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			Preface

			Idea generation is the lifeblood of investors. I am constantly looking at new investment opportunities and end up investing in a very small fraction of the ideas I explore. If most of my investing ideas are generated from the same sources that millions of other investors rely on, then my investment performance is likely to be mediocre. I would be better off investing in a broadly diversified index like the S&P 500 Index, which includes the 500 largest companies in the United States.

			Event-driven investing, as the name implies, involves investing in companies that are experiencing a specific event. These events can have a transformative impact on the company and can range from the company spinning off a division into a separate public company to merging with another company. You can be successful using these strategies without the need to predict earnings or the short-term direction of the market.

			I was drawn to event-driven investing because it introduced me to strategies that were a source of fresh investment ideas. As an added cherry on the top, certain event-driven strategies also perform well during times of market distress.

			This book is for both self-directed investors and professional investors that are looking for alternative strategies to complement their current investment process, as sources of idea generation and to benefit from the positive market reaction to transformative events.

			This book explores six different event-driven strategies in detail. I will walk you through the nuances of each strategy and outline how these strategies will help you navigate the ups and downs of financial markets. Some strategies work well during declining market environments, while others are an excellent way to make money coming out of a bear market.

			After a general introduction of these six event-driven strategies, I will use case studies in each chapter and delve into the specifics of how each strategy works. I briefly discuss instruments like options, futures, and bonds to whet your appetite about them and describe the interplay of these instruments with certain event-driven strategies.

			Understanding when a strategy does not work is just as important as figuring out the upside it offers. I explore the pitfalls of each strategy and what to avoid in a “dark side” section in each strategy chapter.

			The strategies discussed in the book include legal insider transactions, merger arbitrage, stock buybacks, SPACs, spinoffs and management changes.

		

	
		
			Introduction

			In a 2017 interview, Charlie Munger, the vice-chairman of Berkshire Hathaway and Warren Buffett’s investing partner, recounted how he made $80 million risk-free from an idea he came across in the weekly financial magazine Barron’s.

			“I read Barron’s for 50 years. In 50 years I found one investment opportunity in Barron’s out of which I made about $80 million with almost no risk. I took the $80 million and gave it to Li Lu who turned it into $400 or $500 million. So I have made $400 or $500 million from reading Barron’s for 50 years and following one idea.”

			When I first started investing, I followed the same sources for idea generation as most other investors. I read financial magazines like Barron’s and Fortune, talked to other investors, ran stock screens and used investment-focused websites.

			I came across one of my more successful investment ideas, Twilio, from an article in Fortune magazine about the founder of the company, Jeff Lawson. Twilio makes it very easy for companies to send text messages to their customers without having to deal with the complexities of delivering messages to different mobile phone networks in multiple countries. If you have used Uber, it is likely that the message notifying you that your driver or food order has arrived was facilitated by Twilio.

			The article about Twilio in Fortune was written before the company went public, and something about the way Mr. Lawson managed the company stayed in the back of my mind. A few months later, Twilio went public in an initial public offering (IPO) priced at $15 per share, and the stock soared 92% on its first day of trading. When Twilio’s stock started declining following the usual IPO-related pop in its stock price, I decided to buy Twilio and watched the stock go up more than 1,600%. It also helped that Mr. Lawson purchased shares on the open market at the same time.

			I had been reading Fortune for well over a decade before I came across Twilio. One decade of reading for one profitable idea. The legal insider purchase by the CEO was the catalyst that led to my purchase of Twilio.

			I started my investing journey during the depths of the bear market that followed the dot-com bubble in 2000. To be precise, I started investing during the bear market rally that began in April 2001 and lasted a few weeks. During a bear market rally, stocks rise sharply in a temporary respite from the incessant selling that precedes them.

			I got off to a great start. I was following a simple momentum strategy and managed to generate returns of over 30% in a few weeks. Those returns were beginner’s luck. I had not done in-depth research on momentum strategies and all I was doing was speculating on stocks that had shown strength and kept going up for a period of time.

			After I had generated those quick 30% returns, I started thinking that the strategy I was using was so rudimentary that it was bound to falter sooner rather than later. Listening to the wise counsel of investors that were more experienced than me, I decided to look for a safe blue-chip company for my next investment; preferably one that was trading at a discount to its intrinsic value.

