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Active Investing in Strategic Acquirers
Using an EVA Style Analysis

Abstract

Employing an EVA style classification, we examinkeather active investors (such as
hedge funds and other long-short investors) caeldpwan alpha-generating strategy by
classifying acquisitions based on the pre-acqoisiEVA style quadrant of the acquirers.
Over a recent ten-year period, the announcemedéree suggests that acquisitions
across all style quadrants generate negative dpksted returns: wherein the magnitude
of economic gains from shorting acquirers is deteech by EVA style characteristics;
namely wealth creators or wealth destroyers. Mageanve find that the potential for
longing gains on targets of acquiring firms is ateptured by EVA style.

JEL classifications. G11; G14; G34
Keywords: EVA; Acquisitions; EVA style of investing; Activaavesting; Alpha; Shorting (longing)
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Active Investing in Strategic Acquirers
Using an EVA Style Analysis

During the 1990s and beyond, large U.S. indusfitahs have deployed substantial
capital resources in pursuit of strategic acquisgi The aggregate average result of these
acquisitions is that they destroy shareholder vidu¢he owners of the acquiring firms. There is
however, substantial cross-sectional variation he announcement period returns of these
acquiring firms. That being said, active invest(ssch as hedge fundand other long-short
investors) may be able to develop or fine tune algénerating investment strategies if they can
distinguish “good” bidders (perhaps more apltgs bad bidders) from “bad” bidders in strategic
acquisitions.

In this paper we present a framework for classgyacquiring firms into wealth creators
and wealth destroyers. We employ the EVA stylelymma developed by Abate, Grant, and
Stewart [2004] to classify all large acquirers cdgtipg acquisitions over the 1990-1999 period
into one of four style quadrants based on thekwgmeisition style. We then examine the wealth
effects that these firms experience upon acquisiitanouncement and analyze these wealth
effects by style category. We find that the weaeltiects vary by EVA style and event window,
suggesting that investors will benefit to varyinggcees from a policy of shorting all style
categories of acquiring firms.

The remainder of the paper is organized as folldw&ection 2, we review the literature
on acquisition wealth effects and EVA style anaysEection 3 describes the data and method

employed. Section 4 presents the empirical redaltstrategic acquirers (and their targets).
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Section 5 examines the potential shortiagd(longing) implications for active-minded investors
around acquisition announcements. Section 6 dissusdated EVA findings, while Section 7

summarizes and concludes the paper.

Returns Around Acquisitions and the EVA Style of Investing
Literature Review

It is well-established in the finance literaturatticquiring firm shareholders, on average,
gain little if any benefit from acquisitions, andtem loose value. Target firm shareholders
consistently gain value around acquisitions. Thesellts are fairly consistent over time even
though the motives for past waves of acquisitiaivag have varied. For example, acquisitions
in the 1960s and 1970s were often motivated bylésére to diversify risk. In the 1980s, a large
wave of acquisition activity was driven by the dedo eliminate inefficient diversification and
create more focused companies. In the 1990sge lmave of acquisitions was driven by more
strategic considerations. These acquisitions warévated by a search for strategic business
combinations that would potentially produce scalé scope economies, international expansion,
and operating efficiencies. Brunner [2002] prosidgecomprehensive review of the acquisition
literature, supporting low and negative returns aquiring firms across these waves of
acquisitions.

A study of large strategic acquirers making acgoiss in the late 1990s by KPMG,
finds that 53 percent of these firms complete thdequisitions when looking at performance
one year after the acquisitions. Moller, Schlingem and Stulz [2004, 2005] find that large

acquirers tend to make value reducing acquisitiand that these firms in aggregate have

destroyed value. They report that acquiring-fitnareholders lost 12 cents around acquisition
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announcements per dollar spent, for a total los2d0 billion from 1998 to 2001, compared to a
$7 billion total loss for the 1980s. Large acdinsis were generally responsible for these losses.

While a number of possible explanations have befégrenl for why large acquirers
continue to make value reducing acquisitions, thezfe remains. Jensen [1986], in his free-
cash flow hypothesis, argues that managers with ¢ash flow prefer to increase firm size
through acquisitions rather than pay cash flowharsholders. Roll [1986] argues that hubris
may account for the value destruction, as overdenti bidders overpay for acquisitions in
anticipation of overly optimistic synergistic beitef Travlos [1987] finds that acquirers paying
with equity lose more value than those financinguggitions with cash. Lang, Stulz, and
Walking [1989] and Servaes [1991] find higher targkidder, and total returns around
acquisitions when bidders have high-q ratios amgeta have low-q ratios. Lang, Stulz, and
Walkling [1991] find that bidder returns are negaly related to cash flow for low-q bidders but
not for high-q bidders. McCardle and Visswanatljiz®94] and Jovanovic and Braguinsky
[2002] argue that firms make acquisitions when thHeave run out of internal growth
opportunities. Dong, Hirshleifer, Richardson, arebh [2002] find that acquirers with higher
valuations have lower announcement period retuiseller, Schlingemann, and Stulz [2004]
provide a more detailed review of this literature.

