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Abstract:

Since the beginning of this century the German financial system has changed from an extreme
universal banking system to a more financial market oriented system in various aspects. Most
importantly and most visibly, the corporate governance and corporate control structure un-
derwent substantial changes. In fact, hedge funds and other activist investors are increasingly
taking advantage of a control vacuum within the ownership structure of many German firms
which resulted from the reallocation of corporate control from universal banks to capital mar-
kets. In particular, many German banks have sold off their equity stakes in industrial compa-
nies and have stopped voting proxies on behalf of their clients. In addition, they reduced their
involvement in supervisory boards. One interesting question is whether this capital market
orientation led to an increase in shareholder value. Based on a sample of 324 events in Ger-
many between January 2000 and June 2006, we find empirical evidence that the engagement
of activist shareholders such as hedge funds increased shareholder value in the short and in
the long run. Moreover, our findings suggest that this effect is more pronounced for small
illiquid stocks due to higher information asymmetries. Furthermore, there is also some weak
evidence that the initial valuation effects around the announcement date depend on the track
record and reputation of the activist investor.
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1. Introduction

Traditionally, Germany was well known for its bank based financial system or universal
banking system with the major banks being active in commercial and investment banking as
well as in asset management and in distributing mutual funds and insurance. Moreover, finan-
cial analysts are usually bank employed and banks had substantial shareholdings in the major
German corporations." Most importantly, they exercised significant influence on corporate
Germany by representing the majority of votes in shareholder meetings and sitting on behalf
of investors on supervisory boards.? Consequently, for many decades corporate control was
dominated and executed by banks. This German universal banking system and especially the
bankers’ influence on management have changed dramatically over the last decade. For ex-
ample, in more than half of the German firms in the DAX index the foreign ownership is
nowadays higher than 50% (Table 1) with Deutsche Borse having the highest foreign owner-
ship with 84%>. Moreover, the shareholdings are widely spread with more than half of the
firm having more than 90% of the shares broadly distributed (“Streubesitz”). There are only a
few firms in the DAX with major shareholders such Deutsche Telekom, Deutsche Postbank,
Volkswagen, Metro and BMW.*

One consequence of the internationalization and the highly dispersed ownership structure is
that shareholders participation in the annual meeting has decreased dramatically over the last
decade to below 50% on average in 2005 (Handelsblatt, September 27, 2006) with major im-
plications for corporate governance.” More recently, this trend has reversed with the average
attendance of votes now being again above 50% (Table 1), but still relatively low. Hence, a
single shareholder or a group of shareholders “acting in concert” may easily influence or force
key decisions. Thus, there is no doubt that corporate governance in Germany has changed
dramatically with some major implications for corporate control since the beginning of this

century. It not only changed from a bank based to a more financial market oriented system,

! The sell-off of these holdings was significantly facilitated by the abolition of capital gain taxes for corporate
taxpayers on January 1, 2002 (Deutsch et al. 2001).

2 See Baums and von Randow (1995) for an analysis of the role of banks in the general assembly and on the
board of directors of German firms in the 1990s.

® This is quite interesting because Deutsche Bérse was fully owned by the German banks before it was converted

from a mutual to a stock corporation in 1999. One goal of the CEO Seifert at that time was to become a com-

pany with an international diversified ownership structure. See Book 2001.

In Deutsche Telekom, Deutsche Postbank, and VVolkswagen the German government still holds a major stake

subsequent to their privatizations. In addition, Porsche has acquired a 30% stake in VW and may take it over

after the VW Law was ruled unconstitutional in 2007. Metro is family and founder owned as well as BMW

and SAP.

The German government even discussed some measures to reverse the trend such as paying higher dividends

to shareholders that participated in the annual meeting (Borsenzeitung, June 9, 2005, p. 7, “Berlin scheut vor

Beschrédnkungen von Hedge Funds zuriick”).



but even more extreme to a system that to some extend is strongly influenced and controlled
by hedge funds, while other institutional investors such as mutual funds appear to be more
hesitant to exercise their control. Whether this is good or bad news needs some careful and
detailed investigation. Consequently, we may expect that any empirical investigation of the
impact of a change in corporate control and shareholder activism on firm performance may be

more pronounced in Germany than in any other country.

One example highlights this change in corporate control. In spring 2005, shareholder activism
by the hedge fund “The Children’s Investment Funds” (TCI) forced the German exchange
operator “Deutsche Borse AG” to withdraw its second takeover bid for the “London Stock
Exchange” and convinced the CEO and the Chairman of the Board to resign®. Under new
management the Deutsche Borse AG performed well so far, distributed plenty of cash flows
to shareholders through higher dividends and share buybacks. Ultimately, the stock price in-
creased dramatically during the last three years generating an extraordinary performance for
shareholders. The share price of Deutsche Borse AG relative to the DAX Performance Index
for the periods 2000-2007 and 2005-2007 is shown in Exhibit 1, revealing that the outperfor-
mance begun after the hedge funds exercised some influence. In addition, the acquisition of
the New York based International Securities Exchange (ISE) in 2007 drew only initial opposi-
tion from Atticus with other hedge funds supporting the deal. Other German firms such as
TUI, Cewe Color, Freenet, Balda, Techem, Miinchener Riick and Heidelberger Druck’ also
have been the target of hedge funds activities with more or less financial success. Neverthe-
less, these events have sparked an intense debate about corporate control and corporate gov-
ernance in general and about the activities of hedge funds in particular in Germany.

More recently, some of the attention has shifted to the potential influence of sovereign wealth
funds from countries such as China, Russia, Dubai etc. with the German government currently
discussing additional regulation.® Thus, the interesting issue is whether Germany develops
into a protective country with restrictions on share ownership, capital market activities and
consequently corporate control or whether theses measures will lead to more disclosure with
regard to ownership structure and voting rights. With respect to hedge funds, politicians, un-

ions and corporate managers argue that investors with limited stakes such as TCI should not

® Borsenzeitung, May 10, 2005, p. 1, ,,Seifert und Breuer werfen das Handtuch®.

" Borsenzeitung, December 29, 2007, p. 42, , Aktionarsaktivisten in Europa“

& Borsenzeitung, December 29, 2007, p.41, Exhibit 2; Economist July 26, 2007; Annual Report of the German
Council of Economic Advisors (2007)



be allowed to influence or even control major strategic and financing decisions.’ Based on the
line of reasoning that these investors focus exclusively on short-term profits the German fi-
nance minister tried to persuade other governments to take actions but with limited success.™
However, legal reforms were initiated in Germany (Risk Limitation Act or “Risikobe-
grenzungsgesetz™) which would require more disclosure and would make it more difficult for
shareholders to act in concert and to exercise pressure on corporate management. Most impor-
tantly, if the draft version is passed, the purpose of the investment would need to be revealed

by financial investors if their stake exceeds 10%.

The above claims against hedge funds are usually countered by the following two arguments.
First, hedge funds cannot use their limited stakes to impose their will upon target companies,
unless they get support from other shareholders to get the majority of votes. Second, in effi-
cient capital markets hedge funds cannot increase shareholder value in the short-term unless
their actions improve long-term prospects for the target company. One interesting question is,
whether hedge funds can indeed exercise their influence with small shareholdings and
whether they have on average a positive or negative impact on the firm value in the short- and
in the long-run. Interestingly, empirical studies for the U.S. capital market have provided em-
pirical evidence that hedge fund activism increases short- and long-term shareholder value
(Klein and Zur 2006, Brav et al. 2006). Because, these findings cannot be transferred directly
to the German capital market due to the traditionally different corporate governance system
and differences in the institutional environment, it is interesting to examine empirically
whether hedge funds as active investors have any impact on the performance of German com-
panies. Thus, the purpose of this study is to provide empirical evidence of the effect that

hedge funds have as active investors on the short- and long-run performance in Germany.