			A safe blue-chip investment?

			The company I picked happened to be the seventh largest company in the U.S. and the largest energy-trading company in the world. As an added bonus, it had seen its stock cut in half in recent months. The new CEO of the company was encouraging employees to buy shares, indicated the company was doing well, and predicted a “significantly higher stock price.”

			Each of these things would have been big red flags for experienced investors: A stock that has declined rapidly, a company in a cyclical industry during a recession, and the CEO cheering the stock on. Unfortunately, there was still a lot of learning I had to do as a novice investor.

			The company I picked was none other than Enron. I bought it at around $30 per share. Two months after I purchased shares, Enron reported a large quarterly loss and the U.S. Securities and Exchange Commission (SEC) opened an investigation.

			It turned out that Enron was an accounting fraud and had been using accounting tricks to make its results look much better than they actually were.

			As the huge fraud at Enron unfolded and the stock dropped from $30 to $10, I asked other investors who had been investing for longer than I had whether I should cut my losses and sell. The advice I received was to stay the course. Investors and traders are often an optimistic bunch. They find it hard to admit a mistake and take a quick loss. I was no different and rode that “investment” all the way down from $30 to 30 cents. I eventually sold right before the company declared bankruptcy, taking a 99% loss. Taking a loss quickly and avoiding an even larger one down the road is an investing superpower that few investors are able to harness consistently.

			Learning about investing

			I was fortunate to have encountered this Enron debacle early in my investing journey. My portfolio was small, I had no leverage, I had a job I loved, and I did not have a family to support. The experience was, however, painful enough to get me started down the path of learning the art and science of investing. I taught myself to read financial statements, picked up books by the investment gurus Benjamin Graham, Philip Fisher, and Peter Lynch, and started to understand comparative valuation metrics like Price/Earnings and Price/Tangible Book ratios. The book Hedgehogging by Barton Biggs helped me understand how sentiment and investor psychology played a big role in short-term market movements.1

			As time progressed, I learned from the school of hard knocks and from other investors that were on a similar journey. I started writing an investment blog in 2005 and the writing process helped me delve into broader topics like asset allocation, position sizing, and how to estimate the intrinsic value of a company by building a discounted cash flow (DCF) model.

			Towards the end of 2005, I reached out to the CEO of an emerging investment website called Seeking Alpha. After reading my content, he agreed to start publishing my blog on Seeking Alpha. As an early contributor, I was able to interact with retail and institutional investors that were using the website.

			My introduction to event-driven investing

			A hedge fund manager who had been reading my articles reached out to me in 2010 to discuss a special situation where a company that was in the process of getting acquired by another company was trading well below the acquisition price.

			The hedge fund manager told me that all I had to do was buy the target company, wait for the merger to close, and pocket the difference between the current price and the acquisition price. This strategy is referred to as merger arbitrage and it is one of the strategies that I introduce to you later in this book. I had been introduced to the merger arbitrage strategy several years before this interaction with the hedge fund manager, but the discussion with him helped me start on a long journey towards understanding, tracking, and benefiting from event-driven investing.

			I started tracking two event-driven strategies—legal insider transactions and merger arbitrage—in 2010 on two different websites, which I later combined into InsideArbitrage.com in 2018.

			Writing consistently can be a reward in itself. It helps distill your thought process, dive deeper into topics and learn from interactions with your audience. Another added benefit is that you get to meet people you would not have expected to meet otherwise. The author and investor Morgan Housel was surprised to learn that Bill Gates was reading his work based on a tweet by the founder of Microsoft. This was many years before Morgan Housel went on to write the immensely successful book The Psychology of Money.

			A venture capitalist out of Seattle who was interested in legal insider transactions and who had been reading my work reached out to me. After we got to know each other, we decided to team up to do in-depth research on insider transactions using a combination of traditional data analysis techniques and machine learning. Using more than a decade of insider transactions and several decades of fundamental data from FactSet, we were thrilled to find a series of algorithmic trading strategies that outperformed the market in our backtests.

			Registering as advisors in the states of California and Washington, we raised an experimental seed fund to test our strategies with real money. We then built software that would automatically trade for us, creating an end-to-end automated process where the algorithm picked the investments, purchased the stock for us and then sold it at the end of our holding period. Our first year of running this experiment worked out great, with returns of 23% that beat our benchmark index. Unfortunately, as is often the case with data-driven processes, we attempted to optimize the strategy further by overlaying a value-oriented framework just as value stocks started significantly underperforming growth stocks. The underperformance persisted for years. Instead of raising a larger fund, we decided to wind down our experimental fund.