Overall, the literature studying the wealth effeofsacquisitions reports that acquiring
firm shareholders do not earn positive returns.esghresults are robust over merger waves
motivated by different factors, including the mostent wave of acquisitions that was largely
motivated by strategic buyers. There is howevdrssntial cross-sectional variation in the
returns to acquiring firms and it is possible tttese firms are comprised of good bidders and

bad bidders, yielding different wealth effects. vdators (such as hedge funds) interested in
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discerning the value created by good bidders amddang, or raising funds by shorting, bad
bidders will be interested in analysis to distirgjugood (or as we quippekkss bad bidders)
from bad bidders.
EVA Style of Investing

Economic value added (EVA) is a metric that meastine fundamental ability (or lack
thereof) of a firm to create shareholder value.AEY a residual income measure that is positive
if a company earns more than the cost of capitait®mvested capital. Stewart [1991] and
Grant [2003] provide a thorough description of EVA. positive change in EVA results when
the return on invested capital exceeds (is less)tthee cost of capital and investment is positive
(negative). Also, a negative change in EVA resulten the return on invested capital is less
than (greater than) the cost of capital and investnis positive (negative). Along these lines,
firms may be classified into one of four EVA stydgadrants. Wealth creators, firms with
positive changes in EVA, will exhibit either a retwon capital exceeding the cost of capital and
positive investment, or a return on capital beldw tost of capital and negative investment.
Wealth destroyers, firms with negative changes MAEwill exhibit either a return on capital
less than the cost of capital and positive investmar a return on capital exceeding the cost of
capital and negative investment. Abate, Grant, Stesvart [2004], refer to this framework as an
EVA style of investing. It is also described méuBy in the Method section below.

We apply the EVA style analysis to examine threestjons (shown below) related to
strategic acquisitions by large acquirers. The t questions pertain to whether acquisition
returns are positive or negative when firms are-ghassified as value creators or value

destroyers, while the third question addresses nloge pertinent issue of whether active
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investors can use EVA style analysis to discernoabal return (alpha) opportunities on
strategic acquirers (and their targets).

1) Do firms classified as wealth creators engage in value-creating acquisitions?

2) Do firms classified as wealth destroyers engage in value-destroying acquisitions?

3) Can EVA style classifications of acquirers (and targets) be used to discern varying

degrees of investment reward (alpha)?

With these questions, we examine whether the typaloe creation or destruction, i.e.,
return on capital relative to cost of capital andeistment being positive or negative, are related
to acquisition wealth effects, and whether or et teturn differences have implications for

active-minded investors.

Data and Methods
Data

We obtain data from th2001 Sern Sewart Performance 1000 ranking of the 1,000
largest U.S. industrial firms by market value addeV/A) for the year ended 2000. We then
match this list to a sample of acquisitions madeJb§. industrial firms over the period 1990-
1999, obtained from the Securities Data CompanyQ)S@atabase. The merged list yields a
sample of 484 U.S. industrial firms that acquirdaeo firms over the period 1990-1999, and that
have data available in the Stern Stewart datab¥ge.obtain stock return data from the Center
for Research in Security Prices (CRSP) databasach Erm must have sufficient returns to

estimate the market model.
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Methods

As noted before, it is well established in the fioa literature that acquiring firms earn
low returns upon acquisition announcement and ttieede returns are often negative. Brunner
[2002] provides a comprehensive review of thisréitere, while Moeller, Schlingemann, and
Stulz [2004, 2005] provide recent evidence. Whddue creation by acquirers is questionable,
there is significant cross-sectional variation imauncement period returns to acquiring firm
shareholders. We examine whether the fundamenfalgealth creation of acquiring firms

impact their acquisition wealth effects.

Economic value added (EVA)s a well-known measure of economic profit or desil
income. Positive EVA suggests that a firm is fundatally creating value by earning more than
its cost of capital. A firm’s market value added\fA) represents the difference between its
market value of capital and its book value of cpitin principle, MVA is the present value of
future EVA discounted at the WACC. Building on learresearch by Grant [1996], Abate,
Grant, and Stewart [2004] find that 80% of wealtbating firms have jointly positive MVA- and
EVA-to-capital ratios, suggesting that a firm’s mnt EVA makes a contribution to its market
value. They also find that 92% of wealth destrgyfirms have jointly negative MVA- and
EVA-to-capital ratios, again suggesting a relati@tween current EVA and market value. Thus,

EVA can be taken as reasonable proxy for wealthtire.

EVA can be calculated as a firm’s net operatingfiprafter-tax (NOPAT) minus its

invested capital (IC) times its weighted averaget ob capital (WACC), or:
EVA = NOPAT - (ICXWACC) (1)

Rearranging, Equation 1 can be expressed as:
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NOPAT

EVA= ( —WAccjxl C )

and denoting NOPAT/IC as the return on investedtabfiROIC) as:
EVA = (ROIC ~WACC)XIC (2a)

Note that ROIC — WACC shows the relation betwednrneon capital and the cost of
capital, or the EVA spread. Recognizing that thenge in invested capital over a time period is
a firm’s investment for that period, the changeEMA due to investment (assuming spread

constancy) may be expressed as:
AEVA = (ROIC ~WACC)xAIC (3)

EVA is positive (negative) when a firm’s return mvested capital exceeds (is less than)
its cost of capital, i.e., when the EVA spread asipve (negative). Firms with positive EVA
spreads create (destroy) value when they havegitegative) investment. In turn, firms with
negative EVA spreads create (destroy) value whey trave negative (positive) investment

characteristics.

