from intervention 

With the above examination of the costs and benefits from intervention, this paper has provided a theoretical 

answer to conditions that make shareholder activism profitable. What the models lack is an examination of the 

historical profitability, i.e. if the benefits from intervention has dominated the costs of intervention. Evidence 

from other research suggest that the benefits have outweighed the costs on average, suggesting that the active 

component has been profitable compared to matching hedge funds of different styles on the short-term. This 

is confirmed by both Brav et al. (2008) and Boyson & Mooradian (2007). Gantchev (2013) is of a different 

opinion, as he finds that net activism return is close to zero, i.e. the benefits equal the costs on average thus 

balancing the inequality above. In the long-term, Becht et al. (2015) and Bebchuk et. al. (2015) find evidence 

of costs exceeding the benefits which in general reflect inconclusive evidence and inconsistent results on this 

matter. For the best-in-class activist investors, however, the activist component yields positive net returns.  

IV. Literature Review 
Before moving on to the analysis of this paper, it is deemed appropriate to conduct an extensive literature 

review. This section examines the various results, conclusions and remarks made by other researches on hedge 

fund activism. In order to get a thorough understanding and to apply a proper methodology throughout the 

analysis section, this paper has focused not only on the theoretical aspect but also on the empirical results that 

differ in some way. The literature review includes a wide range of well-acknowledged academic articles and 

books to obtain knowledge on this matter by considering different factors and perspectives into this topic. This 
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will provide a solid foundation to conduct our own legitimate analysis as well as compare and contrast it to 

earlier studies/literature. By performing a comprehensive literature review, the scope is to uncover any 

consistency or inconsistency, potential pitfalls, and best practices before commencing the analysis.  

 

The research on hedge activism spans from investigating abnormal returns in the short and long term, wealth 

expropriation of stakeholders, effects on the target’s firm performance as well as geographical dispersion. 

Although many of these different approaches are intriguing, this section covers the scholars that are closets to 

the problem statement and therefore some scholars are excluded in the literature review. 

 

Subsequently, this section investigates the most relevant scholars and how they have gathered their data. Next, 

a thorough review of any consistencies in the firm characteristic applied in the scholars’ analysis. Then, an 

examination of the various methodologies of the scholars’ postulated short and long-term abnormal returns by 

hedge fund activism. Finally, previous studies of the investment objectives of hedge fund interventions and its 

implication for the abnormal return as well as the performance of the target firm are investigated.  

 

Literature on hedge fund activism returns and target firms characteristics 
Scholars have studied shareholder activism intensively and mixed results are presented about its profitability. 

However, the subject about hedge fund activism has been a topic that has gained more attention over the years. 

Some scholars make the choice by comparing it to other investment entities or even passive hedge fund. But 

the common consensus by every scholar within this matter is clear. Hedge fund activism leads to a positive 

abnormal return in the short term for the target firm. Someone has yet to refute this by empirical evidence. 

Even those who strongly opposes hedge fund activism and claim that it is the product of myopic activists. 

These myopic activists claim that hedge fund activist are “preying” on corporations to create short-term value 

in order to bump up the stock price at the expense of long-term value and growth (Bebchuk et al., 2015). 

 

The results for positive abnormal return in the long run are mixed and more exposed to changes in the 

methodology. There are different explanations on the various outcomes and less significant results. 

Additionally, a dispute arises at the discussion about the target firms’ performance, specifically if the 

accounting measurements improve or not. Similar conditions for the imposing investment objectives. The 

scholars disagree on which objective triggers the highest abnormal return. This is interesting in terms of 

comparing it to the result of this paper. It seems to be the fact though that there is consistency of the scholars’ 

view of target firm's characteristics, where some dive deeper into this matter by including many measurements. 
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Sample collection 

Scholars’ research papers of hedge fund activism have applied different samples in terms of size and period as 

well as selection criteria, which inevitably had some impact on the various outcome. Some of the samples had 

incorporated more than one economic cycle and thus include prosperity and turmoil, whereas Klein & Zur’s 

(2009) sample only lasts from 2003 to 2005. Boyson et al. (2016) sample is the longest time wise and thus 

have two economic downturns with the dot-com and the financial crisis. 
 

 
Figure 4.1: Overview of the samples of in literature review 

Source: Author's creation 
 

The data collection had primarily been from EDGAR and SEC 13D filling, where hedge fund activists are 

obligated to publish their objectives and size of stake once they obtain a stake of 5%. Moreover, scholars have 

used a range of databases to complement the information lacking in the 13D filling. Information searching of 

returns of the target firms and their characteristics had not been collected through one database, but through 

several in which different papers had the ability to elaborate on certain areas. It is also shown that the literature 

varies greatly in terms of the sample size. In this literature review, the sample size spans from a few hundreds 

to a few thousands in which some conclusions and results seem more robust than others. 

 

A clear pattern in the data collection process from all papers emerges. The data collection and the studies of 

hedge fund activism are all in the U.S., except from Becht et al (2015) who provides an international 

perspective, including the U.S. This is due to the fact that hedge fund activism has its origin in the U.S. as well 

as being the dominant market. Additionally, the data collection from the SEC 13D provides a great deal of 

information and is quite easy to obtain. However, all researcher and this paper are aware of the potential biases 

or pitfalls that appear from this approach of collecting data, which is further described under the data section.  

 

Firm characteristics 

Patterns of consistency appears on the majority of the parameters. Nevertheless, the scholars do have some 

disagreement whether the average target firm is above or below the selected benchmark. In figure 4.2, the 
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green arrow indicates that the average target firm has a higher percentage/amount relatively to the selected 

benchmark and vice versa for the dark red arrow. The “-“ indicates that the given parameter was either not 

significantly different from the benchmark or that the scholars did not investigate this parameter. 

 

There is a clear consensus among the scholars that the target firm has a lower market capitalization relative to 

other firms, leaving room for the hedge fund activists to obtain influence on a cheaper note. Additionally, all 

except Klein & Zur (2009) and Gantchev (2013) find that the typical firm has a higher book-to-market ratio or 

lower market-to-book ratio, suggesting that the hedge fund activists target “value” firms rather than “growth” 

firms. On the profitability side, half of the scholars suggest that the return on assets (ROA) is higher, and 

Clifford (2008) states that return on equity (ROE) is significantly higher as well compared to passive hedge 

funds. None of the scholars find that the target firm performs worse in terms of return of assets, which shows 

that target firms have sound and healthy profitability. Brav et al. (2008) and Boyson & Mooradian (2011) go 

further and argue that hedge fund activists intentionally target firms that have strong operating performances.  

 

On the valuation metrics, the pattern displayed here involve both consistency and inconsistency. Most scholars 

do not find any significance in the dividend payout, whereas Becht et al. (2015) record that the target firm 

distributes higher dividend to its shareholder, in contrast to Boyson et al. (2016) and Brav et al. (2008). A 

reason for this dispute could be viewed from its difference in the benchmark. Nonetheless, Becht et al. (2015) 

finding of higher dividend payout comes as a small surprise. A common approach for the hedge fund activist 

is to intervene with the strategy of raising the dividend payout, which has also been one of the myopic activist 

claims (Brav et al., 2008; Klein & Zur, 2009).    
 

 
Figure 4.2: Overview of the literature review of characteristics of the average target firm 

Source: Author's creation 
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The target firms seem to be more liquid and hold an excess amount of cash in comparison to its benchmark. 

Clifford (2008) is the lonesome scholar that finds this matter to be less. The explanation can stem from the fact 

that passive hedge funds seek out target firms that hold a relatively higher cash balance. The finding is in 

accordance with the view of hedge fund activists trying to reduce agency costs of free cash flow and “drain” 

the company for holding an excess amount of cash by rewarding the shareholders with an increase in the firm’s 

payout. Becht et al. (2015) are the only scholars to find a significantly positive term for the leverage in the 

target firm. This can be due to the fact that Becht et al. (2015) provide an international perspective of hedge 

fund activism and the perception of target firms’ characteristics differ vastly from the US. An interesting 

finding is the disagreement about analyst coverage, since some scholars presume that the analyst coverage of 

the firms should on average be less due to the fact that the targets have lower market capitalization. Greenwood 

& Schor (2009) bring up a hypothesis about hedge fund activists picking firms that are not only undervalued, 

but also have little coverage from the various analysts. By doing so, the hedge funds do not necessarily 

implement any significant changes in relation to a potential increase in the share price, but the presence of a 

hedge fund can be associated with an immediate surge in price due to a probable takeover. 

 

Moreover, there seems to be a rather clear consensus about hedge fund activists preferring targeting firms that 

have experienced a poor previous stock performance. This rationale seems to be in line with the hedge fund 

strategy of making a quick turnaround in the share price. Becht et al. (2015), Brav et el. (2008) and Gantchev 

(2013) investigate the current owners of the targets and find that it consists of larger institutional owners. The 

logic behind this is the fact that the hedge fund can collude with the powerful institutional owner and thus 

increase its likelihood of being successful with its initiative to improve the target’s share price.  

 

To sum up, the typical target firm deviates a bit from one scholar to another. Boyson & Mooradian (2011) 

argue that the target firm is best described as a cash cow with poor growth prospects, where the activists can 

impose changes to mitigate agency costs, primarily involving the free cash flow. Brav et al. (2008) share 

similar view by stating that they suffer from low dividend payout, too diversified investments as well as higher 

agency costs. Gantchev (2013) and Klein & Zur (2009) are of similar opinions and argue that they overall 

target small firms with no operational problems albeit some market underperformance.        

 

Adding to the above, Brav et al. (2008) argue that a year after intervention, payout increases, leverage increases, 

agency costs are mitigated as well as the target firm is experiencing higher operating performance. Klein & 

Zur (2009) also argue that leverage increases in the year following intervention, however, they argue, in 

contrast to Brav et al. (2008), that operating performance decreases. In addition to Brav et al. (2008), Klein & 

Zur (2009) argue that cash is reduced, R&D and CapEx are unaffected while dividend payout increases. 
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Bebchuk et al. (2015) find that ROA continually increases in the years following the intervention, which is 

consistent to the findings of Brav et al. (2008) but in contrast to Klein & Zur (2009).  
 

 
Figure 4.3: Overview of the firm characteristics in the years following intervention 

Source: Author’s creation 

Short term abnormal return 

This section and the subsequent section will help to provide the understanding of why hedge fund activism 

exists and how the industry experiences an increase in more hedge fund activists from a pure return perspective. 

Previous researchers have tried to answer the question about hedge fund activists creating short- and long-term 

abnormal return and hence justifying their role in the capital market. These sections also look into the myopic 

activists claim about hedge fund activists creating short-term value in response to sacrificing long-term value. 

 

As shown in the figure 4.4, there is a clear pattern of the average hedge fund activist creating a short-term 

abnormal return ranging from 3.39% to 8.4%, which is quite significant when taking into account the relatively 

small event window. Brav et al. (2008) find the highest abnormal return of 8.4%, whereas Clifford (2008) 

provide the lowest of 3.39%. The mean of the scholars’ finding of short-term abnormal return amounts to 5.88% 

and at first sight this seem impressive. However, one has to keep in mind that this sample is small but again 

these scholars are prominent names within the subject of hedge fund activism and one has yet to find evidence 

against hedge fund activist not creating any abnormal return in the short-run. The scholars have a clear 

consensus that hedge fund activists are creating value in the short-term, even when trying to adjust the event 

window. Klein & Zur (2009), Boyson & Mooradian (2011), Becht et al. (2015) and González & Calluzzo 

(2016) find that hedge fund activists still provide abnormal return when adjusting the event window from (0, 

+2), (0, +25) and (-30, +5) to name a few. Their results still provide a significant positive abnormal return. 
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Figure 4.4: Overview of the scholars finding of hedge fund activist short-term abnormal return 

Source: Author's creation 

 

Every scholar in figure 4.4 uses different approaches and it has been an emphasis for this paper to provide as 

broad a picture as possible. The estimation models used range from constant-mean model to factor models as 

well as a wide range of indices. Hence, it makes the scholars results of short term abnormal return robust. 

 

Long term 

In contrast to the abnormal short-term return, the evidence of hedge fund activists creating long-term abnormal 

return is mixed and inconclusive. As displayed in figure 4.5, the range of the long-term abnormal return varies 

greatly. Clifford (2008) finds a significant positive alpha on a buy-and-hold strategy with firms being 

intervened by hedge fund activists. Subsequently, he annualized the alpha which led to an abnormal return of 

22.32% compared to passive hedge funds. Klein & Zur (2009) suggest similar view albeit a lower abnormal 

return ranging from 10% to 12.3% from the subsequent month to the next year. The return depends on whether 

the activists accomplished its investment objective. If they obtain success, the abnormal return amounts to 

12.3% and if failing upon its objective, the return amounts to 10%. They compared it to a benchmark portfolio, 

which suggests that hedge fund activists do sustain the shareholder value in the longer run.  
 

 
Figure 4.5: Overview of the scholars finding of hedge fund activist long-term abnormal return 

Source: Author's creation 
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Greenwood & Schor (2009) provide a clear result of hedge fund activists creating long term abnormal return 

with 10.26% after 18 months. Whereas Boyson et al. (2016) deliver some interesting results by looking at the 

event window a year prior and after the announcement day. Their initial result shows that the general hedge 

fund activist creates a return of 9.8% but this is substantially higher if the target firm receives a merger offer.  

 

Gantchev (2013) uses a different approach when looking into these abnormal long-term returns. He applies his 

own sequential approach that the hedge fund undergoes through different stages of achieving their objectives 

as described under the shareholder activism - theoretical framework section. Once the hedge fund becomes 

more hostile or aggressive in its approach, the associated costs increase and hence absorb some of the 

annualized abnormal return. The overall annualized abnormal net return amounts to 0.23% and the long term 

abnormal return amounts to 5.75%. He finds that certain tactics provide a negative mean for long term 

abnormal returns, such as proxy contest, but that the top quartile of hedge fund activists earn higher returns 

than non-activist investments. Boyson & Mooradian (2011) provide evidence of some tactics creating 

insignificant abnormal return due to failure and the associated costs. In addition, they examine whether hedge 

fund activists outperform non-activist hedge funds in relation to aggressive and non-aggressive tactic. The 

difference is not statistically significant for the non-aggressive tactic, but they suggest that hedge fund activists 

outperform non-activist hedge funds once the tactic is categorized as aggressive by approximately 7-11% on 

a statistically significant level. 

 

Bebchuk et al. (2015) and Becht et al. (2015) provide mixed evidence of the myopic activists’ claim. The 

former expresses that there is no clear evidence of a hedge fund activists “pump and dump” of the target firm, 

since they show that the alpha is still significant after 3 years. Furthermore, ROA exceeds the level at the 

announcement day after 3 years. But they acknowledge that there might be a degree of bias in their result due 

to the fact that some firms get delisted after certain years on the hedge fund activist’s request. This result is 

impacted by no data on certain observations and might cause the estimate of alpha to be over- or understated. 

They include a 5-year period where their finding suggests a negative abnormal return of 0.29% for an equal-

weighted portfolio and the related value-weighted shows an abnormal return of 5.81%. Becht et al. (2015) 

provide similar evidence of mixed abnormal returns. They look at the following month after the announcement, 

where the abnormal returns vary from –9.8% to 11.3%, depending on equal- vs. value-weighted as well as the 

estimation model, market model vs. 4-factor model. Becht et al. (2015) provide a great comparison since they 

have an international perspective by including Asia and Europe. 

 

Investment objectives 

When comparing the various investment objectives and their implication on abnormal returns, a large degree 

of heterogeneity appears. First of all, some of the objectives are more significant than others over different 
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time horizons as well as some scholars investigate only a subset of the most pronounced objectives. Secondly, 

the investment categories vary between each scholar and hence some objectives are merged or put into different 

categories. Finally, different benchmarks are applied as in the previous sections and these reasons make it 

difficult to draw a conclusion. However, as shown in figure 4.6, this paper has tried to make it as generic as 

possible for the reader to obtain an overview of the profitability of the investment objectives. Nonetheless, the 

authors acknowledge the fact that one needs to bear in mind the above concerns of heterogeneity. 
 

 
Figure 4.6: Overview of investment objective on the abnormal return 

Source: Author's creation 
 

Certain patterns appear on the scholars’ research of the investment objectives. Hedge fund activists’ who have 

divestiture as an investment objective seem to create an abnormal return, except spin-off according to 

Greenwood & Schor (2009). This means that hedge fund activists are superior at spotting target firms that are 

underperforming or running inefficiently as a cohesive entity from the stock market participants. Boyson et al. 

(2016) propose an interesting hypothesis about a failed merger offer. They are of the conviction that once a 

merger offer gets rejected or fails, it will induce pressure on the firm to initiate improvements in order to 

become more efficient.  

 

Figure 4.6 also provides some mixed evidence of the investment objectives, which might arise due to the 

concerns of heterogeneity. Governance and capital structure are listed as drivers of both positive and as 

insignificant outcomes. Within these categories, there might be many different implementation strategies, 

which have different impacts on the returns. Gantchev (2013) finds that CEO removal and change in the 

executive compensation do create low or insignificant abnormal net return, whereas Klein & Zur (2009) 

suggest that obtaining a board seat causes a positive abnormal return. In contrast, Gonzáles & Calluzzo (2016), 



   47 

Brav et al. (2008) and Greenwood & Schor (2009) state that governance as an investment objective is 

insignificant or generates low abnormal return. The same is true for capital structure as an investment objective.          

 

Gantchev (2013) and Greenwood & Schor (2009) express an opinion of abnormal returns being higher when 

the investment objectives are to delist or privatize the target firm. They observe that the returns experience a 

surge once the hedge fund activist proposes this. However, it cannot be verified whether this objective is 

profitable in the long-term, since they do not provide any clear evidence, mainly due to the observations being 

omitted since it is not public accessible anymore. 

 

V. Methodology and discussion of applied methods 
This paper finds it highly important to include a methodology section to provide the readers with insight into 

which methods as well as considerations of the various analysis this paper have conducted. This section will 

start out by explaining the methodology of the firm characteristics analysis. Next, the formal framework of the 

event study will be described and the related thoughts behind the choices will be brought forward. The short-

term as well as the long-term event study that this paper conducted have been scrutinized and several 

weaknesses arise. However, this paper has addressed some of the weaknesses by modifying and adjusting the 

models, time-period, etc. This has helped making the outcome of the analyses more robust.  

 

Firm characteristic – Probit model  
In order to investigate what type of firm the hedge fund activist targets, this paper did not only collect the 

various ratios and compared it to the industry benchmark but also decided to run a probit regression. The 

rationale behind this is simply to dig deeper into which of these characteristics facilitate a higher abnormal 

return than others. By collecting the financial figures, this paper hopes to find any significant sign as to which 

financial figure can be associated with a higher probability of generating an abnormal return in the short-term. 

 

A probit regression model is a regression in which the dependent variable can take only one of two values, in 

this case that abnormal return is created (1) or not (0). The purpose of carrying out this model is to estimate 

the probability that an observation will fall into a specific category of the two given particular firm 

characteristics. The probit regression model is shown below, where only a single regressor X is included. Φ is 

the cumulative standard normal distribution function and the dependent variable Y is binary (Stock & Watson, 

2012). The coefficient 𝛽Y is the change in the z-value arising from a unit change in 𝑋Y. 
 

Pr(𝑌 = 1	| 𝑋Y) = Φ(𝛽| + 𝛽Y𝑋Y) 
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The model can, however, be extended to include multiple regressors, which is shown below where the model 

includes 𝑋Y, 𝑋k, … , 𝑋~ regressors. The model used by this paper includes 10 regressors, i.e. k = 10.  
 

Pr(𝑌 = 1	| 𝑋Y, 𝑋k,… , 𝑋~) = Φ(𝛽| + 𝛽Y𝑋Y + 𝛽k𝑋k + ⋯+ 𝛽~𝑋~) 
 

The probit model with multiple regressors extends the model by adding regressors to compute the z-value. The 

predicted probability that Y = 1, in this case Y = abnormal return, given the values of 𝑋Y, 𝑋k, … , 𝑋~ is calculated 

by computing the z-value and then looking up this z-value in a normal distribution table. 
 

𝑧 = 𝛽| + 𝛽Y𝑋Y + 𝛽k𝑋k +⋯+ 𝛽~𝑋~ 
 

The linear probability model follows an OLS estimation method but suffers from probability exceeding 1 or 

0. In contrast, the probit model captures the nonlinear nature of the true population regression function and 

thus cannot be estimated by OLS, but by maximum likelihood. However, the coefficients are thus more 

difficult to interpret than in the linear probability model. (Stock & Watson, 2012). 

 

Multicollinearity is tested with the variance inflated factor and once the value of this factor got below a 

satisfactory threshold, it indicates that no perfect multicollinearity exists and even more importantly that the 

degree of it was considered satisfying. In appendix 2, the test for multicollinearity is disclosed and discussed 

as well as a test of whether an “empty” model performs better than the utilized probit also known as a likelihood 

ratio test. Violation of homoscedasticity was a great concern as well, but due to its complexity of testing this 

in a binary dependent variable as probit, it is considered out of scope within this thesis. 

  

Event study – purpose and formal framework 
An event study can be explained as a study which attempts to quantify the valuation effects of a particular 

event by testing the response of the stock price surrounding the date of announcement. Such an event can be 

earnings announcements, stock splits, seasoned equity offerings or when hedge fund activists publish their 

intentions and their purchase of a stake in the target firm. Loosely speaking, it can be considered as a t-test of 

changes in the underlying price of an asset (Mackinlay, 1997). 

 

One of the purposes of event studies is that it can test how efficiently the market reacts to certain announcement. 

Hence, it can be viewed as a method to support or refute the efficient market hypothesis. Another purpose of 

event studies is to clarify or identify any abnormal return caused by that specific event. It can provide some 

quantitative result on a stated hypothesis and it is viewed as a great tool of measuring the change in the 

shareholders wealth around the announcement day (Khotari & Warner, 2006). 
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A formal framework of event studies has been specified by several scholars and different extensions on event 

studies have been added over the years (Binder, 1998; Kamstra, 2017). However, the conceptual framework 

for our event studies that will be applied throughout this paper is formalized as followed (Kamstra, 2017):  

1. Event definition 
2. Selection criteria 
3. Estimation of abnormal returns 
4. Testing procedure 
5. Empirical results 
6. Interpretation and conclusions  

The empirical results and related conclusions will be discussed at each of the different analysis sections. 

 

Event definition 

The definition of our event studies is to detect any abnormal returns caused by hedge fund activist intervention. 

One of the main interests of this paper is to investigate whether an intervention facilitated by a hedge fund 

activist triggers a sudden surge in the stock price around its announcement day as well as examining if a 

possible abnormal return is persistent and can be detected in the long run. Not only will it be scrutinized on an 

overall level, but the short- and long-term studies will also be decomposed into set economic cycles such as 

prosperity and turmoil. Additionally, an event study will be applied on the hedge fund’s investment objectives 

to inspect if certain objectives deviate significantly compared to the overall level. 

