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Classes	
  of	
  Ac+vist	
  Investors	
  

•  Lone	
  wolves:	
  These	
  are	
  individual	
  investors,	
  with	
  substan+al	
  
resources	
  and	
  a	
  willingness	
  to	
  challenge	
  incumbent	
  managers.	
  	
  

•  Ins+tu+onal	
  investors:	
  While	
  most	
  ins+tu+onal	
  investors	
  prefer	
  to	
  
vote	
  with	
  their	
  feet	
  (selling	
  stock	
  in	
  companies	
  that	
  are	
  poorly	
  
managed),	
  a	
  few	
  have	
  been	
  willing	
  to	
  challenge	
  managers	
  at	
  these	
  
companies	
  and	
  push	
  for	
  change.	
  

•  Ac+vist	
  hedge	
  &	
  private	
  equity	
  funds:	
  .	
  A	
  subset	
  of	
  private	
  equity	
  
funds	
  have	
  made	
  their	
  reputa+ons	
  (and	
  wealth)	
  at	
  least	
  in	
  part	
  by	
  
inves+ng	
  in	
  (and	
  some+mes	
  buying	
  outright)	
  publicly	
  traded	
  
companies	
  that	
  they	
  feel	
  are	
  managed	
  less	
  than	
  op+mally,	
  
changing	
  the	
  way	
  they	
  managed	
  and	
  cashing	
  out	
  in	
  the	
  market	
  
place.	
  A	
  key	
  difference	
  between	
  these	
  funds	
  and	
  the	
  other	
  two	
  
classes	
  of	
  ac+vist	
  investors	
  is	
  that	
  rather	
  than	
  challenge	
  incumbent	
  
managers	
  as	
  incompetent,	
  they	
  oIen	
  team	
  up	
  with	
  them	
  in	
  taking	
  
public	
  companies	
  into	
  the	
  private	
  domain,	
  at	
  least	
  temporarily.	
  	
  



Ac+vist	
  Value	
  Inves+ng	
  
Passive investors buy companies with a 
pricing gap and hope (and pray) that the 
pricing gap closes.	



Activist investors buy companies with 
a value and/or pricing gap and provide 
the catalysts for closing the gaps.	







1.	
  Asset	
  Deployment:	
  Why	
  assets	
  may	
  
be	
  deployed	
  in	
  sub-­‐op+mal	
  uses…	
  

•  Ego,	
  overconfidence	
  and	
  bias:	
  The	
  original	
  investment	
  may	
  have	
  been	
  
colored	
  by	
  any	
  or	
  all	
  of	
  these	
  factors.	
  

•  Failure	
  to	
  adjust	
  for	
  risk:	
  The	
  original	
  risk	
  assessment	
  may	
  have	
  been	
  
appropriate	
  but	
  the	
  company	
  failed	
  to	
  factor	
  in	
  changes	
  in	
  the	
  project’s	
  
risk	
  profile	
  over	
  +me.	
  

•  Diffuse	
  businesses:	
  By	
  spreading	
  themselves	
  thinly	
  across	
  mul+ple	
  
bsuinesses,	
  it	
  is	
  possible	
  that	
  some	
  of	
  these	
  businesses	
  may	
  be	
  run	
  less	
  
efficiently	
  than	
  if	
  they	
  were	
  stand	
  alone	
  businesses,	
  partly	
  because	
  
accountability	
  is	
  weak	
  and	
  partly	
  because	
  of	
  cross	
  subsidies.	
  	
  

•  Changes	
  in	
  business:	
  Even	
  firms	
  that	
  make	
  unbiased	
  and	
  well	
  reasoned	
  
judgments	
  about	
  their	
  investments,	
  at	
  the	
  +me	
  that	
  they	
  make	
  them,	
  can	
  
find	
  that	
  unan+cipated	
  changes	
  in	
  the	
  business	
  or	
  sector	
  can	
  make	
  good	
  
investments	
  into	
  bad	
  ones.	
  	
  

•  Macroeconomic	
  changes:	
  Value	
  crea+ng	
  investments	
  made	
  in	
  assets	
  
when	
  the	
  economy	
  is	
  doing	
  well	
  can	
  reverse	
  course	
  quickly,	
  if	
  the	
  
economy	
  slows	
  down	
  or	
  goes	
  into	
  a	
  recession.	
  	