Using this framework, we classify acquiring firm#d four quadrants based on their
EVA style characteristics; following the methodojotn Abate, Grant, and Stewart [2004].
Firms are characterized as exhibiting either 1) égnshvestment (positive EVA spread and
negative change in invested capital), 2) Wealtha@ng Growth (positive EVA spread and
positive change in invested capital), 3) Wealthifmsng Growth (negative EVA spread and

positive change in invested capital), or 4) PositRestructuring (negative EVA spread and
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negative change in invested capital). Classificegtiare based on values for the year prior to

acquisition. Exhibit 1 shows a summary of the E&tjple classifications.

Exhibit 2 reports the distribution of the 484 awitions by calendar year and by EVA
style quadrant for the ten years, 1990-1999. THabéxreports a substantial increase in the
number of acquisitions over this decade. Not ssirggly, most of the acquisition activity in our
sample occurs between 1995 and 1999. The highesber of large strategic acquisitions, 117,
occurs in 1999.

We examine stock price reaction to the announcemkatquisitions using the Brown
and Warner [1985] standard event-study method topce the daily excess returns. We use a
two-step procedure to compute the average dailprata returns with stock price data from
CRSP. We report our results from using both theSERequal-weighted and value-weighted

indexes as market proxies

First, we estimate the parameters of a single-facirket model for each firm. We use
the returns from day —255 to day —46 to estimath dam’s alpha and beta coefficients.
Second, we compute the excess return by subtraatiign’s expected daily return from its
actual return. We calculate the cumulative abnomatlrns by summing the abnormal returns
over the periods from day —1 to day 1, day -1 toa&8@ day 1 to 30, where day O represents
announcement of the acquisition. These abnorntain® are estimated for both the acquiring
firms and for the corresponding target firms. Theg estimated in total, and for each of the four

EVA style quadrants of the acquiring firms.

Results

Overall Event Study Results
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Exhibit 3 reports the overall event study resulfhe abnormal returns for the acquiring
firms are negative and statistically significant &l three event windows. The returns are -
1.14%, -2.57%, and -1.80% respectively for evemiogs -1,1, -1,30 and 1,30 respectively. The
abnormal returns for the target firms are positwel statistically significant for all three event
windows. The returns are 24.10%, 24.16%, and 5.6el¥ectively for event periods -1,1, -1,30
and 1,30 respectively. All results are significamtthe 1% level. Overall, these results are
consistent with prior results reported by Brune®(2]. Notable for our study is that the
cumulative returns are not only negative (positif@) acquiring firms (targets) around the
immediate announcement date, but they are alsainedpositive) for acquirers (targets) in the
30 trading day period thereafter. These resultgestgoverall shorting (and longing) gains by
taking active positions in acquirers (targets)dading the actual announcement date. In the next
section, we take a closer look at the shorting aim acquirers (and longing gains on targets)

according to the EVA style of investing.

Event Study Results by EVA Style

Exhibit 4 reports the event study results by thguatng firms’ EVA style quadrants for
both the acquiring and corresponding target firm$¥he announcement-period CARs for
acquirers are negative for all event windows andoair quadrants. The CARs for days -1,1
range from -0.19% for the Under Investment firms-1a26% for the Positive Restructuring
firms, with Value-Creating Growth firms and Valuefroying Growth firms having CARs of -
1.19% and -1.18% respectively. All are statisticaignificant, except for the Under Investment
CARs. Exhibit 5 presents these results in a gralplterestingly, the CARs for days -1,30 are

more negative and vary by style from the -1,1 CARdnder Investing firms are the most
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negative (-5.62%), followed by Positive Restruatgri(-4.41%), Value-Destroying Growth (-

3.33%), and Value-Creating Growth (-1.77%). AlltbEse results are statistically significant.
Exhibit 6 presents the -1,30 results. The CARs days 1,30 are also notable with Under
Investing firms at -5.34%, followed by Positive Rasturing (-4.14%), Value-Destroying

Growth (-2.93%), and Value-Creating Growth (-0.73%)xhibit 7 presents the 1, 30 results. All
but Value-Creating Growth are statistically sigradnt. While they are economically different,
none of the style-quadrant CARs are statisticalffigcbnt from the other quadrants. Comparing
the -1,1 and -1,30 returns by quadrant, the diffees for Under Investment and Positive
Restructuring are statistically significant.

These results show that acquisitions by strategfigiieers are seen as value destroying,
regardless of whether the acquiring firms are vaesators or value destroyers prior to the
acquisition. Under Investing firms destroy thesteamount of value in the initial days around
the acquisition announcement, while Positive Restining firms destroy the most value. Value-
Creating Growth and Value-Destroying Growth firnne an between, with very similar measures
of value destruction. However, during the neamtédays -1,30) the effects intensify and the
relative wealth effects across style categorie$t.shunder Investing firms destroy the most
value, followed by Positive Restructuring and Valestroying Growth firms, and finally
Value-Creating Growth firms at a lower level of waldestruction. These results seem driven by
a continuing and intensifying value destructioneeffin the 30 days after the acquisition
announcements.

