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Preface

We take an expansive view of shareholder activism. For many people, the phrase
may conjure images of hedge funds waging proxy battles as they try to win control of
their target’s board. That’s a part of activism, to be sure. But, for the purposes of this
document, the term refers to the efforts of any investor to leverage their rights and
privileges as an owner to change a company’s practices or strategy.

In this sense, shareholder activism may include an institutional investor’s engagement
with companies around governance matters or a retail investor’s shareholder proposal,
as well as a hedge fund’s proxy fight.
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Introduction: Shareholder activism today

The nature of shareholder activism, the key players, their preferred methods, and their
typical targets all tend to shift along with investment and business trends. They are
influenced by market pressures, stores of capital, and hot topics in governance. But during
bull and bear markets, during recessions and times of growth, activists continue to look for
opportunity, and companies continue to find themselves in the crosshairs.

The role of the board in an activist environment is an important one. Directors can help
ensure the company anticipates which activists might target the company, and which issues
they might raise. By being familiar with activism trends, they can encourage management to
proactively address common issues that are attracting attention. In many cases, these issues
deserve careful attention and should be reflected in company strategy. The board also plays
a key role in shareholder engagement, and in responding to activist requests and demands.
What do boards of directors need to know to navigate this environment? What can they learn
from shareholders, and how can they leverage the benefits and insights activists can provide?

Activist campaigns

The number of activist campaigns reached a recent high in 2018, with shareholders launching
141 campaigns in the US. That figure fell significantly in 2020 as the COVID-19 pandemic
took hold, but rebounded in 2021 with free-flowing capital. Activity in the first half of 2022
continued at a brisk pace, with a 20% jump in the number of campaigns over the same time
period in 2021 —although most of that activity was attributed to the first quarter of the year.

US activist activity
Campaigns initiated
180 144
124
100 95
83
66
50 +
Source: Lazard’s Capital
Markets Advisory Group, H1
2022 Review of Shareholder
Activism, July 2022.
2018 2019 2020 2021 2022

(through June 30)
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Changes related to mergers and acquisitions have historically been among the top
objectives of an activist campaign. This could mean pushing a company to sell all or
part of itself, or to seek better terms if it’s already in talks to be acquired. These kinds
of outcomes remained among activists’ most common goals in recent years. But the
objectives of campaigns in the first half of 2022 have reflected shifting market forces.
Campaigns have been more likely to be centered on calls to sell the company, rather
than demands to scuttle or sweeten an existing deal, which dominated in 2021.

ESG in focus

Environmental, social, and governance
(ESG) matters have become a key priority
for investors. For many of the large asset
managers, ESG is a significant driver of
their engagement work and priorities—a
trend many companies have experienced.
These investors push companies for greater
public disclosure on these topics, and
many support shareholder proposals asking
companies to make changes in these areas.

ESG concerns are also fueling hedge
fund activists, and a spectrum within ESG
activism has recently emerged. In some
cases, ESG issues are among several
identified by the activist and specifically
called out as an area for improvement.
This might include setting ESG goals or
increasing workforce diversity. In other
cases, the ESG issue in question is more
fundamental. It could involve demands

to spin off or close down certain carbon-
intensive businesses, or to shift company
strategy toward renewable energy and
products. Some of these fights are waged
by dedicated ESG funds, while others are
led by traditional activists.
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Other trends and developments

Fall of 2022 could be the start of a new era of proxy contests as the
SEC’s “universal proxy” rules go into effect. Going forward, in a contested
director election, parties must issue one universal proxy card listing all
available candidates. The rule change would allow investors to easily

pick and choose which combination of candidates to vote for, rather than
choosing between the company’s and the dissenting shareholder’s proxy
cards. But the likely impact on proxy contests isn’t yet clear. Some believe
it could lead to a spike in dissent nominees, and make their election more
likely. Others think the impact could be negligible.

Potential changes to ownership disclosure requirements could also have
an impact on activist campaigns. One change would mean that investors
have to notify the market sooner if their ownership level crosses 5%.
Earlier notice of an increased equity stake (and possible takeover attempt)
could give companies more time to consider and formulate a response.

It could also make it harder for investors to accumulate a substantial
position, as the stock price typically rises upon the filing indicating an
activist intent.

