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The Myth that Insulating Boards Serves Long-Term Value 
 
Posted by Lucian Bebchuk, Harvard Law School, on Monday April 22, 2013 
 

 

In a new study, The Myth that Insulating Boards Serves Long-Term Value (forthcoming, Columbia 

Law Review, October 2013), I comprehensively analyze – and  debunk – the view that insulating 

corporate boards serves long-term value. 

Advocates of board insulation claim that shareholder interventions, and the fear of such 

interventions, lead companies to take myopic actions that are costly in the long term – and that 

insulating boards from such pressure therefore serves the long-term interests of companies and 

their shareholders. This claim is regularly invoked to support limits on the rights and involvement 

of shareholders and has had considerable influence. I show, however, that this claim has a shaky 

conceptual foundation and is not supported by the data. 

In contrast to what insulation advocates commonly assume, short investment horizons and 

imperfect market pricing do not imply that board insulation will be value-increasing in the long 

term. I show that, even assuming such short horizons and imperfect pricing, shareholder activism, 

and the fear of shareholder intervention, will produce not only long-term costs but also some 

significant countervailing long-term benefits. 

Furthermore, there is a good basis for concluding that, on balance, the negative long-term costs 

of board insulation exceeds its long-term benefits. To begin, the behavior of informed market 

participants reflects their beliefs that shareholder activism, and the arrangements facilitating it, 

are overall beneficial for the long-term interest of companies and their shareholders. Moreover, a 

review of the available empirical evidence provides no support for the claim that board insulation 

is overall beneficial in the long term; to the contrary, the body of evidence favors the view that 

shareholder engagement, and arrangements that facilitate it, serve the long-term interests of 

companies and their shareholders. 

Editor’s Note: Lucian Bebchuk is Professor of Law, Economics, and Finance at Harvard Law 

School. This post is based on his article, The Myth that Insulating Boards Serves Long-Term 

Value, forthcoming this fall in the Columbia Law Review, available here. 

http://ssrn.com/abstract=2248111
http://blogs.law.harvard.edu/corpgov/
http://www.law.harvard.edu/faculty/bebchuk/
http://ssrn.com/abstract=2248111
http://ssrn.com/abstract=2248111
http://ssrn.com/abstract=2248111
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I conclude that, going forward, policy makers and institutional investors should reject arguments 

for board insulation in the name of long-term value. 

Here is a more detailed account of the analysis in the article: 

According to the board insulation view, inefficient capital markets and short investor horizons 

couple to produce a problem of “short-termism.” Short-termism refers to companies taking actions 

that are profitable for the short term but value-decreasing in the long term, such as increasing 

near-term earnings by cutting research that would pay off later on. Activist investors with short 

investment horizons, it is argued, seek such actions and often succeed in pressuring companies 

to take them. Furthermore, it is argued, when corporate arrangements facilitate shareholders’ 

ability to replace or influence directors, fear of activist intervention in the absence of satisfactory 

short-term results produces pressure on management to focus excessively on these results to the 

detriment of long-term value. 

Insulation advocates contend that the long-term costs of short-termism, produced by both 

shareholder interventions and fears of such interventions, make it desirable to shield boards from 

shareholders. The long-term interests of companies and their shareholders are best served, 

these advocates argue, by insulating boards from shareholder pressure and enabling them to 

focus on enhancing long-term value. 

The stakes in this debate are large. Arguments supporting the long-term benefits of board 

insulation have played a central role in corporate law policy debates for at least three decades. 

These arguments have been advanced by prominent legal academics, significant economics and 

business school professors, management thought leaders, influential business columnists, 

important organizations, a recent report commissioned by the British government, and noted 

corporate lawyers. Indeed, invoking the alleged long-term benefits of board insulation has been a 

standard and key argument in a wide range of significant corporate law debates, including those 

in support of takeover defenses, impediments to shareholders’ ability to replace directors, and 

limitations on the rights of shareholders with short holding periods. 