It is instructive to also look at the CARs for tt@responding target firms. These can be
influenced by the premiums paid by the acquirerd #re market's assessment of the value

creation potential to the target firms. As showikkhibit 4, the announcement-period CARs for
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the targets are positive for all event windows alidour quadrants. The CARs for days -1,1
range from 26.59% for the targets of Value-Creatrgwth acquirers to 19.61% for the Value-
Destroying Growth firms. Under Investing firms séby follow Value-Creating Growth, with
CARs of 25.98%, while Positive Restructuring firga® close to Value-Destroying Growth at
20.46%. All are statistically significant. Exhild graphs the -1,1 target CARs. The CARs for
days -1,30 are very similar. Under Investing firate the most positive (27.64%), followed by
Value-Creating Growth (26.94%), Positive Restruayr (21.80%), and Value-Destroying
Growth (18.59%). All are statistically significanExhibit 9 shows the -1,30 CARs. The CARs
for days 1,30, while statistically significant fall but Under Investing firms, are much lower,
with Value-Creating Growth firms at 6.32% and Untieresting, Value-Destroying Growth, and
Positive Restructuring firms at similar levels 023%, 3.27%, and 3.82% respectively. Exhibit
10 shows the 1,30 target CARs. While the styledgarst CARs are economically different, only
the Value-Creating Growth and Value-Destroying GtovCARs are statistically different.
Comparing the -1,1 and -1,30 returns by quadraohenof the differences are statistically
significant.

These results show that acquisitions by strategigligers are seen as value creating for
the corresponding target firms, regardless of wdrethe acquiring firms are value creators or
value destroyers. Under-Investing firms and Valireating Growth firms add the most value to
targets in the days around the acquisition annoueog while Value-Destroying Growth and
Positive Restructuring firms add similar amountst fomewhat less than the other two styles.
In the near term, (days -1,30) the effects, bodohalte and relative, are very similar. The results
are much weaker for the 30 days subsequent tonth@uacement, suggesting less value creation

for targets after the announcement.
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Overall, these results show that strategic acqoimstby large acquirers in the 1990s
produce, on average, negative abnormal returngduirgng firm shareholders of -1.14% and -
2.57% for days -1,1 and -1,30 respectively, wralgét firm shareholders earn positive abnormal
returns of 24.10% and 24.16% for these periods.eWthe acquirer returns are segmented into
four EVA style categories, Under Investing firmgexence the lowest level of short-term value
reduction (-0.19%), while Positive Restructuringrfs lose the most value (-1.93%). However,
the value reduction continues in the 30 days sulm@do the acquisitions, with Under Investing
firms losing the most value (-5.62%) and Growth-&Gireg Value firms losing the least (-1.77%)
and Positive Restructuring and Growth-Destroyindu€dirms in between, losing -4.41% and -
3.33% respectively. Under Investing and Growth-Creating Value firmakea acquisitions with
higher target abnormal returns, suggesting thay ey higher premiums and/or engage in
acquisitions that create more target value. Gredghtroying Value and Positive Restructuring
firms make acquisitions with lower target returridiese results are consistent with Lang, Stulz,
and Walking [1989, 2001] and Servaes [1991] in thatValue-Creating-Growth firms, likely to

be high MVA and high g, create the most value.

Implications for Active Investors
Shorting (and longing) Opportunities

We now turn to the active investing implicationsaafr stock market findings on large
strategic acquirers and their targets. We begih thié acquirers. Since the cumulative abnormal
returns in Exhibit 5 across all event windows antAEstyles are negative, this pervasive value
destruction finding suggests that it is best fativecinvestors to short them all. In economic

terms, the shorting opportunity across strateggueers varies in magnitude by EVA style;
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reinforcing our contention that style classificasomatter not only for shareholders when
assessing the magnitude of value destruction imiang firms, but also for active investors
(notably, event-driven hedge funds) seeking profitable trading opportesitaround the
announcement of corporate acquisitions.

As shown in Exhibit 7, the EVA style analysis relgethat shorting opportunities are the
highest among Under Investing firms, as the cunudatesiduals are negative at the time of the
acquisition announcement and then fall precipitputlring the 30 trading days following the
announcement. This suggests that investors undeetstthe extent of value destruction by
Under Investing firms in their assessment at theoancement date. Moreover, shorting
opportunities are clearly evident in the Value-Baghg Growth firms as well as in the Positive
Restructuring firms, as the cumulative abnormaliret are negative at the time of acquisition
announcement and in the 30 trading days thereafer.the other hand, shorting opportunities
are least available among Value-Creating Growthdias their cumulative residuals are negative
at the acquisition announcement date, but theygshamly slightly in the post announcement
period. This suggests limited shorting opportusitidor investors around acquisition
announcements by wealth creating firms.