A second proposed change would expand the definition of a “group” for
purposes of reporting. While current rules require an explicit agreement
between parties, the revision would trigger reporting when certain
information is shared with other shareholders. This could have a chilling
effect on activists’ ability to communicate with other shareholders as they
accumulate their position.

As these trends develop, this guide will help boards navigate the next
phase of shareholder activism.

The director’s guide to shareholder activism




. Activists: Who they are and what they want

An asset manager overseeing trillions of dollars in securities pledges to vote against the
boards of companies that fall short on ESG matters. A hedge fund a fraction of that size
threatens a proxy fight at a company it feels has too much cash on the balance sheet.
Both fall under the umbrella of shareholder activism: seeking change because they think
management isn’t maximizing their targets’ potential. But while they may share an ultimate
goal, their tactics can differ greatly.

Institutional investors

Pension funds, insurance companies, and firms that manage mutual funds and exchange
traded funds are all examples of institutional investors. Not only do institutional investors
own a larger proportion of publicly traded companies’ shares than retail investors do, but
they also vote their shares at a much higher rate. This makes them influential stakeholders
for many public companies.

Who owns US companies’ stock?

Others » 21%
e Foreign holders
e Non-financial corporations

Institutional investors » 40%

e Mutual funds

e Pensions e Banks and broker dealers

e ETFs and closed-
end funds

e [ederal, state, and local
governments

* Insurance companies
Hedge funds » 2%

Households » 37%

Source: US Federal Reserve/Financial
Accounts of the United States
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Institutional investors are normally long-term shareholders. Many benchmark their holdings to
broad stock market indexes like the S&P 500. Others offer index funds to retail investors, who

are attracted by their low fees. Passive funds can’t just sell a position if they think a stock is
underperforming, or if they believe the company’s governance practices hinder its long-term
value. Activism is one of the only levers they have to address these concerns. Through activism,
they can bring attention to their concerns and drive the change that they believe will create long-
term value—including through changes in corporate governance practices. The largest asset
managers are vocal about their belief that companies with strong corporate governance practices

can deliver better value in the long run.

Hedge funds

Hedge funds attract big dollars from investors
seeking above-average returns. So they are always
looking for untapped value. Hedge fund activists
often see that untapped value in the way a company
is run or the strategy it pursues. They see ineffective
management, a stale board, or a company missing
out on new opportunities. They see the potential

for a new capital allocation strategy or changes in
operations that will increase share value. And when
their efforts to engage with executives or directors
about these ideas fail, they often try to get board
representation to help achieve their goals.

Hedge fund activists traditionally focused on
capital allocation issues, such as dividends and
share buybacks. Many then began looking for
company combinations and break-ups—mergers,
carve outs, and spin-offs. Now there is a greater
focus on operational activism, which has more

of a long-term focus. Activists join the board (or
appoint independent directors), replace members
of management, and help execute a new strategy.
While many hedge funds had been thought of as
being too focused on short-term gains, the longer-
term operational activism has helped to shift that
perception somewhat.
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Other investors

Traditional asset managers and hedge funds account for most activist activity. And because
they manage the most money—and vote the most shares—they have the greatest ability to
make a serious push for change. But they aren’t the only shareholder activists.

Religious groups, nonprofits, and other advocacy organizations also use the tools of
shareholder activism, most notably shareholder proposals, to encourage companies to
change. Investor coalitions formed around specific issues such as climate action and
corporate responsibility are also growing in size and influence.

There are also a small handful of individuals who have made a name for themselves as
activist shareholders through retail investing. In fact, these shareholders are responsible

for a majority of all shareholder proposals that go to a vote each proxy season. Historically,
they have tended to focus on “good governance” matters —majority-vote director elections,
declassified boards, and so on. Recently they have broadened their strategy to include ESG
and other matters as well.
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. Tactics: How activists pursue their goals

Some shareholders turn to activism because they feel it’s an effective way to increase

the value of the companies whose stock they own. Others do so to address governance
practices they believe are hurting long-term value. Or they take issue with the company’s
products or business practices. Activism can take many forms. But the goal is the same: to
motivate management and boards to make changes in the way their companies are run.