The rest of the paper is organized as follows. In the next section the literature is reviewed with
respect to the corporate governance issues and hedge funds activities. In section 3 we provide
an overview of the data and the methodology employed. In section 4 the empirical findings

are reported and section 5 summarizes our findings and concludes.

° With respect to sovereign wealth funds, the German corporations are not in support of regulations Borsenzei-
tung, December 29, 2007, p. 48, and Annual Report of the Council of Economic Advisors (2007).
19 Borsenzeitung, May 16, 2007, p. 3., “Hedgefonds-Initiative stockt”.



2. Literature Review

This section starts with a brief overview of corporate governance in Germany. In particular, it
is argued that the withdrawal of banks from providing corporate governance has created a
control vacuum in the control of many German firms. We then provide evidence why hedge
funds have comparative advantages in exploiting this control vacuum and discuss some re-
lated problems. We close with a review of the empirical studies for the U.S. capital market
that analyze the effects of capital markets and especially hedge funds on enhancing share-
holder value.

2.1 Corporate Governance System in Germany

Traditionally, the corporate governance of public-listed firms in Germany was dominated by
two groups of insiders (Faccio and Lang 2002, Franks and Mayer 2001, and La Porta et al.
2000 for an international comparison). On the one hand, Faccio and Lang (2002) provide evi-
dence that the vast majority of small- and medium-sized firms used to be controlled by foun-
ders and their families. Because this group of insiders presumably enjoys significant private
benefits of control, this usually created conflicts of interests with minority shareholders in
particular and the capital market in general. On the other hand, the results of Faccio and Lang
(2002) also indicate that a larger number of bigger firms had no controlling shareholder but
instead a dispersed ownership structure. Most importantly, most of these companies were not
subject to the control by capital markets. Instead, these companies were dominated by banks
that were able to exercise most voting rights via the voting proxies (“Depotstimmrecht”). For
example, Baums and von Randow (1995) reveal that in 1992 German banks represented 84%
of all voting rights present in general shareholder meetings of German blue chip companies
and held 12% of all available board seats. This created another set of agency problems, be-
cause banks also used to be the primary source of debt financing for German blue chip com-
panies.’* Furthermore, most publicly traded firms in Germany were embedded in a system of
cross-holdings (Adams 1999).

Overall, this system accommodated a low level of transparency on capital markets and little
legal protection for minority shareholders (La Porta et al. 2000), but created severe agency
problems between corporate management and minority shareholders. Consequently, there was

little scope for outside investors to exert significant influence on German firms. This was re-

" However, research by Gorton and Schmid (2000) shows that in the 1970’s this influence did not reduce share-
holder value if the banks also held equity positions in the firms.
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flected in the low level of activity on the market for corporate control in Germany (Koke
2004, Jenkinson and Ljungqvist 2001, Franks and Mayer 2001). Moreover, there was hardly
any shareholder activism by mutual funds or pension funds. These institutions are subject to
substantial conflicts of interests due to their affiliation with the major banking groups
(Bundesbank 2001).

More recently, regulatory reforms and changes in the financing of German firms have pushed
the German system closer to the Anglo-Saxon model of corporate governance. A detailed
account of the forces driving this process is provided in Schmidt (2004). As a consequence,
banks have reduced their involvement and lost their dominating role in corporate control. In
particular, they have stopped voting proxies and have started to sell their holdings in industrial
companies. As a result, attendance rates at company shareholder meetings have dropped
sharply between 1998 and 2005 (Handelsblatt, September 27, 2006). According to the results
of Faccio and Lang (2002), this effect should be especially pronounced for bigger firms. In
sum, this process has created a control vacuum due to the diverse ownership structure of
many German firms. This should allow capital market participants to take actions in order to
implement a shareholder value oriented management approach which subsequently should

lead to a superior performance and higher stock prices.

Furthermore, the disclosure mechanisms applicable to minority shareholders differ markedly
between the U.S. and Germany. After crossing the threshold of 5% of outstanding shares,
minority shareholders in the U.S. need to make a 13-D filing with the SEC which requires
them to state their intentions. In contrast, according to the German 8821/26 WpHG rules, mi-
nority shareholders need to report already stakes larger than 3% to the company since the be-
ginning of 2007 which in turn is then responsible for public disclosure to the capital market
Prior to January 2007, the relevant threshold was 5%. More importantly, the German disclo-
sure regime contains no provision forcing minority shareholders to reveal their intentions.
Combined with weak enforcement of these disclosure rules by the German Federal Financial
Supervisory Agency BaFin (Bundesanstalt fiir Finanzdienstleistungsaufsicht)*?, the informa-
tional environment surrounding interventions by hedge funds and activist investors in Ger-

many is quite different from that in the United States.

12 Borsenzeitung, August 24, 2004, p. 1, Axa verstoRt gegen Meldepflicht nach WpHG: The French insurance
company Axa was subjected to the threat of a fine of just 200.000 EUR for violating WpHG 21/26-rules.



2.2 Hedge Funds

In the following subsection we provide evidence why hedge funds are able to fill the control
vacuum left to capital markets by the departure of banks from corporate control in Germany.
First, we discuss several theoretical arguments why hedge fund managers have higher incen-
tives than other types of investors to monitor and to intervene in the governance of compa-
nies. Second, we analyze the mechanisms available to small minority shareholders like hedge

funds to impose structural changes on the management of target companies.
2.2.1 Ability and Incentives to Monitor

Monitoring by capital markets is constrained by the free-rider problem if there are only small
investors holding negligible stakes in companies. Hence, there arises the need for institutional
investors to hold significant positions in companies. However, while mutual funds and pen-
sion funds gained in importance in the German financial system in the 1990’s (Bundesbank
2001), there is little evidence that they actively put pressure on management. This can be ex-
plained by several reasons which highlight the comparative advantages of hedge funds to act

as a monitor and to fill the control vacuum left by banks.

Hedge funds are in position to accumulate concentrated positions in their portfolios because
they are evaluated against a total return benchmark and are not subject to regulatory limits on
their portfolio holdings (Fung and Hsieh 1999) such as mutual funds. Thus, hedge funds with
significant stakes in target companies can create credible threats to the target’s management
and large investments create strong incentives for monitoring portfolio companies (Brav et al.
2006). Mutual funds, in contrast, are evaluated against a relative performance benchmark
which creates incentives to mimic the composition of the benchmark index followed by their
peer group (Scharfstein and Stein 1990).

Furthermore, the compensation of hedge fund managers is directly tied to portfolio perform-
ance which in turn creates strong incentives to find good investments and monitor portfolio
companies. Mutual funds and pension funds, in contrast, benefit only indirectly from superior
performance. Their compensation increases only if superior performance triggers substantial
inflows into their funds (Del Guercio and Tkac 2002). However, the structure of compensa-
tion arrangements for hedge fund managers contains some option-like features such as hurdle
rates and high watermarks (John and John 2006). These might create conflicts with debt in-
vestors and even reduce company value under certain conditions if hedge funds force compa-

nies to significantly increase their operating and/or financial risks (Allen and Gale 2004).



Moreover, hedge funds contract lock-up periods and redemption notice periods with their in-
vestors and therefore tie up investor’s capital in the hedge fund for up to two years. These
contracts insure hedge funds against cash flow problems such as the risk of early withdrawals
and reduce their exposure to the agency problem between fund managers and investors as
analyzed by Shleifer and Vishny (1997). Effectively, this allows them to take a long-term
perspective on positions which are presumably mispriced. In addition, they can participate in
the restructuring of companies over extended periods of time. Taken together, these argu-
ments suggest that hedge fund managers should be focused on maximizing shareholder value
in the long run, on the one hand, and that there should exist in general only a limited number

of potential conflicts of interests with other shareholders, on the other hand.