 

Selection criteria 

Next is the selection criteria. This matter is of high importance when conducting an event study as relevant 

and unbiased as possible. This paper has put considerable amount of time into the selection criteria. The short-

term event studies have been analyzed over several time horizons in each event window in order to provide 

some sensitivity into the inference of the results, whereas the long-term event study is more restricted in that 

sense, since it is based on monthly observations and has a different approach. Furthermore, one necessity about 

the selection criteria is that the firms must be intervened by a hedge fund activist, otherwise it would have to 

be excluded from the data. Also, if the majority of the returns were unobservable for some of the critical points 

in time, these observations were excluded as well. However, this paper describes and discusses the data and 

the associated thoughts behind the data collection, construction, and the related potential biases under the data 

section in a more thorough manner.  

 

Estimation of abnormal returns 

Short-term event study 

The estimation procedure of the abnormal returns varies due to the fact that this paper has a desire to investigate 

the range of abnormal returns from different models suggested by the literature. An essential part in an event 
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study is the ability to detect an abnormal return, which is calculated by subtracting “normal” returns from the 

individual stock’s return. The clear distinguish between the short and long-term event study in this paper stems 

from a perspective point of view. For the short-term event study, this paper examines the single stock’s 

cumulative abnormal return (CAR) over a given period and averaging the cross-sectional distribution resulting 

in the cumulative average abnormal return (CAAR). In the long-term event study, it is viewed from a pure 

portfolio perspective based on calendar time, where Jensen’s alpha determines a potential abnormal return. 

 

For the short-term event study, an appropriate timeline is sketched to provide an overview of the CAR’s 

calculation method. The period interval from 𝑇| to 𝑇Y is noted as the estimation period and 𝑇Y to 𝑇k is labelled 

the event window, where the announcement day is the focal point within the event window. The announcement 

day is characterized by the day the hedge fund activist files for the 13D filing in which the intention of the 

activist is made public. 𝑇k to 𝑇� is noted as the post-event window. 
 

 
Figure 5.1: Short-term event study timeline 

Source: Author’s creation 
 

The estimation period for the short-term event study is 125 days prior to the announcement day. This period 

is useful for obtaining a “normal” return, which will be subtracted from any abnormal return located in the 

event window. The event window varies in the range of (-10, +30), (-10, +10) and (-2, +2) days surrounding 

the announcement day, which is consistent with the literature. By having an expanded event window for several 

days assures that the data around the announcement date does not get contaminated by potential leaks to the 

event. In addition, a gap of 5 days has been added in order to adjust for any potential contamination of 

information into the estimation period. Put differently, the estimates avoid potential noise. With the event 

window of (-10, +30), the estimates improve the property of efficiency in the expense of sacrificing the 

property of biasness. In contrast, the event window of (-2, +2) improves the property of biasness versus 

sacrificing efficiency (Clifford, 2008; González & Calluzzo, 2016; Kamstra, 2017). 

 

The “normal” return is crucial to estimate correctly, since this has a significant influence on whether detecting 

any abnormal return or not. This paper has used a constant-mean return model as well as the 4-factor model 

based on value-weighted index when estimating the “normal” return. 
 

𝐴𝑅"0 = 𝑅"0 − 𝐸(𝑅"0|𝑋0) 
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The constant-mean return model is the simplest one, albeit still powerful when estimating normal returns 

(Kamstra, 2017; Khotari & Warner, 2006; Mackinlay, 1997). According to Mackinlay (1997), this model 

produces similar results in most cases as compared to more elaborated models. However, some scholars have 

argued for the use of the four-factor model to be applied in the short-term event study (Carhart, 1997). The 

rationale behind this is to capture more of the variance and thus reduce potential noise in the error term. The 

added factor of momentum is explained under the theoretical foundation of hedge funds, but it is postulated 

that this factor is vital if measurement of returns should be considered reliable. Carhart (1997) claims that fund 

managers who seem to have a hot streak are often exposed to a momentum effect. Hence, this paper finds it 

valid to include both models in order to determine the “normal” return. 

 

This paper has refrained from applying the well-known CAPM on the short-term event study as it is argued 

that the restrictions imposed by the CAPM can be quite sensitive on the results within this selected approach 

on the short-term event (Kamstra, 2017). As with the four-factor model, the CAPM imposes the restriction of 

having the intercept equal to the risk-free rate. This restriction facilitates a higher variance of the error term, 

which eventually leads to a higher standard deviation of error terms from the event window. These standard 

deviations are used to draw inference on the t-statistic, which will become less powerful and thus increase the 

likelihood of not rejecting a false null hypothesis, a type two error (Mackinlay, 1997; Stock & Watson, 2012). 

Nevertheless, this paper includes the four-factor model based on its parameter of momentum, which is 

suggested to be appropriate within funds as stated by Carhart (1999). 

 

Subsequently, the cumulative abnormal return for stock 𝑖 over the given event window, days 𝐷Y through 𝐷� is 

aggregated: 

𝐶𝐴𝑅",(��,��) = � 𝐴𝑅"0
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This step is important as it highlights any effect caused by the event over the event window. Once the 

cumulative abnormal return is calculated for each individual stock, then averaging the CARs to obtain the 

cumulative average abnormal return for the cross-sectional distribution: 
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CAAR can be used to draw inference after the testing procedure on its significance has been conducted. It is 

used to determine the magnitude of the abnormal return the specific event has caused conditional on its test 

statistics (Kamstra, 2017). 
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Long-term event study 

In contrast, the estimation of abnormal returns gets trickier for long-term event studies. The debate of the long-

term event study is on whether one can justify if the abnormal returns are generated because of mispricing or 

if it is an outcome of measurement problem. A parallel can be drawn to the short-term event study, albeit to a 

far lesser extent (Khotari & Warner, 2006). Fama (1998) states that event studies in general suffer from “bad 

model” problems, while it is not substantial for the short-term event studies, it should be treated with caution 

when performing a long-term event study. 

 

He continues by saying that this problem is unavoidable in the long-term and discusses two common 

approaches such as the CAR and the buy-and-hold abnormal (BHAR) approach for the long term. The essence 

of the criticism of those two approaches according to Fama (1998) is that CAR does not capture the return to 

an investor reliably in the long run, since a better measurement is to compound the short-term return to gain 

the long-term return. BHAR uses this method and hence is considered more appropriate when measuring 

returns from a long-term investor point of view. However, BHAR contains at least one major fallacy. It can 

occasionally provide an incorrect value due to the “speed” of price adjustment to an event. The abnormal return 

can eventually increase even though no abnormal return is observed after the first period (Fama, 1998; Mitchell 

& Stafford, 1997). Additionally, Barber & Lyon (1996) claim that the CAR approach is an unbiased predictor 

of the BHAR and thus can lead to wrong inference. This is considered as a clear weakness. 

 

According to Khotari & Warner (2006), concerns such as abnormal return modeling, aggregation of the 

individual stock’s abnormal returns and calibration of statistical significance inference must be addressed 

regarding the long-term event study. It is considered as a necessity to apply the appropriate risk adjustment in 

order to calculate the abnormal return, due to its high sensitivity. A relative small estimation error can cause a 

big impact on the abnormal return due to the longer time horizon. In that sense, a constant-mean return model 

as applied in short-term is viewed as insufficient in aiding to capture a valid expected abnormal return. Khotari 

& Warner (2006) are clear in advocating the 3- or 4-factor model over CAPM, but still point to the fact that 

these models might still be missing some risk factors when applied under long-term event studies. Fama (1998) 

paints a more depressing view on this matter, by claiming that all expected return models suffer from 

incomplete descriptions of the systematic patterns in the average returns. This paper uses the CAPM, 3-factor 

model and 4-factor model to point out any potential dispersed intervals among these models in the long-term 

event study on the full sample analysis. 

 

This paper has refrained from using either the CAR or BHAR approach when determining any potential 

abnormal return in the long run. Instead, Khotari & Warner (2006) and Fama (1998) suggest applying a 

calendar-time portfolio approach, also known as Jensen’s alpha, as a best practice when investigating whether 
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certain events create long-term abnormal return or not. The approach contains some favorable attributes 

regarding test statistic over other approaches which makes it preferable. Also, in line with the literature review, 

it is observed that various scholars have legitimized this approach and hence it seems like a more robust choice.  

 

The calendar-time approach, Jensen’s alpha, with the application of the 4-factor model is as followed:  
 

𝑅"0 − 𝑅/ = 𝑎" + 𝛽Y[𝑅� − 𝑅/^ + 𝛽k(𝑆𝑀𝐵) + 𝛽�(𝐻𝑀𝐿) + 𝛽�(𝑀𝑂𝑀) + 𝜀"0 
 

The alpha will represent any abnormal return in the long-run if it viewed as a significant parameter, once it is 

regressed throughout the calendar-time approach. The CAPM and 3-factor model can be viewed in the 

appendix 3. 

 

However, Loughran & Ritter (2000) state that the calendar-time approach contains a weakness, since managers 

can time certain actions to take advantage of a larger mispricing and that the approach does not weigh these 

decisions by the managers evenly. Hence, it is suggested that firms are being weighted equally, which will 

improve the power of the tests. In contrast, Fama (1998) argues to use value-weighted rather than equal-

weighted indices to determine the long-term returns, since apparent anomalies typically will be minimized or 

vanished. A common anomaly is that smaller stocks tend to generate a higher return and hence the equal-

weighted put more weight on the smaller stocks than the value-weight. This is also in line with the small- to 

mid-cap firms that are most commonly targeted by activist hedge funds. Hence, this paper shares a similar 

view as Fama (1998) and apply the value-weighted index for the long-term estimation. 

 

Testing procedure 

The testing procedure is primarily concerning the first moment of the return distribution, which is the mean 

effect. These tests are conducted to examine if the event on average is associated with an increase, decrease or 

status quo in the shareholders wealth caused by activism from hedge funds. The null hypothesis investigates 

whether the abnormal average return is equal to zero. If this null hypothesis is rejected on a specific 

significance level, it can be stated that the impact from hedge fund activism create abnormal return ceteris 

paribus. The core for a reliable event study test is to minimize the common two types of errors3 of inference, 

when applying test statistics as a measurement. A type 1 error occurs when the null is rejected falsely and type 

2 when the null is accepted falsely. Power and size of the test are two properties that should be more in focus 

when discussing testing procedure albeit not neglecting the properties of efficiency and unbiasedness (Kamstra, 

2017; Khotari & Warner, 2006; Stock & Watson, 2012).  

                                                   
3 See appendix 4 for visualization 
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Short-term event study 

For short-term event study, the testing procedure is generally generated by forming a t-test based on CAAR 

and the variance obtained cross-sectionally from the cumulative abnormal returns that is calculated as followed: 

𝑣𝑎𝑟(𝐶𝐴𝑅������(𝐷Y,𝐷0) =
1
𝑁k�𝜎"k(𝐷Y,𝐷0)

�

"�Y

 

The test statistic is then formed as:  

𝑡 =
𝐶𝐴𝐴𝑅��,��

𝑉𝑎𝑟(𝐶𝐴𝑅������(𝐷Y,𝐷0	)|.�	/√𝑛	
			~		𝑁(0,1) 

 

Where the hypothesis test can be noted formally as a two-sided: 
 

𝐻|:𝐶𝐴𝐴𝑅��,�� 	 = 0		 

𝐻�:𝐶𝐴𝐴𝑅��,�� ≠ 0 

 

If the sample is drawn randomly from a normal distribution, this test statistic follows a Student's t-distribution 

under the null hypothesis. However, Barber & Lyon (1996) claim that the CAR appears to come from a non-

normal distribution due to the underlying observations stemming from daily returns, which is considered as 

left skewed. This claim is further supported by the descriptive statistics, which show a left skewed distribution. 

Although the Central Limit Theorem assures that if the observations are independent and identically distributed, 

the related distribution converges to a normal distribution as the number of observations in the sample increases. 

This can be discussed when the data originates from stock returns. But with a larger sample size, the power 

increases, which is considered already at a low level in long-term event studies (Barber & Lyon, 1996). 

 

Nonetheless, a test sample that consists of much clustering renders the independence assumption for the 

abnormal returns in the cross-section, which would bias the standard deviation downward and hence the t-test 

upward. Additionally, if an event window enters the beginning of a period with higher degree of uncertainty, 

for instance greater volatility, the use of the historical estimates might understate its true variability. In this 

paper’s sample, there are periods where it can fairly be assumed that event periods such as the dot-com crisis 

and the financial crisis trigger uncertainty in the firm's economic environment. This flaw can be addressed in 

several ways. Firstly, by including a longer sample period to cancel some of the “biased” variability out and 

secondly, by performing a non-parametric test of significance to account for the presence of increased 

uncertainty (Khotari & Warner, 2006). Finally, adjustment to the general Student’s t test can be applied to 

resolve for event-induced variance.  

 

Boehmer et al. (1991) demonstrate a simple but quite useful adjustment that can improve the power and hence 

display more robustness in the hypothesis testing. Their method is to standardize CAR cross-sectionally, which 
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allows different events to have different event-induced variances. They argue that an event regularly causes 

the variance around the specific event to increase, which can potentially lead to “biased” standard deviation. 

They propose an adjustment to this possible problem by standardizing the cumulative average abnormal return 

followed by standardizing the standard deviation (Boehmer, Musumeci, & Poulsen, 1991; Kamstra, 2017; 

Kolari & Pynnönen, 2010). The BMP method is noted as: 
 

𝑡��  =
𝑆𝐶𝐴𝐴𝑅0√𝑛
𝑆¡V�¢

 

 

𝑆𝐶𝐴𝐴𝑅  is 𝐶𝐴𝐴𝑅  that has been standardized cross-sectionally, and 𝑆¡V�¢  is the related standard deviation. 

According to Harrington & Shrider (2007), it is acknowledged to apply this above-mentioned test when the 

interest of the event study is to investigate the mean stock price effect. On the other hand, Khotari & Warner 

(2006) claim that the cross-correlation and thus the fuss about the independence assumption is irrelevant when 

conducted in the short-term as long as the period is not clustered in time, otherwise the degree of dependence 

will start increasing. As described under the data section, this paper has tried to adjust for clustering4 but 

acknowledges the fact that this might be inevitable due to the extent of the dataset and in some of the event 

studies. Thus, this paper finds it relevant to include the aforementioned test.  

 

Student’s and BMP tests share the common attribute of being parametric tests because of their underlying 

assumption of normality in the distribution. On the contrary, non-parametric tests can be conducted as well to 

test for the significance of abnormal returns caused by hedge fund activist. Wilcoxon signed rank test and the 

sign test are non-parametric tests that do not require the assumption of normality in the distribution to provide 

a distinct answer about significance. Once the event window expands to contain more than a few days as in 

this paper, the power from the sign test is preferable, since the power of this test becomes relatively more 

attractive than other non-parametric tests (Cowan, 1992; Kamstra, 2017).  

 

Since some of the assumptions can be discussed, especially the normality of the distribution, it has prompt this 

paper to conduct non-parametric tests as well. The literature states that even though the parametric tests suffer 

under certain conditions, it is a good indicator of the significance level in an event study (Binder, 1998). 

However, it should be considered with the combination of non-parametric tests as it is viewed as good practice 

in order to provide a fair conclusion. Several scholars even state that a non-parametric test can lead to a more 

valid inference than its analog in parametric test (Kolari & Pynnönen, 2010; Mackinlay, 1997). 

 

                                                   
4 See appendix 5 for the observations under turmoil where the market plunges exceptionally, which shows less clustering 
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Wilcoxon signed rank test and the sign test can examine whether a pre-specified value is different than the 

median or if the median of the abnormal return is different from zero. Hence, the non-parametric tests differ 

from the parametric tests that examine the mean effect. These non-parametric tests allow to conclude on the 

typical target firm’s performance. Contrary, when testing on the mean effect on the cumulative average 

abnormal return, it does not allow to conclude that the median or typical target firm is generating an abnormal 

return, since the mean within the selected event window could potentially be driven by large abnormal return 

outliers (Barber & Lyon, 1996).  

 

The sign test is common and easily applicable within the non-parametric test. Even though the test is free of 

the assumption of normal distribution, it does assume that abnormal returns are independent as well as expected 

share of positive abnormal returns under the stated null hypothesis is 0.5. The methodology of the sign test is 

to assess if the location of the sample differs from a specific value. Specifically, this paper is testing if the 

𝐶𝐴𝑅" is greater or less than the prespecified value of zero and subsequently assigning a binomial variable to 

that particular observation. Thus, the test statistic follows a binomial distribution where the related p-value can 

be calculated (Kamstra, 2017; Mackinlay, 1997). The null hypothesis under the sign test is noted as followed: 
  

𝐿𝑒𝑡	𝑝 = 𝑝𝑟[𝐶𝐴𝑅" ≥ 0.0]	𝑤ℎ𝑒𝑟𝑒 

𝐻|:𝑝	 ≤ 0.5 

𝐻�: 𝑝 > 0.5 
 

Then if the null hypothesis is rejected, it can be associated with a greater proportion of 50% of the observations 

have a positive abnormal return. Weakness of the sign test is that if the distribution is too skewed, it can result 

in misspecification as well as it can perform poorly for longer event windows. 

 

However, the Wilcoxon signed rank test does not require symmetry and has a power advantage over the 

Studentized t-test for fat-tailed distribution although it is tested on the median over the first moment of the 

distribution, mean (Corrado, 1989). The test does not only consider the specific sign as in the sign test, but 

also the magnitude of the observation, which makes this test attractive. It subtracts the hypothesized median 

from each observation and allocate a rank to the differences (Newbold, Carlson, & Thorne, 2013). The 

Wilcoxon signed rank test’s one-sided null hypothesis is stated as followed (Binder, 1998; Cowan, 1992):  
 

𝐻|:𝑀𝑒𝑑𝑖𝑎𝑛	𝐶𝐴𝑅" ≤ 0 

𝐻�:𝑀𝑒𝑑𝑖𝑎𝑛	𝐶𝐴𝑅" > 0 
 

Then, if the null hypothesis is rejected, it can be associated with the typical target firm generating a positive 

cumulative abnormal return once a hedge fund activist intervenes. 
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Long-term event study 

The testing procedure in the long-term event study follows a Student’s t-test like the one of the short-term 

event study. By taking the mean of the calculated alpha and divide it by its standard errors, it will provide a t 

test value and an associated p-value can be calculated. Additionally, assessing the statistical significance is 

less demanding in the calendar-time approach than the BHAR approach, which can be quite complicated and 

prone to wrong inference. This further supports the choice of the calendar-time approach in the long-term event 

study. However, the non-parametric test on alpha cannot be conducted as in the short-term due to the selected 

approach of the calendar-time. 

 

A reason for why scholars advocate the calendar-time approach rather than the BHAR approach is due to the 

fact that the BHAR displays a great deal of cross-correlation in the long-term. Mitchell & Stafford (1997) find 

that when applying the BHAR and the associated benchmark, the lack of independence becomes severe and 

hence the size of the test deteriorates to a level where it turns out to be difficult to draw inference. In contrast, 

the calendar-time approach is immune to this particular bias, because of its attribute of calendar-time portfolio, 

which is why it is a relatively more attractive approach. In this approach, the time series variability is used as 

the portfolio return residual and thus returns are serially uncorrelated if the market is efficient/liquid. It is then 

fair to assume that the standard error conforms the independence assumption. However, this validation of the 

assumption has been countered with potential misspecification if the sample is non-random (Khotari & Warner, 

2006; Lyon, Barber, & Tsai, 1999). 

 

Cross-sectional  
In line with the conducted event studies, this paper has decided to run cross-sectional regressions based on the 

stated objectives from the hedge fund activists together with certain control variables. This paper has decided 

to perform these regressions in support of the event studies and try to determine any explanation as to which 

of the stated objectives cause the highest abnormal return, if any. The regression models can be viewed as 

complementarities to the conducted event studies since they provide additional information into the abnormal 

returns through its control variables. 

 

When performing cross-sectional multiple regression model through OLS, it is prudent to investigate the 

underlying assumptions5 as well as the related standard errors exhibit homoscedasticity and hence proper 

inference can be drawn. If these assumptions are violated and the standard errors display heteroscedasticity, 

the estimator itself will not be the best linear unbiased estimator (BLUE) and the test statistics can be 

considered as invalid. Financial data often lack the attribute of homoscedasticity about its standard errors, and 

                                                   
5 Also known as the least square assumptions – see appendix 6 
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it is considered as good practice to apply heteroscedasticity-consistent standard errors in order to adjust this 

parameter (Kamstra, 2017; Mackinlay, 1997; Stock & Watson, 2012).  

 

These assumptions can be greatly discussed, and this paper has tried to detect any fallacies and adjust 

accordingly when performing the multiple regressions. For instance, when finding the right parameters to fit 

into the models, a test for multicollinearity has been conducted in order to examine if the last assumption of 

no perfect multicollinearity gets violated. If multicollinearity exists, the specific explanatory variable that 

exhibits the highest VIF factor gets excluded and the regression is re-run until the VIF factor is under a 

satisfactory threshold6. Additionally, a Breusch Pagan test and White test have been conducted to detect if any 

heteroscedasticity exists in the error term. If so, proper inference cannot be drawn, since the associated tests 

become invalid albeit the coefficient still remain unbiased. The White heteroscedastic consistent standard 

errors are applied in order to adjust for the heteroscedasticity. The stated null hypothesis under the Breusch 

Pagan test and the White test is that the standard errors exhibit homoscedasticity against the alternative of 

heteroscedasticity. The test of the multicollinearity and homoscedasticity can be viewed in appendix 7 where 

the associated conclusions on the null hypothesizes are stated (Newbold et al., 2013).  

 

Once the multicollinearity assumption is satisfied and the White heteroscedasticity consistent standard errors 

are applied if heteroscedasticity exist, the regression models seem suitable. Next, if the models display any 

significant coefficients for the explanatory variables, it is preferred rather than having a high 𝑅k. As stated 

earlier, the interest of this analysis is to detect any significant causality of the investment objectives on the 

abnormal return.  

 

VI. Data – Collection and sample 
In this paper, the quantitative analysis has been greatly emphasized, which is why it is vital to have proper data 

to draw reliable and valid inference. This paper has used extensive amount of resources to gather a dataset 

containing many observations throughout time. This is due to the fact that this paper finds it highly relevant 

when dealing with financial data such as returns, which tend to have a non-normal distribution and occasionally 

cause challenges. Along those lines, this section will start out by describing the utilized dataset on how it is 

constructed and gathered. Subsequently, a discussion of potential biases among the dataset and the choices 

made by constructing the given dataset follows. Additionally, it will be described which method or procedure 

has been applied to adjust for the potential biases. 

 

                                                   
6 The rule of thumb is a VIF below the value of 5 to assure no high multicollinearity exists 
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Gathering and constructing the data sample 
This paper has constructed the applied dataset from several sources. The starting point was initiated by 

contacting Professor Alon Brav from Duke’s Fuqua School of Business, who had previously done extensive 

research within the area of hedge funds and hedge fund activism. Professor Brav provided a comprehensive 

list of hedge fund activists, the date of the published intervention date, the target firms names, and useful 

tickers for the target firms. The authors of this paper are convinced that the list from Professor Brav is reliable 

and valid for the analysis of hedge fund activism due to his credibility and his experience within the subject.  

