IS SHAREHOLDER
ACTIVISM EFFECTIVE

All forms of shareholder activism are not created equal.

IN INFLUENCING
CORPORATION

STANLEY BLOCK

hareholder activism can take
many forms including proxy
fights, threatened takeover
attempts, 13D filings with
the SEC indicating an intent
to influence corporate management, pri-
vate negotiations, public relations cam-
paigns through the financial press,
and so on.

In examining over 50 studies, it can
be said the results of shareholder activism
are mixed. This may be due to the meth-
ods used, the time period examined, or
the sample involved. Nevertheless there
are some important observations to be
made that may be of value to the investor
or researcher when he or she sees a given
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company first being involved in an
activist campaign.

Because of the mixed nature of the
empirical research, the author has done
a survey study of financial analysts as listed
under Institutional Research Firms in
the Nelson’s Directory of Investment
Research." It is the author’s intent to tie
together the results of the academic lit-
erature with the opinions of the practicing
financial analysts.

Historical background

As described by Gillian and Starks,? in :
the early 1900’s there was a great deal of
shareholder activism as financial insti- -
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EXHIBIT 1 Classification of Respondents

Industry Classification Number
Private Money

Management Group 58
Brokerage 52
Hedge fund 48
Pension fund 30
Mutual fund 27
Pension fund 15
Investment Management

Consulting 13
Bank Trust Department 12
Investment Banking 10
Other 7

272

~ “Institutional Research Firms”

as the database for the study. One

thousand and four firms were

listed in the 2009 edition. Fol-

Percent lowing a pilot study, a three

page questionnaire was mailed

G to the firms. The questionnaire

' covered various issues related

U=k to stockholder activism. Two

17.5 hundred and seventy two

112 responses were received from

95 financial analysts at the 1,004

’ firms (27.1 percent response).

e Characteristics of the 272

g respondents are shown in
' Exhibit 1 and Exhibit 2.

4.5 A follow-up telephone sur-

3.6 vey of 40 randomly selected

25 non-respondents indicated no

TG statistically significant differ-

ence between those who ini-

tutions tried to influence the actions of
corporate management.

However, after the market crash of
1929, the enactment of securities legis-
lation limited the power of financial
institutions, and this diluted their abil-
ity for involvement in corporate gover-
nance activity. The gap between corporate
management and investors continued to
increase.

Fortunately, in 1942, the SEC enacted
rule changes allowing investors to sub-
mit proposals to be considered on cor-
porate ballots. Shareholder activism was
born again. However, it did not become
a major force until the late 1970’s-early
1980°s when institutional investors
replaced individual investors as the key
participants in the market. Since then,
every decade has seen increased activi-
ties. Pension funds, mutual funds, cor-
porate raiders, and others have all
increased their participation. Leaders
among the movement have been CalPERS,
TIAA-CREF, Carl Icahn, and other cor-
porate raiders. Another major movement
began in the mid-1990’s and continues
until today—the strong presence that
hedge funds have brought to the activist
movement.

The author used the Nelson’s Direc-
tory of Investment Research’s listing of
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tially answered the quest-
ionnaire and those who elected
not to participate.

As previously indicated, the responses
of the survey participants were compared
to the academic literature on shareholder
activism. This study is an attempt to inte-
grate the opinions of practicing finan-
cial analysts with the academic literature.

Goals of shareholder activism

The goals of shareholder activism are
many and varied. Looking particularly
at the studies of Strickland, Wiles, and
Zenner, Karpoff, and Klein and Zur,*the
primary goals of shareholder activism are
shown in Exhibit 3.

The first three goals have the strongest
support. Seeking a board seat is viewed
as the most important tool in influenc-
ing the corporate target. Whether there
is success or failure, it is a threat to the
status quo. Also, one or more new outside
board members can clearly influence the
corporation. Even if motions by the new
board member(s) are voted down, they
are placed on public record for all to see.