However, there are at least two issues which complicate this kind view on hedge fund invest-
ments. First, hedge funds are subject to little regulation and are allowed to use derivatives in
their investment strategies, enabling them to buy and sell voting rights prior to the general
shareholder meeting (Hu and Black 2007). Christoffersen et al. (2007) provide empirical evi-
dence that allocating voting rights to those willing to pay for them should improve welfare.
However, anecdotal evidence by Hu and Black (2007) suggests that at least some hedge funds
abuse this “vote trading”-mechanism. In particular, a hedge fund can reap huge gains from
long positions in takeover targets by purchasing voting rights in the acquiring company. An
extremely interesting question with severe legal implications is, whether hedge funds are al-
lowed to profit from an event driven stock price reaction, when creating this event is part of
the only internal known hedge fund strategy. For example, a hedge fund can support or be in
opposition to a specific M&A transaction knowing that can determine the outcome and con-
sequently either buys additional shares or sells its own shares short. Furthermore, under cer-
tain conditions investments by hedge funds in publicly traded companies via “PIPE”-
financings trigger short- and long-run declines in share prices. More precisely, the security
design of “structured PIPEs (Private Investment in Public Equity)” ameliorates adverse selec-
tion problems for companies in financial distress, but also creates incentives for hedge funds

to short sell the company’s stock (Hillion and VVermaelen 2004).

Therefore, the accumulation of significant stakes by hedge funds need not be driven by their
incentive to increase value and to improve corporate governance. Rather, they can also gener-
ate profits to the detriment of other shareholders. As a result, it is an empirical question
whether the benefits outweigh the costs, i.e. whether hedge funds generate value on average
for their own investment but also for other shareholders or whether they act to the disadvan-

tage of other shareholders and the company.



2.2.2 Interventions by Hedge Funds

Although hedge funds accumulate concentrated stakes in target companies, these stakes are
still quite small relative to the percentage of shares needed to control the general assembly of
the target company. For example, in our sample the median stake represents 5.2% of out-
standing voting rights. Hence, hedge funds’ bargaining power in corporate governance rests
upon their ability to convince other shareholders of the merits of their proposals. This, in turn,

is determined by two key factors according to Tirole (2006).

On the one hand, their bargaining power relative to company management depends on their
ability to communicate effectively their intentions to other shareholders (Tirole 2006). Here,
the legal systems in the U.S. and in Germany offer similar mechanisms to activist investors.
In the U.S., hedge funds can stage a proxy contest. More precisely, an investor can ask man-
agement to provide him with the contact details of all other shareholder in order to ask them
to vote their proxies. In Germany, any shareholder owning more than 5% of shares can force
the board to convene an extraordinary general shareholder meeting to discuss his proposals.
Furthermore, hedge funds can communicate with other investors by using the media. In
particular, some hedge funds use tactics that make their demands public by sending open
letters to the company’s management and board. Similarly, other funds directly use financial
news services to spell out their demands. These mechanisms are closely related to findings
that investors are more likely to purchase attention-grabbing stocks (Barber and Odean 2006),

creating some kind of snow ball effect or momentum.

On the other hand, hedge funds’ bargaining power depends on the credibility of their interven-
tions. Hence, hedge funds can use different mechanisms to enhance the credibility of their
interventions. For example, they can accumulate stakes large enough to trigger public disclo-
sure to the capital market. Effectively, they are sending a signal to the market that they have
invested in a large position in the target company enhancing the credibility of their interven-
tion vis-a-vis other investors. However, the underlying legal framework differs markedly be-
tween the U.S. and Germany. Most importantly, investors need to state their intentions in the
U.S. while there was no such requirement in Germany during our sample period. More re-
cently the Risk Limitation Act (“Risikobegrenzungsgesetz) has been discussed which would
impose similar requirements on investors in Germany if implemented. Furthermore, the Ger-
man disclosure regime offers more opportunities for insider trading for the following two rea-
sons. First, the time lag between the date when an investor is required to make a filing and the

date when this information needs to be published is significantly longer in Germany. Second,



investors report their holdings to the company in Germany which in turn discloses this infor-
mation to the public. In the U.S., in contrast, investors have to report directly to the SEC
which in turn publishes the information. Finally, some hedge funds have built up a reputation
for increasing shareholder value. The track record of these hedge funds to act in the best inter-
est of other shareholders increases the likelihood that other investors will actively support or

at least passively tolerate their interventions.

In some cases, however, hedge funds have tried and succeeded in imposing change on target
companies without the need to secure the support of other shareholders (for example, TClI,
Atticus, LonePine). By “acting in concert” several hedge funds join forces to form an implicit
alliance that gives them a sufficiently large number of voting rights. At the same time they
circumvent the need to make a mandatory takeover bid for the company according to 830
WpUG, because they formally act as independent investors. In these cases, evidently, the in-
terests of hedge funds and other shareholders diverge because other minority shareholders are
deprived of the opportunity to tender their shares to the hedge funds. Consequently, this

mechanism is illegal according § 22 WpHG, but may be difficult to enforce.

2.3 Empirical Evidence for Hedge Funds’ Activism and Corporate Control

A large body of research documents that firm value is related to the ownership structure and
corporate governance of firms. Drobetz et al. (2004, 2006), for example, find evidence for the
German capital market that good corporate governance is significantly related to higher valua-
tions. Within this literature, special interest is paid to the role of blockholders. For example,
Wruck (1989) provides evidence that private placements of blocks of equity to institutional
investors lead to superior company performance and attributes this effect to monitoring of
company management by these large shareholders. Hertzel et al. (2002) confirm this finding
for short-run returns in a latter period. However, they document lower risk-adjusted returns
subsequent to the placement of equity blocks. Hence, the question arises whether these results

persist when hedge funds accumulate blocks of shares in the open market.

Research for the U.S. documents that monitoring by hedge funds and their interventions in
corporate governance increase shareholder value in general. Using a sample of 403 U.S.
events between 2003 and 2005, Klein and Zur (2006) provide empirical evidence for short-
and long-term increases in share prices after the publication of 13D-Filings. In their sample
this effect is due to changes in the target’s financial policy such as dividend policy and lever-

age. Furthermore, in the 13D-Filings the majority of hedge funds state major changes to the
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company’s current strategy and governance as their goals. Interestingly, they document only a
short run-up period prior to the announcement date of approximately 5 days. With a sample of
888 U.S. events between 2004 and 2005, Brav et al. (2006) confirm the major findings of
Klein and Zur (2006) and also document significant increases in shareholder value subsequent
to 13D-filings. In contrast to Klein and Zur (2006), however, they find that this effect is
driven by changes to the target’s operating strategy. Interestingly, they report a longer run-up
period of approximately 25 trading days. Because both studies are using a similar sample se-
lection procedure it is not clear what is driving the differences in run-up periods and what are
the drivers for the differences in magnitude in the outperformance between both studies. Fi-
nally, Ryan (2006) also investigates the impact of hedge fund interventions in the U.S. capital
market using a sample of 40 events between 2001 and 2005. Interestingly, he also provides

evidence for longer run-up periods prior to the announcement date.

There are other types of investors who also have strong incentives to monitor the management
of target companies. In particular, the compensation of venture capital firms and private eg-
uity firms is also strongly tied to investment performance. Furthermore, they also contract for
longer lock-up periods with their investors. Thus, Dai (2007) analyzes whether valuation ef-
fects differ between investments in PIPE’s by hedge funds and venture capital funds. He finds
that companies perform better in the short- and long-run following PIPE-investments by ven-
ture capital firms. However, he also provides evidence that this result is due to the certifica-

tion effect and is not due to monitoring.