 

Subsequently, the list was inspected where the hedge fund activists were reviewed which prompt additional 

information to be added. Information such as the stated investment objective was sourced from EDGAR under 

the U.S. Securities and Exchange Commission (SEC). The hedge fund activists are required to disclose a 13D 

filing after the Securities Exchange Act of 1934 once they acquire a stake of at least 5% of the target firm with 

the intention of being influential on the target firm. However, the hedge fund activists are given a window of 

10 days before they are obligated to disclose the 13D filing.  

 

Within the EDGAR search engine, it was possible to obtain the investment objective from a 13D filing under 

item 4. Under item 4, the hedge fund activist must declare reasons for the purchase, which can be of character 

such as a proposal of higher dividend payout, change in the business strategy, sale of target, etc. However, at 

certain incidents the hedge fund activists provide vague stated objectives. The authors have tried to mitigate 

this information loss by doing additional news search to obtain a clear stated objective.  

 

Along the information of the investment objectives, information regarding the target firms was collected from 

various sources. The authors make use of the Copenhagen Business School (CBS) library and their connection 

to the Wharton Research Data Services (WRDS), where access to Center for Research in Security Prices 

(CRSP) as well Compustat in limited edition was granted. Here, it was possible to gather information such as 

the stock prices and characteristics of the target firms. These databases are considered reliable and valid. Not 

only are they approved by CBS, but they are also used in the existing literature surrounding this topic. 

 

For the utilized benchmark, this paper decided to include the Kenneth R. French 30 industry classification. 

Professor French is a well acclaimed professor within the topic of finance and hence it is appropriate to apply 

his industry classification as a benchmark. This benchmark entails returns of the 30-industry classification. 

The industry returns are based on firms that are listed on either the NYSE, AMEX or NASDAQ and it thus 

seems representative to include this as a benchmark since this paper is limited to the U.S. The same 

classification exists within the WRDS and its associated Financial Ratios Industry Level is used to collect the 

industry characteristics as well for the sake of comparison. 
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It was briefly discussed to apply a strict matching procedure as a benchmark of the target firms. However, a 

drawback of a matching procedure is the potential omitted variable bias. Hedge fund activists might select 

targets on the basis of some unobserved and unmeasured parameters that will not enter into the selected 

matching criteria. Put differently, it might not be possible to control for some of the heterogeneity between the 

typical target firm and the matched firm that would appear to be similar, although not being targeted. In fear 

of missing out on crucial variables, the general industry level has been selected as a representative benchmark. 

 

The data regarding the estimation parameters of the factor models are also sourced from the Kenneth R. French 

data library. Fama & French were the originators of the factor theory and thus it seems valid to apply their 

parameters for several reasons. Firstly, Fama & French factors are constructed based on portfolios listed on 

NYSE, AMEX or NASDAQ, which is in line with this papers limitation to the U.S. Secondly, the underlying 

data to form these parameters are constructed from the information of CRSP. Finally, it is good practice within 

the existing literature of measuring hedge funds since it is a recognized approach from several scholars.  

 

The data has been adjusted throughout the analyses part due to the emphasis of having as many observations 

as possible within each analysis. This paper acknowledges the trade-off between having as many valid 

observations as possible or keep one consistent data sample in all analyses. It has been chosen to adjust the 

data sample for each purpose of the analyses. The reason being that keeping as many valid observations 

facilitates the law of large number and the various conclusion based on the samples will become closer to the 

true population estimates. 

 

The utilized dataset contains a maximum of 1,096 observation for parts of the analysis. Initially, this paper’s 

dataset contained more observations, but due to several reasons it had to be reduced. Some of the observations 

had missing values due to different reasons not limited to delisting of a company or bankruptcy. Cases where 

a new intervention by a hedge fund activist within 3 years in the same target firm got excluded because it 

would produce too much noise in the interest of this paper and thus some inferences could potential be 

misleading. Furthermore, it is viewed as a good practice within the event study methodology to avoid clustering, 

which is why some observations were excluded if many of these occurred around the same date. But due to 

the emphasis on having a large sample with many observation and over a long period, the clustering problem 

seems to be circumvented. In addition, observations during periods where the market plunges radically have 

been examined for any extreme values in the event periods. In appendix 5, this paper has graphically shown 

the ranges in turmoil where the market plunges exceptionally and thus investigated those observations. 

 

The utilized dataset for the multiple cross-sectional regressions of the investment objectives including control 

variables has been reduced further and thus contains fewer observations. This is largely due to some of the 
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missing or few extreme values of the control variables. However, the regressions for the short-term and the 

long-term are based on the same dataset, since it is highly appropriate to keep the consistency within this 

matter. In the regressions, the target firms must have valid data for the short-term and the long-term in order 

to be included. Thus, the data of this method deviates a bit from the event studies and the paper rationale is 

simply to provide a different method or perspective to make our conclusion even more robust. 

 

Potential biases  
This subsection is relevant to highlight, since the authors of this paper are well-aware of potential biases due 

to the data collection and within this subject. It is considered important to state that our data inevitably suffers 

from some potential biases, such as survivorship bias and sample selection bias. These biases arise not only in 

the short-term but also in the long-term where the effect can be exaggerated.  

 

The survivorship bias is extremely difficult to address in any paper regarding financial data. However, it is 

important to highlight and thus mention that the result might be biased due to the fact that the extreme failures 

cannot be measured and hence taken into account in the quantitative result. But it does not appear to have a 

big relevance in the short-term in contrast to the long-term event study, where it can be considered more serious. 

Another occasion of this bias originates from the timing of reporting financial information of firms. In 

Compustat, the bias might occur due to backfilling of financial information because of a delayed disclosure of 

a target firm’s financial statement. This might happen for target firms under financial distress.  

 

The sample selection bias arises due to multiple incidents and this paper has adjusted the dataset to address 

this bias in several ways. As stated, the 13D filing is only for an acquirer that purchases a stake of at least 5%, 

which can be a substantial amount depending on the absolute value of the target firm. By only focusing on the 

13D filing, the dataset will not contain hedge fund activists that acquired a stake under this given threshold 

and highly likely bias the sample. This paper has address this bias by including hedge fund activist that not 

necessarily disclose a 13D filing, presumable because the stake was under the threshold. For instance, the 

infamous Carl Icahn had a stake of approximately 1% and 0.82% stake in respectively Apple Inc. and Ebay 

Inc. He proposed a share buyback and dividend payout in Apple and a spin-off of PayPal in the Ebay 

conglomerate. Observations such as this have been included in the dataset in order to account for some of the 

bias. However, the dataset still suffers from any privately held negotiations initiated by the activist hedge fund. 

It is highly plausible that in some cases where the hedge fund activist has not purchased a stake above the 

threshold and decides to initiate in private conversation (Bui & Ganguly, 2017). 

 

Moreover, the given window of 10 days before the activist hedge fund investor is obligated to disclose its 13D 

filing and the related investment objective can distort some of the result in the event study if none of the event 
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windows are of similar size of the 10 days prior to the disclosure date. This is the primary reason why this 

paper has focused mostly on 10 days prior to a potential 13D filing. By doing so, the event study can account 

for all 13D filing happening, but some information might be lost with the cases where the hedge fund activist 

discloses much before the 10 days. Similarly, target firms that have been delisted due to the proposal from a 

hedge fund activist can cause concern over potential bias. This can especially be severe in the long-term event 

study, since the returns become unobservable after a delisting. 

VII. Analysis of target firm characteristics 
This section of the paper has been structured to initially analyze the development in activist hedge funds and 

the corresponding market capitalization of a likely target. This is done to investigate any possible pattern and 

development in the size of the targets in terms of the flow of capital into the industry necessary to make 

investments in target firms. At this stage, any possible impact of economic turmoil on the industry should 

potentially reveal itself through the analysis. Next, this section of the paper will investigate the characteristics 

of the targeted firms prior to the intervention of a hedge fund activist. This is done in order to explore any 

possible determinants and systematic behaviors in the decision making of hedge fund activists in relation to 

acquiring stakes in a company. This analysis will initially be carried out on a general level in order to provide 

an understanding of the possible patterns in key figures across the interventions observed. Then, the 

interventions will be segmented into their particular industries and into the specific year of intervention in 

order to carry out a much more detailed analysis of the characteristics. Through the analysis based on the 

specific year of intervention, this paper will be able to highlight and elaborate on any potential impact in the 

characteristics of target firms as a result of economic cycles and whether the same impact is true for both the 

dot-com and the financial crisis. 

 

Following the results of what constitutes a likely target, this paper introduces a probit regression in order to 

determine the probability of positive abnormal returns given the firm characteristics introduced by this paper, 

which provides an insightful conclusion on the analysis of target firm characteristics and a useful transition to 

the following analyses. Concluding this section, this paper will analyze whether or not there has been any 

pattern in the investment objective stated during the time period chosen, in particular focusing on the economic 

crises, as well as if any investment objectives have undergone a particular evolution. 

 

Hedge fund statistics and market capitalization of target firms 
From earlier sections, this paper found that hedge fund activism is largely procyclical, which was visible in 

figure 1.4 showing the number of activist interventions year-on-year from the full data sample used in this 

paper. It showed that in times of economic prosperity, the amount of interventions increased while the times 

of turmoil showed notably reductions in the number of interventions. 
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This section now turns to show the development in the number of activist hedge funds during the timeline of 

the data sample used, which is expected to show a somewhat similar pattern. This marks the commencement 

of the analysis of target firm characteristics, as it is helpful to know how many activist hedge funds active in 

the US market during each year observed. Figure 7.1 below shows how the number of funds has evolved from 

1998 to 2014 on the right-hand axis. The year of 2015 holds very few observations and has been disregarded. 
 

 
Figure 7.1: Development in market cap and number of activist hedge funds 

Source: Author’s creation 
Highlighted: Economic crises 

 

From figure 7.1 it can be observed that the number of funds in the US has grown significantly during the time 

period, from around 60 in 1998 to roughly 120 in 2014 with a high of almost 170 in 2007. The high in 2007 is 

not surprising, as this marks the end of the large rally in the number of activist hedge funds that is visible from 

2002 after the dot-com crisis through to 2007. The burst of the credit bubble and the beginning of the financial 

crisis in late 2007, however, brought the wave of activism to an end. Capital markets shut down and the 

attention of investors and companies shifted to liquidity and survival. Without the support of active capital and 

M&A markets, activism became a less visible part of the markets in 2008 and 2009, where the number of funds 

drops significantly from roughly 170 in 2007 to below 100 in 2009. Investors shifted towards more liquid 

assets. The financial crisis has by Cheffins & Armour (2011) been defined as “[…] being in the store where 

everything is 80% off but you have only $2 in your pocket”. Following the financial crisis, times have changed 

and activist hedge funds are having more and more assets under management available.  

 

The market value of each firm prior to being targeted by an activist hedge fund is subject to investigation as 

well. Some interventions do not provide an indication of the market capitalization, which is why these have 

been excluded so the data used is composed of 898 interventions. Figure 7.1 above provides an understanding 
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of how the size of target firms in terms of market capitalization has developed during the time period 1998 to 

2014 in the US. This is seen from the grey line and the left-hand axis in figure 7.1.  

 

The results show that the size of the target firm has generally grown from levels of a median around $75 

million in 1998 to around $400 in 2014, which can be classified as moving from small to medium sized 

enterprises (small- to mid-cap companies). The median has been chosen at the expense of average, as the 

average yields very deviating results that distort the picture. The size of the target firms is explained by the 

fact that the cost of acquiring a meaningful stake in a large-cap company is much more expensive compared 

to small- and mid-cap companies. During the wave of activism between the dot-com crisis and the financial 

crisis, the evolution of the target firm size increased drastically. The same pattern is observable following the 

financial crisis. The increase in market capitalization is mostly attributable to the increase in capital available 

for the activists from investors more than it is due to larger market capitalization in general, even though these 

will in general increase over time. In addition, the figure shows that in times of turmoil, hedge fund activists 

target smaller companies, while the size of the targets increase notably over the years following a crisis.  

 

Systematic behaviors in the characteristics of target firms 
An important aspect of hedge fund activism is the type of firms that are targeted by the fund. Gillian and Starks 

(2007) argue that historically, the main targets for a hedge fund activist have been firms performing poorly 

compared to its peers. However, the scope of this paper intends to analyze the profitability, leverage, liquidity 

and valuation ratios on a more detailed level in order to reveal potential patterns in the characteristics of target 

firms. This will be done on three levels. The first is on a general level, where the key figures of each firm are 

compared to the market benchmark for each respective key figure. The second is on a more detailed level on 

industry averages given by Fama & French (2018) and the third which is over periods of time as given by the 

dates of intervention announcement. This will ensure that this paper uncovers any potential patterns that may 

be observed on the industry or time parameters. 

 

General level 

In order to generate an introduction and overview of this papers initial results, figure 7.2 below has been 

created. The figure gives an overview of each respective key figure and the amount of interventions in which 

the key figure lies above or below the market average. This is done using data retrieved from CRSP and 

Compustat on the key figures of each activist intervention from the month in which the filing 13D filing lies, 

which is be based on the most recent quarterly report. By taking a closer look at figure 7.2, one will realize 

that some of the key figures do not yield clear patterns as to whether or not that key figure is generally higher 

or lower than the market average. However, other key figures show clear patterns. As an example, the table 

labelled “Dividend”, referring to the dividend payout ratio, is under the market average in 727 of the 922 
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observations included, indicating a very strong pattern in that particular characteristic. ROA and ROE show 

the same results, however, not to the same degree as that of dividend payout ratio. The same goes for the book 

to market value, which tends to be over the market average. 
 

 
Figure 7.2: Target firm characteristics comparison to market averages 

Source: Author’s creation  

Industry level 

This paper will separate each observation into their respective industry to provide a breakdown of the key 

figures on a more detailed level. The industries used for the segregation are rooted in the work of Fama & 

French (2018), in which industry portfolios are continuously being processed. This paper uses the “30 Industry 

Portfolios”, i.e. segregating the observations into 30 different industries. The portfolio of 30 has been chosen 

as this paper identifies that the portfolios of 5, 10, 12 and 17 are not detailed enough, while the portfolios of 

38, 48 and 49 are too detailed taking into account the number of observations in the dataset. This paper finds 

that there are no target firms in the industry of “Beer”, which is why this has been omitted. The industry of 

“Textile” holds only one observation, which distorts the results greatly and has therefore been omitted as well. 

This means that the target firms are segregated into 28 industries. The industries and the results are highlighted 

in figure 7.3 while the full analysis can be seen in appendix 9.  
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Figure 7.3: Industry-level comparison of target firm characteristics 

Source: Author’s creation 

 

From figure 7.3, multiple conclusions on the characteristics of the target firms in each industry can be drawn. 

Red bars indicate the degree of which the key figure is below the industry average while green bars indicate 

the degree of which the key figure is above the industry average, i.e. target minus industry. It goes to show 

that the industry of Tobacco Products exhibits clear results in either direction thus suggesting that the key 

figures in these firms are respectively below or above the industry averages to a higher degree. This is expected 

due to the low amount of observations. The same goes for the industry of Coal in which only three observations 

are found. An industry of great interest is the Pharma, medical and healthcare. This industry holds 95 

observations and indicates that in a number of the key figures, it shows the opposite result compared to the 

other industries. Take ROA for example, a clear overweight of the industries indicate that this figure is below 

the industry average for target firms, while the Pharma, medical and healthcare is showing signs of the figure 
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being above the industry average. The same goes for ROE. Another noteworthy result is in the Banking, 

Insurance, Real Estate, Trading industry. Here, the cash ratio, quick ratio and debt to equity ratio of the target 

firms exhibit a clear pattern from the 131 observations in this group.  

 

From figure 7.3, this paper observes no particular patterns in terms of industry that should be further analyzed. 

For most of the key figures, the results are consistent across industries and exhibit the same kind of behavior, 

i.e. showing that the key figures are above or below the average respectively. This is true for ROA, ROE, book 

to market, cash flow over total debt among other. The results can be used to highlight the fact that there are 

particular key figures that exhibit patterns in the characteristics of the firms targeted by hedge fund activists. 

This paper identified using figure 7.2 from the general level analysis that the key figures Dividend, ROE, ROA 

and Book to Market indicated patterns across the observations, which can be supported by the results above in 

figure 7.3.  

 

Year-on-year level 

To round off the analysis of target firm characteristics, this paper segregates the observations into year-on-

year time periods from 1998 to 2015. This is done in order to investigate whether or not there are some years 

in which the key figures show increased or decreased differences from the industry average for each key figure. 

This should reveal any potential impacts of economic cycles on the characteristics of target firms. The results 

have been summarized in figure 7.4 while the full analysis can be found in appendix 10.  
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Figure 7.4: Year-on-year comparison of target firm characteristics 

Source: Author’s creation 
Highlighted: Economic crises 

 

Figure 7.4 provides an overview of the results, which is showing significant patterns in the characteristics of 

target firms across the entire time period. Dividend, ROE, ROA and Book to Market are again some of the 

figures showing patterns in the parameters of target firms. For Dividend, ROE and ROA, the figures of the 

target firms are consistently below that of the industry average while the Book to Market ratio is more or less 

consistently above the industry average. This supports the results found in the two previous analyses. In 

addition, cash flow to total debt, R&D to sales and labor expense to liabilities are all below the industry average 

every year. The results in figure 7.4 also suggest that the Cash Ratio, Quick Ratio and Debt to Equity Ratio in 

the target firms are below the industry average in almost all of the years included. Only the EBIT Margin, Debt 

to Asset and Cash to Liabilities Ratios are figures that do not suggest any pattern in firm characteristics.  

 

The analysis provides an additional insight of interest, namely the impact of economic cycles on the degree to 

which the key figures differ from the industry average. The analysis covers two periods of economic turmoil, 

namely the dot-com bubble and the financial crisis. Leading up to the dot-com crisis, it is seen that the ROA 

increases its distance to the industry average, thus suggesting that hedge fund activists targeted firms with a 

ROA moving further and further below the industry average. The ROE was also at a large distance to the 
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industry average prior to the crisis. As the dot-com crisis hit the world in March 2000, it made a visible impact 

as seen from the above figure. When looking at ROA and ROE again, the difference to the industry averages 

is highly reduced in the years 2000 and 2001 during the crisis, thus highlighting the effect of the economic 

cycles in the characteristics of target firms. In the same way, the Book to Market Ratio increases its distance 

to the industry average suggesting that hedge fund activists target firms with a ratio that is increasingly above 

the industry average during the years of turmoil. The same patterns do, however, not show themselves during 

the financial crisis in the late 2000s, which is quite interesting and will be further investigated in the analysis 

of short term abnormal returns in this paper. At this stage, the hypothesis from Burkart & Dasgupta (2014) that 

hedge fund activism is largely procyclical is thus unable to be either fully supported or rejected due to the 

results obtained for the dot-com and financial crisis.  

 

Results on what constitutes a likely target 
Through the three analyses of target firm characteristics carried out above, this paper is able to conclude on 

the characteristics of profitability, leverage, liquidity and valuation ratios of the firms that hedge fund activists 

tend to target and investigate if these exhibit significant systematic behaviors. This paper identifies the 

following systematic behavior and patterns in the characteristics of a target firm.  

 

First, it has been identified that relatively few targeted companies are large-cap companies, in fact the market 

value has evolved from $75m in 1998 to roughly $400m in 2014. The median firm throughout the entire period 

amounts to $159m and the average firm has a market cap of $949.2m. The minimum requirement to be listed 

on NYSE is a market cap of $500m to $750m depending on the financial standard applied in the assessment 

(NYSE, 2018). As such, this paper considers the average market cap of $949.2m as being labelled small- to 

mid-cap firms. This is consistent with the idea that hedge funds are less likely to target larger firms because 

the fund would need to invest a large amount of capital in order to amass a meaningful stake. In addition, 

acquiring a sizeable stake in a top size firm might introduce an excessive amount of idiosyncratic portfolio 

risk even for an activist hedge fund.  

 

Second, the dividend payout at target companies before an activist intervention is lower than that of 

comparable companies within the same industry. A common approach for the hedge fund activist is to 

intervene with the strategy of raising the dividend payout, which supports the result of this analysis in which 

hedge fund activists target firms where there is significant room for raising the payout ratio. One of the key 

reasons among stated objectives provided in 13D is to distribute the excess cash in a firm. By doing so, hedge 

fund activists attempt to achieve two goals; first, to mitigate any agency issue related with hoarding excess 

cash, second, to increase the payout for its shareholders. 
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Third, hedge-fund activists tend to target companies with high book value relative to market value, although 

target companies are profitable with consistent operating cash flows and positive return on assets (ROA) and 

return on equity (ROE). This indicates that the activist hedge funds are “value investors” and the target firms 

thus tend to be low growth firms, highlighting a systematic behavior in terms of operational performance (Brav 

et al., 2008). The effect of the economic cycles can be seen from appendix 8. The results indicate that the dot-

com crisis showed significant reductions in the deviation from the industry benchmark, while the financial 

crisis on the other hand showed less significant systematic behavior in this relation. 

 

Fourth, target firms tend to exhibit lower Debt to Equity Ratios than its peers suggesting that target firms are 

generally less leveraged than its industry peers and thus demonstrates lower debt levels. With lower Debt to 

Equity Ratios, target firms indicate that they are better able to generate enough cash to satisfy its debt obligation, 

while at the same time indicating that an activist investor is able to take advantage of the increased profits that 

financial leverage can bring. In the event of a business decline, the firms targeted by hedge funds activists are 

better protected and are thus preferable characteristics to a hedge fund activist.  

 

In short, this paper concludes that activist hedge funds target value companies, preferably small to mid-cap, 

undervalued, operational and financially relatively strong with significant cash balances, low leverage and 

paying a low dividend yield.  

 

The characteristics of hedge fund activism targets have been thoroughly discussed and reviewed by multiple 

scholars (Greenwood & Schor, 2009; Boyson & Mooradian, 2011; Clifford, 2008; Becht et al., 2015; Boyson 

et al., 2016; Brav et al., 2008; Klein and Zur, 2009; Gantchev, 2013), which was highlighted in the literature 

review of this paper and summarized in figure 4.2. The results achieved through this paper are in line with 

most of the existing research on this particular area of analysis, i.e. that target firms exhibit relatively low 

market capitalization, book to market ratios above the industry average, and a dividend payout below the 

industry average. The existing research is scarce on the analysis on the degree of leverage of target firms, 

where this paper has been able to conclude that target firms are generally low-leveraged and thus adds to the 

existing research in this way. In addition, the existing research suggests that ROA of target firms is above that 

of the industry average, which is in contrast to the results of this paper. Adding to the above, this paper has 

also applied substantial emphasis on the developments in the number of activist hedge funds, the size of target 

firms as well as the development in their key figures during a period of time including two economic crises, 

thus allowing this paper to shed more light on the impact that economic turmoil has on the characteristics of a 

likely target and whether or not this has shifted from crisis to crisis. 
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Additional observation – difference in impact on characteristics across economic crises 

In addition to the results on systematic behavior and patterns in the characteristics of a target firm, this paper 

has arrived at additional results, namely the impact of the economic crises on the characteristics of a target 

firm. During the years of 1998 to 2014, it can be concluded that targets have displayed a number of non-

mutually exclusive systematic behaviors. In general, the characteristics are poorer performance, measured by 

ROE and ROA, low leverage, measured by the debt to equity ratio, as well as excess cash, which in this paper 

is based on the low dividend payout ratio. This was especially visible in the recent wave of activism between 

the two economic crises. Then came the financial crisis where liquidity was the main focus and activists de-

levered the target firms and reduced CAPEX and R&D, both of which have always indicated significant lower 

levels than the industry average.  