			Six event-driven strategies

			I learned several valuable lessons from the experience and decided to expand my framework to include six different event-driven strategies. These strategies became an integral part of my portfolio management process, both in terms of idea generation and to generate returns that were uncorrelated with the market. When the markets zig, some of these strategies zag. Although I must add that at times of extreme market stress most asset classes tend to become correlated and move in unison.

			As described earlier, event-driven investing involves investing in companies that are experiencing a specific event.

			The big advantage of event-driven strategies is that they allow you to have a flexible mental model of investing. You can be nimble and adopt a strategy that works for the current market environment instead of remaining pigeonholed into a certain investing style that may not work for an extended period of time.

			In some cases, these strategies also provide a macro-signal, letting you know that the market may be at an inflection point. I’ve seen this multiple times with unusually strong insider buying near the end of a bear market, as discussed in the insider transactions chapter in this book.

			A third advantage is that you start seeing patterns. The same companies start bubbling up across strategies. Insiders of a company might be buying shares even as the company is buying back its own stock. In one instance, I found a company attractive because it was in the process of getting acquired and was planning on spinning off a division as an independent company post-acquisition. Both the acquisition and the spinoff provided opportunities and it was encouraging to see that an insider was also buying stock right before the acquisition closed. I discuss this situation in more detail as a case study in the Spinoff chapter later in the book.

			This trifecta of idea generation, macro-signals and unique patterns that emerge from following these strategies has been very powerful in helping me construct and manage portfolios.

			While this book does not explore every event-driven or special situations strategy, it provides a comprehensive overview of six strategies that are accessible to both retail and professional investors and will help expand your investing toolbox to handle different market environments.

			Let’s move on to Chapter 1, where I provide a brief background to the strategies discussed in this book.

			

			
				
					1  Biggs, B., Hedgehogging (Wiley, 2008).

				

			

		

	
		
			Chapter 1: Event-Driven Strategies
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			Event-driven investing, sometimes also known as special situations investing, encompasses a wide range of individual strategies that have one thing in common: they usually involve a significant event that changes the nature or trajectory of a business.

			A good example is mergers and acquisitions (M&A). A merger or an acquisition can have a large impact on both the target and the acquiring company, and a strategy related to M&A fits within the realm of event-driven investing.

			Similarly, a company spinning off a division into a separate independent company is called a spinoff. The global consulting company Accenture was spun out of one of the largest accounting firms, Arthur Andersen, in 2001. This spinoff was timely, as less than a year later, Arthur Andersen was convicted of obstruction of justice. The charge stemmed from Arthur Andersen’s role as Enron’s auditor, where they helped Enron doctor certain documents and assisted with the shredding of documents. Shortly after the conviction, the 89-year-old Arthur Andersen ceased to exist, while the spinoff Accenture continued to thrive and became a company worth over $160 billion.

			In this chapter, I provide a quick introduction to each of the six event-driven strategies I cover in this book. These are:

			Merger arbitrage

			Insider transactions

			Stock buybacks

			SPACS

			Spinoffs

			Management changes

			Each subsequent chapter is then dedicated to one event-driven strategy.

			Merger arbitrage

			When two companies decide to merge or when a large company announces the acquisition of a smaller one, the target company rarely trades at the agreed acquisition price. In most instances, it trades a little below the acquisition price. In some instances, where there is significant uncertainty about whether the deal will close or not, the target company might trade at a large discount to the acquisition price.

			The strategy of buying a target company at a discount and waiting for the deal to close in order to pick up the difference between the current market price and the acquisition price is called merger arbitrage. This difference between the current price and the acquisition price is called the spread.

			The strategy is also known as risk arbitrage because investors that use this strategy are taking on the risk that the deal might not close and the stock might drop sharply to pre-deal levels. In return for taking this risk, they pick up a few pennies or dollars in a trade that has a high probability of closing.

			Considering investors are only getting paid a few pennies, for the strategy to work, most deals have to close. I analyzed over 12 years of deal data from 2010 to 2022 and it was encouraging to see that 95% of announced deals close.