The second item in Exhibit 3 is chang-
ing corporate governance; which reflects
back to Jensen’s 1986 article*in which he
suggests top corporate managers act as
poor agents for stockholders. He sug-
gests, in many cases, management is more
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EXHIBIT 2 Years of Experience
of Respondents
Experience Number Percent
0-5 Years 24 8.7
6-10 84 31.0
11-15 69 25.4
16-20 50 18.4
21-25 18 6.6
26-30 17 6.2
Over 30 10 3.7
Ee 100.0
AN

interested in empire building than stock-
holder wealth maximization. This is evi-
denced by questionable acquisitions and
high cash balances and low debt ratios.

Furthermore, because of insensitiv-
ity to shareholders, the firm may pay low
cash dividends and not engage in stock
buybacks.

As changing corporate governance is
viewed in the study by the respondents,
it encompasses such items as splitting
up the position of chairman of the board
and CEO, increasing the number of out-
side directors on the board, allowing
cumulative voting for directors, and
closely monitoring the compensation
and activities of top management.

The third most cited objective in
Exhibit 3 for shareholder activism is cor-
porate restructuring. This often relates
to the divestiture of unprofitable divi-
sions or the spinoff of profitable divisions
in which the original firm maintains
majority control.

The effect of shareholder

activism on stock market value

This is where the true battleground lies.
There is strong evidence both ways. We
will begin with the non-believers. In a
survey of research studies on the effect
of activism on stock values Karpoff®
found nine studies with negative returns
and only five with positive returns. Share-
holder activism was defined as submit-
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EXHIBIT 3 Primary Goals of
Shareholder Activism

Rank
Seeking a board seat
Changing corporate governance
Restructuring and divestiture
Changing profitability
Opposing or favoring a merger
Changing management compensation
Amending a poison pill
Increasing dividends
Increasing stock buybacks

. Increasing/decreasing R&D

Increasing/decreasing
capital expenditures

=5 © ® N @ @ H @ =

= ©
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ting proposals at a company’s annual
meeting (and private negotiations).

Karpoff went on to state, “Shareholder
proposals are not associated with short-
term changes in firm value or with earn-
ings improvements although both
proposals and private negotiations some-
time prompt organization changes.” Kar-
poff did not stand alone in his dubious
view of the impact of shareholder activism
on stockholder value.

Gillian and Starks,® after an exhaus-
tive historical study of stockholder
activism on value, state, “Empirical evi-
dence suggests that efforts of such
activism are mixed. While some studies
have found positive short-term reaction
to certain types of activism, there is lit-
tle evidence of improvement in the long-
term operating or stock market per-
formance of the targeted funds.”

Then came the hedge funds to pro-
vide a whole new perspective. Basically :
hedge fund activism is conducted through
13D filings with the SEC, a mandated
action when a firm acquires five percent
or more of the equity holding of another
firm. The 13D filings may be friendly or
unfriendly. To be included in the hedge
funds activism studies, the 13D filing
must indicate an unfriendly intent. The
hedge fund may indicate an intent to
obtain a board seat, a change in corpo-
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rate governance, opposition to a merger,
or even liquidation of the firm.

The filing of an unfriendly 13D form
is the trigger point for the event study.
If there is prior knowledge of the intent
to file a 13D form, it is excluded from
the studies.

In arecent article covering many more
firms than earlier studies, Klein and Zur’
found in the time period of 2003 to 2005
that hedge funds generate a 10.2 percent
positive abnormal return for the target
firms around the filing of the 13D doc-
ument with the SEC. The Klein and Zur
study covered 101 hedge funds and 151
target firms and the results were statis-
tically significant. Of equal importance
for one year after the filing, the positive
abnormal returns were even higher at
11.4 percent. Based on the results, Klein
and Zur state, “These findings suggest,
that on average, the market believes
activism creates shareholder value.”

Brav, Jiang, Partnoy, and Thomas® also
found similar results with hedge funds.
Using 13D filings by activist hedge funds
between 2001 and 2006, their sample of
236 activist funds produced seven per-
cent positive abnormal returns by the
target firms around the announcement
of the 13D filings, with no reversal dur-
ing subsequent years.

Limitations to the latter studies

Not only do the hedge fund studies pro-
duce positive results, but there are no
hedge fund studies which produce incon-
clusive or negative results.