 

Following the financial crisis, cash balances have been increasing and a new wave of activism has been 

underway as indicated by the number of activist hedge funds and the increase in size of the target firms. But 

the impact on the target firm characteristics as a result of economic turmoil does not show itself in the same 

way during the dot-com crisis as in the financial crisis. In fact, during the dot-com crisis, hedge fund activists 

were targeting more "average" firms with less room for improvement, which is highlighted by the decreased 

deviation from the industry average. This paper finds this attributable to the fact that the activist hedge fund 

industry was not as established during this time as it was in the time of the financial crisis, where the 

characteristics and the deviation from the industry average was either unchanged or in some cases increased. 

This observation is clear when looking at the EBIT margin, ROE, ROA and Book to Market Ratio of the target 

firms, where the impact of the crises is much heavier during the dot-com crisis by reducing the deviation in 

key figures from the industry average. During the financial crisis, the same key figures shifted only slightly as 

compared to the dot-com crisis.  

 

Evolution in activism investment objectives 
With the time period used in this paper and its focus on two periods of economic turmoil, it is interesting to 

analyze whether the investment objectives change during times of economic turmoil and if this change is 

consistent through both the dot-com and the financial crisis. This section thus intends to analyze whether there 

has been a significant shift in the distribution of investment objectives stated in the 13D filings. 

 

If starting at an overall level of our dataset, the distribution of investment objectives throughout the entire time 

period has been visualized in figure 7.6 below. At the same time, the distribution observed by Brav et al. (2010) 

has been included in the figure. The percentages of the analysis of this paper do not add to 100%, as some 

interventions are subject to multiple investment objectives. Thus, in total 1,334 investment objectives have 

been stated across the 1,243 interventions observed. This means that 7.3% of the observations have more than 
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one investment objective stated. The same is true for the percentages observed by Brav et al. (2010), which is 

based on 1,172 events, i.e. slightly less than the data sample used by this paper. In their case, about 30% of the 

interventions have more than one investment objective stated. This would be due to the fact that these scholars 

have worked with their dataset for many years and have spent a considerable time researching and adjusting 

the investment objectives, while this paper has been sturdier in including objectives that are based on rumors 

and suggestions by media and analyst coverage.  
 

 
Figure 7.6: Investment objectives distribution 

Source: Author's creation and Brav et al. (2010) 

 

As seen, the distribution of investment objectives falls heavily into the category of “General undervaluation”, 

which is the objective observable when the activist hedge funds do not specify in more detail their objective 

with the investment. Following this, the objectives of “Business strategy” and “Corporate governance” come 

in as the second and third most stated objectives respectively. This is in line with the observations from Brav 

et al. (2010), who find that these are almost equally popular following “General undervaluation”.  

 

In order to carry out the analysis of potential changes in investment objectives due to economic crises, the 

interventions are segregated into their respective year of intervention, thus identifying the investment 

objectives stated during different economic states. The percentages show the distribution of the objectives 

within that given year. 
 

 
Figure 7.7: Evolution in distribution of investment objectives 

Source: Author's creation 
Highlighted: Economic crises 
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As seen from figure 7.7, leading up to the dot-com crisis the amount of interventions in terms of corporate 

governance and sale of target is reduced, while general undervaluation and business strategy increase in 

popularity and capital structure remains more or less unchanged. This is due to the fact that as the market is in 

prosperity, poorly governed firms might be less likely to show themselves as they would be during a crisis, 

where the visibility of an unfit management and board is more apparent (Becht, Bolton, & Ailsa, 2007). In 

turn, during economic prosperity more M&A activity is expected, which is part of the business strategy 

objective and thus suggests that this strategy is applied more during prosperity.   

 

These arguments are supported by the distribution of objectives in the years during the dot-com crisis, where 

there is a significant increase in corporate governance objectives moving from 3.90% in 2000 to 14.10% in 

2002. This supports the hypothesis that poorly governed firms reveal themselves during economic crises and 

activist investors see large potential in focusing on the corporate governance of these firms. Along the above 

arguments, the objective of business strategy is less applied during the time of crisis, as more focus is directed 

towards improving other and more crucial aspects of the firms. Capital structure increases from 9.09% to 12.50% 

thus supporting this statement. General undervaluation is experiencing increased application during economic 

turmoil, as activist investors are able to identify firms that are capable of unlocking additional value. The 

impact of the dot-com crisis thus shows that more drastic objectives are applied. 

 

Following the dot-com crisis, the objective of general undervaluation dropped from 61.54% in 2002 to 49.33% 

in 2006. This again highlights that this objective is stated more during turmoil than prosperity. Business 

strategy, much like before the crisis, moves to higher levels of application by moving from 6.41% in 2002 to 

24.68% in 2007 prior to the financial crisis. Sale of target fluctuates quite drastically due to the limited number 

of observations and is tough to analyze as it varies a lot from year to year. The objective is, however, at its 

high prior to the financial crisis at 13.33% in 2006. Corporate governance continues to remain at the high 

levels reached during the dot-com crisis. 

 

With the burst of the credit bubble and the start of the financial crisis, some of the same observations from the 

dot-com crisis are seen. A decrease in the statement of business strategy from 24.68% in 2007 to 19.75% in 

2009 as well as an increase in corporate governance from 11.69% in 2007 to 17.28% in 2009 indicate the same 

pattern in evolution of investment objectives as seen with the dot-com crisis. Two observations, however, do 

not apply to the financial crisis in the same way as during the dot-com crisis. The objectives of general 

undervaluation and capital structure remain almost unaffected by the economic turmoil in this case, showing 

a different pattern from the dot-com crisis. The impact on these two objectives are not significant before 2010. 

 



   74 

Following the financial crisis and through to 2014, general undervaluation decreased much in line with the 

above observations made in this paper. Capital structure, on the other hand, continues to increase following 

the financial crisis, which is a different pattern as to what was observed following the dot-com crisis. It drops 

to 6.49% in 2014, which is more in line with the pattern observed between the two crises. Business strategy 

drops significantly following the crisis, which was expected, however, there are major fluctuations in both 

2011 and 2014 that will not be further investigated. Sale of target is, surprisingly, decreasing following the 

financial crisis. With regards to corporate governance, this continues to remain at a high level in the wake of 

the financial crisis. This indicates that the financial crisis has pushed a number of questions about key functions 

of corporate governance to the top of the agenda, particularly in the areas of risk management and executive 

compensation and thus explains why this objective continues to be of a significant focus to hedge fund activists.  

 

From the above evolution of shareholder activism's investment objectives, this paper has identified if activist 

investors alter their objectives during economic cycles. What can be concluded is that leading up to a crisis, 

general undervaluation and business strategy are the most stated objectives among activist investors, while 

these are less stated during economic turmoil. During the dot-com crisis, an impact on the distribution of stated 

investment objectives is apparent, which suggests that activist hedge funds, at the time, were altering their 

objectives in order to respond to the state of the economy and leading the target firm to increased shareholder 

value. During the financial crisis, this effect is not visible in the same way as many of the objectives remain 

rather unchanged suggesting that this crisis did not impact the hedge fund industry in the same way. At this 

time, the industry had become better established and was able to continue applying the strategies that worked 

well in the time between the two crises. The objective of corporate governance, however, exhibits the same 

pattern during the dot-com and financial crisis.   

VIII. Analysis of shareholder value creation 
The central focus of this paper, and for activism in general, is whether or not shareholder activism is able to 

create value for shareholders as measured by how the market perceives the influence of a hedge fund activist 

through the evolution of stock prices in the firms targeted by these activists. This paper will address the 

question by carrying out analyses of both short-term returns around the announcement of the activist 

intervention as well as succeeding long-term returns. Both in the short- and long-term, the returns will be 

analyzed from a full sample, in sample periods, across investment objectives as well as across economic cycles. 

The short- and long-term analyses are both structured in the following manner.  

 

First, this paper will analyze short-term event windows and long-term event studies respectively in order to 

determine the value creation from hedge fund activism. This is initially carried out on the entire sample 

obtained for short- and long-term respectively. Following this, the results are segregated into specific sample 
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periods in order to determine if there is an effect on the abnormal returns from economic cycles and if there 

are any significant time trends.  

 

Next, the investment objectives stated are introduced in order to analyze if any of the objectives generate more 

abnormal return than other. These objectives will, in addition, be segregated in terms of an intervention taking 

place during either economic prosperity or economic turmoil to analyze the effect of economic cycles on the 

return generated from specific objectives. In addition, the long-term analysis will be supported by turning to 

look at the key figures of target firms two and three years following their interventions. This is done in order 

to determine if the presence of an activist hedge fund has had a positive effect on the financial statements and 

key figures of the target firms.  

 

Finally, cross-sectional OLS regressions are conducted to estimate any abnormal return given the investment 

objective, controlling for certain firm characteristics. By conducting these regressions in the short- and long-

term, this paper provides a different approach to explain any abnormal return caused by hedge fund activism 

and hence the conclusions of this paper become more robust by including various methods. 

 

Short-term shareholder value creation 
The short-term analysis adopts event windows as introduced in the section of methodology where the event 

date (t = 0) is defined as the 13D filing date (date of announcement). The length of the windows applied in this 

analysis are daily event windows of (-10, +30), (-10, +10) and (-2, +2). There are a couple reasons why these 

particular event windows have been applied by this paper. First, it is important to include a run-up period, 

which is given as the negative time span, as when investors cross the 5% threshold, they have a 10-day window 

before a 13D must be filed. This window of 10 days before the filing opens up for information leakage, which 

is why a negative span of 10 days is chosen in two of the three event windows. In addition, one of the windows 

chosen has a positive span of 30 days, which has been included in order to analyze if the abnormal return is 

significant during a longer period of time. The short window of (-2, +2) has been included in order to analyze 

the return immediately leading up to and following the announcement of the intervention and will thus support 

the analysis of short-term abnormal returns by examining the immediate value created.  

 

Descriptive statistics of short-term data 

In order to make the analysis and the data more transparent, descriptive statistics of the data used for this short-

term analysis can be seen in figure 8.1 below. The figure shows the descriptive statistics for the three event 

windows respectively in order to provide an understanding of the data applied in each event window.  
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Figure 8.1: Descriptive statistics - overall short-term dataset 

Source: Author’s creation 

 

It is shown that the distribution7 is right-skewed with a positive skewness value as well as a mean value above 

the median. The CAR (-10, +30) has a negative skew although the mean exceeds the median. The kurtosis 

above 3 implies leptokurtic distribution and the number of observations amounts to 1,096 (Newbold, Carlson, 

& Thorne, 2013). The Cumulative average abnormal return amounts between 2.90% to 6.56% conditional on 

the length of the event window, where the greatest range exists in the CAR (-10, +30) event window.  

 

Full sample analysis 

The short-term analysis commences with an analysis of all observed interventions in short-term, which include 

1,096 interventions. As such, this initial analysis does not measure the effect of economic cycles, however, 

provides an examination of the overall level and the abnormal return generated. An overview of the cumulative 

abnormal returns obtained during each window are graphed in figure 8.2 below, with (-10, +30) and (-10, +10) 

being shown in the same window.  
 

                                                   
7 A graphical presentation of the distributions can be viewed in appendix 11 
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Figure 8.2: Full sample cumulative average abnormal return functions  

Source: Author’s creation 

 

The run-up period introduced above can be seen from the above figure as the negative timespan. The run-up 

is 4.01% for the general analysis and 3.93% in 4-factor, which this paper finds is due to information leakage 

in the 10-day filing window after crossing the 5% threshold as discussed. This highlights the importance of 

including a significant run-up period in the event window. In addition to the figure above showing the 

cumulative abnormal return in the short term, below is the summary of the results obtained from the short-

term analysis for the full short-term sample in all three windows. 
 

 
Figure 8.3: Full sample short-term value creation analysis 

Source: Author’s creation 

 

The analysis of this paper has found that in all three event windows, activist interventions create abnormal 

return around the announcement date as indicated by the positive CAAR (Cumulative Average Abnormal 

Return) in all three windows. From figure 8.3, the CAAR for the entire event is 6.56%, 6.03% and 2.90% 

respectively for the (-10, +30), (-10, +10) and (-2, +2) window. The 4-factor results vary from 3.07% in (-2, 

+2) to 8.32% in (-10, +30) indicating that there exists some dispersion between the estimation models. The 

CAAR is only slightly larger in the (-10, +30) window than in the (-10, +10), which suggest that after t+10, 

value is created at a decreasing rate as compared to the more accelerated rate between (-2, +2) and (-10, +10).  
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The results from the above analysis provide some evidence to the claim that activist hedge fund investors 

create short-term value in target firms, which has been shown through both the very short window of (-2, +2) 

and the more extended window of (-10, +30). Using the (-10, +10) window as a benchmark, the CAAR of 

6.03% obtained is supported from multiple scholars. Greenwood & Schor (2009) find returns of 8.40%, which 

is considerably larger, while Brav et al. (2008) find returns of 5.80%, which is slightly lower. Gonzalez & 

Calluzzo (2016), Becht et al. (2015) and Clifford (2008) find returns 6% to 6.50%. The time periods analyzed 

are different from one scholar to another, however, the results obtained from the analysis of this paper are 

considered highly representative to support the hypothesis of short term value creation. In addition, the analysis 

above supports the hypothesis that abnormal return is created also before the announcement date, i.e. the run-

up period, which is due to the leakage of information in the 10-day filing period. The associated parametric 

and non-parametric test suggest that the estimates are considered significant, even though the BMP-test for the 

(-10, +30) is at 0.1022. The BMP-test proposes a standardized cross-sectional method which is robust to the 

variance induced by the single stock's own event. Put differently, it allows the events to have different 

variances, and thus is why the associated p-value is larger in this case. 

 

Sample period analyses 

Taking the analysis further, this paper segregates the interventions into multiple sample periods based on when 

the intervention took place. This is done in order to analyze the abnormal returns on a more detailed level by 

analyzing the impact of economic cycles on the abnormal returns and if there are any significant time trends. 

An overview of the sample periods applied through this analysis is visualized below in figure 8.4. The 

definition of each sample period is based upon the NYSE, AMEX and NASDAQ indices, which are used for 

mapping the two crises and any period outside these two timespans are considered the pre dot-com, pre 

financial crisis and post financial crisis sample periods. For more detail, this paper refers to appendix 5. 
 

 
Figure 8.4: Sample periods 
Source: Author’s creation 

Highlighted: Economic crises 
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With the sample periods in place, this paper can move further into the analysis. The event windows introduced 

earlier, i.e. (-10, +30), (-10, +10) and (-2, +2), are the same windows that will be applied at this stage of the 

analysis. To make this part of the analysis more digestible, an overview of all cumulative average abnormal 

returns during each respective event window for each sample period has been graphed below in figure 8.5.  
 

 
Figure 8.5: Cumulative average abnormal return functions for sample period analyses 

Source: Author’s creation 

 

As discussed in the full sample analysis, the run-up period shows significant abnormal returns at this stage of 

the analysis as well and thus supports the hypothesis stated that abnormal return is created also before the 

announcement date. Just like it was the case in the full sample analysis, the run-up abnormal returns are 

expected due to information leakage in the 10-day filing window. Leveraging on the above figures, the 

summary of the results obtained from the short-term analysis for each sample period in each event window 

indicating the CAAR for each event is provided by figure 8.6 below.  
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Figure 8.6: Sample periods analysis 

Source: Author’s creation 

 

By applying the same presentation and discussion of the results as above for the full sample analysis, this paper 

first turns to look at the difference in overall results across the three event windows and highlight which of the 

windows will be further examined throughout the rest of this analysis. It is clear to see that the abnormal return 

created in the windows follow the same pattern in terms of the magnitude of value captured. As a result, this 

paper applies emphasis to the (-10, +10) window, which will then be further analyzed below in order to analyze 

the impact of economic cycles on the abnormal returns and if there are any significant time trends.  

 

Through the period referred to as the pre dot-com period, this analysis finds that hedge fund activists were able 

to create additional shareholder value as suggested by the CAAR of 7.08%. This period is marked as a period 

of great prosperity as it followed the commercialization of the internet in 1995 all the while hedge fund 

activism was starting to establish itself as an investment vehicle. From the analysis of target firm characteristics 

carried out earlier, this paper found that the deviation of the average of the target firms key figures from the 

industry benchmark was large, which suggests that multiple aspects of target firms were subject to 

improvement as compared to the levels of the industry average. As an example, ROA almost doubled its 

distance to the industry benchmark from 1998 to 1999, indicating much room for improvement and a 
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considerable potential for unlocking shareholder value by an activist hedge fund. This is an early indication of 

a hypothesis that hedge fund activists thrive under favorable economic conditions in the short-term. The 

associated p-values to this period indicates that the estimated value is highly significant since every p-value is 

below a satisfactory level, except the BMP-test.  

 

The following sample period is the dot-com crisis, which is identified as a period of economic turmoil. From 

the visualization of the decrease in the number of activist hedge funds and interventions during the dot-com 

crisis in figure 1.4 and 7.1, this paper found that economic turmoil shows its impact on the hedge fund activism 

industry. As such, this paper expects that as periods of economic turmoil arise, it will also exhibit a plunge in 

the CAAR generated by the activist hedge fund. From the analysis, a CAAR of 2.70% is obtained supporting 

the hypothesis that the CAAR deteriorates during economic turmoil. During this economic state, firms would 

often be reluctant to increase leverage and reduce their cash balances, which make some of the hedge fund 

activists objectives tough. In addition, it was shown in the analysis of target firm characteristics that as the dot-

com crisis emerged, a very significant reduction in the deviation of target firms average key figures to the 

industry benchmark was observed, as measured by the ROA and ROE for example.  

 

In addition, activist hedge funds now had to target firms that were more profitable than what they had targeted 

in the period leading up to the crisis. As such, activist hedge funds were less able to identify large upside 

opportunities and had to target more ‘average’ firms that possessed less room for improvement. This supports 

the hypothesis that during economic turmoil, the CAAR generated plunges, which is in line with the 

observation from Greenwood & Schor (2009) that activists perform poorly during crises. However, from the 

4-factor model the CAAR amounts to 6.27%, which deviates considerably. An explanation of this dispersion 

could be that the 4-factor model captures essential risk factors under turmoil. This result jeopardizes the 

support of the hypothesis from Greenwood & Schor (2009). The associated test statistics suggest that the dot-

com period was characterized by greater volatility which potentially has influenced the p-values which exhibits 

that the values are not different from zero from the parametric tests’ point of view. The non-parametric tests 

suggest that the median CAR is above 0 and that it can be significantly stated that more than 50% of the 

observations have a positive abnormal return. Hence, this period can be interpreted as a period where the hedge 

fund activist was able to generate a positive abnormal return. 

 

Pre financial crisis, the market was characterized by significant developments and identified as a strongly 

bullish time with the introduction of multiple popular investment vehicles driving the markets to record highs. 

This was supported from figure 1.4 where the evolution in the number of activist hedge fund interventions 

increased radically. This goes to show the rise of the industry of hedge fund activism and this period of time 

has since been referred to as ‘the wave of shareholder activism’ (JPMorgan Markets, 2016). The analysis 
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indicates that during this time, a CAAR of 7.28% is generated. As such, the hypothesis stated from the pre dot-

com period that hedge fund activists thrive under favorable economic conditions in the short-term is supported. 

Further, the results from the analysis of target firm characteristics also indicate that the deviation of target 

firms average key figures to the industry benchmark increases during this time, suggesting that more and more 

room for improvement could be captured by the activist hedge fund, thus supporting the growth in the number 

of activist interventions and the large abnormal return generated during this period of prosperity. The 

significance of the result can be concluded similar to the pre dot-com period, which is that the estimate is 

considered significant. 

 

With the emergence of another period of economic turmoil, i.e. the financial crisis, this paper observes a drastic 

reduction in the number of activist hedge fund events from figure 1.4, just like it was observed for the dot-com 

crisis. The drop, however, is more drastic during the financial crisis, which must be considered with the wave 

of shareholder activism in mind. As such, the industry had developed into more of an investment vehicle post 

dot-com rather than it was pre dot-com. Nevertheless, this paper expects this period of time to support the 

hypothesis that during economic turmoil, the CAAR generated plunges. From the analysis a CAAR of 7.66% 

is observed, which rejects this hypothesis. Turning to the analysis of firm characteristics for this period of time, 

no significant impact on the key figures of a target firm is apparent, which again supports the rejection of the 

hypothesis that the CAAR plunges during economic turmoil. This is in contrast to what Greenwood & Schor 

(2009) obtain, as they argue that activists perform poorly when takeover interests decline. Instead, this paper 

finds that during the financial crisis, hedge fund activist events continued to be a value creating source even in 

high volatility markets, which is in contrast to what happened during the dot-com crisis.  

 

A possible hypothesis could be the ability and success of activist hedge funds to spot potential targets using 

target firm characteristics during the wave of activism, an ability which then carried on through the financial 

crisis. This is supported by the findings from the analysis on target firm characteristics. In addition, an 

interesting hypothesis proposed by Lins et al. (2013) is that under the financial crisis, firms in general seem to 

expropriate more private benefits, which might support why there is a large abnormal return generated during 

the financial crisis in the short-term due to the activists mitigating role. However, the 4-factor estimation model 

deviates again under turmoil, but in contrast to the dot-com crisis, the CAAR value is less at 4.43%. These 

estimations highlight the importance of selecting the appropriate return model, since they capture different risk 

factors leading to a moderate dispersion under economic turmoil. In addition, at this stage neither the 

hypothesis from Burkart & Dasgupta (2014) that hedge fund activism is largely procyclical or the hypothesis 

from Greenwood & Schor (2009) can be supported or rejected due to the contrary evidence from the two return 

models. The associated p-values follow the same pattern as the dot-com crisis, which is why the same 

assessment can be made and once again highlight the importance of including non-parametric tests.  
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The post financial crisis is characterized as a period of economic prosperity and is thus expected to show 

similar behavior as to what was observed during the other times of prosperity. However, this paper 

acknowledges the presence of several mini-crashes that occurred during this period, which might have had an 

impact on the causality of the low abnormal return of 5.48% that is observed from the analysis above. From 

the analysis of firm characteristics during the post financial crisis period, this paper observes somewhat similar 

results compared to the other two periods of economic prosperity, which is why the hypothesis that hedge fund 

activists thrive under favorable economic conditions in the short-term is supported. The abnormal return can 

be considered as a significant value due to its low p-value for t-test and the non-parametric tests. 

 

Hedge fund activism investment objective analyses 

This paper segregates the interventions into categories based on the investment objectives stated upon 

disclosing their 13D filing, objectives introduced earlier from figure 3.1. This is done to analyze if any 

strategies are perceived more positively by the market than other. The event windows applied through the 

short-term analyses so far are the same windows applied at this stage of the analysis of each investment 

objective stated. Following the same pattern as the sample period analysis, this analysis commences by 

visualizing the CAAR below in figure 8.7 for each investment objective in each event window. 
 