3. Data and Methodology

3.1 Data Selection

The data collection was conducted in three steps. In the first step, for all companies listed in
the CDAX the Lexis-Nexis-Database was screened with respect to all news articles which
contained the company name and the term “hedge fund” within a distance of 50 words. In the
second step, the resulting output files were manually searched for all news items in which a
stake in a company was publicly disclosed or the hedge fund made other disclosures with re-
spect to the company (e.g. open letter, request for extraordinary meeting, etc.) In the last step,
these events were matched with a database of filings according to 821 WpHG supplied by
AFU (Agentur fur Unternehmensdaten). This allowed us to retrieve the acquired percentage

stakes for most events.
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From our sample we exclude those events in which more than 30% of outstanding shares were
acquired. In this case, the investor has to make a mandatory bid in Germany according to § 30
WpUG. Such behavior might indicate that the hedge fund is acting like a private equity inves-
tor and wants to assume full control. We also exclude those events in which a merger pend-
ing. In these cases, the stake might be part of a merger arbitrage strategy which is usually not
motivated by corporate governance concerns. Furthermore, we also exclude debt-equity
swaps because the interests of hedge funds and other investors might diverge during debt-
equity swaps and other debt restructurings. Finally, we also eliminate all events from the
sample where the target company has been trading on the stock market for less than 140 trad-
ing days. Besides allowing us to estimate the parameters of the market model for each com-
pany, this removes any confounding events associated with Initial Public Offerings (IPOs)

such as price support by the underwriter, expiration of lock-up-periods, etc.

[Insert Table 2 here]

This approach yields a final sample of 324 events which we split into three categories in order
to capture different strategies by activist investors. The three approaches are called “stake-
building”, “intervention”, and “PIPE” (private investment in public equity). An event is as-
signed to the category “stake-building” if the first news item about the intervention only con-
tains the information that the investor has acquired a stake in the company. In most cases this
corresponds to the publication of a 8§ 21 WpHG filing. An event is classified as an “interven-
tion” if we only find information that the investor publicly put pressure on the company. For
example, in November 2006 Laxey Partners issued public statements criticizing the lack of
value creation by Deutsche Telekom. Lastly, if we find information that the investor provided
fresh capital in the form of new stocks, convertible securities, etc. we assign the event to the
category “PIPE” (private investment in public equity).

Moreover, we split the dataset into several subsample which are employed to analyze the

short- and long-term performance of target companies.

[Insert Table 3 here]
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3.2. Methodology

We analyze the impact of interventions of hedge funds on German target companies by em-
ploying the standard event-study-methodology as well as long-run performance measures. For

robustness checks we also run cross sectional regressions.

In order to determine the short-run valuation effects, we calculate cumulative abnormal re-
turns (CAR):

t
CAR, = > dAR, (0

=1

with AR, =R;, —(a@+-Ry.) ()

where dAR, is the average abnormal return of an equally-weighted portfolio. Abnormal re-

turns are calculated using a market model regression. Following Schwert (1996), we set
a =0 in order to ensure that our estimate of abnormal returns during the analyzed period is
not contaminated by abnormal returns during the estimation period The estimation of market
model parameters is based on the 60 daily return observations between t = -140 and t = -81.
This choice for our estimation window ensures that the parameter estimates are not distorted
by the run-up prior to the event which we had identified in simple market-adjusted abnormal

returns. For all companies, the CDAX is used as a proxy for the market return.

In order to gain further insights into the market’s reaction and trading activity to hedge fund

announcements in the short-run, we also analyze the abnormal trading volume (AV,,) using

the approach suggested by Brav and Gompers (2003):

V.
AV, = . q 3

where V,, is the daily trading volume for stock i at time t and the denominator is the average

trading volume over the 60 day period from -140 until -81 days before the event date. Thus,
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the ratio AV, relates daily trading volume to its time-series average during the time period

from 140 trading days before to 81 trading days before the event date.

Our analysis of the long-run valuation effects is based on buy-and-hold abnormal returns

(BHAR) which are calculated on a monthly basis:

BHAR = %%K 3 L+ Ri,t)j - (11[(1+ RM,t)ﬂ @)
1 t=1

i=1

This performance measure compares the average performance of a buy-and-hold investment
in a portfolio consisting of all target stocks to the buy-and-hold investment in the market in-

dex which is approximated by the CDAX for various time intervals.

In addition we also run cross sectional regressions in order to investigate the factors (vari-
ables) that determine the short- and long-term valuation effects. More precisely, we regress
cumulative abnormal returns (CAR) during the event window (-3,+3) and buy-and-hold ab-
normal returns (BHAR) for a holding period of one year on target company’s relative market-

to-book ratios, relative size, liquidity measures, and changes in several accounting measures.

4. Empirical Results

4.1 Descriptive Statistics of Target Companies

For the final sample containing all 232 events up to the end of 2006 we collect information on

the characteristics of target companies from the Datastream/Worldscope database:
[Insert Table 4 here]

The magnitude of potential agency problems prior to the event is measured by information on
the financial structure and the ownership structure of target companies. Due to the difficulty
of finding a sufficient number of benchmark companies from the same industry and of the
same size, we do not report industry-adjusted results for the “total debt to total capital”-ratio,
working capital relative to total capital, payout-ratio and cash holdings. Instead we will focus
on relative changes of these variables subsequent to the event date in our regression analysis

(see below). However, the high level of insider ownership measured as the percentage of
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closely held shares from Datastream at the end of the fiscal year preceding the interventions
provides clear evidence for potential conflicts of interests between minority shareholders and

insiders for the companies in our sample.

It is often argued that hedge funds seek exposure to undervalued companies. To check this
hypothesis in our sample we calculate the relative market-to-book-ratio for each target com-
pany which is defined as the company’s market-to-book-ratio minus the average market-to-
book-ratio for all CDAX-firms. Overall, we find that investments by hedge funds are not re-
stricted to value stocks in our sample. In particular, the mean relative market-to-book-ratio in
the largest category “stake building” is not significantly different from zero. This may be re-
lated to hedge funds taking large positions in growth stocks in order to take directional bets on
the market. However, for companies in the category “intervention” we find clear evidence that
hedge funds indeed target undervalued companies. In contrast, in the category “PIPE” we find
evidence that fresh capital is primarily directed towards growth companies that presumably
face significant financial constraints (Hall 2002).

However, it seems that hedge funds are trying to exploit inefficiencies in the market for small
cap stocks in Germany because our sample is significantly biased towards small cap stocks. In
particular, relative size measured as the difference in log market capitalization of the target
company and the log of the average market capitalization for all CDAX stocks is highly nega-
tive. An exception is the category “intervention” where most companies are larger than the
average CDAX company. This empirical finding suggests that hedge funds are using different

approaches to implement their strategies depending on the size of the company.

The return on equity and the return on total assets indicate that target companies are barely
profitable in the fiscal year preceding the event date. Furthermore, negative values for the
change in earnings per share provide evidence for negative momentum in profitability. Thus,

the profitability of target companies has been deteriorating for at least one fiscal year.

Furthermore, we compute several measures to capture the liquidity of target company’ shares
and the level of information asymmetry surrounding these companies. Average market capi-
talizations for the three categories indicate substantial differences. In particular, hedge funds
are more likely to make “interventions” to target larger companies whose stock should be
more liquid and which should be subject to less information asymmetry. This result is sup-
ported by differences in average R? between the three categories. Following Bhagat et al.
(1985) and Blackwell et al. (1990) we interpret a high level of residual volatility as evidence

for a high level of information asymmetry. Thus, low average R? from a market model regres-
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sion of daily stock returns on the CDAX for the period from 140 days before until 81 days
before the event date suggest more severe adverse selection problems for target companies in
the categories “stake-building” and “PIPE”. Lastly, we compute turnover as the mean dollar
volume to market capitalization over the time period from 140 days before until 81 days be-
fore the event date in order to address differences in market liquidity between target compa-
nies. Again, we find evidence that interventions are more likely in the case of large companies

trading in a more liquid market with lower levels of information asymmetry.

Another aspect that may have an impact on valuation effects and may be related to market
efficiency is the coverage and the reactions, i.e. change in recommendations, by financial ana-
lysts. Our findings (not reported here) indicate that most target companies carry “hold”- or
lower recommendations prior to the event date. Also, a significant number of target compa-
nies are not covered by stock analysts underscoring the high degree of asymmetric informa-

tion surrounding many target companies.