  



Redeploying	
  assets:	
  Shut	
  down	
  or	
  
dives+ture	
  

•  Shut	
  down:	
  If	
  an	
  investment	
  is	
  losing	
  money	
  and/or	
  the	
  
company	
  can	
  reclaim	
  the	
  capital	
  it	
  originally	
  invested	
  in	
  an	
  
investment	
  that	
  earns	
  less	
  than	
  its	
  cost	
  of	
  capital,	
  you	
  
should	
  shut	
  it	
  down.	
  

•  Dives+ture:	
  Dives+ng	
  bad	
  businesses	
  will	
  enhance	
  value	
  if	
  
and	
  only	
  if	
  the	
  dives+ture	
  value	
  >	
  con+nuing	
  value	
  of	
  the	
  
bad	
  business.	
  The	
  market	
  reac+on	
  to	
  asset	
  dives+tures	
  is	
  
generally	
  posi+ve,	
  but	
  more	
  so	
  if	
  the	
  mo+ve	
  for	
  the	
  
dives+ture	
  and	
  the	
  consequences	
  are	
  transparent.	
  

•  Spin	
  offs	
  and	
  split	
  offs:	
  A	
  business	
  that	
  is	
  being	
  under	
  or	
  
mis	
  valued	
  by	
  the	
  market	
  can	
  be	
  spun	
  off	
  or	
  split	
  off	
  from	
  
the	
  company.	
  	
  



2.	
  Capital	
  Structure/	
  Financing	
  



Cost	
  of	
  capital	
  as	
  a	
  tool	
  for	
  assessing	
  
the	
  op+mal	
  mix	
  

Exhibit 7.1: Optimal Financing Mix: Hormel Foods in January 2009

Current Cost 
of Capital Optimal: Cost of 

capital lowest 
between 20 and 
30%.

As debt ratio increases, equity 
becomes riskier.(higher beta) 
and cost of equity goes up.

As firm borrows more money, 
its ratings drop and cost of 
debt rises

At debt ratios > 80%, firm does not have enough 
operating income to  cover interest expenses. Tax 
rate goes down to reflect lost tax benefits.

As cost of capital drops, 
firm value rises (as 
operating cash flows 
remain unchanged) 

Debt ratio is percent of overall 
market value of firm that comes 
from debt financing.
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Ways	
  of	
  adjus+ng	
  financing	
  mix	
  

•  Marginal	
  recapitaliza+on:	
  	
  A	
  firm	
  that	
  is	
  under	
  (over)	
  levered	
  can	
  
use	
  a	
  dispropor+onately	
  high	
  (low)	
  debt	
  ra+o	
  to	
  fund	
  new	
  
investments.	
  

•  Total	
  recapitaliza+on:	
  In	
  a	
  recapitaliza+on,	
  a	
  firm	
  changes	
  its	
  
financial	
  mix	
  of	
  debt	
  and	
  equity,	
  without	
  substan+ally	
  altering	
  its	
  
investments	
  or	
  asset	
  holdings.	
  If	
  under	
  levered,	
  the	
  firm	
  can	
  
borrow	
  money	
  and	
  buy	
  back	
  stock	
  or	
  do	
  a	
  debt	
  for	
  equity	
  swap.	
  If	
  
over	
  levered,	
  it	
  can	
  issue	
  new	
  equity	
  to	
  re+re	
  debt	
  or	
  offer	
  its	
  debt	
  
holders	
  equity	
  posi+ons	
  in	
  the	
  company.	
  

•  Leveraged	
  acquisi+on:	
  If	
  a	
  firm	
  is	
  under	
  levered	
  and	
  the	
  exis+ng	
  
management	
  is	
  too	
  conserva+ve	
  and	
  stubborn	
  to	
  change,	
  there	
  is	
  
an	
  extreme	
  alterna+ve.	
  An	
  acquirer	
  can	
  borrow	
  money,	
  implicitly	
  
using	
  the	
  target	
  firm’s	
  debt	
  capacity,	
  and	
  buy	
  out	
  the	
  firm.	
  	