 
Figure 8.7: Cumulative average abnormal return functions for investment objective analyses 

Source: Author’s creation 

 

As seen from the sample period analysis, the run-up period for this investment objective analysis is of great 

importance. As such, the windows with a negative span of 10 are able to capture this effect to a greater extent. 

Again, this supports the hypothesis that value is created throughout the 10 days leading up to the date of 

announcement, which is consistent with the hypothesis of a leakage of information argued for in previous 

analyses as well. The following section is an analysis of the abnormal returns generated by each investment 

objective. The results from carrying out this analysis are provided by figure 8.8 below.  
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Figure 8.8: Investment objectives analysis 

Source: Author’s creation 

 

From an examination of the above figure, this paper finds that the abnormal return that is created in the window 

of (-2, +2) is lower compared to the other two windows. This is similar to the observation made in the previous 

analysis. It is clear to see that the abnormal return created in the windows follow the same pattern in terms of 

the magnitude of value captured. As a result, this paper applies emphasis to the (-10, +10) window, which will 

then be further analyzed below in order to analyze the effect of different investment objectives on the abnormal 

returns and if there are any significant trends. As seen from the above figure, a great dispersion among the 

intention of the hedge fund activist exists ranging from a CAAR of -3.03% to 11.35% depending on the stated 

objective. If any of the other windows exhibit any particular odd results these will be analyzed. 

 

Taking the investment objectives one-by-one, the general objective of undervaluation is analyzed first. From 

the event window of interest, this paper finds that stating this objective generates a CAAR of 5.62% with a p-

value suggesting that the null hypothesis of the value not being different from zero can be rejected. Since this 

objective does not suggest any particular strategy from the point of view of the activist hedge fund, the results 
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obtained suggest that the activist hedge fund is superior at spotting target firms, which is rewarded in the 

market in the short-term by creating significant shareholder value. This might refute the hypothesis of hedge 

fund activists being lucky rather than skilled at stock-picking. The CAAR obtained and its high significance 

level indicates that intervention from an activist hedge fund will on average generate an abnormal return. 

 

Capital structure is the only of the investment objectives that generates a negative CAAR, particularly it is 

found to -3.03%. The associated p-values are not considered significant suggesting that the null hypothesis of 

the value not being different from zero cannot be rejected. The non-parametric tests suggest that the typical 

abnormal return is negative. This is in line with the results of Greenwood & Schor (2009). One hypothesis as 

to why this objective yields a negative CAAR might be considered due to the fact that hedge funds with this 

objective in mind are willing to pump up the stock price in the short term to earn a quick buck at the expense 

of longer-term value creation, which is not recognized positively by the market. It is worth noting that the (-2, 

+2) window actually generates a slight abnormal return of 1.03%, which could be considered a result of the 

firm being targeted in the first place, which was found above to generate abnormal returns.  

 

Next, stating business strategy as the investment objective delivers a CAAR of 8.70% with a high level of 

significance, thus suggesting that the null hypothesis of the value not being different from zero can be rejected. 

The CAAR generated might be due to hedge fund activists excelling at identifying possible growth strategies 

through their extensive know-how. For instance, they might already disclose potential acquisitions that would 

contribute to additional shareholder creation. Boyson & Mooradian (2010) argue that even a failed merger 

might be generating abnormal return due to the pressure of making changes that arises. The same is argued for 

by Boyson & Gantchev (2016). Both hypotheses are supported from this result.  

 

Sale of target as an investment objective is generating superior return among the stated objectives with CAAR 

of 11.35%, all the while being different from zero from its p-values. One hypothesis as to why this objective 

yields such superior return is the fact that upon being acquired by a third party, the shareholders are looking at 

a possible buyout with a premium above the current share price. In addition, Greenwood & Schor (2009) argue 

that the short term abnormal return is positive from a sale of assets, which is confirmed by this analysis. The 

same argument is presented by Clifford (2008). Becht et al. (2015) also argue that the largest abnormal return 

is from a takeover, which is supported by the results of this analysis.  

 

The corporate governance CAAR amounts to 6.70%, a result with p-values suggesting that the null hypothesis 

of the value being equal to zero can be rejected even down to the 1% level. This is in contrast to Greenwood 

& Schor (2009) who find that this objective is not statistically different from zero. Becht et al. (2015) find it 

likely that the activist hedge fund will have to remove the CEO, which then creates shareholder value in the 
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short-term. In addition to the removal of the CEO, the activist hedge fund might have disclosed other apparent 

agency costs that it will attempt to mitigate, which can happen relatively fast thus supporting the positive 

abnormal return created by this objective. Boyson & Mooradian (2010) find that targeting corporate 

governance induces improvement on both the short- and long-term performance, which is supported for the 

short-term from this analysis.  

 

The market perceives the disclosure of multiple strategies and objectives from an activist hedge fund as 

positive, as indicated by a CAAR of 9.38%, with a p-value suggesting that the null hypothesis of the value not 

being different from zero can be rejected. From disclosing more than one stated investment objective, the 

activist hedge fund indicates that it has observed more room for improvement by identifying multiple avenues 

of value creation.  

 

Investment objective economic cycles analyses 

This paper now turns to apply an angle aimed at analyzing the effect of economic cycles on the ability of hedge 

fund activists to generate short-term abnormal returns. This is done with the segregation of investment 

objectives into two economic states, prosperity and turmoil.  The CAARs for each event window and each 

investment objective through each of the two economic states are provided below in figure 8.9. 
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Figure 8.9: Cumulative average abnormal return functions for investment objective economic cycles analyses 

Source: Author’s creation 

 

From the above figure, this paper finds that abnormal return is created in the run-up period of interventions. 

The pattern is more similar for each objective during prosperity while a larger degree of dispersion exists 

during turmoil, however, the hypothesis of abnormal returns in the run-up due to leakage of information is 

supported. Another hypothesis that can be stated is that some of the objectives create notably more value during 

one economic state than the other, which can be somewhat supported from the indication above that capital 

structure yields contradicting results in the two economic states. In order to better analyze the results and draw 

conclusions on this, a table containing the results obtained from this analysis of the window (-10, +10), in 

order to keep consistency, is presented in figure 8.10 below. Results of the full analysis is seen in appendix 12.  
 

 

 
 Figure 8.10: Economic cycles analysis 

Source: Author’s creation 
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Taking the investment objectives one-by-one from the top, undervaluation will be analyzed first. The analysis 

finds that this generates CAAR of 6.40% in prosperity and 3.17% in turmoil. The parametric p-values indicate 

that the associated null hypothesis can be rejected only in prosperity, whereas the non-parametric test suggest 

that the typical target firm earn a positive abnormal return. The results from turmoil should thus be dealt with 

caution. The positive results for both states of the economy suggest that the activist hedge fund is superior at 

spotting undervalued target firms and possess some superior skills, as this return earned in excess of the 

average return stems from just stating that a firm is undervalued. The difference in results could be due to a 

hypothesis that stating this objective does not indicate any significant activism aspects, which are otherwise 

highly sought after by the market during turmoil, which is why the return during turmoil does not amount to 

that during prosperity. What this goes to show is a support of the hypothesis from Burkart & Dasgupta (2014) 

that activism from hedge funds is largely procyclical.  

 

The objective of capital structure is subject to an interesting observation as this generates -4.15% CAAR in 

prosperity while this turns to 2.94% during turmoil. Neither of the parametric p-values indicate that the 

associated null hypothesis can be rejected which the number of observations greatly influence. But the p-values 

of non-parametric tests in turmoil indicate that the median CAR display a positive value. As such, the results 

should be dealt with caution. The results obtained for prosperity support the hypothesis stated previously that 

the market perceives hedge funds with this objective in mind as being willing to pump up the stock price in 

the short term to earn a quick buck at the expense of longer-term value creation. On the other hand, when a 

firm is financially distressed, this paper expects that the prospect of a hedge fund activist entering the firm and 

adjusting its capital structure through suggesting a restructuring of its debt, repurchase shares, payout dividends 

etc. is regarded as highly positive and is something that is attached great value by the market during turmoil. 

Again, the hypothesis from Burkart & Dasgupta (2014) is supported as the procyclicality is quite apparent. 

 

Business strategy is one of the investment objectives that does not deviate that substantially depending on the 

economic cycles. During prosperity, a CAAR of 8.32% is observed while a CAAR of 10.43% is observed in 

turmoil. Both are significant at the 10% level while prosperity is also significant at the 5% level, suggesting 

that the null hypothesis can be rejected. The number of observations is perceived satisfying. Stating this 

objective is associated with an interest in pursuing growth strategies and overcome the potential lack of focus 

that has been exhibited by the target firm. This paper expects that both new growth strategies and a regain of 

focus important in both economic states and is key skills of an activist hedge fund. As such, this objective does 

not indicate a procyclical nature and suggests a rejection of the hypothesis from Burkart & Dasgupta (2014).  

 

In contrast to the hypothesis stated previously from Greenwood & Schor (2009), sale of target delivers a larger 

abnormal return during turmoil and thus does not support that activist hedge funds perform poorly during 
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crises. The CAARs obtained are 9.51% and 15.14% for prosperity and turmoil respectively. This is, however, 

more in line with the arguments of González & Calluzzo (2016) who claim that activity revolving purchase or 

selling the target company results in the highest abnormal return. This hypothesis is supported during both 

prosperity and turmoil. This paper expects one hypothesis of this result to be due to investors perceiving that 

the firm will be sold to a third party, which will be done at a premium above the share price due to potential 

synergies and which is considered an instant shareholder value creation. This effect is more value creating 

when the firm is looking at financial distress as indicated by the results above. Another hypothesis is the fact 

that activist hedge funds have a larger network and might be better at approaching potential third party buyers, 

supporting creation of abnormal return under both states of the economy. In addition, both results are 

significant at the 5% level for the parametric and non-parametric tests. 

 

Looking at corporate governance as an investment objective, this deviates quite significantly across the two 

states of the economy with a CAAR of 7.65% in prosperity and 1.89% in turmoil. The p-values indicate that 

the associated null hypothesis can be rejected only in prosperity. In contrast, the p-values under turmoil are 

sufficiently high in which it can be associated with the null hypothesis not being rejected and hence the values 

are not above zero. Along the same hypotheses stated in the investment objective analysis, the mitigation of 

agency costs, ousting of CEO and other corporate governance measures generates positive abnormal return, 

which is observed during prosperity and this supports the hypothesis of Becht et al. (2015) that the activist 

hedge fund will have to remove the CEO, which then creates shareholder value in the short-term. Along the 

same lines, these results also support the hypothesis of Greenwood & Schor (2009) who report that any 

corporate governance proposal during crisis will have no significant impact due to their empirical results. 

 

Lastly, this paper expects that stating more than one objective should show the same pattern as the objective 

of undervaluation, albeit a higher return for both states of the economy due to the activist hedge fund having 

identified multiple possible avenues for improvement. The above analysis yields a CAAR of 10.52% in 

prosperity and 6.32% in turmoil, again showing significant deviation across the economic cycles. The result 

for prosperity is statistically significant, which means that the p-values indicate that the associated null 

hypothesis can be rejected. Contrary, the result in turmoil is statistically insignificant for both the parametric 

and non-parametric tests which indicate that the value cannot be considered as different from zero and that the 

typical event exhibits a negative abnormal return. As such, this somehow supports the claim that stating more 

than one objective shows the same pattern as undervaluation and a higher return, especially during prosperity. 

The results obtained here where a mixture of objectives is analyzed, are considered representative in terms of 

supporting the hypothesis from Burkart & Dasgupta (2014) that activism from hedge funds is largely 

procyclical. 
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Target firm characteristics determinacy of positive abnormal returns 

Through this section, this paper undertakes a probit regression analysis in order to examine and determine 

which factors contribute to the probability of abnormal return. The regressors included in this probit regression 

as well as the result of probit regression is shown in figure 7.5 below. The regression is carried out on the (-

10, +10) window. As can be seen, four regressions have been run from which this paper will emphasize the 

results in column (4) including 10 regressors as a result of the tests that have been run for testing 

multicollinearity and whether the model is significantly better explained than an "empty" model by the 

likelihood ratio test. Given the fact that this is a probit model, the interpretation on the results is not based on 

the actual values but rather on the signs, since it takes on a cumulative standard normal distribution function.  
 

 
Figure 7.5: Probit model for CAAR10 

Source: Author’s creation 
Highlighted: Regression of choice 

 

The regression above indicates that the probability of abnormal returns increases as the market value of firms 

increase. This is indicated by the estimated coefficient for ln.Marketvalue, which yields 0.030. This paper has 

taken the log of market value in order to scale it down to percentages, which makes it more representative. As 

such, market value is positively associated with the probability of creating abnormal return indicated by a 
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positive effect from increasing market value. This coefficient, in addition, is significant on the 10% level. It 

suggests that in the sample of target firms, the higher market cap the higher probability of generating an 

abnormal return. 

 

The same result is obtained for ROA and ROE as well, indicating from their coefficients of 0.300 and 0.014 

that larger returns on assets and equity respectively is positively associated with the creation of abnormal 

returns by activist intervention. As was found through the analysis on target firm characteristics, ROA and 

ROE are usually below the industry averages upon hedge fund activist intervention. This finding still holds 

true. The results obtained from the probit regression does not suggest that the key figures are above industry 

average, but rather suggest that targets in which the ROA and ROE is larger than the sample average from the 

regression increases the probability of abnormal returns. As such, of the targets with ROA and ROE below 

average, those with the larger returns have a greater probability of generating abnormal returns. This paper 

thus finds that hedge fund activists are not targeting firms with poor ROA and ROE but rather firms that are 

able to generate cash flows, i.e. value firms, as was also concluded in the previous analysis on characteristics.  

 

Looking at dividend payout, this coefficient also indicates that the probability of abnormal returns increases 

as the dividend payout ratio of firms increase. This paper expects this to be due to the fact that firms that are 

already paying out dividends are more likely to increase the payout as compared to those that are not paying 

any dividends at all. In addition, firms that are paying out dividends are rewarding its shareholders, which can 

be highly regarded by the market. Book to market is highly significant as indicated by being significant at the 

5% level. This coefficient shows that as the book to market ratio increases, it increases the probability of 

creating abnormal returns. This paper concludes that this is highly representative as it draws upon the same 

conclusions from previous analyses. A higher book to market ratio indicates that the stock is trading for less 

than the worth of its assets. Hence, a high book to market ratio is preferred by hedge fund activists who are 

value investors and who interpret it to mean that the company is a value stock. This also supports the 

investment objectives of undervaluation – that hedge fund activists are in the market to spot undervalued stocks 

and are superior at that.  

 

Total debt to equity (D.E), R&D expenses to sales (R.D.S) and cash flow to total debt (CF.D) are all 

coefficients indicating that an increase in the ratio is associated with a decrease in the probability of creating 

an abnormal return. None of the three coefficients are statistically significant within the 10% level. First, a 

high debt to equity generally suggests that a company has been aggressive in financing its growth with debt. 

As it was previously found by this report that hedge fund activists target firms that are less debt financed, the 

negative coefficient is found to be representative as hedge fund activists use leverage as a metric in their 

activism campaign. Next, R&D expenses to sales also suggest that the firms with a ratio less than the sample 
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average increase the probability of abnormal returns, which is consistent with the findings from the analysis 

on target firm characteristics, in which this key figure was consistently below the industry average. Cash flow 

over total debt was also found to be consistently below the industry.  

 

Lastly, debt to assets (D.A) and cash to liabilities (C.L) indicate that ratios above the average of the sample 

increase the probability of obtaining an abnormal return. These two key figures did not provide any in-depth 

results in the analysis of target firm characteristics and will as a result not be elaborated further in this analysis. 

In addition, the coefficients are not statistically significant.  

 

Conclusion  

Concluding on the short-term creation of shareholder value and to answer the hypothesis that activist hedge 

funds generate significant short-term abnormal return, it can be drawn from the results of this section that the 

hedge fund activist generates an abnormal return of 6.03% in the full short-term sample analysis. This result 

provides evidence to support the hypothesis of short-term value creation and is the first step in the test of the 

myopic claim that activist hedge funds are willing to sacrifice long-term value creation in response to a surge 

in the short-term value. The short-term value has thus been supported from this analysis and the myopic claim 

is subject to further investigation in the long-term analysis  

 

Through this papers assessment of shareholder value creation from abnormal returns in the sample periods, 

evidence was found to test the hypothesis from Greenwood & Schor (2009) that during economic turmoil, the 

CAAR generated plunges. This paper found that this hypothesis could be supported during the dot-com crisis 

with the CAAR dropping to 2.70% but was rejected during the financial crisis with a CAAR of 7.66%. Both 

of these results are not statistically significant and should thus be treated with caution. As such, ambiguous 

results were found to test this hypothesis. In addition, at this point the results also provided poor evidence to 

test the hypothesis of Burkart & Dasgupta (2014) that hedge fund activism is largely procyclical with the 

ambiguous results obtained for the two periods of crisis. The other sample periods, which are all characterized 

as periods of prosperity, contain very low p-values in which it can be stated that the estimates are significantly 

different from zero. The CAAR generated through periods of prosperity varies from 5.48% to 7.66% thus 

supporting the hypothesis of short-term shareholder value creation. This analysis gave further rise to support 

the myopic claim by proving that short-term value is created.  

 

The investment objectives are further investigated in the sample periods, where this paper found that the 

abnormal returns generated deviates quite significantly across the investment objectives and the two states of 

the economy. Common for the analysis, however, is the fact that hedge fund activists are able to generate 

abnormal returns during both states of the economy, as indicated by the statistically significant results obtained 



   93 

for business strategy, sale of target and undervaluation. This further supports the myopic claim. Through this 

analysis, the results obtained now supports the hypothesis of Burkart & Dasgupta (2014) that hedge fund 

activism is largely procyclical, which was indicated by all investment objectives except business strategy, 

which was not readily affected by a change of economic state. The hypothesis from Greenwood & Schor (2009) 

was not supported from this analysis, as investment objectives such as sale of target, capital structure and 

business strategy all deliver larger abnormal returns during periods of turmoil, thus rejecting the hypothesis 

that during economic turmoil, the CAAR generated plunges. 

 

Through this analysis of short-term shareholder value creation, this paper has found evidence to support 

multiple hypotheses but most importantly, has provided significant evidence to test the myopic claim going 

into the analysis of long-term shareholder value creation.  

 

Long-term shareholder value creation 
The analyses of the long-term abnormal return are a crucial part in answering the problem statement of this 

paper, but also to try to shed light on the myopic activist claim regarding the activist hedge fund investor. As 

stated earlier on, the hedge fund activists have gained a negative reputation due to postulate strategy of “pump 

and dump”, in which they are willing to sacrifice long-term value creation in response to a surge in the short-

term value. For instance, William George a Harvard Business School professor and a former CEO states the 

following: “The [The hedge fund activist] real goal is a short-term bump in the stock price. They lobby publicly 

for significant structural changes, hoping to drive up the share price and book quick profits. Then they bail 

out, leaving corporate management to clean up the mess …” (Bebchuk et al., 2015). This mentioned statement 

makes the hedge fund activist a polarized topic in terms of its utility in the capital market, which is a major 

reason why this paper wants to examine whether the hedge fund activist actually apply a “pump and dump” 

strategy or if they facilitate shareholder value creation in the long-term. 

 

This section on long-term shareholder value creation follows a similar structure as the short-term shareholder 

value creation section in order to keep consistency throughout the analyses sections. As such, descriptive 

statistic will be studied firstly, followed by the full sample analysis, sample period analysis and investment 

objectives analysis. Finally, financial figures of the target firms over two to three years will be studied to 

provide a possible answer of the myopic claim.  

 

Descriptive statistics of long-term data 

The dataset for the long-term abnormal return section deviates naturally due to the longer time horizon, but 

also by the fact that the long-term event study follows a different approach than the short-term event study and 

its related cumulative abnormal return approach. As stated in the methodology, the calendar-time approach 
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was deemed the most appropriate due to its attractive attributes over BHAR or CAR approaches. Additionally, 

the short term event study applies daily return whereas the long-term event study applies monthly return, which 

is considered accepted by the literature (Khotari & Warner, 2006). 

 

A significant difference between these approaches is the point of view of the abnormal return. The calendar-

time approach applies a portfolio perspective in contrast to the CAR and BHAR. This portfolio is thus 

recalibrated over the entire sample period in which an average return is created from each month in calendar 

time subtracted the risk-free rate in order to provide an excess return. This leads to a substantial lower number 

of observations since the observations are given as each respective month throughout the sample period. 

Importantly, the month with the announcement of the 13D filing has been removed and the estimation process 

begins one month following the filing to remove any previously recognized abnormal return from the stock 

price surrounding the announcement date. The typical holding period for a hedge fund activist is around one 

year, which is why this paper has decided to collect monthly return a year from the announcement (Brav et al., 

2008). This insure that the single target firm is in the portfolio from t+1 to t+12 of its announcement. 
 

 
Figure 8.11: Descriptive statistics – dataset applied 

Source: Author's creation 

 

The descriptive statistic is outlined in the above figure. It is shown that the distribution is right-skewed with a 

skewness value of 0.74 as well as a mean value above the median. The kurtosis of 4.52 imply leptokurtic 

distribution and the number of observations amounts to 208 which is equal to the months during February 

1998 to May 2015 (Stock & Watson, 2012). The average monthly excess return8 amounts to 1.3% of the 

specified period, where the minimum and maximum returns amount to -26.6% and 37.4% respectively.  

                                                   
8 The excess return is the rate of return on asset i subtracted the risk-free rate. The same excess return displayed in figure 8.11 
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Full sample analysis 

As stated previously under the methodology section, the estimation models can provide a great dispersion in 

the abnormal returns, characterized by its alpha, once the periods expand beyond daily observation. Hence, 

CAPM, 3-factor and 4-factor model have been applied to not only display the abnormal returns, but also to 

highlight the given intervals among estimation models. 
 

 
Figure 8.12: Overview of the annualized abnormal return 

Source: Author's creation 

 

As figure 8.12 displays, the annualized abnormal return varies between 7.25% to 9.77%, which indicates that 

activism from hedge funds create value in the longer-term based on the full sample. The range of 2.52% shows 

that there exists some dispersion between the estimation models. The associated p-value are less than 0.05 for 

both CAPM and the 4-factor model and under 0.1 for the 3-factor model suggesting that the alphas are 

significantly different from zero. The calendar-time approach has provided some evidence against the claim 

of activist hedge fund investors creating short-term value at the expense of long-term value creation when the 

time horizon is one year after the intervention. However, one can still question the evidence against the myopic 

activism of hedge fund activist since the analysis is based on the following year and thus one might question 

if it would be effective after a much longer period. This paper acknowledges this fact but finds it reliable to 

use the above conclusion since a whole year can be considered as long-term.  

 

The trade-off for not applying an even longer time horizon might be due to the fact that potential other events 

can interfere with the announcement of an intervention from a hedge fund activist. Furthermore, the typical 

hedge fund exits after one year and by this exit it might cause some volatility in the share price and this might 

be the real cause or background for the myopic claim. Nevertheless, this paper decides to include the financial 

figures of the target firms after two and three years from the intervention in order to provide some evidence of 

whether the hedge fund activist does leave the target firm at a better state than when it entered. 