4.2. Changes in Company Characteristics around the Event Date

Empirical studies for the U.S. capital market have the advantage that the stated objectives of
activist shareholders are public knowledge and can be retrieved from 13D-filings. Thus, these
studies can distinguish ex-post between successful and failed attacks and can check whether
the market correctly anticipated the outcome on the event date. Since filings according to
8§21/26 WpHG do not provide this information, we resort to an indirect approach. In particu-
lar, we check for significant changes in company characteristics around the event date and test
whether ex-post value-increasing changes were correctly anticipated by the market on the
event date. In particular, we assume that an increase in pay-outs to investors should reduce
agency problems and therefore lead to an increase in shareholder value. Since accounting
variables do not provide very timely information on changes of the financial structure we also
analyze changes in the systematic risk of target companies. This is motivated by the contribu-
tions by Hamada (1972) who showed that the beta of a company’s stock is positively related

to its leverage.

At the same time, hedge funds could accumulate blocks of shares in expectation of increases
in future profitability. In this case, they act more like a “passive monitor” (see Tirole 2006 for
a distinction between active and passive monitoring). Hence, they could trigger a certification
effect and cause an increase in share prices at the announcement date, if other investors raise

their expectations about future profitability. Thus, if the market correctly interprets the accu-
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mulation of a large block of shares by a knowledgeable investors as a credible signal for in-
creases in future profitability, then the share price of target companies should increase on the

event date.

Lastly, increases in liquidity and reductions in asymmetric information also increase share-
holder value and therefore should lead to a positive reaction if correctly anticipated by the

market.

[Insert Table 5 here]

Table 5 provides means and standard deviations for changes in the relevant variables.
Changes in accounting variables are calculated as the difference between their values at the
beginning and at the end of the fiscal year in which the event took place. Changes in R?, beta,
and turnover are calculated by taking the difference between the values estimated for the time
periods (-140, -81) and (+81, +140).

For all variables the standard deviations are large relative to their means in all three catego-
ries. In contrast to common intuition, companies in the category “stake building” seem to be
significantly decreasing their financial leverage in the relevant fiscal year. Furthermore, com-
panies in the category “intervention” increase their level of systematic risk significantly
around the event date which provides some support for the often advanced hypothesis that

hedge funds strive to increase the leverage of target companies.

4.3 Short-term Valuation Effects
4.3.1 Abnormal Returns

To determine whether the presence of activist investors leads to increases in shareholder value
in the short run we report cumulative abnormal returns for the whole sample of 324 events in

figure 3:

[Insert figure 3 about here]
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The results indicate that the bulk of the valuation adjustment takes place before and around
the event date. In particular, abnormal returns subsequent to the event window are not signifi-

cantly different from zero.

[Insert table 6 about here]

Moreover, there is a substantial run-up period prior to the event date of around 45 trading
days on average. While this is consistent with the results reported by Ryan for a rather small
sample, this finding is in sharp contrast to the contributions of Brav et al. (2006) and Klein
and Zur (2006) who report significantly shorter run-up periods. There are a number of suitable
explanations for these extended run-up periods. Because our sample is biased towards small
firms, this effect could be driven by limited liquidity of the shares of target companies. Fur-
thermore, there could be rumours about a pending attack which the market incorporates into
the share price prior to the publication (Bhagat and Jefferis 1991). In fact, anecdotal evidence
suggests that traders circulate target lists and that companies are sometimes “in play” long
before an activist investors reveals his identity. Moreover, longer run-up periods in Germany
could also be due to insider trading which is facilitated by a disclosure regime which is less
strict and not as effectively enforced as the U.S. system. Lastly, the run-up period could also
be due to confounding events prior to the event date, e.g. if hedge funds trade on the drift in

stock prices subsequent to dividend increases, stock repurchases etc.

Furthermore, abnormal trading volume increases approximately in line with cumulative ab-

normal returns:

[Insert figure 4 about here]

However, the measure proposed by Brav and Gompers (2003) is positively biased in our sam-
ple because the distribution of the time series of trading volume exhibit very high skewness

for some companies in our sample.
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4.3.2 Cross sectional regressions

In order to gain further insights into the determinants of this run-up effect, we regress the
“run-up”-return for the interval (-45,-3) on the relative size of the company, on the relative
market-to-book-ratio and the ratio of dollar volume to market capitalization. In particular, this
specification allows us to test whether the run-up is driven by low liquidity in small company
stocks. Moreover, we include the “announcement”-return (-3,+3) into our regression. Similar
to Schwert (1996), this allows inferring whether “run-up”- and *“announcement”-returns are

substitutes:

CAR| (453 =B+ B -CAR; 55 + B, - Size + ;- MtB + B, - Turnover (5)

The results are reported in table 7 and indicate that the run-up effect is not driven by limited

liquidity in the stocks of small companies.

[Insert table 7 about here]

However, we find empirical evidence that “run-up”- and “announcement”-returns act as sub-
stitutes because the coefficient on the “announcement”-return is significantly negative. This
implies that the total amount of shareholder wealth created is similar for events that have a
high “run-up”-return and for events that have a low “run-up”-return. But “announcement”-
returns seem to dominate because the coefficient is smaller than 1 in absolute value. Further-
more, the run-up seems to be significantly larger for value firms. However, the explanatory

power of this regression is only limited since the R? is only 4.32%.

Often, shareholder activists face significant obstacles when they try to impose changes on
target companies. For instance, the CEO of TUI AG has repeatedly succeeded in fending off
hostile campaigns by securing the support of other strategic shareholders. Thus, high initial
returns could be followed by a reversion in the short-term when investors have to lower their
expectations again. However, preliminary evidence indicates that there is no overreaction by
the capital market at the announcement date. More precisely, for all events with announce-
ment period returns (-3,+3) larger than 10%, there is no reversion in share prices over the fol-
lowing 100 trading days. (Results are available upon request).
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4.4. Long-term Valuation Effects
4.4.1 BHAR

The analysis of short-term valuation effects suggests that the largest share of the price adjust-
ments takes place before and during the event window. Moreover, the cumulative abnormal
returns are not significantly different from zero subsequent to the event window suggesting a
large variation in returns after the announcement. Thus, in order to analyze whether the in-
creases in shareholder value before and during the event window are persistent, we investigate

buy-and-hold abnormal returns for longer periods.

[Insert figure 5.d here]

Figure 5.d contains buy-and-hold abnormal returns for all subsamples and shows that there
are substantial increases in shareholder value for all holding periods. These results are statisti-

cally significant at the 1%-level using skewness-adjusted t-tests (Barber et al. 1999).

[Insert table 8 here]

Interestingly, the results reveal that buy-and-hold abnormal returns (BHAR) were higher dur-
ing the early periods of our sample. In particular, buy-and-hold abnormal returns for a one
year holding period are larger for the subsamples containing all events up to 2004 and 2005,
respectively, than for the subsample containing all events up to 2006. Another interesting re-
sult emerges by investigating the target companies that are in the lowest decile of the distribu-
tion of buy-and-hold abnormal returns after 240 trading days. In particular, buy-and-hold ab-
normal returns for some of these companies are characterized by significant ups and downs
over the course of the year, indicating substantial uncertainty and major shifts in expectations
by market participants. However, with increasing holding period the problem of cross-
correlation in abnormal returns increases because the proportion of overlapping events in-
creases. Thus, our estimates for standard deviations might be understated leading to an artifi-

cial increase in t-values (Kothari and Warner 2007).
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4.4 Cross-Sectional Regressions — Determinants of Short- and Long-term Returns

To gain further insights into the determinants of the short- and long-run performance of target
companies subsequent to the event we run some cross section regressions. We hypothesize
that the announcement effect should be larger for value firms since these companies are pre-
sumably undervalued and therefore should gain more from an active shareholder monitoring
management. Moreover, we suppose that the announcement effect should be larger for small
companies. The reasoning is that in the presence of larger information asymmetries the en-
gagement of an active shareholder might constitute a favorable signal. Lastly, we test whether
the announcement effect is larger if an investor with a high reputation is involved. In particu-
lar, we measure reputation by taking the log of the number of citations of the investor up to 5
days prior to the event date. Our results are reported in table 9:

[Insert Table 9 here]

While relative size measuring the market cap of the target relative to average market cap for
all CDAX companies does not enter significantly in any of our regressions, there is still some
evidence that the announcement effect is stronger for small companies which usually exhibit
lower trading volumes. More precisely, a decrease in turnover leads to a significant increase
in the abnormal returns during the announcement period. Especially, this effect remains
highly significant in the full model IX. Furthermore, there is some weak evidence that the
announcement effect is stronger when the log of citations in the Genios database increases.
This can be interpreted as evidence supporting our hypothesis that with increasing reputation
other investors will be more likely to increase their valuations of target firms. Moreover, for a
couple of very well-known activist, announcements effects are quite larger than these results
suggest. This implies that our measure for reputation is only a crude approximation of an in-
vestor’s reputation among other market participants. However, the data does not support the
hypothesis that announcement effects should be larger for value stocks. The coefficient on the
relative market-to-book for target companies relative to the average market-to-book for all
CDAX stocks is not significantly different from zero. Nevertheless, the coefficient on EPS
growth in the fiscal year preceding the event is significantly negative. This is surprising since

low earnings growth is often associated with value companies. Furthermore, the coefficient on
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EPS in the period in which the event took place is significantly positive. Thus, the acquisition
of a large block of shares might convey a positive signal about future earnings growth to the
market. Moreover, we also regress cumulative abnormal returns during the event window
(-3,+3) on a full set of time dummies where 2006 is the reference year. This allows us to infer
whether the initial valuation effect in the short run depends on the state of the economy and
on overall market conditions. This analysis reveals that valuation effects were more pro-
nounced towards the end of the last down market in 2002 and during the recovery of stock
market in 2004 and 2005. Finally, all the other variables presented in table 4 possess no ex-

planatory power on a univariate basis.

Model VIII combines all variables that are significant on an individual basis and reveals that
most coefficients are stable and continue to be significant. However, the coefficient on our
reputation-proxy increases and becomes significant at the 10%-level. Model IX also contains
the full set of time dummies in order to control for the state of the economy. Interestingly,
only events during the initial recovery of the stock market in 2004 seem to generate signifi-

cantly higher announcement returns.

Extending the analysis to regressions of buy-and-hold abnormal returns over a holding period

of one year reveals that most of these results do not persist:

[Insert Table 10 here]

The coefficients on EPS growth in the preceding fiscal year and on our reputation-proxy are
no longer significant. However, the major conclusion from the analysis of short-term valua-
tion effects persists. Namely, small target companies that are subject to substantial informa-
tion asymmetries continue to outperform over a holding period of one year subsequent to the
event date. This can be inferred from the negative coefficient on relative size which is signifi-
cant in model Il as well as from the negative coefficient on turnover which is significant in
models 1V and IX. However, there seems to be some interaction with the time period of the
event because turnover loses its explanatory power in model X. Surprisingly, the coefficients
in the univariate regressions of the buy-and-hold abnormal returns (BHAR) over a one year
holding period on the change in cash holdings and on the change in working capital are sig-
nificant and positive. This runs counter to the common intuition that shareholder value is in-
creased if companies reduce excess cash reserves. Thus, this effect warrants further investiga-

tion. Finally, we also include a full set of time dummies with 2006 as the benchmark year in
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order to test whether long-run valuation effects depend on overall market conditions. Again,
we find that events which took place at the end of the last down market and at the beginning
of the most recent up market exhibit superior abnormal returns. Interestingly, the coefficient

on turnover ceases to be significant in model X which controls for time.

Finally, results not reported here reveal another interesting aspect with regard to our small
subsample of 13 PIPE-investments until the end of 2006. Since these transaction are amount
to capital increases like seasoned equity offerings, they should be associated with negative
abnormal returns during the event window and negative abnormal returns in the long run.
However, both short-run and long-run abnormal returns are not significantly different from
zero for this subsample. While this indicates that private placement of equity does not lead to
share prices reactions such as regular SEOs, Wruck (1989) and Hertzel et al. (2002) find posi-
tive abnormal returns during the announcement period. Unfortunately, the size of this sub-
sample is too small to investigate this issue further.

4.5 Limitations

Our results are subject to two limitations. On the one hand, it is not clear whether the date on
which the newspapers, news wires and press agencies covered by Lexis Nexis provide us with
the correct event date. In particular, the long run-up prior to our event date might suggest that
we did not find the correct date since traders retrieved this information prior to the publication
in the press from other sources. For example, there is anecdotal evidence that lists with poten-
tial targets are circulating. Thus, inclusion of one of those lists might push up the share price
long before any official publication is made. On the other hand, our identification of relevant
events is dependent on the way they are presented in the press. More precisely, we cannot
distinguish between acquisitions of shares and interventions by hedge funds, private equity
funds and other activist investors like the study by Klein and Zur (2006), for example. How-
ever, we are convinced that this is only a minor concern. There is substantial evidence that the
investment strategies of hedge funds and private equity funds converge and that they are try-
ing to exploit the same inefficiencies (Gaughan 2007, Chapter 8). Moreover, other types of
private investors also do put significant pressure on company management (Becht et al. 2007).
Thus, there are no convincing arguments for making a clear distinction between these and

other types of investors.
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5. Summary and Conclusions

Recent changes in the German financial system and especially in corporate governance have
led to a reallocation of corporate control from universal banks to the capital market. This shift
offered some opportunities for shareholder activists and in particular for hedge funds. Unlike
other capital market participants such as mutual funds and pension funds, hedge funds are
able to fill the control vacuum created by the withdrawal of banks mainly because they are not
subject to the same free-rider and incentive problems. One interesting question is whether this
capital market orientation resulted in an increase in shareholder value. Recent evidence for the
U.S. capital markets suggests that this process resulted in rising share prices for these target
firms (Klein and Zur 2006, Brav et al. 2006, Ryan 2006). Whether this finding also holds for
Germany is at the center of this study. Based on a sample of 324 events in Germany between
January 2000 and June 2006, we find empirical evidence that the engagement of activist
shareholders such as hedge funds increased shareholder value in the short and in the long run.
Furthermore, we find evidence that this effect is stronger for companies that are subject to
more information asymmetries prior to the event. Moreover, there are also some indications
that the identity of the investor matters in the short run. In particular, announcement period

returns are significantly higher for some well-known activist investors.

Despite this evidence, there remain a number of important research questions open which we
are addressing in our research in progress. First, measuring abnormal returns over longer hori-
zons using buy-and-hold abnormal returns does not capture potential loadings on other risk
factors. Therefore, we are currently extending our analysis of long run performance using the
Fama-French and momentum factors. This is important because our dataset suggests that
hedge funds are predominantly taking positions in small-cap stocks. Second, measuring factor
exposures with common asset pricing models is based on the assumption of rational expecta-
tions. Moreover, these approaches also implicitly assume that the company’s risk exposures
are exogenous from the point of view of the investor. However, from the perspective of an
activist investor who holds a significant position in the company’s shares, these exposures
might be endogenous. The resulting changes in factor exposures would not be revealed from
time-series regressions over extended time-periods with the conventional approach. Thus, we
are currently expanding our research in order to account for these shifts. In fact, we are esti-
mating realized betas (Andersen et al. 2004) in order to find out whether there is a reassess-
ment of the company’s systematic risk by capital markets around the event date. Third, our
current results do not reveal whether significant changes to the business fundamentals or of
the financing strategies of the target company are driving their superior performance.
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Table 1: Ownership Structure of DAX 30 Companies in 2007