The fact that the cumulative abnormal returns amegnlly negative in the EVA styles
following the acquisition announcement suggests ¢ither the market is inefficient in pricing
corporate acquisitions, or there is other unfonesegative information or common risk factors
that impact post-announcement returns. Theserfactn lead to varying degreesstiorting
opportunities, particularly for hedge fund investarho are likely to use leverage to magnify the

expected gains from shorting acquirers, both atithe of the acquisition announcement and in

the 30 trading days thereafter. With respect tgets, Exhibit 10 shows that a continuing post-
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announcement effect is evident in the post-annaueoé returns; varying in magnitude of
positive residuals by EVA style classifications feealth creator and wealth destroyer acquirers.
Specifically, longing opportunities on target firnase available across the four EVA style
categories. This is particularly the case for dugets of (1) Value-Creating Growth acquirers;
where the potential for significant value creatgoes directly to target firm shareholders, and
(2) the targets of Under-Investing acquirers; whelge to limited-to-declining organic growth
opportunities these firms are forced to diversifymay up” in a misguided attempt to recapture
the growth glory day$.Although the reasons may differ as to why firmsdrae acquirers, the
CAR results show economic gains to target firm shaldersand active-minded investors who

distinguish targets by EVA style.

Related EVA Results

We have also investigated post-announcement EVAdrapgs to explain the negative
returns to large strategic acquirers. Our regoess{not shown) indicate that returns on invested
capital and EVA spreads decline subsequent to sitigmis for most EVA styles. Exhibit 11
captures the negative EVA spread changes for Umdessting, Value-Creating Growth, and
Value-Destroying Growth acquirers; whereby EVA sgi® for these acquirers decline by -
1.09%, -4.31%, and -1.49% respectively in the yiedowing an acquisition. At -4.31%, the
post-announcement decline in EVA spread is espgg@algnant for the Value-Creating Growth
acquirers. If correct, this suggests that firmswhitgher levels of pre-acquisition EVA lose more
economic profit than low-EVA firms when they engageacquisitions; perhaps, in a perverse

view, because they can better “afford” to.

m GO LLEGE ©OF 14
4 /A Management
UMASS.

BOSTON

Financial Services Forum




In contrast, the EVA spread changes for PositivstiiReturing acquirers are reflective of
an interesting empirical anomaly. As shown in Exhid, we find that the EVA spread of
Positive Restructuring firms actually increases @% basis points on average) in the year
following an acquisition. Moreover, Exhibit 12 shewhat some 60% of Positive Restructuring
firms increased their EVA spread in the year follmgv an acquisition, while the spread
improvement is only about 25% for Under-Investingd avalue-Creating Growth acquirers.
Although the Positive Restructuring firms are appdlly moving in the right direction—with
positive economic profit momentum—the large negatibnormal returns observed in our study
for this EVA style reinforce an earlier contentiby Grant [1996, 2003]. He argues that risky
troubled companies face an “abundance” of adveraeagerial noise such that their positive

restructuring efforts falls on investors deaf €ars.

Summary and Conclusion

While numerous prior studies have examined rettoracquiring firm shareholders upon
the announcement of acquisitions, including theemécwave of strategic acquisitions, the
negative wealth effects to these firms remainszzleu As with others, we are left with the more
fundamental question of why do corporate bidderatgsgic or otherwise) become “bidders” in
the first place? That being asked, our study sstggeat active investors (hedge funds and other
long-short investors) seeking to develop alpha-geimg investing strategies from shorting
acquiring firms (and longing target firms) can b@ngom methods that distinguish wealth-
creating from wealth-destroying firms. We emplog EVA style analysis developed by Abate,

Grant, and Stewart [2004] to classify acquirer® iahe of four style categories based on the

sources of pre-acquisition wealth creation or desion. We then examine the wealth effects to
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large strategic acquirers, seeking to distingugdotl” (now aptlyless bad acquirers) from “bad”
acquirers based on these pre-acquisition stylsi@lzegions.

Our event study and EVA style results are consistath the literature in that while
pursuing returns from strategic acquisitions, &ctivinded investors should consider shorting
them all. Our contribution shows that shorting apyaities for investors vary in magnitude by
EVA style; reinforcing our contention that stylessifications matter not only for shareholders
when assessing the magnitude of value destructiaaquiring firms but also for active investors
seeking profitable trading opportunities around #mouncement of corporate acquisitions.
Moreover, we find that the economic potential fonding opportunities in targets of strategic
acquirers is also captured by EVA style charadiessof wealth creator and wealth destroyer
acquirers.

Regarding the three questions that we raised abthget, the joining of EVA style
analysis with the more traditional event study gsialleads us to say “no” to the first question,
while answering the second and third questionshm affirmative. We find that 1) wealth
creating firms (prior positive EVA) do not creatalwe through strategic acquisitions; although
they appear to destroy the least amount of shadteheklue, 2) wealth destroying firms (prior
negative EVA) destroy value via corporate acquagi although a stock market anomaly seems
present in the pricing of restructuring acquirdrattare trying to turn a negative EVA situation
around, and 3) varying degrees of shorting (andjifag) opportunities on large strategic
acquirers (and targets) are potentially economyjcahailable to active investors using the EVA

style of analysis.
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Exhibit 1-EVA Style Quadrants

Description of EVA investment styles following theethod of Abate, Grant, and Stewart [2004]. Fiares
classified as Under Investment (positive EVA spraad negative change in invested capital), Weafdating
Growth (positive EVA spread and positive changmirested capital), Wealth-Destroying Growth (negattVA
spread and positive change in invested capitalpositive Restructuring (negative EVA spread arghtige change
in invested capital). EVA spread is calculatededsrn on invested capital (net operating profieafax divided by
invested capital) minus weighted average cost pitaa Classifications are based on values foryér prior to
acquisition.