			An example of a deal with a small spread was Berkshire Hathaway’s acquisition of the insurance company Alleghany for $848.02 per share, which was announced on March 31, 2022. By September 30, 2022, the stock was trading at $840.56. The spread on the deal was $7.46, or less than 1% of the purchase price. An arbitrageur would have captured this $7.46 per share profit when the deal closed on October 19, 2022.

			In case you are wondering why the acquisition price is $848.02 and not $848 or even $850, there is an interesting little story behind that $848.02 number. Warren Buffett is famously averse to paying fees to middlemen. He likes to deal directly with companies when he acquires them for Berkshire Hathaway and prefers not to have investment bankers involved. There was a time in 1986 when he issued a full-page ad in the Wall Street Journal looking for companies worth $100 million or more that were willing to sell themselves.

			In the case of Alleghany, he offered to buy the company for $850 per share but did not want to pay the fees of investment bankers. The final price of $848.02 reflects the exclusion of the financial advisory fee that has to be paid to the investment banks associated with the deal.

			On the other end of the spectrum from the Alleghany deal was the acquisition of Twitter by Elon Musk. The deal had more twists and turns than a well-executed murder mystery. At one point in the saga, on July 11, 2022, the merger arbitrage situation offered a potential profit or spread of 66%.

			In the merger arbitrage chapter, I explore why there was a significant difference in the spreads of these two deals, various deal types, and how you can use this strategy in your portfolio, especially during challenging market conditions.

			Insider transactions

			Investors in public companies usually have limited information about the companies they are invested in. They get periodic updates through quarterly earnings calls and SEC filings. In some instances, they might get to watch a management presentation mid-quarter at an investor conference, or if they have a large enough stake in the company they may get to talk to management.

			In contrast, insiders of the company have full visibility into what is happening at the current moment, how the business’s product pipeline is evolving, and the progress on large contracts that might be on the horizon. Clearly, insiders have an information advantage compared to public market investors.

			Company insiders, including members of the management team like the CEO and the CFO, can purchase and sell shares of their company on the open market. When they complete a purchase or a sale, they are required to report this insider transaction to the SEC within two business days. Investors watch these transactions closely to understand the sentiment of the company’s insiders and determine if the insider transactions signal potential opportunity or trouble for the stock.

			Insider transactions don’t normally fall into the realm of event-driven strategies because they are not events that can have a transformative impact on a company. However, the signals insider transactions provide can indicate that a stock is materially cheap or expensive, justifying the strategy’s inclusion with the other event-driven strategies discussed in this book.

			Stock buybacks

			We are all attracted to bargains and like to buy things when they are on sale at a significant discount. Companies and their insiders are no different. When they notice that the market, during temporary bouts of euphoria, has bid up the price of their stock to levels that are not supported by the fundamentals of the company, they tend to sell shares. Insiders sell shares on the open market and companies sell additional shares to investors through what is called a secondary offering.

			Every time a company offers shares to the investing public after its initial public offering (IPO), it is called a secondary offering, even if it has offered shares to the public on a second, third, fourth, etc., occasion in the past. Terms like tertiary offering, quaternary offering, quinary offering, etc. are not used, and I don’t blame them because some companies issue new shares over and over again, so the terminology would get out of hand.

			The money generated from secondary offerings could be used to expand the current business, enter a new line of business, or acquire other companies for cash.

			The impact for existing shareholders is that a secondary offering dilutes their existing stake in the business and secondary offerings often lead to a temporary drop in the stock price.

			Companies pay heed to Warren Buffett’s advice to be “fearful when others are greedy, and greedy when others are fearful”. They not only issue new shares when the stock is expensive; they also tend to buy shares from the open market or directly from investors when they think the stock is cheap.

			During market downturns and turmoil, smart management teams and their board of directors decide to repurchase shares and reduce their share count. William Thorndike’s book The Outsiders attempted to identify why some CEOs were more successful than others.2 In many cases, it boiled down to their capital allocation decisions and specifically when to issue more shares and when to repurchase them.

			In the stock buybacks chapter, I discuss the difference between buyback announcements and actual purchases, as well as a screen that combines both insider buying and stock buybacks.