The tactics that shareholders use will depend on their objectives. What makes sense for an
institutional investor with a long time horizon may not work for a hedge fund looking for a
quicker return. You might even think about activist tactics as a continuum that begins with
routine shareholder engagement. Not every request to meet with management is a prelude
to more drastic forms of activism. But many shareholders who seek change will start by
attempting to persuade. Others are more likely to start at the more aggressive end of the
activist spectrum.

The activist continuum

Less aggressive More aggressive

Tactic Shareholder engagement Shareholder proposals  Vote no campaign Proxy contest

What it is A request to meet with A non-binding resolution A campaign seekingto  An attempt to replace
management (and/or the  asking the company persuade shareholders ~ some or all of a
board) to discuss the to pursue a course of to vote against members company’s board with
shareholder’s concerns action that appears on of a company’s board directors nominated by
about the company the proxy statement for  or to withhold support the shareholder activist

shareholders to vote on  on say on pay or
other matters

Who is likely  Everyone Retail activists, Institutional investors Hedge funds
to use it advocacy groups

|
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Shareholder proposals

In some cases, investors view a shareholder proposal as a way to begin the conversation
with a company. Other times, institutional and retail investors submit—or threaten to
submit—a shareholder proposal if direct engagement with the company and its directors
doesn’t produce changes. Proposals can even be used as tools by labor unions. There,
a union shareholder files a proposal that may act as a bargaining chip in its contract
negotiations with the company.

Top proponents of shareholder proposals in 2022

Proponent # of proposals Share of total

John Chevedden (& associates) 258 27%

As You Sow Foundation 96 10%

New York City Comptroller &3 4%

Green Century Capital Management 26 3%

National Legal and Policy Center 24 3% §3§“§SQZT°XV AT

These proposals often focus on governance practices or policies, executive compensation,
or the company’s behavior as a corporate citizen. Proposals related to environmental and
social policies in particular have become much more common in recent years, with some
winning high levels of support. Proponents watch how the major institutional investors are
voting on issues and have a sense of which shareholders may be likely to support their
proposal going in. They also often reach out to other shareholders to encourage support for
the measure. By the time the company receives the shareholder proposal, its sponsor may
already know whether it will pass. A company may receive the same proposal over multiple
years with increasing support until it finally achieves a majority.

Average support for selected shareholder proposals, 2022 proxy season

100 —

79%
75
50
25

Source: Proxy Analytics,
0 July 2022,
Board Eliminate/reduce Environmental and Shareholder special Political and
declassification supermajority natural capital meeting rights civic activities
voting
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Vote no campaigns

“Vote no” campaigns urge shareholders to vote  Average support for directors and executive pay
against (or withhold their votes from) director remains strong

candidates or other matters such as say on
pay. Vote no campaigns can send a strong

signal about shifting shareholder priorities.

The vote doesn’t actually have to fail for a 89.4%
vote no campaign to achieve results. Overall
shareholder support both for directors and

for say on pay is typically above 90%. So

if support levels fall to the 60s or 70s, it

sends a stark message about shareholder
dissatisfaction. It also generates media
scrutiny, and can affect a director’s reputation.
Directors often serve on multiple boards, and
low support levels at one company can affect
how that director is viewed at his or her other
companies as well.

94.4%

Say on pay Director election

Source: Semler Brossy,
2022 Say on Pay & Proxy
Results, July 2022.
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Proxy fights

Shareholder activists may conclude that the best way to achieve their goals is to replace
some or all of a company’s board. In that case, they advance their own slate of director
candidates and try to persuade other shareholders to vote for them. Proxy contests can
be expensive and controversial. Historically, they’ve been most closely associated with
activist hedge funds.

The precise activism playbook may vary from investor to investor, but there are several
steps hedge funds commonly take to make the threat of a proxy fight more credible.
They may try to win the support of a company’s other shareholders by circulating a
lengthy white paper that lays out the case for the changes they’d like to see. Or they may
publish an open letter to the company’s management or board listing their concerns. It’s
a virtual certainty that documents like these will end up in the hands of the media, further
ratcheting up the pressure.