 

Another interesting perspective on this matter and which might partially support the myopic claim is when this 

sample is decomposed into the different economic states, i.e. prosperity and turmoil, as well as the different 

investment objectives. As such, the claim might be supported in some degree if the critics are made during 

certain periods or at specific hedge fund activists that are well-known for performing particular strategies 
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causing the target firm to underperform in the long term. With this in mind, this paper will try to examine the 

claim more in depth while being consistent with the structure of the short-term analyses.  

 
Sample period analyses  

The analysis is constructed from an identical segregation of the full long-term sample into the pre-specified 

periods as in the short-term in order to provide consistency. In this way, the annualized abnormal return can 

be compared along the sample periods. The description of the periods and an in-depth analysis of the impact 

or influence of the periods can be viewed under the section short-term analyses as well as the section on 

shareholder activism and its evolution. The sample periods analyzed are once again estimated through the 

CAPM, 3-factor and 4-factor model to provide the range of the annualized abnormal return, which, according 

to the literature, can deviate substantially by the usage of a mis-specified model. 
 

 
Figure 8.13: Overview of the three applied models for the long-term study on sample periods 

Source: Author's creation  

 

As displayed in figure 8.13 the three models follow the same pattern in regard to the annualized abnormal 

return. The pattern is characterized as a high annualized abnormal return in the pre dot com and pre financial 

crisis periods. It shows that the hedge fund activist thrives under favorable economic conditions in the long-

term. However, it should be treated with caution since the post financial crisis exhibits the lowest annualized 

abnormal return and thus adds fuel to the fire in response to the myopic activist claim. The post financial crisis 

is mainly viewed as a period with prosperity, but this paper is well-aware of several mini-crashes that have 

happened during this period, which might have been an impact on the causality of the low abnormal return. 

Additionally, the pattern shows that the annualized abnormal return plunges once a crisis emerges. This is best 

illustered by the 3-factor and the 4-factor model, where the annualized abnormal return is close to zero and 

hence no positive impact from a hedge fund activist during turmoil. However, the CAPM estimates differently 

and exhibits quite reasonable annualized abnormal return of in the range of 8.25% to 9.59%.    

 

The CAPM model deviates mostly during periods categorized by turmoil. It can be difficult to explain the 

reason behind these results but one possible explanation could be the fact that the CAPM suffers from fewer 

risk factors than the 3-factor and 4-factor model. Thus, it can be a worrisome model to apply for hedge fund 
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activists during crisis since it can overstate a return substantially. In contrast, the CAPM has the lowest 

annualized abnormal return in the post financial crisis, which further highlights its deviation from the estimated 

parameter of the 3- and 4-factor models.  

 

In comparison to the short-term abnormal return, the hedge fund activists seem to sustain the positive trend in 

the stock price under the pre dot-com period as well as the pre financial crisis. The reader has to take into 

account that the initial month with the announcement date is excluded from the calculation of the annualized 

abnormal return in order to remove any abnormal return already recognized. In contrast, the same magnitude 

of the positive trend does not seem to follow long-term once a crisis emerges. The general environment suffers 

from liquidity and growth and thus it might have harmed the target firm’s profit as well as harmed the hedge 

fund activist’s prospect of selling its stake at an attractive price. The period prior to the dot-com crisis was 

primarily characterized by excessive speculation, cheap and easy access to capital which might have been a 

cause for the higher annualized abnormal return (Clarke, 2015). But once the capital market started to dry up 

and companies were in need of cash, the hedge fund activist might not only have had a difficult time triumphing 

its objective through, but other owners might have a different agenda to steer the company successfully out of 

the crisis. The target firms might preserve more cash, make less investments, forfeit any mergers and 

acquisitions, and cut dividend payout as well as share repurchase programs. The greater illiquidity reduces the 

profitability of selling (Edmans, 2014).  

 

In such manner, the promises and intentions of the hedge fund activist might be shattered by a crisis and hence 

be a possible explanation for the zero-abnormal return in the long run. Similarly, with the financial crisis that 

suffered from an enormous credit crunch. The target firms may run into identical difficulties of sustaining the 

positive short-term abnormal. An interesting hypothesis proposed by Lins et al. (2013) is that under the 

financial crisis, firms in general seem to expropriate more private benefits. Lins et al. (2013) report that this 

extraction of the firm’s resources become costlier to investors holding a smaller stake. Additionally, they 

suggest that shareholders who are undiversified are undertaking less risky investments than firms with 

diversified shareholders. This could imply that the firms owned partially by a hedge fund activist are keener 

on survival of the target firm rather than undertaking the necessary risky investment to sustain the growth.  

 

The displayed annualized abnormal return might also stem from the fact that some of the success rate of the 

stated objectives fluctuated during different economic environment. Gantchev (2013) reports that 30% 

achieved their stated objectives within the period of 2000-2007 but does not mention whether this number 

deviates more in turmoil or in prosperity. Bratton (2007) is unable to measure it appropriately but 

acknowledges that the activists are quite successful in imposing their objectives. However, the number should 

be interpreted with caution. Firstly, the number is present in a period involving turmoil and prosperity and 
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hence might fluctuate. Secondly, it is arguably difficult to define when an objective has been successfully 

implemented. However, a hypothesis of a higher success rate under prosperity seems valid since the capital 

market is, ceteris paribus, cheaper and more accessible, which facilitates higher probability of making 

investment as well as more activity in the mergers and acquisitions segment. 

 

Besides this, the estimation models seem overall in line with each other although one problematic property of 

these results clearly emerges. The related p-values can partially be considered as poor. The p-values in the pre 

dot-com are under the significance level of 10% for the 3 and 4-factor model. This can be associated with the 

null hypothesis of an annualized abnormal return not different from zero for not being rejected. The other p-

values do make sense, since it is valid to conclude that the associated null hypothesis cannot be rejected due 

to the low alphas. A possible explanation of this matter can be viewed under the methodology section, where 

the various scholars and professors have some discouraging opinions of the long-term event study's power on 

the statistical inference. 

 

Hedge fund activism investment objective analyses 

This subsection helps to explain which investment objectives drive these annualized abnormal returns caused 

by the hedge fund activist. Not only does this paper keep consistency in the structure throughout but also 

provide a deeper insight into potential causalities. The investment objectives are once again broken into a 

general level as well as the two periods; economic prosperity and economic turmoil in order to have sufficient 

amount of observations in the hope of drawing any valid inferences. 

 

The inability to generate a long-term abnormal return of the target firms has been explained by insufficient 

managerial skill, short-term focus, and activist goals other than long-term improvement of the target firm. 

Additionally, the activist has spent too little money or time on its activism to generate a positive abnormal 

return long-term (Black, 1998; Boyson & Mooradian, 2010). Kahan & Rock (2007) state that better alternatives 

exist if the goal is to improve the target firm in the long term than opt to shareholder activism. However, this 

paper has prior to this section provided some evidence against the aforementioned. The paper has thus far 

empirical, albeit less robust, evidence of hedge fund activist providing an annualized positive abnormal return. 

This section will, nevertheless, try to showcase if any of the objectives stated by the hedge fund activist 

facilitate an annualized abnormal return. 

 

Long term event studies have been conducted on the various investment objectives, which follow the same 

classification as in the short term. The methodology is identical to the previous long-term study, but the event 

of interest is slightly different. The event of interest is the investment objectives instead of the sample periods. 
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The observations are based on the constructed portfolio’s monthly return and the estimation model is the Fama 

& French 4-factor model with the Carhart addition. 
 

 
Figure 8.14: Overview of long-term event study of the investment objectives based on the 4-factor model 

Source: Author's creation 

 

As displayed in figure 8.14, a great dispersion among the intention of the hedge fund activist exists. The range 

is from -1.86% to 15.63% depending on the objective. The objective of undervaluation results in an annualized 

abnormal return of 2.34% albeit a high p-value suggesting that the null hypothesis of the value not being 

different from zero cannot be rejected. This implies that independent of which economic environment exists, 

the hedge fund activist will on average not be sure to generate an annualized abnormal return. Another way of 

interpreting this result is to question whether hedge fund activist can pick stock that will create superior return 

alone form an undervalued standpoint. Thus, this result might lead to a discussion about luck versus skill 

amongst hedge fund activist. However, it should still be assessed with some caution. There might still exist 

plenty of hedge fund managers that create superior abnormal return since this value might be driven by a few 

negative outliers. Furthermore, the separation of the economic conditions might shed light on this matter.  

 

The capital structure indicates a negative annualized abnormal return, which suggests that this intention from 

a hedge fund activist is not creating value in the long-term. The associated p-value suggest that the value is 

not different from zero. It might be considered that hedge funds with this objective are willing to pump up the 

stock price in the short term at the expense of long-term value creation. Additionally, this might refute that 

hedge fund activists successfully address the agency cost of free cash flow return-wise in the long-term on a 

general level as suggested by Klein & Zur (2008).  

 

In contrast, the business strategy objective experiences the highest annualized abnormal return of 15.63% and 

is considered significant due to its low p-value. The hedge fund activist’s intention of changing the operation 

of the target firm seems to create value in the long-term. The activist might bring knowledge and know-how 
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into different growth strategies or how to improve the operational efficiency. As importantly, the business 

strategy might revolve around M&A activity, which might be the profound causality of this high return. Even 

a failed merger experience might generate high abnormal return due to internal pressure of making changes in 

the operations or capital market making a revaluation of the stand-alone value (Boyson & Mooradian, 2010). 

 

The sale of target objective can be viewed as no different from zero and hence this objective is not generating 

any superior return. This objective can be considered as a bit controversial in the long-term to draw any 

unbiased inference on. Some of the target firms in this category might have been delisted and thus the 

observation disappears in the sample. Greenwood & Schor (2009) argue surprisingly that some of the most 

successful target firms are those who are targeted by hedge fund activist and immediately are put off the public 

market once an activist hedge fund investor intervenes. Moreover, the process of selling the company can be 

dragging with no additional information provided for the capital market. By this, the stock price might not 

experience any volatile changes during the period of 12 months, but only in the first month at the announcement 

date. Nonetheless, the value of 1.19% might be caused by failing at selling the company after publicly 

announcing the intentions. 

 

The corporate governance annualized abnormal return amounts to 12.9%, but again suffers from a high p-

value, which suggests that the null hypothesis of the value being equal to zero cannot be rejected although it 

is converging towards being significant at a 10% level. Hence, the estimated result can be used as an indication 

of corporate governance being a driver of long-term superior return. Becht et al. (2015) argue that a removal 

of the CEO can cause large abnormal long-term return, which might be the root for this paper’s result. The 

hedge fund activist’s purpose can be considered as an initial corporate governance issue in every circumstance. 

There exist possible misalignments between the owners and management which the activist mitigates with its 

presence. The hedge fund activist minimizes this gap by changing some radical procedure within the company 

and monitor intensively due to its significant stake and its undiversified business (Gantchev, 2013). Klein & 

Zur (2008) argue that the highest return is obtained when the activist hedge fund gains a board seat, which 

must often be the case given the high abnormal return for this objective and thus support this claim. In addition, 

Boyson & Mooradian (2010) find that stating corporate governance as an investment objective causes creation 

of shareholder value both in the short- and long-term, which is supported for the long-term from this analysis.  

Lastly, the more than 1 objective can be assessed from two perspectives. The first perspective is that the target 

firm is doing poorly in several areas where room for improvement exists. The second perspective could be due 

to the hedge fund activist having a lot of ideas on how to improve the target firms and potentially see expansion 

possibilities, in which the target firms would not be able to realize itself without the need of expertise provided 

from a hedge fund activist. The annualized abnormal return amounts to 6.86% with a t-test indicating an 

insignificant result. Becht et al. (2015) state that a driver of any large abnormal return in the long-term stems 
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from when the objective is more than singular. In particular when the investment objective is a takeover 

combined with another outcome. However, this paper’s result of the more than 1 objective seems to indicate 

that it is in the middle of the pack in regard to an annualized abnormal return, which on average can contribute 

to a superior return long-term. 

 

Investment objective economic cycles analyses 

As stated earlier, the next analysis is built upon the objectives impact on the abnormal return through the 

economic cycles. This allows for a better causality of the objectives, since the economic environment can 

cause impact on whether some objectives become more profitable under prosperity or turmoil. The results are 

shown in figure 8.15, which contribute to some quite insightful results. Overall, the annualized abnormal 

results deviate substantially depending on which economic cycle the hedge fund proposes its objective. 
 

 
Figure 8.15: Overview of the long-term abnormal return of the investment objectives in different economic cycles 

Source: Author's creation 
 

In contrast to the low superior return from the general undervaluation objective, the return increases to 10.34% 

in an economic cycle characterized by turmoil. The p-values are still high and thus the associated null 

hypothesis cannot be rejected, which is why this paper can only use these returns as a weak indicator. The 

results in the undervaluation category can lead to a further discussion of whether the hedge fund managers are 

lucky in picking stocks or if it is based on skills. The 10.34% during turmoil might suggest that the hedge fund 

activist possesses some superior skills if the average hedge fund activist can earn such an excess return from 

an objective that is pure undervaluation. Again, it should be assessed with caution, since it has a high p-value 

and the data sample might contain biases as stated.  

 

The capital structure objective changes rather radically once it is broken down into the economic cycles.  Under 

prosperity, the capital structure objective result to an annualized abnormal return of 7.67%. Even though it is 

an insignificant value, it might provide some useful insight into how well the capital market perceives this 

objective in prosperity. The potential mitigation of agency cost regarding the free cash flow by a hedge fund 
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activist might be of greater concern once the market flourishes. This could indicate that targeting capital 

structure can transpire into long-term improvement. It supports the claim of hedge fund activism being an 

effective mechanism in reducing the agency costs of free cash flow (Boyson & Mooradian, 2010; Klein & Zur, 

2009). However, it can be viewed as a bit surprising that the capital structure under turmoil leads to a negative 

abnormal return of 4.51%. One can speculate that targeting the capital structure under periods characterized 

under financial distress might bump up the prospect of a company and hence provide an abnormal return in 

the long term.  

 

For the business strategy as an objective for the hedge fund activist, it deviates substantially depending on the 

economic cycles. In prosperity an annualized abnormal return of 17.63% is measured for the business strategy 

and this is considered as a significant value different from zero. This result contradicts the claim from 

Greenwood & Schor (2009) who state that an objective of changing the strategy is not significantly different 

from zero. However, many factors can influence this contradiction. Greenwood & Schor (2009) sample period 

ranges from 1993 to 2006 and hence misses the post financial crisis, which is taken into account by this paper. 

Additionally, they do not separate into different economic cycles as this paper does, which might contribute 

to the differences, since this paper’s result in turmoil suggests an insignificant value of 3.29%. Combining 

these considerations with their applied method of CAR in the long-term might contribute to the discrepancies 

in the comparison.  

 

The sale of target objective indicates a higher superior return in turmoil, which is in bit of a contrast to the 

hypothesis of Greenwood & Schor (2009). They argue that activist performs poorly once a crisis emerges and 

the interest of takeover starts declining. Becht et al. (2015) find that activist engagement declines substantially 

during economic environment in slump. This statement leads to a lower number of deals, ceteris paribus, due 

to more expensive funding opportunities, unfavorable growth prospect and tendencies of holding more cash 

and cutting investment. González & Calluzzo (2016) claim that activity revolving purchase or selling the target 

company results in the highest abnormal return, albeit in the medium-term. The result of this paper indicates 

that the return from this objective surge under distress conditions. However, one must keep in mind the biases 

mentioned earlier and the unfavorable p-value. 

 

The corporate governance objective exhibits a slightly higher annualized abnormal return and thus an activist's 

intention of ousting the current CEO, adjusting the executive compensation, rescinding any takeover defenses 

or proposing changes to the composition of the board of directors seem to have a profound effect during turmoil. 

Greenwood & Schor (2009) report that any corporate governance proposal during crisis will have no 

significant impact due to their empirical results. However, they are missing the financial crisis, which might 

have influenced their inferences. This papers usage of two crises differentiates it from others and facilitates a 
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more robust conclusion since the p-value can approximately tell that the value of 27.64% can be considered as 

different from zero on a 10%-significance level. Boyson & Mooradian (2011) state that imposing governance 

changes leads to an improvement in the short-term as well as in the long-term. The result of this paper 

contributes to this statement by concluding that corporate governance enhances the target firm’s performance 

slightly more in turmoil than in prosperity. Becht et al. (2015) find that hedge fund activists from an 

international perspective succeed in board objectives even when a financial crisis hit. Using this as a precedent 

for the U.S. market in combination with the results can be viewed as a relatively fair conclusion. 

 

The last objective is the mixture of more than 1 objective, which provides different estimates under the 

economic cycles. The annualized abnormal return is not significantly different from zero in either cases but 

can be interpreted as suggestive. In prosperity, the annualized abnormal return amounts to -1.32%, which in 

turn can support the myopic claim of value destruction in long-term. However, under turmoil, the return 

changes sign and exhibits a suggestive positive abnormal return of 17.92%. One can speculate that once the 

hedge fund intervenes with multiple proposals in a target firm that might be under financial distress in an 

unattractive economic environment, the capital market responds positively to this matter. This might sustain 

the abnormal return created in the short term into a longer horizon due to time-dragging effect of the 

implementation itself. 

 

Impact of hedge fund activist presence on two- and three-year key figures 

Having introduced and revealed systematic behaviors in target firm characteristics as given by chosen key 

figures, this paper extends the analysis of target firm characteristics by looking at how these have developed 

two and three years after the intervention of a hedge fund activist. In addition, this analysis has been carried 

out in order to support the long-term event study, where some results did not indicate any clear conclusion. As 

such, the following part aims to analyze if there are any of the key figures chosen that have undergone a 

significant development through a two- and three-year period respectively, which will reveal any potential real 

impact on financial statements of the typical target firm. The results are highlighted in figure 8.16 below, where 

the first column for each period shows the percentage increase from the financial statement around the date of 

announcement to the financial statement given two or three years later respectively from the typical target firm 

standpoint. The second column shows these developments graphically. 
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Figure 8.16: Development in key figures two and three years following intervention 

Source: Author’s creation 
 

There are some developments that are more apparent than other and thus deserves a more thorough explanation 

and discussion. As it was found through the analyses above, hedge fund activists target value firms that have 

ROA, ROE, cash ratio and debt to equity ratio below the industry average as well as a book to market ratio 

above the industry average. Cash flow to total debt should be highlighted as well, as this shows somewhat 

contradictory results after two and three years respectively. These were among the most noteworthy and 

representative results. Using these findings in interpreting the figure above, the figure and corresponding 

analysis is highly representative. 

 

This analysis finds that firms that have been targeted by a hedge fund activist are seeing an 8.67% increase in 

EBIT margin during a two-year period from intervention, while this increases to 12.14% over a three-year 

period. Along the same lines, the targeted firms are also experiencing an increase in ROA and ROE of 6.62% 

and 21.43% respectively over the two-year period and 20.59% and 71.43% over the three-year period. As 

known from the section on target firm characteristics, hedge fund activists systematically target firms where 

these key figures are below the industry averages, which means they provide significant room for improvement. 

This improvement has been capitalized on as suggested by the results above. The cash ratio of target firms 

follows the same pattern, as this key figure increases by 14.61% over a two-year period and by 29.83% over a 

three-year thus again highlighting significant improvement. The results obtained for the book to market ratio 

show the same pattern, as this was found to be above industry averages upon being targeted by a hedge fund 

activist and thus show room for improvement by being brought down. This is brought down by 11.16% over 

the two-year period and by 13.46% in the three-year. Lastly, cash flow to total debt drops by 4.76% after two 
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years but increases by 14.29% over a three-year period. Linked to the debt to equity ratio which does not show 

any significant sign of impact over the two and three years, the result for cash flow to total debt is not 

attributable to a decrease in debt but rather a higher generation of cash flow by the hedge fund activist. 

 

Through this analysis, this paper is able to conclude that being targeted by a hedge fund activist is beneficial 

for the target firms as analyzed from the impact on its financial statements. The firms that were otherwise 

underperforming relative to the industry are experiencing significant improvements in overall profitability as 

measured by the EBIT margin, ROA and ROE, in liquidity as measured by the cash ratio and in valuation as 

measured by the book to market ratio. In conclusion, the overall financial health of a firm is positively affected 

by having been the target of a hedge fund activist. In addition, this analysis has been able to incorporate the 

results on systematic behavior that is shown by hedge fund activists in terms of spotting target firms. The 

results were leveraged upon and applied to the analysis, which shows the representativeness of the results of 

both analyses. 

 

The authors note that this analysis might contain bias from the selected period that the hedge fund activist 

intervened. In addition, the authors acknowledge that if an activist enters the target firm in turmoil, the financial 

figures might improve long-term due to the recovery in the economic state. Likewise, the opposite might be 

true if the hedge fund activist intervenes before a crisis emerges. This bias can potentially drive the changes 

up or down depending on where most of the weight is located. However, it can be argued that some of this 

bias might cancel each other out. 

 

Conclusion 

To conclude on the long-term abnormal return analysis and provide an answer to the myopic activist claim 

against hedge fund activism, it can be stated from this paper’s result that the hedge fund activist seems to 

generate an abnormal return in the long-term which can vary between 7.25% to 9.77% depending on the 

estimation model in the full long-term sample analysis. This provide evidence against the myopic claim, 

however, by assessing the long-term abnormal return during the sample periods the evidence becomes 

ambiguous, since it is only the pre dot-com period which has a significant coefficient between 22.48%-25.43% 

and pre financial crisis’ coefficient somewhat closer to a significant level resulting in approximately 14% 

abnormal return. The other sample periods contain high p-values in which it can be stated that the estimates 

are not significantly different from zero. The investment objectives are further investigated in the sample 

periods, where business strategy and corporate strategy in the state of prosperity drive the positive long-term 

abnormal return, whereas more than 1 objective in prosperity as well as capital structure in turmoil might be 

the investment objectives casting support on the myopic claim. 
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Due to the long-term uncertainty when conducting event study, the key figures from the target firms are 

obtained to provide a more robust conclusion. The average holding period for a hedge fund activist is one year, 

where its main focus is on short term improvement in expense of the long-term value creation according to the 

myopic claim. The key figures refute the claim by displaying an improvement in the target firms, especially 

assessing the profitability with the substantial increase in EBIT-margin, ROA and ROE. In addition, the 

liquidity aspect seems to be improved suggesting that the hedge fund activist leaves the targets firm in a better 

state than once they entered.  

 

Cross sectional analyses 
This paper acknowledges the fact that quantitative measurements of which investment objectives generate 

abnormal returns can depend heavily on the method being applied. Hence, the authors have decided to include 

two cross-sectional OLS multiple regressions, one for the short-term and one for the long-term perspective. 

Not only is this method slightly different from the event studies but it has been decided to include some control 

variables in order to capture some potential omitted variable bias. This feature, however, is not the purpose of 

the event study. By including these regressions, it might provide a reliable answer in addition to the event 

studies in which the conclusions drawn become more robust. 