However, this still does not answer
the question about whether shareholder
activism, in general, produces uniformly
positive results. Almost all the recent
studies use 13D hedge fund filings for event
studies. Keep in mind, this only takes
place when the hedge fund acquires a
five percent or greater position in the
target company. This five percent met-
ric eliminates many other forms of
activists from the sample pool.

For example, for a target company with
a $10 billion market cap, the shareholder
must own $500 million of the firm’s equity.
Few pension funds or mutual funds are
likely to hold such a position. They are
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EXHIBIT 4 Does Shareholder
Activism Create Value?

Response Percent

Large Increase in Value 20.2

Moderate Increase in Value 31.8

Insignificant increase in Value 241

No Increase in Value 23.9
100.0

/

mandated by law to diversify their hold-
ings, while a hedge fund is free to con-
centrate on alimited number of holdings.

To take this to an extreme, Exxon-
Mobil, which has come under a large
amount of criticism for failing to sepa-
rate the positions of Chairman of the
Board and CEO as well as for failure to
aggressively pursue alternate forms of
energy, had a market cap of $360 billion
in August of 2010. A five percent posi-
tion would require an ownership inter-
est of $18 billion. Few could qualify for
such a lofty amount.

Response by survey
participants to value creation
by shareholder activists
When the 272 respondents to this study
were asked whether shareholder activism
created value, they provided the results
reported in Exhibit 4. Only 52 percent
thought the announcement of a chal-
lenge would generate significant posi-
tive results.

When further asked whether there was
a difference in the impact of different
types of shareholder activists such as
hedge funds, pension funds, mutual
funds, venture capital funds, private
equity funds, and wealthy individuals, the
answer was positive. A chi-square inde-
pendence of classification test with a
null hypothesis that there is no differ-
ence between the type of shareholder
activism and value creation could be
rejected at an .05 level of significance.
That is to say, the type of activist mat-
ters. A further question asked the respon-
dents to list the activists by level of

SHAREHOLDER ACTIVISM



N

EXHIBIT 5 Ranking of the Most Important

Types of Shareholder Activities
Types of Activist Percent
Hedge fund 39.8
Pension fund 27.9
Mutual Fund 11.4
Venture Capital fund 10.8
Wealthy individual 9.2
Private equity fund 0.9
\_ 100.0

influence and the results are shown in
Exhibit 5.

The answers by the respondents are con-
sistent with the results in the market-
place. Hedge fund activism, via 13D
filings, tend to have the greatest effect
on market value and should be the cir-
cumstance most likely to produce a pos-
itive return. All other forms of activism
are subject to uncertainty in terms of
change in value.

Activism and corporate policy
In addition to stock market results, there
were interesting results for changes in cor-
porate policy. Klein and Zur® found a
significant change in policy for corpo-
rate directors and dividend policy.
Others found an increase in divesti-
tures announcements for firms placed
on the Council on Institutional Investors
focus list for possible targeting. As
another example, Sears, Roebuck and
Company announced the breakup of its
tinancial services division after it received
pressure to make changes from sever-
al institutional investors, including
CalPERS. Bizjak and Marquette' con-
cluded that firms receiving proposals to
amend their poison pills were more likely
to change their poison pill provisions
than a control group that did not receive
such a proposal. Even TTAA-CREF got
its say on firms adding women as board
members. A majority of firms contacted
and pressured by TTAA-CREF made such
a change or indicated an intention to do
so in the future.
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EXHIBIT 6 Industry of Origin of
Target Firms

Industry Percent
1. Technology 15.8
2. Energy 13.7
3. Financial 11.8
4. Health Care 10.8
5. Communication Services 10.5
6. Consumer Discretionary 8.7
7. Consumer Staple 8.6
8. Industrials 8.5
9. Materials 7.4
10. Utility 4.2

100.0

Respondents views of areas of
influence :
When the 272 respondents to the study
were asked to identify primary areas of -
influence on corporate policy, the results
are consistent with the research in Exhibit
3. Shareholder activism has been gen-
erally successful seeking board seats,
changing corporate governance, and ini-
tiating restructuring and divestitures. -
However, the relatively high ranking of :
changing profitability in Exhibit 3 is not -
supported by the survey. The respon-
dents indicated a change in corporate
profitability is not likely to take place
three/fourths of the time.