  



3.	
  Dividend	
  policy	
  



If	
  you	
  have	
  too	
  much	
  cash…	
  



4.	
  Corporate	
  Governance	
  

•  To	
  value	
  corporate	
  governance,	
  consider	
  two	
  es+mates	
  of	
  
value	
  for	
  the	
  same	
  firm:	
  
–  In	
  the	
  first,	
  you	
  value	
  the	
  company	
  run	
  by	
  the	
  exis+ng	
  
managers,	
  warts	
  and	
  all,	
  and	
  call	
  this	
  the	
  status	
  quo	
  value.	
  

–  	
  In	
  the	
  second,	
  you	
  value	
  the	
  company	
  run	
  by	
  “op+mal”	
  
management	
  and	
  term	
  this	
  the	
  “op+mal”	
  value.	
  	
  

•  To	
  the	
  extent	
  that	
  there	
  are	
  at	
  least	
  some	
  dimensions	
  
where	
  the	
  incumbent	
  managers	
  are	
  falling	
  short,	
  the	
  laaer	
  
should	
  be	
  higher	
  than	
  the	
  former.	
  The	
  price	
  at	
  which	
  the	
  
stock	
  will	
  trade	
  in	
  a	
  reasonably	
  efficient	
  market	
  will	
  be	
  a	
  
weighted	
  average	
  of	
  these	
  two	
  value:	
  
–  Expected	
  value	
  =	
  (Probability	
  of	
  no	
  change	
  in	
  management)	
  
(Status	
  quo	
  value)	
  +	
  Probability	
  of	
  change	
  in	
  management)	
  
(Op+mal	
  value)	
  	
  



Mechanisms	
  for	
  corporate	
  
governance	
  change	
  

1.  Proxy	
  contests:	
  Investors	
  contest	
  incumbent	
  
managers	
  for	
  proxies	
  they	
  then	
  use	
  to	
  elect	
  
their	
  nominees	
  for	
  directors	
  and	
  change	
  
policy.	
  

2.  Hos+le	
  acquisi+ons:	
  Hos+le	
  acquisi+ons	
  are	
  
more	
  likely	
  to	
  be	
  mounted	
  on	
  poorly	
  
managed,	
  poorly	
  run	
  firms	
  and	
  are	
  far	
  more	
  
likely	
  to	
  be	
  successful.	
  



Determinants	
  of	
  Success	
  at	
  Ac+vist	
  
Inves+ng	
  

1.	
  Have	
  lots	
  of	
  capital:	
  Since	
  this	
  strategy	
  requires	
  that	
  you	
  be	
  able	
  to	
  
put	
  pressure	
  on	
  incumbent	
  management,	
  you	
  have	
  to	
  be	
  able	
  to	
  take	
  
significant	
  stakes	
  in	
  the	
  companies.	
  
2.	
  Know	
  your	
  company	
  well:	
  Since	
  this	
  strategy	
  is	
  going	
  to	
  lead	
  a	
  
smaller	
  porholio,	
  you	
  need	
  to	
  know	
  much	
  more	
  about	
  your	
  companies	
  
than	
  you	
  would	
  need	
  to	
  in	
  a	
  screening	
  model.	
  
3.	
  Understand	
  corporate	
  finance:	
  You	
  have	
  to	
  know	
  enough	
  corporate	
  
finance	
  to	
  understand	
  not	
  only	
  that	
  the	
  company	
  is	
  doing	
  badly	
  (which	
  
will	
  be	
  reflected	
  in	
  the	
  stock	
  price)	
  but	
  what	
  it	
  is	
  doing	
  badly.	
  
4.	
  Be	
  persistent:	
  Incumbent	
  managers	
  are	
  unlikely	
  to	
  roll	
  over	
  and	
  play	
  
dead	
  just	
  because	
  you	
  say	
  so.	
  They	
  will	
  fight	
  (and	
  fight	
  dirty)	
  to	
  win.	
  
You	
  have	
  to	
  be	
  prepared	
  to	
  counter.	
  
5.	
  Do	
  your	
  homework:	
  You	
  have	
  to	
  form	
  coali+ons	
  with	
  other	
  
investors	
  and	
  to	
  organize	
  to	
  create	
  the	
  change	
  you	
  are	
  pushing	
  for.	
  