 

The regression models are built on the same dataset, which deviates slightly from the used dataset in the event 

studies. The reason being that the control variables are financial key figures from the target firm and some of 

these values were missing or CRSP provided some extreme illogical values, which this paper decided to 

exclude to prevent any errors-in-variables bias (Stock & Watson, 2012). As such, the cross-sectional analyses 

are based on the same dataset, in which it will be easier to compare through time. The rationale of this decision 

is to keep consistency and try to measure whether the same sample differentiates significantly in the long-term 

than from the short-term. In the event studies, the focus was merely on obtaining the largest amount of 

observations in order to provide an estimate that is as unbiased as possible. The authors recognize this 

difference in the two methods and this difference also allows this paper to test on a slightly different sample 

where the consistency is the preferred attribute rather than the law of large number as in the event studies.   

 

The interest of this study is to quantify whether any investment objectives are associated with any abnormal 

return by controlling for certain firm characteristics. For the short-term regression model, the dependent 

variable is the cumulative abnormal return calculated as in the event study. This paper has decided to apply 

the (-10, +10) event window since it is believed to be the most representative measurement on the abnormal 

return in the short-term. For the long-term regression model, the dependent variable constitutes the abnormal 

return calculated to be the annualized compounded return from the specific stock, which is then subtracted by 

the value-weighted index sourced from CRSP. This value-weighted index consists of stocks from the 
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NYSE/AMEX/NASDAQ, which are considered as reliable estimators for an appropriate market return for the 

target firms being targeted by hedge fund activist in the U.S. Again, this paper finds it naturally to include the 

month after the intervention date in order to eliminate any recognized abnormal return. The independent 

variables stay the same throughout the two regression models to keep consistency.      

 

The regression models are shown in the following figures 8.17 and 8.18, where the short-term regression model 

is displayed in the column labelled “CAR” and “CAR, incl. cycles” and the long-term regression “Annualized 

Excess return” and “Annualized Excess return, incl. cycles”9. The first four parameters; Book-to-Market, 

Dividend payout, Return on Equity, and Cash flow to Debt are control variables in the models and thus are not 

of interest of drawn inferences on but merely added to capture some potential omitted variable bias (Stock & 

Watson, 2012). The control variables10 are correlated with the investment objectives and the economic cycle, 

although it might not have a causal effect in this given regression model. Arguments such as the book-to-

market can influence the undervalued objective, the dividend payout as well as the cash flow to debt can have 

impact on the economic cycle and the capital structure. The return on equity can be correlated with the 

governance or business strategy. For instance, if the firm does not generate a sufficient return to the 

shareholders, then changes in the management/board of directors or in the business strategy might be 

implemented. Hence, the coefficients for the dummies of investment objectives and the economic cycle is the 

effect on the excess return, controlling for those four firm characteristics.   

 

The explanatory variables of interest are the six dummies variable create to capture the effect on the abnormal 

return. These six explanatory variables are the stated objectives as well as the economic cycle. The dummy 

variable of the objectives can take the value of 1 if the investment objective was stated and 0 if not. The 

economic cycle variable takes the value of 1 if the economic environment is defined as in prosperity and 0 if 

turmoil. Both regression models allow the interpretation on multiple objectives and in the different economic 

cycles. Thus, the regression models differentiate slightly compared to the event studies where it was not 

possible to decompose “more than 1” objective further. A quick glance might suggest that the multiple 

regressions have a “dummy-trap”, but upon further examination no “dummy-trap” is current. The observations 

can be assigned to at least one parameter and the reasoning for this method is to try to predict potential 

abnormal returns from the various investment objectives by fitting the best linear line by minimizing the 

squared errors (Stock & Watson, 2012). 

                                                   
9 Calculated as the annualized return of the given stock’s monthly return subtracted the annualized return of the value-weighted index of the given 

index’s monthly return. This differs from the “excess return” under the long-term event study where the excess return was defined as the given stock’s 

return subtracted the risk-free rate.  
10 The first least square assumption is then substituted with the conditional mean independence 𝐸(𝑢"|𝑋Y" , 𝑋k") = 𝐸(𝑢"|𝑋k"). This requires that the 

conditional expectation of 𝑢 given 𝑋Y"  and 𝑋k" does not depend on 𝑋Y" , although it can depend on 𝑋k" 
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Short-term cross-sectional analysis 

The short-term regression is constructed to provide a comparison with the obtained result for the event study. 

As in the event study methodology, certain steps must be taken before a regression model can be considered 

as valid. The regression model must uphold the least square assumptions and be adjusted if the standard errors 

exhibit heteroscedasticity. These assumptions are viewed in appendix 6 and the corresponding tests of 

multicollinearity and homoscedasticity are disclosed in appendix 7 in which the model applies White 

heteroscedasticity consistent standard error.  
 

 
Figure 8.17: Overview of the short-term regression 

Source: Author's creation 

 

As displayed in figure 8.17, the undervaluation, business strategy, corporate governance and sale of target 

objectives generate an abnormal return in the event window of (-10, +10) on a significant level, whereas the 

capital structure is not different from zero. These results are similar to the ones under the short-term event 

study, although the corporate governance objective exhibits the highest abnormal return in comparison to the 

sale of target in the event study. The explanation for the discrepancies in the result can be due to changed 

method, inclusion of control variables, changed dataset and exclusion of a uniform “more than 1” objective. 

However, it supports the findings in the short event study from a pure objective standpoint and hence this 

paper’s findings seem robust in the short-term.  



   109 

 

If the hedge fund activists stated objective is corporate governance, then it is associated with a marginal effect 

of an abnormal return of 7.2% in the (-10, +10) window. If the hedge fund activist has two stated objectives 

such as the business strategy and corporate governance, it is associated with a marginal effect of an abnormal 

return of 13.9%. But if the two stated objectives are capital structure and business strategy, then it will result 

in a marginal effect of 7.3%. Thus, this regression provides additional information than the event study. It 

shows that a greater dispersion exists among the combinations of objectives than the “more than 1” category 

in the event study that amounts to 10.83%. 

 

When adding the economic cycle dummy variable, the other explanatory variables apart from the business 

strategy and corporate governance become insignificant and thus this can be viewed as a relatively poor model 

in predicting which objective generate abnormal return short-term. The economic cycle dummy variable 

indicates that an economy under prosperity lead to a higher abnormal return than if in turmoil, albeit the 

coefficient is insignificant. For instance, the business strategy results in 5.3% abnormal return under turmoil 

and 7.4% under prosperity. Without this inclusion of the economy cycle variable, the business strategy would 

simply be associated with an abnormal return of 6.7%. This analogue can be applied to every objective in the 

regression with economic cycle dummy. 

 

Long-term cross-sectional analysis 

The long-term regression is constructed to provide a comparison with the obtained result for the event study, 

since the long-term event study has its flaws. As in the event study methodology, certain steps must be taken 

before a regression model can be considered as valid. The regression model must uphold the least square 

assumptions and be adjusted if the standard errors exhibit heteroscedasticity. These assumptions are viewed in 

appendix 6 and the corresponding tests of multicollinearity and homoscedasticity are disclosed in appendix 7 

in which the model applies White heteroscedasticity consistent standard error.   
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Figure 8.18: Overview of the long-term regression 

Source: Author's creation 
 

The result of the multiple regression in the long-term is provided in figure 8.18. The explanatory variables of 

interest are all on an insignificant level except the dummy for undervaluation which is significant on a 5%-

level. It indicates that the OLS regression model is not a great model in trying to predict the long-term abnormal 

return on the various investment objectives, compared to the short-term. This conclusion is similar to the event 

study in the long-term, where the business strategy objective and somewhat corporate governance provided 

some significant values. Hence, the authors of this paper will rather use it as an indicator of what direction the 

abnormal return in the long-term might turn out to be given the stated investment objectives. The economic 

state in the long-term is defined as when the target firm’s end date is still within what is defined as prosperity 

and turmoil by this paper. Additionally, the control variables are delta estimates from year t to t+1 in order to 

capture some of the changes in firm characteristics which might explain why the abnormal return deviates 

among the objectives in the long-term 

 

The undervaluation objective is 6.3% without including the dummy of the economic cycle. However, in 

turmoil this objective results in 10.7% abnormal return over a one-year course and 4.8% in prosperity. Hence, 

it might suggest an evidence of hedge fund managers ability to pick undervalued firms and thus earn an 
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abnormal return based on their skillset. By including the result of the financial figure analysis, the vast 

improvement in EBIT-margin, ROA, and ROE contribute to conclude that the hedge fund activist cause 

substantial shareholder value under the undervaluation objective and hence refuting the idea of using Fama’s 

claim of excess return earned from pure luck as a precedent on hedge fund activist.    

 

The corporate governance values are 5.4% and 11.3% in prosperity and turmoil respectively and excluding the 

economic cycle the value amounts to 7.5%. The capital structure provides an annualized abnormal return of 

9.2% and depending on the cyclicality, it can range between 12.1% in prosperity and 6.2% in turmoil which 

is different than the -1.86% in the event study. More surprising are the coefficients for business strategy and 

sale of target which is associated with abnormal returns of 4% and -5.8% respectively. These results deviate 

from the event study’s result of 15.63% and 1.19%. The dummy variable, economic cycle, is associated with 

a negative abnormal return in the long-term once prosperity emerges. This result suggests that hedge fund 

activists perform better under economic conditions characterized by turmoil for the sake of the target firms 

long-term value creation.    

 

The results should be treated with great caution in the long-term and the comparison with the long-term study 

cannot really be considered as valid. The deviation between the findings in the long-term can be due to 

inclusion of control variables, changed dataset and not a uniform “more than 1” objective and especially the 

different method. In contrast to the short-term findings where the methodology is based on a single stock 

perspective, the methodology changes substantially when examining the long-term performance. The event 

study methodology looks from a portfolio perspective, whereas the multiple regression applies the single stock 

perspective and hence a great discrepancy can be dedicated to the two methods and the findings. The cross-

sectional OLS has the advantage of including control variables that might capture some of the generated returns 

in contrast to the event study where it was impossible to include any control variable related the firm 

characteristics that might explain some of the returns. Although it was possible to decompose the single 

objective into a portfolio in the event study.  

  

Overall, the conviction of the authors was to include this analysis in order to show the differences on long-

term findings and provide a fairer conclusion of any long-term abnormal returns. It is well-known within the 

literature that long-term event studies can cause challenges and the findings in the long-term event studies can 

be exposed to different “bad model” problems (Binder, 1998; Fama, 1998; Khotari & Warner, 2006). 

 

Comparison of shareholder value creation short-term vs. long-term 
As a way of wrapping up the results obtained from the short- and long-term analyses carried out, this paper 

provides a conclusion to the results by comparing the shareholder value generated throughout the analyses for 
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short- and long-term respectively. By doing so, this paper is able to test the myopic claim as well as conclude 

if there is any procyclical nature linked to the performance of target firms.  

 

Prior to the analyses of abnormal returns in terms of investment objectives and economic cycles, the full sample 

analysis of both short- and long-term provided evidence that abnormal return is created by the activist 

intervention. In the short-term analysis, a CAAR of 6.03% was found for the event window (-10, +10). For the 

long-term analysis, an annualized abnormal return ranging between 7.25% and 9.77% was found. As such, 

both analyses moved into the analysis of investment objectives knowing that hedge fund activism creates value 

for shareholders in both the short and long term, refuting the myopic claim on a general level.  

 

Abnormal returns from investment objectives short-term vs. long-term 

The results of the two analyses segregated by investment objectives can be seen from figure 8.19 below, 

showing the CAAR and corresponding p-value for the short term (-10, +10) event window and the annualized 

abnormal return and corresponding p-value for the long term (+1, +12) event study. This paper is able to 

highlight any differences in abnormal returns across the two time-horizons on a detailed level. As such, any 

potential similarity or dissimilarity in value creation from particular investment objectives can be spotted. 
 

 
Figure 8.19: Comparison of abnormal returns from investment objectives short-term vs. long-term 

Source: Author’s creation 

 

First of all, this paper observes that there are major differences in terms of statistically significance among the 

two analyses. For the short-term event window, all results obtained are significant down to even the 1% level, 

suggesting that the null hypothesis of the value not being different from zero can be rejected. In contrast, only 

one of the results in the long-term analysis is statistically significant, which is at the 10% level. As such, the 

null hypothesis cannot readily be rejected. What this means in terms of creating abnormal return is that the 

hedge fund activist is much surer to generate an abnormal return in the short-term than in the long-term. As a 

result, this paper observes that it is rather safe to say that hedge fund activists create value for shareholders in 

short-term, which cannot be concluded to the same degree in the long-term due to the statistical insignificance.  
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The objective of capital structure yields a negative abnormal return of -3.03% and -1.86% for short- and long-

term respectively. As such, the negative abnormal return created around the announcement of activism 

intervention is not overcome over the long run but continues to deliver a slight negative abnormal return. As a 

target of a hedge fund activist, excess cash is typically on the agenda in terms of capital structure. This can 

either be retained and invested or distributed to shareholders in the form of dividends or share buybacks. A 

quick dividend payout might also indicate that the hedge fund will just earn a quick buck and then exit the firm 

again, thus supporting why no value is applied to this announcement. 

 

Another notable result is that obtained for sale of target. These analyses clearly show that the market reacts 

very positively to the announcement of the activist intervention with a CAAR of 11.35% vs. an annualized 

return of just 1.19% in the long-term, which might indicate being in line with the efficient market hypothesis. 

The announcement that the company is subject to a sale is positively perceived by the investors as they expect 

to earn additional returns from being acquired at a premium. This supports why shareholder value is created 

around the time of announcement. However, the sale process of the company might drag on for months if it is 

even considered by the target firm and if the hedge fund activist is successful in exercising its strategy. As 

such, the value created is normalized in the long run. The effect of the sale might also not be visible within 

just one year and thus not observable from the analysis of this paper.  

 

The objectives of business strategy and corporate governance show somewhat similar results and patterns 

across the short- and long-term. In both cases, the long-term annualized abnormal returns of 15.63% and 12.90% 

respectively for business strategy and corporate governance are roughly twice as high as compared to the 

CAARs obtained during short-term of 8.70% and 6.70%. These two objectives are the ones that are closest to 

being statistically significant in the long-term analysis. In terms of corporate governance, hedge fund activists 

often announce that they suggest a replacement of the board and the removal of the CEO because of 

ineffectiveness, which is something the market attaches great value to around the date of announcement. In 

addition, possible misalignments exist between the owners and the management that the activist mitigates 

throughout its ownership, which is something the investors are not able to account for in the short-term but is 

seen through the value created for shareholders in the long-term. The hedge fund activist can be perceived as 

an efficient monitor by the market participants, which might explain the causality behind these results.   

 

Along the same lines, business strategy creates a notable positive reaction as a result of the activist hedge funds 

intention to change the operations of the target firm by providing knowledge and expertise, which can drive 

new avenues for growth. In addition, much like corporate governance, business strategy is something that is 
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adjusted continuously throughout the hedge fund activist’s ownership and is thus able to keep unlocking 

additional shareholder value throughout the long-term analysis.  

 

Turning to the last objective, general undervaluation, this paper finds that the market attaches some value to 

this stated objective around the announcement date as indicated by the 5.62% CAAR. It delivers the least 

positive abnormal return, which is expected as the objective does not provide any significant guidance as to 

how the activist hedge fund plans to navigate the firm. However, the fact that the activist hedge fund acquires 

a significant stake in the target firm indicates to investors that potential upside might be unlocked somehow 

by the activist through its superior ability of spotting potential targets. This supports the hypothesis that the 

market attaches great value to the ability of activist hedge funds to identify targets. This might be a sign that 

the intervention from an activist hedge fund exploit that the market is inefficient. Over the longer time horizon, 

the activist will potentially figure out which strategy should be targeted and thus unlock shareholder value in 

the long-term, which is observed from the annualized abnormal return of 2.34%.  

 

From stating more than one objective, this paper has found that this creates a great deal of shareholder value 

both in the short and long term. From disclosing more than one stated investment objective, the activist hedge 

fund indicates that it has observed more room for improvement by identifying multiple avenues of value 

creation. The market perceives the disclosure of multiple strategies and objectives from an activist hedge fund 

as positive, as indicated by a CAAR of 9.38% and 6.86% in the short and long term respectively. 
 

Abnormal returns from investment objectives during economic cycles short-term vs. long-term 

The results of the two analyses segregated by investment objectives and since by economic cycles can be seen 

from figure 8.20 below. By looking at the overall level of statistical significance, the returns obtained in the 

short-term during prosperity are all significant down to the 1% level, except for business strategy, which is 

significant at the 5% level. The returns obtained for the period of turmoil, however, are not nearly as significant, 

which is due to the lower amount of observations for this category. The results for the long-term analysis are 

not significant except for business strategy and somewhat corporate governance during prosperity. 
 

 
Figure 8.20: Comparison of abnormal returns from economic cycles short-term vs. long-term 

Source: Author’s creation 



   115 

This paper finds that the difference between prosperity and turmoil is larger in the long-term than in the short. 

This goes for all investment objectives observed. For prosperity, the results obtained are largely similar to the 

ones obtained from the comparison above, i.e. that business strategy and corporate governance yield larger 

abnormal returns in the long-term than in the short-term. The fact that sale of target and general undervaluation 

provides a positive reaction from the market in the short-term and smoothens out during the long-term is also 

consistent with the above. The hypotheses supporting these observations were given above. Regarding capital 

structure, this objective continues to generate a negative effect from the market around the time of 

announcement, which was argued for above. However, in the long-term it now delivers a positive abnormal 

return during prosperity, which might suggest an under reaction from the market. The opposite is true during 

turmoil. The returns are based on few observations so the results might be rather dispersed. The picture should 

hold, however, that activists are unable to generate value with capital structure in the short-term during 

prosperity which might be due to the markets perception of a pump and dump strategy. 

 

Turning to undervaluation, it is found that during turmoil, this generates a much larger abnormal return in the 

long-term. This is in contrast to what is observed during prosperity, where short-term generates the largest 

abnormal return. With the hedge fund activist being good at spotting potential targets, the high returns in 

prosperity in the short-term might be due to the market attributing a great deal of value to the announcement 

that a firm is targeted by a hedge fund activist, as it has historically proven to be superior at this. In addition, 

multiple possibilities for enhancing shareholder value that are not accounted for in the short-term or which do 

not arise during times of prosperity might appear during the long-term period of turmoil, which is suggested 

by the large abnormal return obtained.  

 

Business strategy and sale of target deliver results that are rather similar. Both objectives deliver returns in the 

short-term that are two or three times as large as those obtained in the long-term during turmoil. Business 

strategy suggests that the activist will support the firm in regaining focus while sale of target could either result 

in a reevaluation of the stand-alone value or the outlook of being acquired and earning a premium on the shares 

owned. The fact that both objectives deliver lower abnormal returns in the long-term during turmoil suggest 

that they do add value to shareholders, however, it might take more than a year due to complications, and/or 

long-term actions like a dragging sales process. For the state of prosperity, the long-term abnormal return 

suggests that multiple actions for improvement within business strategy potentially arise in the long-term as 

seen from the 17.63% abnormal return. In contrast, sale of target does not add additional value in the long-

term, which could be due to the event already priced into the stock or the sale does not happen within that year.  

 

Corporate governance is an objective that delivers noteworthy results. In the short-term, it creates an abnormal 

return of just 1.89% in turmoil, while this increases drastically to 27.64% in the long-term. This suggests that 
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many agency costs that can be mitigated are continuously identified by the hedge fund activist during turmoil 

in the long-term period. In addition, the market might not anticipate that the stated objectives would become 

successful. Another possible explanation could be that the actions stated within this objective were not known 

or disclosed to the investors in the short-term, who therefore do not apply as much value to it. For prosperity, 

the magnitude of the results is less. Over the long-term, less agency costs may arise as compared to the time 

of turmoil, supporting why the abnormal return generated in the long term is less during prosperity.  

 

From stating more than one objective, this paper has found that the abnormal returns created deviate 

substantially between the economic cycles. During prosperity, the market perceives the disclosure of multiple 

strategies as positive during only in the short-term, as indicated by a CAAR of 10.52% while the result for 

long-term is -1.32%. During turmoil, the abnormal returns created are 6.32% and 17.92% respectively for 

short- and long-term. The results indicate that when the economy is in turmoil, stating multiple strategies is 

highly regarded by the market as it shows that multiple addressable aspects that could turn into potential value.  

IX. Conclusion 
This paper has analyzed if activist interventions from hedge funds create shareholder value. The initial results 

show that hedge fund activists do create shareholder value in both the short- and long-term as indicated by the 

applied methodology in the event studies delivering an abnormal return of 6.03% to 6.55% in short-term and 

7.25% to 9.75% in the long-term. These preliminary results were all statistically significant. In the short-term, 

this paper found that the abnormal return is created at a diminishing rate over the event window suggesting 

that the market attaches great value to the announcement of intervention. By looking beyond the returns 

contained in the short-term windows and thus exclude already recognized returns, this paper found that hedge 

fund activists are able to sustain and on average improve the shareholder value already created over the 

following 12 months. Hence, these results provide early evidence that the myopic claim can be refuted.  

 

In targeting potential firms, this paper has investigated if there are any systematic behaviors in the decision 

making of hedge fund activists in relation to acquiring stakes in a firm. By decomposing the observations into 

their respective industry and year of intervention, this paper has compared the average target firm’s key figures 

to that of the industry and market respectively in order to identify potential systematic behaviors in target firm 

characteristics upon intervention. From the results obtained, this paper concludes that activist hedge funds 

target value companies, preferably small to mid-cap, undervalued, operational and financially relatively strong 

with significant cash balances, low leverage and paying a low dividend yield. This is indicated by ROE, ROA 

and the book to market ratio to name a few. The examination also highlights that the deviation of the 

characteristics of the average target firm to the industry and market increases during prosperity while it 

decreases during turmoil, albeit to a far less extent during the financial crisis. 
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By having obtained the knowledge that hedge fund activists create shareholder value in both the short- and 

long-term and their systematic behavior in targeting firms, this paper found it worthwhile to analyze if any of 

the investment objectives are bigger drivers for shareholder value creation than other. The most statistically 

significant results show that when imposing changes to corporate governance and business strategy, an 

abnormal return of 6.70% to 8.70% respectively is created in the short-term, which is almost double to 12.90% 

and 15.63% in the long-term, where these are the highest value contributors. This refutes the hypothesis from 

Greenwood & Schor (2009) but supports Becht et al. (2015) and Boyson & Mooradian (2010). The highest 

value contributors in short-term, however, are sale of target and when hedge fund activists state more than one 

objective, which yields 11.35% and 9.38% respectively. The fact that sale of target is the greatest value driving 

investment objective supports partially the hypotheses from Clifford (2008) and González & Calluzzo (2016). 

Among the less statistical significant results are capital structure and sale of target in the long-term, which do 

not yield any significant shareholder value creation. The cross-sectional analyses conclude that the objective 

of undervaluation is the only significant explanatory variable, suggesting creation of shareholder value in the 

short- and long-term. This result refutes the notion of mutual funds obtaining high excess return out of pure 

luck as precedent to the value created by hedge fund activism stated by Fama (Bui & Ganguly, 2017).  