. Quadrant
Quadrant I Quadrant I I Quadrant IV:
Wealth- "
Under Creating Wealth- Posmve_
Investment Growth Destroying Restructuring
Growth
EVA Spread
(Return on Invested Capital minus >0 >0 <0 <0
Weighted Average Cost of Capital)
Investment
<0 >0 >0 <0
(Change in Invested Capital)
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Quadrant I
Underinvestment

EVA Spread ¢

Quadrant II;

Growth-Creating Value

Quadrant IV:
Positive Restructuring
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Growth in Net
Invested Capital

Quadrant lIl;

Growth-Destroying Value
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Exhibit 2-Yearly Distribution of Acquisitions by EV A Style

Distribution by year of 484 acquisitions complef&90-1999 by acquiring firms with data includedhe Stern
Stewart Performance 1000. Firms are classifiddrater Investment (positive EVA spread and negathange in
invested capital), Wealth-Creating Growth (positiMdA spread and positive change in invested cgpidealth-
Destroying Growth (negative EVA spread and positkiange in invested capital), or Positive Restmircgu
(negative EVA spread and negative change in indesdpital). EVA spread is calculated as returinmested
capital minus weighted average cost of capitahs§ifications are based on values for the year fwiacquisition.

Wealth- Wealth- .
Year of Under . ) Positive
adoption Investment Creating  Destroying Restructurin Total
P Growth Growth 9
1990 1 9 0 0 10 (2.07%)
1991 0 8 8 1 17 (3.51%)
1992 0 2 4 1 7 (1.45%)
1993 1 7 5 4 17 (3.51%)
1994 0 17 9 3 29 (5.99%)
1995 3 21 16 3 43 (8.88%)
1996 1 43 13 4 61 (12.60%)
1997 2 49 27 3 81 (16.74%)
1998 8 64 28 2 102 (21.07%)
1999 6 68 34 9 117 (24.17%)
22 288 144 30
Total 484 (100%)
(4.55%) (59.50%) (29.75%) (6.20%)
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Exhibit 3—-Cumulative Abnormal Returns: Acquiring and Target Firms

Announcement-period returns for 484 acquisitionsgleted 1990-1999 by acquiring firms with data iggd in
the Stern Stewart Performance 1000. Results angrsfor acquiring firms and the corresponding tafgens.

Note that returns were not available on the CRpEBstdor one target firmzZ-statistics are shown in parentheses.

Acquiring Target
Firms Firms
Number of Observations 484 483
-1.14% 24.10%
CAR-1,1 (-5.338]" (95.7875"
-2.57% 24.16%
CAR -1,30 (-3.852)" (30.448]"
-1.80% 5.11%
CAR 1,30 (-2.827}" (6.883)"
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Exhibit 4-CAR for Acquiring and Target Firms by EVA Style

Announcement-period returns for 484 acquisitionsgleted 1990-1999 by acquiring firms with data ugd in
the Stern Stewart Performance 1000. Firms arsifies as Under Investment (positive EVA spread aedative
change in invested capital), Wealth-Creating Grofpthsitive EVA spread and positive change in inedstapital),
Wealth-Destroying Growth (negative EVA spread aodifive change in invested capital), or PositivestResturing
(negative EVA spread and negative change in indesapital). EVA spread is calculated as returinmested
capital (net operating profit after tax dividedibyested capital) minus weighted average cost pitaia
Classifications are based on values for the ydar fir acquisition. Results are shown for acquajtinms and the
corresponding target firms. Note that returns wereavailable on the CRSP tapes for one target fiZ-statistics
are shown in parentheses.

Wealth- Wealth-

Under Creating Destroying Positive Total
Investment Growth Growth Restructuring
Acquiring Firms N=22 N=288 N=144 N=30 N=484
CAR -1.1 -0.19% -1.19% -1.18% -1.26% -1.14%
’ (-0.110)  (-3.796) (-3.279) (-2.418) (-5.338)
CAR 4130 -5.62% -1.77% -3.33% -4.41% -2.57%
' (-1.783) (-2.163) (-2.143) (-2.548) (-3.852)
CAR 1.30 -5.34% -0.73% -2.93% -4.14% -1.80%
’ (-1.805) (-0.970)  (-1.980) (-2.464) (-2.827)
Target Firms N=22 N=287 N=144 N=30 N=483
CAR -1.1 25.98% 26.59% 19.61% 20.46% 24.10%
’ (25.727) (82.836) (38.716) (21.281) (95.787)
CAR -1 30 27.64% 26.94% 18.59% 21.80% 24.16%
’ (9.350) (26.020) (12.158) (7.225) (30.448)
3.22% 6.32% 3.27% 3.82% 5.11%
CAR 1,30 (1.491)  (5.9445"  (2.878)" (1.676) (6.883)"
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Exhibit 5—Acquirer's CARs, Days -1, 1