Furthermore, insulation advocates have been successful in influencing important public officials 

and policy makers. Chancellor Leo Strine and Justice Jack Jacobs, prominent figures in the 

Delaware judiciary, have expressed strong support for this view. Congress held hearings on the 

subject. William Donaldson, when he was chair of the SEC, accepted that short-termism is “a 

critical issue,” and short-termism arguments persuaded the SEC to limit use of the proxy rule 

adopted in 2010 to shareholders that have held their shares for more than three years. Even 
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institutional investors, which are otherwise reluctant to support limiting shareholder rights, have 

shown significant willingness to accept the validity and significance of short-termism concerns. 

The substantial impact of the claims made by insulation advocates may be at least partly due to 

the asserted gravity of the concerns they have expressed. Insulation advocates have argued that 

short-termism has “substantial corporate and societal costs,” “has created a national problem that 

needs to be fixed,” represents “a disease that infects American business and distorts 

management and boardroom judgment,” and has “eroded faith in corporations continuing to be 

the foundation of the American free enterprise system.” Indeed, insulation advocates have even 

viewed shareholder pressure as causes for the Enron and WorldCom scandals, the crash of 

1987, and the excessive risk taking by financial firms in the run-up to the financial crisis of 2008–

2009. 

While insulation advocates have used strong rhetoric in expressing their concerns, they have 

failed to provide an adequate basis for their claims. These claims rely on critical and 

unsubstantiated premises, overlook the significant long-term costs of board insulation, and are 

not backed by evidence. Indeed, I show in this paper that an analysis of the long-term effects of 

board insulation, informed by the relevant theoretical and empirical literature, does not support 

such insulation. 

To begin, insulation advocates often fail to acknowledge that they are advancing empirically 

contestable propositions whose validity cannot be derived from theory or intuition. Contrary to 

what insulation advocates commonly presume, even assuming the existence of inefficient capital 

markets and short investor horizons, it does not follow from these assumptions that the long-term 

effects of board insulation are overall positive. Under these assumptions, board insulation might 

produce some long-term benefits – but these benefits might still be outweighed by significant 

countervailing costs. 

In particular, with inefficient market pricing and short investor horizons, it is theoretically possible 

that activists might in some cases seek actions that are not value-maximizing in the long term. 

The question remains, however, how often such situations do arise and, furthermore, whether the 

expected costs of such situations exceed the expected benefits from activists’ clear interest in 

seeking actions that are positive for both the short term and the long term. 

Similarly, with inefficient market pricing and short investor horizons, fears of activist intervention 

and the arrangements facilitating it might theoretically lead some management teams to make 

distorted decisions with respect to long-term investments. However, the expected costs of such 

decisions have to be weighed against the expected long-term benefits of activist stockholder 



 4 

interventions and the accountability and discipline they produce. Such accountability and 

discipline provide incentives to avoid shirking, empire building, and other departures from 

shareholder interests that are costly for both the short term and the long term. 

Turning to examine the balance of costs and benefits associated with board insulation, I point out 

patterns of behavior that reflect a widespread and consistent view among sophisticated and well-

informed market participants that activist interventions, and arrangements facilitating them, do not 

overall decrease value in the long term. The lack of investment products and services based on 

the prediction that companies targeted by activists underperform in the long term suggests the 

absence of any significant group of long-term investors that are willing to bet money on the 

validity of this underperformance claim. Similarly, the overwhelming opposition to insulation-

increasing arrangements reflected in the voting decisions of institutional investors, including 

investors with long investment horizons, indicates that these investors do not subscribe to the 

view that such arrangements serve long-term value. 

These patterns should give insulation advocates some pause. They should be reluctant to 

maintain that they know the interests of investors better than investors themselves unless they 

have significant empirical evidence to back up their views. Insulation advocates, however, have 

thus far failed to provide such evidence. They often failed to acknowledge the need for evidence 

or offered their experience as evidence. 

Fortunately, empirical evidence that can shed light on the long-term effects of board insulation 

has been accumulating over the past decade. I provide a full review and analysis of the relevant 

empirical work by researchers, including work in which I have participated. As to activist 

interventions, existing empirical evidence – including a recent study by Alon Brav, Wei Jiang and I 

that analyzes the long-term effects of a large universe of activist interventions – provides no 

support for the view that such interventions are followed in the long term either by losses to the 

shareholders of targeted companies or by declines in the companies’ operating performance of 

these companies. As to the fear of activist interventions, the body of existing empirical work again 

does not provide support for the view that stronger board insulation serves the long-term interest 

of companies and their shareholders. 