Proxy fights are long, expensive, and draining for a company. Success isn’t assured for
the hedge fund, either. That’s why activists and the companies they target frequently
reach a settlement that heads off a full-blown proxy contest. As a result, the activist may
receive seats on the company’s board or assurances from management that some of
the changes it seeks will be enacted. From 2016 to 2020, 83% of the board seats won
by activists came via settlements, and in 2021, that percentage reached an astonishing
92%. Observers will be keenly interested in whether the new universal proxy rules taking
effect in late 2022 (as discussed on page 5) start to bring down that figure.

-

Board seats won, 2017-2021

150 Via settlements
124
L 110
120 102
89
90 82
60 -
Via proxy fights =5 Source: Lazard’s Capital
30 - 14 20 22 Markets Advisory
7 Group, 2021 Review of
Shareholder Activism, <
0 January 2022.
2017 2018 2019 2020 2021

Some institutional investors have grown concerned in recent years that companies
are settling too easily. Before rushing to settle, they urge companies to at least reach
out to their significant shareholders to solicit their views. Sometimes these investors
agree with the activist—and sometimes they want the company to hold their

ground against the activist.
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. Risk factors: The red flags that can lure activists

Every shareholder activist has a unique agenda. But history shows that companies that
attract activist engagement tend to have some issues in common. Poor performance in
the stock market, weak earnings compared to peers, governance missteps, and lack of
attention to ESG matters can all trigger shareholder activism.

Poor financial or share performance

Shareholders are rarely happy to see a company underperforming its peers, hanging on to
divisions that don’t fit with the rest of its business, or hoarding too much cash on a balance
sheet. Whether they turn to activism as a result often depends on their investment strategy.
The chances also tick up if there are other governance concerns.

Hedge fund activists are typically looking to unlock value they believe is going unrealized.
Companies with a low ratio of market value to book value, excessive cash on hand, or lots
of monetizable assets like real estate may fall into their crosshairs. Institutional investors are
commonly less likely to support activism at a company unless it also suffers from one or
more of the governance weaknesses discussed on the next page.

e

—] €
«_
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Governance weaknesses

Governance problems can both indicate other weaknesses at a company, and can have a
detrimental effect on its value. Issues that may prompt investors to engage with a company,
to submit a shareholder proposal, or take even more drastic measures may include:

¢ Board structure and composition. Many institutional investors are intensely focused on
board composition, and in particular on board diversity. Companies that make it difficult
to vote out underperforming directors can also draw the ire of shareholders. These may
include:

* Classified boards
¢ Election of directors by plurality vote
e “Zombie directors” who remain on the board after failing to receive majority support

Even absent these structural issues, some shareholders will engage with companies
around board tenure and refreshment.

¢ Shareholder rights. The inability for shareholders to call special meetings or take
action by written consent commonly spark shareholder proposals, and could draw extra
attention to the company’s shareholder rights (or lack thereof).

* Executive compensation. Companies with problematic pay practices, pay that is out of
alignment with company performance, or that don’t respond after a low say-on-pay vote
can all become targets of shareholder activism.

* Material weakness. Less frequently, disclosure of a material weakness can sometimes
prompt shareholders to vote against audit committee members. It’s especially likely if the
company is not seen to be taking appropriate action to remediate the issue.
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ESG shortcomings

Perceived poor practices in the ESG realm can also make
a company an activist target. Sometimes this relates to
the environment, such as lack of disclosure around risks
related to climate change. It could crop up with respect
to corporate social responsibility, including inadequate
labor, health, or safety practices. The extent of political
spending and lobbying can also increase a company’s
risk for becoming a target of shareholder activism.

Many of the largest asset managers have called for more
disclosure in this area. They want companies to discuss
how issues such as climate change and D&l factor into
their strategies. And they want to know companies’ plans
for confronting those challenges.

Hedge funds are increasingly focused on ESG as

a catalyst for their activist campaigns. They see a
connection between ESG performance and shareholder
value. Several funds that have launched recently put the
connection between sustainable practices and value
creation at the center of their missions.

Ignoring shareholder concerns

90%
Share of S&P 500
bankruptcies over
10 years involved
companies with

poor ESG ratings

Source: “ESG Matters—US: 10
Reasons You Should Care About
ESG,” Bank of America Merrill
Lynch, September 2019.