 

Through the mapping of shareholder activism and its evolution, this paper found less activity, fewer funds and 

lower market capitalization among target firms during crises. From these findings, this paper found it crucial 

to analyze if there are any signs of a procyclical nature of hedge fund activism linked with an effect on the 

financial figures and returns generated in target firms. From carrying out the sample period analysis during 

short-term, this paper found that the CAAR is somewhat affected by times of crisis, the magnitude of which 

depends on the estimation model. However, the financial crisis is less affected than dot-com, which is 

consistent to the conclusions from the analysis of target firm characteristics and their systematic behavior as 

seen from their financial figures. The results from carrying out same analysis for the long-term show similar 

patterns as the short-term but to a more extreme degree through much dispersed results, which is in line with 

the hypothesis from Greenwood & Schor (2009) who claim that the abnormal return plunges during crises. 

These results also stress the emphasis of using appropriate estimation models as highlighted in the theoretical 

and methodology sections of this paper.  

 

Leveraging on the above findings, this paper has linked the economic states of prosperity and turmoil with the 

investment objectives stated by hedge fund activists in order to find which of these have driven the abnormal 

returns during these two economic states. The most statistically significant results show that business strategy 

and corporate governance continue to be high value drivers during prosperity while in turmoil, the value 

created by corporate governance increase severely in contrast to business strategy, which shows minimal value 

created in the long-term. This paper acknowledges the poor test statistics for the remaining investment 
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objectives but the results can be suggestive in terms of identifying the procyclical nature of hedge fund activism 

supporting the claim of Burkart & Dasgupta (2014). 

 

The myopic claim has remained a great emphasis to investigate in this paper and evidence for rejecting and 

supporting has been postulated throughout. Evidence for rejecting the claim was initially provided from the 

preliminary results and further evidence has been posted through decomposing the event studies. The most 

statistical significant results from the sample period analysis rejects the myopic claim, while the investment 

objectives such as business strategy and corporate governance in the event studies as well as the investment 

objective of undervaluation in the cross-sectional analysis provide further evidence in rejecting the claim. In 

addition, the key financial figures for target firms two and three years following intervention provide further 

evidence that that being targeted by a hedge fund activist is beneficial for the target firm in the long-term, 

which further rejects the myopic claim. However, this paper also found vague evidence to support the claim 

through less statistical significant results, which are the negative abnormal return in long term observed for 

capital structure during turmoil and stating more than one objective during prosperity. This paper 

acknowledges that cases might arise where hedge fund activists want firms to act in ways that does not 

maximize shareholder value in the long-term. However, such cases might be compensated by hedge fund 

activists seeking positive shareholder value creation in short- and long-term.  

 

Finally, this paper recognizes that potential biases have occurred, which has been adjusted for by this paper 

but in inevitably impacts the results. Furthermore, the investigation of the long-term abnormal return contains 

some uncertainties and shows examples of statistical insignificant results.  

X. Perspective 
In the following section, this paper will introduce topics that could be subject to further investigation as well 

as some broad predictions about the future of activism. The perspective is done in three parts, the first of which 

applies a more hedge fund activist-oriented perspective, in which the dialogue of whether hedge fund activists 

are able to generate net abnormal returns for themselves will be opened. Second, a prediction of where the 

future growth in the activist hedge fund industry should be obtained and finally, the perspective of whether the 

growth in hedge fund activism contributes to greater systematic risk. 
 

Net abnormal return delivered to hedge funds from their activist campaign 
So far, this paper has shown how hedge fund activists are able to generate positive abnormal returns for 

shareholders but has neglected the cost side of the intervention, which was introduced in the section of the 

theoretical framework of shareholder activism. This was out of scope of this paper but instead work as a 

perspective on whether the net returns generated from hedge funds are positive.  
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Johnson & Swam (2015) report that costs often exceed direct benefits for activists when engaging in proxy 

fights, increasing dividend payouts, engaging in M&A etc. In addition, Brav et al. (2008) report that when a 

hedge fund activist exits the target firm due to a failed campaign, it suffers a negative return of 4% in an event 

window of (-20, +20). As such, this section aims to open up the discussion of whether or not the short-term 

abnormal returns generated are sufficient in covering the costs for an activist hedge fund of executing an 

activist campaign. This paper would suggest doing this by leveraging on the costs of shareholder activism as 

introduced by Gantchev (2013).  

 

In his paper, Gantchev (2013) introduces the costs associated with three common activist stages, which are 

demand negotiations, board representation and proxy contests. These are benchmarks that can be used to assess 

the net returns from hedge fund activism. Proxy contest is the most expensive stage with $5.94 for the average 

campaign, followed by demand negotiations at $2.94m and board representation at $1.83m.  

 

In order to apply the costs, the average initial stake acquired by a hedge fund activist must be stated. From the 

analysis on target firm characteristics, it was found by this paper that the average market cap of target firms in 

the sample used amounted to $949.2m. Gantchev (2013) has found that the initial ownership stake of hedge 

fund activists amount averages to 8.27%. As such, using these two figures this paper finds that the average 

initial ownership stake for this sample amounts to the below. 
 

$949.2𝑀 ∗ 8.27% = $78.5𝑀 
 

The percentage cost of demand negotiations is given from the average demand negotiations cost and the 

average initial ownership stake. 

𝐷𝑒𝑚𝑎𝑛𝑑	𝑛𝑒𝑔𝑜𝑡𝑖𝑎𝑡𝑖𝑜𝑛	𝑐𝑜𝑠𝑡	(%) =
$78.5𝑀
$2.94𝑀 ∗ 100 = 3.75% 

 

With the cost percentage estimated, this paper finds that on average, from a rough estimation, hedge fund 

activists continue to create abnormal returns even when the costs enter the equation. As seen, with a cost 

amounting to 3.75%, the hedge fund activist still generates 2.28% abnormal return if using the (-10, +10) event 

window CAAR of 6.03% from the full short-term sample analysis. Using the upper and lower bounds for 

demand negotiations, which are $6.96m and $0.89m respectively, this would in turn generate a net abnormal 

return of -2.84% and 4.90%, thus indicating the importance of keeping the costs at a minimum.  

 

This topic could be subject to further investigation, as many additional aspects could be applied to the analysis. 

This perspective is merely introduced in order to open up the question and discussion of whether these returns 

for the average hedge fund are considered large enough.  
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Growth: Increasing upsurge in activism outside of US 
Throughout this paper, it was shown how firms of different sizes and industries have successfully been targeted 

by activists in the U.S. since 1998. In addition, it was shown how the number of hedge fund activism events 

is still increasing as well as how the number of activist hedge funds have gained momentum following the 

financial crisis. The surge comes as activist funds outpace traditional long-short-equity rivals' returns, and 

draw inflows from investors (Herbst-Bayliss, 2015). This momentum has, however, slowed down at the end 

of the time period observed in this paper, i.e. 2013 and 2014.  

 

The modest evolution in number of events and activist hedge funds might indicate that activism in the U.S. is 

maturing, which means that many of the funds from this sample must start looking outside of the U.S. for more 

firms that can be targeted. As such, the phenomenon of hedge fund activism is no longer contained to the U.S. 

but should become a growing tendency in alternative markets. This trend has already been noted from activist 

hedge funds such as Third Point and Elliot Management, who are both becoming increasingly global. FTI 

Consulting (2017) have created an index measuring the countries that possess the highest probability of an 

upsurge in activism. As noted, the U.S. will continue to be a key market for hedge fund activism while 

incentives for activism tend to be strong in Canada. In addition, FTI Consulting (2017) expect that Australia 

should become a hot market for activists. Elliot Management has already carried out a campaign on one the 

largest Australian companies, BHP Billiton, indicating that U.S. investors are willing to target alternative 

markets. This same trend is expected for China and Japan. In addition to Asia, a recent wave of corporate 

governance reforms in Europe could make it a natural breeding ground for activists as well.  
 

 
Figure 10.1: Macroeconomic landscape driving the global rise of shareholder activism 

Source: FTI Consulting (2017) 
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Does the growth in hedge fund activism contribute to greater systematic risk? 
As shown in this paper, the hedge fund industry has grown substantially and thus questions concerning its 

contributions to the systematic risk in the marketplace starts emerging among politicians and the media. Kaal 

& Krause (2017) provide some arguments for why the hedge funds are deemed as a contributor to increased 

systematic risk. First, the growth of hedge funds combined with the low interest environment make hedge fund 

managers reaching for yield. Hence, the fund managers use excessive leverage, complex instruments and 

facilitate speculation which increase the systematic risk. In addition, the investors of hedge funds are herding 

for exits in turmoil and thus urgent and critical redemption requests can spur hedge funds into distress and 

potential fire sale of assets that can prolong depressed prices. Arguments against this claim is that the investors 

are well abundant in capital and sophisticated enough to absorb any losses and thus might reduce market 

volatility (Stulz, 2007). 

 

But the hedge fund activists that intervene will, ceteris paribus, increase the interconnectedness of global 

financial markets and thus in theory lead to an increase in systematic risk. But Stulz (2007) refute this by 

claiming that this is generally overstated and argue that they mitigate instability since they often apply 

sophisticated strategy, which in some form reminds of a market-neutral arbitrage.  However, measuring the 

hedge funds’ influence on the systematic risk is difficult partly due to the lack of transparency which is why 

many researchers have applied the LTCM11 as an example to justify their convictions. 

 

Kaal & Krause (2017) and Stulz (2007) views lead to a further discussion and valid perspective into the risk 

area and not just assessing the potential value creation from hedge fund, but merely evaluate whether this value 

creation possess a substantial downside in an increase in the overall systematic risk. A perspective could then 

be an examination of the leverage policy, returns and investment strategies as well as other factors that can 

amplify or mitigate tail risk and thus shed lights on a whole new perception of whether the abnormal returns 

generated can justify the potential systematic risk that comes along. 

  

                                                   
11 Long Term Capital Management was a well-known hedge fund that went bankrupt mainly due to excessive speculation in 1998  
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XII. Appendix 
Appendix 1 - The sequential process of a hedge fund activist campaign 
 
 

 
Source: Gantchev (2013) 
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Appendix 2 - Overview of test for the probit methodology section 
 

Test for multicollinearity: VIF test 

 

 
 

 
 
Test for specified model significance over an “empty” model: The Likelihood ratio test 

 

 
  

ln.Marketvalue ROA ROE Quickratio Dividendpayout Booktomarket
5.04 1.74 1.15 9.70 1.01 1.85

D.E D.A C.L CF.D R.D.S
1.13 3.77 8.04 1.65 1.14

Model 3 - VIF test 

Not applied due to high VIF with the Quickratio

ln.Marketvalue ROA ROE Dividendpayout Booktomarket
4.31 1.73 1.15 1.01 1.81

D.E D.A C.L CF.D R.D.S
1.12 3.73 1.37 1.62 1.15

Model 4 - VIF test 

Applied, due to satisfying value under threshold

Chi-square value 71.3
Degrees of freedom 10
P-value 0.0000

Hence, the utilized probit model 
fits significantly better than an 

empty model

Likelihood ratio test
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Appendix 3 - The constant-mean model, CAPM, 3-factor and 4-four factor model 
 
Constant-mean model:  

𝑅"0 = 	𝜇" + 𝜀"0  - where 𝐸(𝜀"0) = 0 and 𝑣𝑎𝑟(𝜀"0) = 𝜎¦k 

CAPM: 

𝑅"0 = 𝑅/ + 𝛽"[𝑅� − 𝑅/^ + 𝜀"0   -  where 𝐸(𝜀"0) = 0 and 𝑣𝑎𝑟(𝜀"0) = 𝜎¦k 

Or with time series regression 

𝑅"0 − 𝑅/ = 𝛼" + 𝛽"[𝑅� − 𝑅/^ 

3-factor model: 

𝑅"0 = 𝑅/ + 𝛽Y[𝑅� − 𝑅/^ + 𝛽k(𝑆𝑀𝐵) + 𝛽�(𝐻𝑀𝐿) + 𝜀"0 

Or with time series regression 

𝑅"0 − 𝑅/ = 𝛼" + 𝛽Y[𝑅� − 𝑅/^ + 𝛽k(𝑆𝑀𝐵) + 𝛽�(𝐻𝑀𝐿) + 𝜀"0 

 

4-factor model: 

𝑅"0 = 𝑅/ + 𝛽Y[𝑅� − 𝑅/^ + 𝛽k(𝑆𝑀𝐵) + 𝛽�(𝐻𝑀𝐿) + 𝛽�(𝑀𝑂𝑀) + 𝜀"0 

Or with time series regression 

𝑅"0 − 𝑅/ = 𝛼" + 𝛽Y[𝑅� − 𝑅/^ + 𝛽k(𝑆𝑀𝐵) + 𝛽�(𝐻𝑀𝐿) + 𝛽�(𝑀𝑂𝑀) + 𝜀"0 
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Appendix 4 - Overview of the two types of errors in hypothesis testing: 
 

A statistical hypothesis test can make two types of mistakes: 

Type I error: The error made when the null hypothesis is true but is rejected (alpha) 

Type II error: The error made when the null hypothesis is false but is not rejected (beta) 

 

´  
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Appendix 5 - Data observations during times where the index plunges radically 
 

Sourced from yahoo finance on the AMEX index. There are missing values within the observations. This can 

be due to several reasons. First, a valid current price but no valid previous price, or the previous price valid 

and the current not. Second, the stock was not trading on the current exchange at time t. Finally, the missing 

return could be due to a suspension.     

 

Dot-com crisis where the two periods 11 September 2001 to 17. September 2001 and 1. July 2002 to 15. 

July 2002 took a major downfall. 

 
 

 
 

  

-10 -9 -8 -7 -6 -5 -4 -3 -2 -1 0 1 2 3 4 5 6 7 8 9 10
Target Date AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR
CORE MOLDING TECHNOLOGIES INC06-09-2001 0.13 -0.16 -0.05 0.01 0.01 0.12 -0.08 0.07 0.03 0.03 -0.26 -0.20
SYNTELLECT INC07-09-2001 0.00 -0.07 -0.06 0.07 0.08 -0.15 0.20 -0.03 0.04 -0.14 0.05 -0.11 0.07
ACLARA BIOSCIENCES INC24-07-2002 -0.03 -0.04 0.09 -0.02 0.04 0.00 0.02 -0.06 -0.06 0.08 0.11 0.05 0.04 -0.01 -0.02 -0.05 0.03 0.05
ADVENT SOFTWARE25-07-2002 0.05 -0.04 0.03 0.02 0.03 -0.02 -0.04 0.02 -0.01 0.06 -0.02 0.01 0.08 0.02 -0.02 -0.02 -0.04 -0.06 0.06 0.00 0.02
SUMMA INDUSTRIES/29-07-2002 0.00 0.00 0.00 -0.01 0.05 -0.02 -0.01 0.00 -0.02 -0.01 -0.01 0.03 -0.04 0.02 -0.02 0.08 -0.02 0.01
HOOVERS INC30-07-2002 0.04 0.00 -0.02 -0.01 -0.05 -0.06 0.03 0.02 0.02 0.03 0.02 0.01 0.03 0.01 0.04 -0.04 -0.01 0.01 0.02 0.00
DOLE FOOD COMPANY INC31-07-2002 -0.01 -0.01 -0.02 0.01 0.00 0.03 0.05 0.00 0.07 -0.02 0.01 -0.01 -0.02 -0.01 -0.01 0.00 0.00 0.00 0.02 -0.01 0.00
NASHUA CORPORATION06-08-2002 -0.08 -0.02 0.01 -0.01 -0.01 0.00 -0.01 0.01 -0.03 0.02 -0.01 0.01 -0.03 0.02 0.06 0.00 0.01
REFAC 03-09-2002 0.43 0.04 -0.02 0.03 -0.01 0.01 -0.01 -0.01 -0.01 0.01 -0.03 0.01 0.01 0.00 0.00 -0.01

11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30
AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR

CORE MOLDING TECHNOLOGIES INC06-09-2001 0.28 -0.24 0.05 0.10 0.19 0.07 -0.09 -0.09 0.08 -0.18 0.00 -0.02 0.39 -0.08 0.03 0.14 -0.11
SYNTELLECT INC07-09-2001 -0.04 -0.04 0.20 -0.07 0.03 -0.08 -0.03 0.08 -0.04 -0.01 -0.01 0.02 -0.02 0.05 -0.04 0.02 -0.02 0.01
ACLARA BIOSCIENCES INC24-07-2002 0.14 -0.04 -0.01 0.01 0.00 0.02 -0.02 0.03 0.02 0.02 0.00 -0.03 0.05 -0.02 0.06 -0.03 -0.02 0.06
ADVENT SOFTWARE25-07-2002 -0.03 -0.03 0.08 0.02 0.02 0.06 -0.01 0.04 0.04 -0.05 0.02 -0.06 -0.03 0.05 -0.03 -0.03 -0.02 -0.05
SUMMA INDUSTRIES/29-07-2002 -0.01 0.00 0.00 -0.01 -0.01 0.00 -0.01 0.01 -0.03 -0.01 0.01 0.01 0.01 -0.03 0.01 0.00
HOOVERS INC30-07-2002 0.00 0.00 0.01 0.02 0.07 0.02 -0.03 0.02 -0.01 0.04 -0.03 -0.01 0.03 -0.03 0.05 -0.01 0.01 0.04 0.00
DOLE FOOD COMPANY INC31-07-2002 -0.02 -0.01 0.00 -0.01 -0.02 0.03 0.03 0.00 -0.01 -0.02 -0.02 0.01 -0.01 -0.01 0.01 -0.01 -0.01 -0.02 0.01
NASHUA CORPORATION06-08-2002 0.01 0.01 0.06 0.07 0.10 0.00 -0.03 0.01 0.03 -0.01 0.01 0.04 0.08 -0.03 -0.01 -0.01 0.02 0.01
REFAC 03-09-2002 0.00 0.00 0.00 0.00 0.01 -0.01 0.01 0.00 0.00 0.00 0.00 0.01 -0.02 0.00 -0.01 0.01 0.00
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Financial crisis where the period 15. September 2008 to 6. October 2008 where the market took a major 

downfall. 

 

  

-10 -9 -8 -7 -6 -5 -4 -3 -2 -1 0 1 2 3 4 5 6 7 8 9 10
Target Date AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR
GSI TECHNOLOGY INC26-09-2008 -0.04 0.03 -0.02 0.03 0.00 -0.04 -0.03 0.06 -0.01 0.02 -0.01 -0.03 0.01 -0.01 -0.04 0.02 -0.01 -0.06
LEAP WIRELESS INTERNATIONAL INC14-10-2008 0.07 0.03 -0.08 -0.03 0.00 -0.02 -0.10 -0.14 -0.08 0.14 0.01 -0.03 -0.07 0.03 0.09 -0.02 -0.10 -0.05 -0.05 -0.05 0.16

11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30
AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR AR

GSI TECHNOLOGY INC26-09-2008 0.03 -0.01 -0.05 -0.01 0.03 0.04 0.08 -0.11 -0.07 -0.01 0.08 0.03 -0.03 0.03 0.03 -0.04 -0.02 -0.02 -0.01 0.03
LEAP WIRELESS INTERNATIONAL INC14-10-2008 0.06 0.09 0.01 0.03 0.05 -0.05 -0.08 -0.04 -0.01 -0.04 -0.13 0.08 -0.01 -0.02 0.00 -0.16 -0.07 -0.04 0.05 0.04
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Appendix 6 - The least square assumptions  
 

𝑌" = 	𝛽| + 𝛽Y𝑋Y" + 𝛽k𝑋k" +⋯+ 𝛽~𝑋~" + 𝜇", 𝑖 = 1,… , 𝑛, 𝑤ℎ𝑒𝑟𝑒 

 

1) 𝜇" has conditional mean zero given 𝑋Y", 𝑋k", … , 𝑋~"; that is,  𝐸(𝜇"|𝑋Y", 𝑋k", … , 𝑋~") = 0 

However, when including control variables, the first assumption gets substituted with the assumption of 

conditional mean independence:  

𝐸(𝑢"|𝑋Y", 𝑋k") = 𝐸(𝑢"|𝑋k") 

 

2) (𝑋Y", 𝑋k",… , 𝑋~", 𝑌"), i = 1,…., n are independently and identically distributed (i.i.d) draws from their 

joint distribution. 

3) Large outliers are unlikely: 𝑋Y", … , 𝑋~",	and 𝑌" have nonzero finite fourth moments. 

4) There is no perfect multicollinearity  

*Additionally, the error term 𝜇" is homoskedastic if the variance of the conditional distribution of 𝜇" given 𝑋" 

is constant for i = 1,…., n and in particular does not depend on 𝑋". Otherwise, the error term is heteroskedastic 

and inference cannot be drawn reliably. (Stock & Watson, 2012)  
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Appendix 7 - Overview of the homoscedasticity test, Breusch-Pagan & White test and 

test for multicollinearity with the Variance Inflator Factor 
 

Short-term OLS multiple regression homoscedasticity test: 

 

 

 

 

 

 

 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

Data:  
BP: 26.204
Df: 9
P-value: 0.001891
Conclusion:

model.CAR, incl. Cycles (-10d;+10d)

The null hypothesis of homoskedasticity can be rejected 

Studentized Breusch-Pagan test

Data:  
BP: 7.2839
Df: 2
P-value: 0.0262
Conclusion:

model.CAR, incl. Cycles (-10d;+10d)

The null hypothesis of homoskedasticity can be rejected 

White test

Data:  
BP: 22.561
Df: 8
P-value: 0.003976
Conclusion:

model.CAR (-10d;+10d)

The null hypothesis of homoskedasticity can be rejected 

Studentized Breusch-Pagan test

Data:  data:  model.CAR (-10d;+10d)
BP: 5.1914
Df: 2
P-value: 0.07459
Conclusion: The null hypothesis of homoskedasticity can be rejected 

Studentized Breusch-Pagan test
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Short-term OLS multiple multicollinearity test 

 

 

 

 

 

 

 

 

 

 

 

 
Long-term OLS multiple regression homoscedasticity test: 

 

 

 
 

  

Book-to-Market Dividend payout Return on Equity Cash flow to Debt
2.03 1.02 1.00 1.19

Dummy 
Undervaluation

Dummy Capital 
Structure

Dummy Strategy Dummy Sale of Target Dummy Corporate 
Governance

Dummy 
Economic Cycle

3.41 1.27 1.55 1.16 1.43 3.82

VIF test - Short-term regression with economic cycle

Book-to-Market Dividend payout Return on Equity Cash flow to Debt
2.03 1.02 1.00 1.18

Dummy 
Undervaluation

Dummy Capital 
Structure

Dummy Strategy Dummy Sale of Target
Dummy Corporate 
Governance

1.74 1.16 1.16 1.08 1.15

VIF test - Short-term regression without economic cycle
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Long-term OLS multiple multicollinearity test: 
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Appendix 8 – ROE and ROA development in target firms from 1998 to 2015 

 
 

 
Highlighted: Economic crises  
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Appendix 9 – Short-term industry level analysis  
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Appendix 10 – Short-term year-on-year analysis 
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Appendix 11 - Overview of distribution of the CARs for the short-term event study  
 

Histogram of the distribution and cumulative distribution function for CAR (-10, +30) 

 

 
 

Histogram of the distribution and cumulative distribution function for CAR (-10, +10) 
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Histogram of the distribution and cumulative distribution function for CAR (-2, +2) 
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Appendix 12 – Investment objective economic cycles analyses 
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