To the contrary, the existing body of evidence favors the view that shareholders’ ability to 

intervene and engage with companies provides long-term benefits to companies, shareholders, 

and the economy. This evidence indicates that activists target companies whose operating 

performance has been declining, and that their interventions are followed by improvements in 

operating performance that do not come at the expense of performance later on. Anticipating 

such improvements, market capitalization of targeted companies appreciates upon the 
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announcement of activist campaigns to levels that are not reversed in the long term. Furthermore, 

arrangements that insulate boards from shareholders and shareholder pressure have been 

consistently associated with lower firm value as well as with worse operating performance. 

Given that available theory and evidence do not support the claims of insulation advocates, public 

officials and institutional investors should not be receptive to claims based on the asserted long-

term benefits of board insulation. They should reject the use of such claims as the basis for rules, 

arrangements, and policies that limit the rights and powers of shareholders. 

The study is available here. 

http://ssrn.com/abstract=2248111


 1 

 
Apple’s Cash-Flow Problem 
 
Posted by Mark Roe, Harvard Law School, on Saturday April 20, 2013 

I recently examined the problem of corporate short-termism from two nonstandard angles. One 

was that some short-termism is sensible. Large firms face an increasingly fluid economic, 

technological, and political environment – owing to more global and competitive markets, to the 

greater potential of technological change to alter firms’ business environment, and to 

governments’ growing influence over what makes business sense. In this kind of a fluid 

environment, large companies must be cautious before making large, long-term commitments. 

In the second, I described how emerging data could suggest measurement problems with the 

conventional wisdom that more rapid trading in financial markets is making them more oriented to 

the short term than ever before. Proponents of this view point to furious trading in New York and 

London, with average holding periods for major stocks diminishing in recent decades. In fact, 

these changing averages may be driven by a rapidly trading minority, and not by major 

stockholders shortening their holding periods. Indeed, the average holding period for America’s 

core shareholders, like Fidelity and Vanguard, has increased in recent decades. I examine these 

issues in greater depth in a longer forthcoming article. 

The shareholder activism around Apple highlights the importance and controversy of the short-

term problem. Apple has been spectacularly successful in the past decade. Its products, from 

iPhones to iPads to MacBooks, have captured consumers’ imaginations, remade markets, and 

earned the company and its shareholders huge sums of money. Apple’s stock capitalization has 

soared, and it became the first trillion-dollar company. 

As Apple’s profits have grown, it has amassed $137 billion in cash, according to a recent count – 

more than it can profitably use (at least for now) in its operations. So the company has wisely left 

Editor’s Note: Mark Roe is the David Berg Professor of Law at Harvard Law School, where 

he teaches bankruptcy and corporate law. This post is Professor Roe’s most recent op-ed 

written for the international association of newspapers Project Syndicate, which can be 

found here. 

http://www.project-syndicate.org/commentary/corporations--focus-on-short-term-financial-results-by-mark-roe
http://www.project-syndicate.org/commentary/has-short-termism-in-stock-markets-increased-by-mark-roe
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2239132
http://blogs.law.harvard.edu/corpgov/
http://www.law.harvard.edu/faculty/directory/index.html?id=127
http://www.project-syndicate.org/
http://www.project-syndicate.org/commentary/why-apple-should-release-its-cash-hoard-by-mark-roe
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its cash invested in global financial accounts, not business operations. Meanwhile, its 

staggeringly successful products are generating still more cash to handle and stockpile. 

Enter shareholder activist David Einhorn, whose hedge fund Greenlight Capital has been 

pressing Apple to distribute a healthy fraction of that cash. Much commentary on the foray has 

been negative: Einhorn’s proposal is a short-run, financial-engineering idea for a company that 

has gone from success to success, it’s said – American stock-market short-termism at its worst. 