Announcement-period returns for 484 acquisition®gleted 1990-1999 by acquiring firms with data iggld in the Stern Stewart Performance 1000. Firms
are classified as Under Investment (positive EVAead and negative change in invested capital), iv€aeating Growth (positive EVA spread and positiv
change in invested capital), Wealth-Destroying Glo(megative EVA spread and positive change instea capital), or Positive Restructuring (negaBW&A
spread and negative change in invested capitAfA $pread is calculated as return on invested abpiinus weighted average cost of capital. Clasgibns

are based on values for the year prior to acqoisiti
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EVA Style of Investing Acquisition Analysis

0.00% I \ T \
'] -0.29%
-0.20% —|
-0.40% —|
Avergge market return for 0.60% —
acquirer: market close on
day preceeding to market
close on day following o
acquisition -0.80% —
-1.00% —
-1.19% -1.18%
-1.26%
-1.20% —
-1.40% —
Quadrant 1: Quadrant Il: Growth Quadrant Ill: Growth Quadrant IV: Positive
Underinvestment creates Shareholder destroys Shareholder Restructuring
Value Value

Acquirer's Investment Quadrant in year preceedinga  cquisition

Exhibit 6—Acquirer's CARs, Days -1, 30

Announcement-period returns for 484 acquisitionmgieted 1990-1999 by acquiring firms with data uiegd in the Stern Stewart Performance 1000. Firms
are classified as Under Investment (positive EVAead and negative change in invested capital), iW€akating Growth (positive EVA spread and positiv
change in invested capital), Wealth-Destroying Gho(megative EVA spread and positive change instea capital), or Positive Restructuring (negaiWeA
spread and negative change in invested capitAfA $pread is calculated as return on invested ahpiinus weighted average cost of capital. Clasdibns
are based on values for the year prior to acqoisiti
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EVA Style of Investing Acquisition Analysis

0.00% I \ T \
-1.00% —
| -1.77%
-2.00% —
Acquirer's market return: N
market close on day 5 BE0
preceeding to market close -3.00% — 3.33%
30 days following L
acquisition
-4.00% — -4.41%
-5.00% —
-5.62%
-6.00% —
Quadrant 1: Quadrant II: Growth Quadrant Ill: Growth Quadrant IV: Positive
Underinvestment creates Shareholder destroys Shareholder Restructuring
Value Value

Acquirer's Investment Quadrant in year preceedinga  cquisition
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Exhibit 7—Acquirer's CARs, Days 1, 30

Announcement-period returns for 484 acquisition®gleted 1990-1999 by acquiring firms with data iggld in the Stern Stewart Performance 1000. Firms
are classified as Under Investment (positive EVAead and negative change in invested capital), iv€aeating Growth (positive EVA spread and positiv
change in invested capital), Wealth-Destroying Glo(megative EVA spread and positive change instea capital), or Positive Restructuring (negaBW&A
spread and negative change in invested capitAfA $pread is calculated as return on invested abpiinus weighted average cost of capital. Clasgibns

are based on values for the year prior to acqoisiti
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EVA Style of Investing Acquisition Analysis

0.00% I \ \ |
1 073% | |
-1.00% —
-2.00% —
Acquirer's market return: ] -2.93%
market close on day
following to market close -3.00% —
30 days following ||
acquisition -4.14%
-4.00% —
-5.00% — -5.34%
-6.00% -—
Quadrant 1: Quadrant Il: Growth Quadrant IlI: Growth Quadrant IV: Positive
Underinvestment creates Shareholder destroys Shareholder Restructuring
Value Value

Acquirer's Investment Quadrant in year preceedinga  cquisition
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Exhibit 8—Target's CARs, Days -1, 1

Announcement-period returns for 484 acquisition®gleted 1990-1999 by acquiring firms with data iggld in the Stern Stewart Performance 1000. Firms
are classified as Under Investment (positive EVAead and negative change in invested capital), iv€aeating Growth (positive EVA spread and positiv
change in invested capital), Wealth-Destroying Glo(megative EVA spread and positive change instea capital), or Positive Restructuring (negaBW&A
spread and negative change in invested capitAfA $pread is calculated as return on invested abpiinus weighted average cost of capital. Clasgibns
are based on values for the year prior to acqoisitiNote that returns were not available on th&EBRapes for one target firm.
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EVA Style of Investing Acquisition Analysis

— 0,
30.00% 25 98% 26.59%
25.00% —
| 19.61% 20.46%
20.00% —
Average market return for N
target: market close on day
preceeding to market close 15.00% —
on day following L
acquisition
10.00% —
5.00% —
0.00% M
Quadrant 1: Quadrant Il: Growth Quadrant IlI: Growth Quadrant 1V: Positive
Underinvestment creates Shareholder destroys Shareholder Restructuring
Value Value

Acquirer's Investment Quadrant in year preceedinga  cquisition
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Exhibit 9—Target's CARs, Days -1, 30