Lack of responsiveness to investors can bring unwelcome attention. Sometimes an
issue that has come up during shareholder engagement may evolve into a shareholder
proposal. Other times, if the company hasn’t taken action in response to a concern,
the consequences can be more severe. For example, if a company’s say-on-pay vote
garners low support levels, shareholders expect to see changes in the company’s
incentive plans. If those changes don’t come, shareholders may launch a campaign to
vote against the directors on the compensation committee. The bottom line: It rarely
hurts to hear a shareholder out, determine whether their arguments have merit,

and, if so, consider acting in response.
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. Heading off an activist

Shareholder activism can come as a surprise. When a hedge fund presses a company to
divest an underperforming asset or put itself up for sale, it can leave the management team
and board scrambling. They may ask themselves why they didn’t see it coming. Even being
on the receiving end of a shareholder proposal can feel like an unwelcome intrusion.

Directors have a key role to play in being prepared. They can anticipate which activists may
engage with the company, the issues they may raise, and how other shareholders might
respond. They can push management to address issues that may attract activist attention.
Not only can these actions help ward off an activist, but they may also help improve the
company’s performance and its relationship with key stakeholders. And when an activist
does come calling, the board can help the company find constructive ways to respond and
leverage the interaction.

Take a candid look at your company

Directors should always make it their business to stay informed about their company’s
strategy and how effectively it’s being executed. This requires looking at the company’s
performance with a critical eye. However, the data directors get can sometimes be so
granular that it’s hard to see the big picture. Other times, it might be so high level that
important details are easily overlooked.

Focusing on common triggers for activist engagement may help boards cut through the
noise. Asking how the company’s ESG disclosures compare to best practices, for example,
or how the dividend stacks up against peers that have been targeted by activists may help
bring clarity. Ask to hear from outside experts, industry analysts, investment bankers, or
others from outside the company to get a better understanding of how the company is seen
by investors and potential activists. Make sure to ask for outsiders’ “unvarnished” views—
ones that haven’t been toned down (or whitewashed by management).

If there are issues, take proactive steps to address them. This can reduce the chance of
becoming an activist target. It can also strengthen your credibility with the company’s
shareholders. Even if the company chooses not to make any changes, going through the
critical process will help company executives and directors reaffirm and articulate why they
believe the company is on the right course.
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Know your shareholders

Ensure that the board is informed when an activist takes a significant position in the
company or in an industry competitor. And make sure the board hears about broader
activism trends that could affect the company in the future. Understanding what these
shareholders may seek will help the company assess its risk of becoming a target and help
it know what tactics to expect.

And of course, directors should keep up to date on the views of the company’s largest
shareholders. This includes carefully watching any changes to their public engagement
priorities or proxy voting agendas.

Create an engagement plan

Once a company identifies areas that may
attract activist attention, engaging with

other shareholders around these topics

can help prepare for—and in some cases

may help to avoid—an activist campaign.
Being transparent about the company’s
vulnerabilities and its strategic choices can
help change a shareholder’s view of the issue,
and demonstrate that the board is fulfilling

its oversight responsibilities. Even before the
company receives an activist overture, some
companies may find it helpful to start getting
directors involved in discussions with major
investors. If shareholder activists do target the
company, directors will already have credibility
with other investors. That may make them
more effective spokespeople for the
company’s position.
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. How to respond to an activist

When an activist comes calling, the company response is critical. An ineffective response may
make things worse by giving the impression that the company’s management and board are
not attuned to shareholder concerns. While the activist’s scrutiny may be unwelcome, that
doesn’t mean their concerns are without merit. An encounter with a shareholder activist can
make the company stronger in the long run—if it’s handled effectively.

Objectively consider the
issues on the table

Hedge fund activists usually do extensive
homework before they approach a company. Based
on that research, they develop specific proposals
for unlocking value—at least in the short term. And
they have often discussed these ideas with other
shareholders. Assume the company’s institutional
investors have already spent time evaluating the
activist’s suggestions. Investors will expect the
company’s executives and board to do the same—
even when it’s uncomfortable. And it often is. They
might be looking for changes in the boardroom,
which may feel like a personal affront to the
directors around the table. Or they may be looking
for a change in management, which will almost
certainly feel like an attack on the CEO. But none of
these ideas should be dismissed out of hand.