			SPACS

			In the year 2000, right after the dot-com bubble had burst, I came across two entrepreneurs from Chicago that had moved to the town of Eugene, Oregon to acquire a jewelry business. What was unique about them was that they had first raised a pool of capital from investors (about half a million dollars) and then went around looking for an operating business to buy with that money. They found a small jeweler in Oregon called Jody Coyote and decided to acquire the business.

			While one partner focused on front-end business development by opening up access to large companies like Macy’s (NYSE: M), the other one focused on back-end operations.

			The business under their management went on to generate handsome returns for them and for their investors. The two entrepreneurs from Chicago, Chris Cunning and Peter Day, had inspired so much confidence in their investors that the investors were willing to write a check to the duo without knowing what kind of company they would eventually end up acquiring and growing. This was my introduction to what was back then called a “blank check company” and what is now known as a Special Purpose Acquisition Company (SPAC).

			Investors that have access to large pools of money sometimes create SPACs that are usually seeded with several hundred million dollars worth of capital. Once this company is created and funded through an IPO, it begins a two-year search for a private operating company with a real business. If the SPAC manages to find an operating company it likes, the publicly traded SPAC merges with the private operating company. This process allows the private company to go public quickly through a simpler process compared to a traditional IPO. The folks that started the SPAC (the sponsors) benefit from getting a large stake in the combined company. Examples of companies that went public through a SPAC include the co-working company WeWork, the social network Nextdoor, and the fintech company SoFi.

			What was previously a sleepy corner of capital markets entered into a huge bubble in 2020 and 2021 with hundreds of SPACs created.

			If the SPAC does not find an operating business within its two-year lifespan, it has to return the money to its investors along with any interest collected on the money while it was sitting idle waiting for a suitor. This creates an incentive for the SPAC sponsor to find an operating company to merge with. Some of the businesses the 2020 and 2021 vintage SPACs merged with had little more than a business plan and no sales or profits. Companies that were not ready to go public took this easy route and their stocks inevitably collapsed post-merger.

			The entire process generates several opportunities for investors to make money from SPACs and in some cases with minimal risk. In the chapter on SPACs I discuss the nuances of this strategy in detail and cover the various opportunities SPACs provide for investors.

			Spinoffs

			Every once in a while, we get a movie or TV franchise that is spun off from another movie and turns out to be more successful than the original. The rather amusing Minions was spun out of Despicable Me and Deadpool was spun out of X-Men Origins: Wolverine.

			Corporate America has something similar, where entire companies suffer a repressed existence inside a large company and yearn to be free through a spinoff.

			The movie Ford v Ferrari recounts how the Italian car powerhouse Fiat stole Ferrari from Ford. Ferrari had been negotiating with Ford to acquire the racing car company when Fiat swooped in at the last minute to walk away with the prize. Fiat went on to expand its ownership of Ferrari from 50% in 1969 to 90% by 1988. Ferrari lived under its corporate overlords for several decades before being ultimately spun off as a separate public company in 2015 with the clever stock symbol RACE.

			After an initial drop and underperforming the S&P 500 for much of its first year as a public company, Ferrari raced higher and in its first five years managed to register gains of 237% compared to a gain of just 67% for the S&P 500.

			This pattern of initial underperformance followed by subsequent outperformance is a feature and not a bug of spinoffs. When companies are spun out of their parents, large funds and professional investors often do not want to keep the spinoff in their portfolio and tend to sell them shortly after the separation. This creates temporary selling pressure and an opportunity for investors that are willing to ride out the near-term volatility.

			I explore the different types of spinoffs and how to determine if the spinoff or the parent makes for a better investment in the spinoffs chapter of this book.

			Management changes

			When you hear the names Henry Ford, Mary Barra, Howard Schultz, Jeff Bezos, and Lee Kuan Yew, you are reminded of a founder who reshaped an industry, a CEO that rescued a behemoth from mediocrity, an entrepreneur that transformed how we consume coffee, a visionary leader that gave us the Everything Store, and a politician that put a tiny island nation on the map.

			These leaders were innovative, they worked tirelessly, and they inspired their employees, fellow countrymen, and followers to create something special. We have seen time and again how companies falter and lose their way when their visionary founder CEO departs. This is one of the reasons Howard Schultz returned as CEO of Starbucks not once, but twice. The ranks of these so-called boomerang CEOs include Michael Dell of Dell, Steve
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