Free-Float  Attendance Rate Foreign Owner-

ship

Adidas 100% 44,1% 82%
Allianz 100% 42,5% 59%
BASF 100% 48,4% 50%
Bayer 100% 56,9% 78%
BMW 53% 77,8% 37%
Commerzbank 91% 43,8% 63%
Continental 100% 47,3% 87%
Daimler 93% 39,2% 56%
Deutsche Bank 95% 42,5% 46%
Deutsche Borse 100% 53% 84%
Deutsche Post 70% 67,1% 55%
Deutsche Postbank 50% 71,4% 39%
Deutsche Telekom 64% 57,6% 51%
Eon 95% 54,2% 55%
Fresenius Medical 64% 73,8% 52%

Henkel Vz. 100% 66,9% n.a.
Hypo Real Estate 100% 54,5% >50%

Infineon 100% 52,9% n.a.
Linde 7% 66,6% 35%
Lufthansa 100% 54,1% 37%
MAN 70% 63,5% 42%
Merck 100% 58,8% 24%
Metro 32% 73,3% 25%
Minchener Rick 100% 56,9% 78%
Thyssenkrupp 75% 57,6% 30%
RWE 89% 64,5% 49%

SAP 2% 57,6% 39%
Siemens 94% 41% 54%

Tui 80% 47,1% 29%
Volkswagen 49% 60,4% 24%
Average 84% 56,1% >50%

The table reports free-floats, attendance rates to company’s shareholder
annual meeting and foreign ownership data for DAX 30 companies in
2007. Source: Boérsenzeitung, 29.12.2007, p. 42.



Table 2: Sample Composition

Year Stake-Building  Interventions PIPE’s Subtotal
2000 6 1 0 7
2001 6 2 0 8
2002 21 1 2 24
2003 15 3 2 20
2004 45 1 3 49
2005 40 6 4 50
2006 66 5 3 74
2007 - 1. Half 89 2 1 92
199 19 14 324

The table reports the number of observations per year and per category. Events are
assigned to the category “stake building” when the initial information only states
that a stake was acquired. If the initial information states only that an investor was
making a public announcement with respect to the company, the event is assigned
to the category “intervention”. Lastly, if the investor provided new capital in the
form of fresh equity or convertible bonds, the event is contained in the category
“PIPE” (Private Investment in Public Equity).

Table 3: Overview of Empirical Tests and Datasets used

2000 2001 2002 2003 2004 2005 2006 2007 |Resulting Sample
Size

CAR < > n=324
BHAR

- one year < > n=232

- two year < > n =158

-three year < > n=108
Cross-Sectional

-CAR < > n=232

- BHAR > n=232

The table gives an overview over the time periods and size of the different samples that we use in
our empirical tests. While the analysis of cumulative abnormal returns is based on the whole sample
of 324 events, our tests for long-run performance differentiate according to the time periods when
the events took place. In our cross-sectional regressions we employ the sample of 232 events con-
taining all events up to the end of 2006 in order to ensure comparability of the results.
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Table 4: Descriptive characteristics of target companies

Stake-Building  Interventions PIPE’s Whole Sample
Total Debt to Total Capital ¢ 0,5488 0,5770 0,4755 0,5469
(0,8209) (0,2295) (0,3916) (0,7654)
Working Capital .4 -0,1291 0,2359 0,3335 -0,0714
(2,2797) (0,3622) (0,4636) (2,1197)
Payout Ratio 0,1877 0,3749 0,00 0,1917
(0,2613) (0,2051) (0,00) (0,2584)
Cash Holdings 0,1656 0,0911 0,2215 0,1632
(0,1850) (0,0859) (0,2172) (0,1824)
Inside Ownership 0,2643 0,3524 0,2446 0,2703
(0,2578) (0,2973) (0,2377) (0,2601)
Excess Market to Book 0,0272 -0,7122 8,5606 0,4778
(Value vs. Growth) (3,9213) (1,1142) (20,7747) (6,4538)
Relative Size -1,2763 1,6776 -2,7337 -1,1046
(1,9799) (1,2281) (1,8734) (2,1203)
Return on Equity 4 -0,0814 0,0353 -1,5399 -0,1592
(0,7276) (0,2497) (3,7418) (1,1371)
Return on Assets 0,0094 0,0269 -0,2113 -0,0018
(0,2882) (0,0577) (0,2887) (0,2804)
AEPS 4 -1,5127 0,1867 -1,3389 -1,3599
(15,5120) (2,2395) (15,3377) (14,8179)
Market Cap 2,143 bn. EUR 14,441 bn. EUR 0,348 bn. EUR 2,983 bn. EUR
(5,899 bn.) (17,214bn.) (0,643 bn.) (8,0066 bn.)
R? 0,1335 0,2637 0,0835 0,1414
(0,1503) (0,1561) (0,0856) (0,1524)
Turnover 0,0031 0,0041 0,0029 0,0032
(0,0032) (0,0031) (0,0031) (0,0032)

The table characterizes target companies along several dimensions. Total debt to total capital, working
capital, payout ratio, and cash holdings are obtained from Datastream and reflect the information on
the company’s financing policies as of the last balance sheet prior to the event. Return on Equity, Re-
turn on Assets and AEPS are also obtained from Datastream and characterize the company’s operating
profitability prior to the intervention. Excess Market to Book is derived as the difference between the
company’s market-to-book and the average market-to-book for all CDAX stocks. Relative size is cal-
culated as the difference in logs between the market cap of the target and the average market cap for all
CDAX stocks. Market Capitalization is calculated as the number of shares outstanding multiplied by
the share price 80 trading days prior to the event. The market to book ratio is also taken 80 trading
days prior to the event. R? and f are obtained from market model regressions for the time period from
t = (-140, -81) where the CDAX is used as a proxy for the market return. The values in parentheses are
standard deviations.
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Table 5: Changes in Company Characteristics surrounding the Event

Stake-Building Interventions  PIPE’s Whole Sample
A Total Debt to Total Capi- -0,1176 -0,0181 -0,0546 -0,1057
tal (0,7843) (0,0752) (0,4677) (0,7355)
A Working Capital 0,1812 -0,0109 -0,1637 0,1446
(2,3642) (0,0964) (0,5338) (2,1947)
A Cash Holdings -0,0080 -0,0139 -0,0035 -0,0083
(0,1114) (0,0661) (0,2102) (0,1172)
A Return on Equity 0,0243 0,0390 0,8154 0,0704
(0,8861) (0,1355) (3,5109) (1,1849)
A Return on Assets 0,0399 0,0083 0,0566 0,0382
(0,4519) (0,0443) (0,2843) (0,4241)
A EPS 0,0815 0,3535 0,6131 0,1352
(4,3237) (1,3973) (3,6543) (4,1057)
AR? 0,011 -0,0003 0,0442 0,0121
(0,1231) (0,2035) (0,1753) (0,1343)
AB 0,0704 0,2642 0,1989 0,0940
(1,0708) (0,4524) (1,0788) (1,0333)
A Turnover 0,0001 0,0017 0,0000 0,0003
(0,0031) (0,0027) (0,0041) (0,0032)

The table describes mean changes in several variables around the event date. The values in parenthe-
ses are standard deviations. For the accounting variables the change is calculated as the difference
between the variable at the end of the previous fiscal year and the end of fiscal year in which the
event took place. AR? and AP are obtained from market model regressions for the time periods (-140,

-81) and (+81, +140).
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Table 6: Cumulative Abnormal Returns — Test Statistics — Whole Sample (n=324)

Interval CAR
Panel A: Intervals around the event
(-80,+80) 10,3591% "
(-45,+45) 7,9692% "
(-15,+15) 3,4991% "
(-5,+5) 2,5935%" "
(-3,+3) 1,4836%
(-1,+1) 1,0047%""
Panel B: Intervals before and after the event
(-80,-3) 5,7281%
(-80,-45) 0,4958%
(-45,-30) 1,2055% "
(-30,-15) 1,6218% "
(-15,-3) 2,3283% "
(+3,+80) 3,5619%"
(+3,+15) 0,0250%
(+15,+30) 1,6142%"
(+30,+45) 0,0286%
(+45,+80) 1,8941°%

The table report mean cumulative abnormal returns for the entire sample of n=336 events. The intervals
describe the number of trading days around the event date. The values in parentheses indicate standard
deviations. * (**/***) implies that the mean significantly different from zero at the 10% (5%/1%)-level.