Maybe it is just as short-term oriented as has been said, with investors too quick to pressure a 

great company. But, odd as it might seem, getting the cash out of Apple could be a good long-

term strategy for Apple. 

There has long been a life cycle for firms: young firms innovate, are cash-hungry, and have to 

scramble for financing. Some succeed, sell their product, and find themselves pulling in more 

cash than they need. Great companies take that cash and invest it in even better products, taking 

the firm to new heights. Apple has been one of those companies. 

But, inevitably, the firm’s technologies become standardized and commoditized. New, hotter 

technologies come along, and the firm no longer attracts the best people to work for it, because, 

well, it’s no longer the next new thing. New products stall, old products are not as profitable as 

they once were, because competitors figure out how to make something better, and markets and 

consumers move on. 

Firms that reach that point, and that know themselves, then return more of their cash hoard to 

their investors, who invest it elsewhere. In the 1980’s and 1990’s, large swaths of American 

industry – especially the domestic oil industry – faced this problem, described by Michael Jensen 

as the managerial challenge of handling free cash flow well. 

Where is Apple in that company life cycle? Is it still in its youth, cash-starved with more ideas than 

it can finance? Is it middle-aged, but nimble and able to remake itself, as it did several times 

during Steven Jobs’ tenure? Does it need $137 billion to engineer and finance a large-scale 

Apple TV that will be even more successful than iPhones and iPads? 

Or has the company peaked? Could the rollout last fall of the inferior Apple Maps, which sent 

people to the wrong destination – causing severe public embarrassment and leading to a 

managerial shakeup – foreshadow a time when Apple’s best days are behind it? The company 

could be at a high plateau and could stay there for years, even decades, but does it really need 

$137 billion in cash for new investments? 



 3 

Here is another way of looking at the Apple problem: If Apple continues to succeed, won’t it 

generate the cash that it needs for innovation from its super-products, like the iPad, the iPhone, 

and MacBook? Roughly 70% of Apple’s revenues come from the iPhone and the iPad. Will they 

last, or will they be superseded? Were those products’ success the result of a unique Apple 

asset, namely Steve Jobs, or is the company well-positioned to produce the next big thing? Could 

it be too tempting in the short-run to Apple and its management to have that $137 billion in the 

bank, so that it uses up some or all of that money in investments that are not good ones in the 

long-run. 

It is at least possible – maybe even likely – that Apple’s best long-term move would be to release 

a hefty portion of its unused cash to its shareholders, who would then plow it back into the 

economy. It can finance its next new thing from the cash that its great products will continue to 

generate. What is being criticized as short-termism could well be a long-term financial strategy 

that’s just right for Apple. 
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Bite the Apple; Poison the Apple; Paralyze the Company; 
Wreck the Economy 
 
Posted by Martin Lipton, Wachtell, Lipton, Rosen & Katz, on Tuesday February 26, 2013 

The activist-hedge-fund attack on Apple—in which one of the most successful, long-term-

visionary companies of all time is being told by a money manager that Apple is doing things all 

wrong and should focus on short-term return of cash—is a clarion call for effective action to deal 

with the misuse of shareholder power. Institutional investors on average own more than 70% of 

the shares of the major public companies. Their voting power is being harnessed by a gaggle of 

activist hedge funds who troll through SEC filings looking for opportunities to demand a change in 

a company’s strategy or portfolio that will create a short-term profit without regard to the impact 

on the company’s long-term prospects. These self-seeking activists are aided and abetted by 

Harvard Law School Professor Lucian Bebchuk who leads a cohort of academics who have 

embraced the concept of “shareholder democracy” and close their eyes to the real-world effect of 

shareholder power, harnessed to activists seeking a quick profit, on a targeted company and the 

company’s employees and other stakeholders. They ignore the fact that it is the stakeholders and 

investors with a long-term perspective who are the true beneficiaries of most of the funds 

managed by institutional investors. Although essentially ignored by Professor Bebchuk, there is 

growing recognition of the fiduciary duties of institutional investors not to seek short-term profits at 

the expense of the pensioners and employees who are the beneficiaries of the pension and 

welfare plans and the owners of shares in the managed funds. In a series of brilliant speeches 

and articles, the problem of short-termism has been laid bare by Chancellor Leo E. Strine, Jr. of 

the Delaware Court of Chancery, e.g., One Fundamental Corporate Governance Question We 

Face: Can Corporations Be Managed for the Long Term Unless Their Powerful Electorates Also 

Act and Think Long Term?, and is the subject of a continuing Aspen Institute program, 

Overcoming Short-Termism. 