It’s also important to take a shareholder proposal

or vote no campaign seriously. Take a step back.
Few companies are perfect when it comes to
corporate governance. Perhaps the company’s
practices are justified. But are there areas that could
be improved? Changes that have been avoided

as a result of status quo bias? If that’s the case,
shareholder pressure could be a valuable wakeup
call—as long as it isn’t ignored.
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Determine how best to respond to the investor

When it comes to hedge fund activists, the strategy may differ. If the fund approaches

with a private request, it may make sense to respond. This gives the company a chance

to hear about the activist’s criticisms. It may also lay the groundwork for future private
conversations—which can be helpful if the company later wants to negotiate a settlement
with the activist. When hedge fund activists take their campaigns public, however, the
smartest move may be to say very little. There’s very little potential benefit for a company in
trading blows with a hedge fund activist in the media. And in the case of a proxy fight, some
of the individuals in question may ultimately become peers in the boardroom, so playing the
long game when it comes to the relationship is vital.

For companies that have received a shareholder proposal or been targeted for a vote no
campaign, their best bet is to reach out to the investor. Discuss their specific concerns.
When dealing with a shareholder proposal, the company and the shareholder may be
able to agree on some action at the company in exchange for withdrawing the proposal.
Shareholders don’t always insist on immediate action. They know change can take time,
and often they are satisfied if the company demonstrates that it has a plan in place to
address the issue. Communication might not put an end to a vote no campaign, but
understanding the shareholder’s perspective will help the company respond.

Reach out to other shareholders

When activists are contemplating vote no campaigns or proxy fights, they will need support
from other shareholders to be effective. It’s safe to assume they’re already engaging with
the company’s other investors, so it’s important that management and the board make
themselves heard as well. An approach from an activist can present an opportunity to
discuss the issues they raise with other shareholders. Take the chance to articulate the
company’s view about why its current course is in the best long-term interests of the
company and all of its investors (if it is).

Ideally, the company already has an established relationship with those shareholders to
build upon. If the company doesn’t believe the activist’s proposed changes are in its best
long-term interests, investors will want to know why—and just as importantly, how the
company reached this conclusion. On the other hand, if the company has decided to make
some changes, be open about what those are. And consider disclosing the breadth of the
company’s shareholder engagement efforts in the proxy statement to give yourself credit for
your outreach. Often we hear that the suggestions activists make are ones that the company
had already been considering.
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Look for ways to build consensus

More companies than ever are finding ways to work with activists. Proxy contests are costly
and time consuming. It may make sense to find common ground with shareholder activists to
take these risks off the table.

Reaching an agreement with a shareholder activist may require the company to increase
disclosure of certain information, change its capital allocation, or even add new directors

to the board. These moves may not have been in the company’s plans before the activist
encounter, but they may make sense if the alternatives include even more drastic changes—
such as a proxy fight that could give the activist control of the board.

Activists are also motivated to reach agreement. Even though target companies typically
spend many times as much on proxy solicitation efforts, the cost to an activist is also
significant. If given the option, most activists would prefer to spend less time and money
to achieve their goals. Once they agree, the activist and the company enter into a standstill
agreement that sets the terms of their relationship going forward.

Even non-binding shareholder proposals can cause embarrassment if they pass—or even
just receive unwanted media attention. It may make sense to see if there’s middle ground
between the company and the proponent that both can live with.

Average proxy contest solicitation costs

$2,936,350

$633,958

o Source: Activist Insight, Proxy
Activist Target Fights 2020, October 2020.
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Even as activism—Dby institutional investors, hedge funds, and others—continues at a healthy
pace, many think the number of campaigns still could be on the upswing. For companies,
listening and being prepared are crucial. Boards have an important role to play in helping to
navigate the changing landscape of shareholder activism.
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How PwC can help

To have a deeper discussion about this topic, please contact your engagement
partner, or a member of PwC’s Governance Insights Center.

Contacts

Maria Castanon Moats
Leader, Governance Insights Center, PwC US
maria.castanon.moats@pwc.com

Paul DeNicola
Principal, Governance Insights Center, PwC US
paul.denicola@pwc.com

Matt DiGuiseppe
Managing Director, Governance Insights Center, PwC US
matt.diguiseppe@pwc.com

Carin Robinson
Director, Governance Insights Center, PwC US
carin.l.robinson@pwc.com
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