Table 7: Determinants of the Run-Up

Variable Coefficent t-values
Constant 0,0661"" 2,7226
Announcement Effect -0,3594™ -2,0110
Relative Size -0,03594 -1,0082
Relative MtB -0,0041™ -1,9103
Turnover -4,3224 -0,9338

n =232 R? = 0,0432

The table summarizes the output from a regression of returns during the run-up period (-45,-3) on the re-
turn during the announcement period (-3,+3), relative size of the target, excess market-to-book of the tar-
get over the CDAX average and on its dollar trading volume relative to its market capitalization. In-
cluded in the regression are all events up to the end of 2006. * (**/***) implies that the mean signifi-
cantly different from zero at the 10% (5%/1%)-level.
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Table 8: Buy-and-Hold Abnormal Returns — Test Statistics

Interval BHAR

Panel A: BHAR (one year period, n = 232)
(-40,+120) 14,41%
(-40,+240) 19,93%

Panel B: BHAR (two year period, n = 158)

(-40,+120) 19,68% "
(-40,+240) 30,59%
(-40,+360) 31,27% "
(-40,+480) 44,44% 1"
Panel C: BHAR (three year period, n = 108)
(-40,+120) 19,91%
(-40,+240) 31,25%
(-40,+360) 29,66%
(-40,+480) 39,16%
(-40,+600) 47,10%
(-40,+720) 54,82%

The table report buy-and-hold abnormal returns for the reduced sample of n=232 events. The inter-
vals describe the number of trading days around the event date. The values in parentheses indicate
standard deviations. * (**/***) implies that the mean significantly different from zero at the 10%
(5%/1%)-level using skewness-adjusted t-statistics (Barber et al. 1999).
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Table 9: Cross-Sectional Regressions — CAR Announcement Effect (-3,+3)

Model Model Model Model Model Model Model Model Model
| I 11 v V Vi VIl VIII IX

constant  0,0129™ 0,0098 0,0039 0,0316"" 0,0134™ 0,0128" -0,0061 0,0172" 0,0039
(2,2814) (1,5940) (04426) (4,2041) (24672)  (2,2889) (-0,6392) (1,6921) (0,2388)

Relative Mar- -0,0006 -0,0005
ket to Book (-0,6482) (-0,5695)
Relative Size -0,0037 0,0007
(-1,4249) (0,2258)
Reputation 0,0030 0,0092" 0,0072
(1,4607) (1,8987) (1,3472)

Turnover -5,5183™" -5,8990"" -5,8807""
(-3,3587) (-3,5318) (-3,0078)

A EPS,; -0,0007"™ -0,0009”  -0,0009"
(-1,9305) (-2,4262) (-2,1833)

A EPS, 0,00283™ 0,0027 0,003
(2,0701) (1,9962) (2,1819)

Dummy 0,0142 -0,0149
(2000) (-0,4380) (-0,3466)
Dummy 0,0207 0,0064
(2001) (0,6794) (0,1815)
Dummy 0,0398" 0,0267
(2002) (2,0711) (1,2871)
Dummy 0,0329 0,0149
(2003) (1,5979) (0,6810)
Dummy 0,0311" 0,0383"
(2004) (2,0657) (2,3392)
Dummy 0,0252" 0,0157
(2005) (1,6839) (0,5977)
R? 0,0019 0,0090 0,0091 0,0482 0,0164 0,0197 0,0322 0,1031 0,1409

The table report results for our cross-sectional regressions where cumulative abnormal returns during the
event window (-3,+3) are the dependent variables. The independent variables are defined the same way as
in table 3. Reputation is measured as the log of the number of citations of the investor in the Genios data-
base of German business newspapers up to 5 days prior to the event date. The dummy variables are con-
structed with 2006 as the benchmark year. The sample size is h = 232 and values in parentheses indicate t-

values. * (**/***) implies that the mean significantly different from zero at the 10% (5%/1%)-level.
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Table 10: Cross-Sectional Regressions — Buy-and-Hold Abnormal Returns — One Year

Model Model Model
11 v vV

Model
X

constant

Relative Market -0,0093

to Book
Relative Size

Reputation

Turnover

A EPSy4
A Cash
A Working

Capital
Dummy (2000)
Dummy (2001)
Dummy (2002)
Dummy (2003)

Dummy (2004)

Dummy (2005)

0,1982"" 0,1391" 0,2384™" 0,3346™"

(2,8001)  (4,6927)  (3,7227)

-0,0268
(-0,5806))

41,7828
(-2,6782)
0,0030
(0,8496)

0,1929™ 0,2171™ 0,1918™ -0,0283 0,2842""

0,0753
(0,4802)
-0,0162"™
(-1,8686)
-0,0519"
(-1,7975)
0,0106
(0,2082)

-22,9708
(-1,2294)

0,0077"
(1,9764)
1,0377"
(2,1610)
0,0378
(1,5930)
0,0789
(0,1929)
0,1661
(0,4971)
-0,0101
(-0,0510)

Fokk

0,6260

(2,9924)
0,1872
(1,1991)

0,2389
(1,5678)

R2

0,0015 0,0312 0,0032

0,1559

The table report results for our cross-sectional regressions where buy-and-hold abnormal returns for the interval (-40,+240)
are the dependent variables. The independent variables are defined the same way as in table 3. Reputation is measured as the
log of the number of citations of the investor in the Genios database of German business newspapers up to 5 days prior to the
event date. The dummy variables are constructed with 2006 as the benchmark year. The sample size is h = 232 and values in
parentheses indicate t-values. * (**/***) implies that the mean significantly different from zero at the 10% (5%/1%)-level.
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Figure 1: Performance of Deutsche Borse AG (2005 — 2007)
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The chart depicts the stock market performance of Deutsche Borse AG subsequent to the intervention by the
hedge funds The Children’s Investment Fund and Atticus on January 15th,2005 and January 17th, 2005. The grey
line reflects the benchmark which is the DAX Performance Index. In the course of their interventions, these hedge
funds forced the CEO and the chairman of the board to resign and to withdraw their takeover bid for the London
Stock Exchange.

Figure 2: Asset Managers, Sovereign Wealth Funds, Private Equity and Hedgefonds
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Source: Borsenzeitung, 29.12.2007, p. 42.
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Figure 3: Cumulative Abnormal Returns for the whole sample (n=324)
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The figure reports cumulative abnormal returns for the whole sample of 324 events. Abnormal returns
are derived from a market model regression for each event where the CDAX was used as a market proxy.

Figure 4: Abnormal Volume for the whole sample (n=324)
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The figure reports abnormal trading volume for the whole sample of 324 events. Abnormal volume is
calculated following the approach by Brav and Gompers (2003).
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Figure 5.a: Buy-and-Hold Abnormal Returns for all events up to 2006 (n=232)
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The figure reports buy-and-hold abnormal returns for all events that occurred prior to December 31st,
2006. The CDAX was used as proxy for the market return.

Figure 5.b: Buy-and-Hold Abnormal Returns for all events up to 2005 (n=158)
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The figure reports buy-and-hold abnormal returns for all events that occurred prior to December 31st,
2005. The CDAX was used as proxy for the market return.
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Figure 5.c: Buy-and-Hold Abnormal Returns for all events up to 2005 (n=108)
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The figure reports buy-and-hold abnormal returns for all events that occurred prior to December 31st,
2004. The CDAX was used as proxy for the market return.

Figure 5.d: Buy-and-Hold Abnormal Returns for all subsamples
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The figure reports buy-and-hold abnormal returns for all three subsamples. The CDAX was used as proxy
for the market return.
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