Industry of the target
A question of possible interest is whether
the targets tend to originate from differ-
ent industries. It is well known that tar-
geted firms are smaller and less profitable
than other public firms. The question
remains; are they more likely to origi-
nate from one industry than another?
In Exhibit 6, 150 targeted firms were
screened for industry classification
between 2006-2010 and reported in per-
centages. The Standard and Poor’s 10
basic industries were used as the basis
for classification.

The table indicates that a higher per-
centage of firms fell in the technology sec-
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A SAMPLE SURVEY
BY THE AUTHOR OF
272 FINANCIAL
ANALYSTS
INDICATES ONLY
52 PERCENT

BELIEVE THAT
SHAREHOLDER
ACTIVISM CREATES
INCREASED VALUE
FOR THE

TARGETED FIRM.

10

tor (15.8 percent). This may be due to the
lack of a well-defined business model
and clear governance in rapidly growing
technology companies. At the other
extreme are utilities (4.2 percent), where
the maturity of the industry may indi-
cate strong corporate governance.

The Klein and Zur study

One of the most significant activism stud-
ies to date is by Klein and Zur." The
authors divide the activists into two dis-
tinct groups: hedge funds and entrepre-
neurial activists. The latter group is
composed of non-hedge fund activists
and includes venture capital funds,
private equity funds, and asset man-
agement groups for wealthy indi-
viduals. It specifically excludes asset
managers that are subject to gov-
ernment controls such as mutual
funds and pension funds. Because
the latter are regulated, they must
maintain a high degree of diversifi-
cation which inhibits their ability to
take a large (threatening position) in any
one target.

There are 101 hedge funds (with 151
targets) and 134 entrepreneurial activists
(with 154 targets) in the study. They
both create positive abnormal returns,
around 13D filings, but the hedge funds
positive abnormal returns are larger in
the event study surrounding the 13D fil-
ing (10.2 percent versus 5.1 percent).
However, they both are statistically sig-
nificant. One year after the filing, both
groups also have strong statistically sig-
nificant returns, indicating the impor-
tance of 13D filings.

Of equal or greater importance is what
the two divergent groups try to accom-
plish. The hedge funds target larger,
healthier companies with an intent to
change corporate governance (rather
than actual operations). They are strongly
influenced by the Jensen'literature and
try to improve the agency function. The
hedge funds try to discourage empire
building through acquisitions and high
cash balances that tend to facilitate unnec-
essary growth. They also discourage low
debt levels, which indicate target com-
panies are not minimizing cost of capi-
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tal and maximizing stockholder wealth.
Klein and Zur say hedge funds achieve
all or part of their goals 60 percent of the
time.

Entrepreneurial activists have an
entirely different focus. They deal with
smaller, less profitable targets and their
interest is generally not in corporate
governance, but on actual operating
issues such as capital expenditures,
research and development, and other
similar topics. They achieve their goals
65 percent of the time. Interestingly
enough, neither group is able to force
an increase in earnings, profit margin,
or EBITDA.

Summary and conclusion

The results of the effect of shareholder
activism are mixed, with later studies
offering some promise for firms filing
13D documents with the SEC. Hedge
funds were able to generate positive
returns.

A sample survey by the author of
272 financial analysts indicates only 52
percent believe that shareholder activism
creates increased value for the targeted
firm. The respondents viewed hedge
funds as being the most effective activists
followed by pension funds and mutual
funds. Although technology was the
most challenged industry for share-
holder activism, a chi-square indepen-
dence of classification test showed no
statistically significant difference for
the 10 industries under study.

Activism may focus on operations of
the firm or corporate governance. The
latter addresses many of the issues related
to the Jensen paper on agency theory.
Activists appear to achieve some suc-
cess in suppressing empire building,
increasing cash dividends or share buy-
backs for the benefit of shareholders,
and increasing debt to minimize the cost
of capital and maximize shareholder
wealth. Achieving a seat on the board of
directors is considered the most signif-
icant achievement. W
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