Announcement-period returns for 484 acquisition®gleted 1990-1999 by acquiring firms with data iggd in the Stern Stewart Performance 1000. Firms
are classified as Under Investment (positive EVAead and negative change in invested capital), iv€aeating Growth (positive EVA spread and positiv
change in invested capital), Wealth-Destroying Glo(megative EVA spread and positive change instea capital), or Positive Restructuring (negaBW&A
spread and negative change in invested capit&fA $pread is calculated as return on invested abpiinus weighted average cost of capital. Clasgibns
are based on values for the year prior to acqoisitiNote that returns were not available on th&EBRapes for one target firm.
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EVA Style of Investing Acquisition Analysis

27.64% 26.94%
30:00% T
25.00% — 21.80%
g L
18.59%
20.00% - <7
Target's market return : B
market close on day
preceeding to market close 15.00% —|
30 days following L
acquisition
10.00% —
5.00% —
0.00% m
Quadrant 1: Quadrant II: Growth Quadrant Ill: Growth Quadrant IV: Positive
Underinvestment creates Shareholder destroys Shareholder Restructuring
Value Value

Acquirer's Investment Quadrant in year preceedinga  cquisition
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Exhibit 10—Target's CARs, Days 1, 30
Announcement-period returns for 484 acquisition®gleted 1990-1999 by acquiring firms with data iggld in the Stern Stewart Performance 1000. Firms

are classified as Under Investment (positive EVAead and negative change in invested capital), iv€aeating Growth (positive EVA spread and positiv
change in invested capital), Wealth-Destroying Glo(megative EVA spread and positive change instea capital), or Positive Restructuring (negaBW&A
spread and negative change in invested capitAfA $pread is calculated as return on invested abpiinus weighted average cost of capital. Clasgibns
are based on values for the year prior to acqoisitiNote that returns were not available on th&EBRapes for one target firm.
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7.00%

6.00%

5.00%

Target's market return:
market close on day
following to mar ket close
30 days following

acquisition

4.00%

3.00%

2.00%

1.00%

0.00%

EVA Style of Investing Acquisition Analysis

6.32%

3.82%
3.22% 3.27%

I g

o -

Quadrant 1: Quadrant Il: Growth Quadrant Ill: Growth Quadrant IV: Positive
Underinvestment creates Shareholder destroys Shareholder Restructuring
Value Value

Acquirer's Investment Quadrant in year preceeding acquisition

Exhibit 11—Acquirer's Change in EVA Spread: Year Preceding-to-Year Following Acquisition
Announcement-period returns for 484 acquisition®gleted 1990-1999 by acquiring firms with data iiigld in the Stern Stewart Performance 1000. Firms
are classified as Under Investment (positive EVAead and negative change in invested capital), iv€aeating Growth (positive EVA spread and positiv
change in invested capital), Wealth-Destroying Ghoimegative EVA spread and positive change insteg capital), or Positive Restructuring (negaBv&A
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spread and negative change in invested capit&fA $pread is calculated as return on invested abpiinus weighted average cost of capital. Clasgibns

are based on values for the year prior to acqoisiti

EVA Style of Investing Acquisition Analysis

1.00%
0.85%
0.00% T T T
-1.09%
-1.00% -1.49%
Acquirer's change in EVA
spre_ad from year -2.00%
preceeding acquisition to
year following acquisition
-3.00%
-4.31%
-4.00%
_5_ooo/r—
Quadrant 1: Quadrant Il: Growth Quadrant lll: Growth  Quadrant IV: Positive
Underinvestment creates Shareholder  destroys Shareholder Restructuring
Value Value

Acquirer's Investment Quadrant in year preceedinga  cquisition
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Exhibit 12—Percentage Change in Acquirer's EVA Sprad: Year Preceding-to-Year Following Acquisition

Announcement-period returns for 484 acquisition®gleted 1990-1999 by acquiring firms with data iggld in the Stern Stewart Performance 1000. Firms
are classified as Under Investment (positive EVAead and negative change in invested capital), iv€aeating Growth (positive EVA spread and positiv
change in invested capital), Wealth-Destroying Glo(megative EVA spread and positive change instea capital), or Positive Restructuring (negaBW&A
spread and negative change in invested capitAfA $pread is calculated as return on invested abpiinus weighted average cost of capital. Clasgibns
are based on values for the year prior to acqoisiti

EVA Style of Investing Acquisition Analysis

60% —
60%
50% —
50%

40% —
Percentage of acquirers
with a positive change in

EVA spread from year 30% —

preceding to year following
acquisition 25%
23%

20% —

10% —

0% —

Quadrant 1: Quadrant II: Growth Quadrant IlIl: Growth Quadrant IV: Positive
Underinvestment creates Shareholder destroys Shareholder Restructuring
Value Value

Acquirer's Investment Quadrant in year preceedinga  cquisition
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! Among hedge funds, our EVA-based, acquisitionsrefindings are most relevant to teeent-driven (E.D.) style of hedge fund investing.

2EVA® is a registered trademark of Stern Stewart & Co.

% We qualify this negative commentary about “PositRestructuring” firms in a later section; wherelwg, find that the risk-adjusted stock prices ofifhas
Restructuring firms decline around the acquisiammouncement date even though these firms demtesatramprovement in their economic profit (EVA)
outlook.

* We thank James Abate for pointed commentary oblemeatic acquirers in the Under-Investing quadrant.

® Such an EVA risk effect on troubled firms is redgrtlidated by Zaima [2008].
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