In his drive to enhance the shift of power over the management of companies from directors to 

shareholders, Professor Bebchuk has announced that he is pursuing empirical studies to prove 

Editor’s Note: Martin Lipton is a founding partner of Wachtell, Lipton, Rosen & Katz, 

specializing in mergers and acquisitions and matters affecting corporate policy and strategy. 

This post is based on a Wachtell Lipton memorandum by Mr. Lipton. 

http://www.ecgi.org/tcgd/2011/documents/Strine%20Fundmental%20Corp%20Gov%20Q%202011%20Bus%20L.pdf
http://www.ecgi.org/tcgd/2011/documents/Strine%20Fundmental%20Corp%20Gov%20Q%202011%20Bus%20L.pdf
http://www.ecgi.org/tcgd/2011/documents/Strine%20Fundmental%20Corp%20Gov%20Q%202011%20Bus%20L.pdf
http://www.aspeninstitute.org/sites/default/files/content/docs/pubs/overcome_short_state0909_0.pdf
http://blogs.law.harvard.edu/corpgov/
http://www.wlrk.com/mlipton
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his thesis that shareholder demand for short-term performance enforced by activist hedge funds 

is good for the economy. We have been debating director-centric corporate governance versus 

shareholder-centric corporate governance for more than 25 years. Because they are inconvenient 

to his theories, Professor Bebchuk rejects the decades of my and my firm’s experience in 

advising corporations and the other evidence of the detrimental effects of pressure for short-term 

performance. I believe that academics’ self-selected stock market statistics are meaningless in 

evaluating the effects of short-termism. Our debates, which extend over all aspects of corporate 

governance, have of late focused on my effort to obtain early disclosure of block accumulations 

by activist hedge funds and my endorsement of an effort to require institutional shareholders to 

report their holdings two days, rather than 45 days, after each quarter. It is in the context of these 

efforts, opposed by the activists who benefit from lack of transparency, that Professor Bebchuk 

has announced his research project. 

If Professor Bebchuk is truly interested in meaningful research to determine the impact of an 

activist attack (and the fear of an activist attack) on a company, he must first put forth a 

persuasive (or even just coherent) theory as to why the judgments as to corporate strategy and 

operations of short-term-focused professional money managers should take precedence over the 

judgments of directors and executives charged with maximizing the long-term success of 

business enterprises. There is nothing persuasive about his view, whether as theory or 

experience. Furthermore, he must take into account the following: 

• 1. As to all companies that were members of the Fortune 500 during the period January 

1, 2000 to December 31, 2012, what was the impact on the price of the shares of a 

company that missed the “street estimate” or “whisper number” for its earnings for a 

quarter and what adjustment did each of those companies make to its capital 

expenditures, investment in research and development and number of employees for the 

balance of the year of the miss and the following year. 

• 2. For companies that are the subject of hedge fund activism and remain independent, 

what is the impact on their operational performance and stock price performance relative 

to the benchmark, not just in the short period after announcement of the activist interest, 

but after a 24-month period. 

• 3. Interviews with the CEOs of the Fortune 500 as to whether they agree or disagree with 

the following statements:  

o a) From the Aspen paper, “We believe that short-term objectives have eroded 

faith in corporations continuing to be the foundation of the American free 

enterprise system, which has been, in turn, the foundation of our economy. 

Restoring that faith critically requires restoring a long-term focus for boards, 
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managers, and most particularly, shareholders—if not voluntarily, then by 

appropriate regulation.” 

o b) From a 2002 interview with Daniel Vasella, CEO of Novartis in Fortune 

Magazine, “The practice by which CEOs offer guidance about their expected 

quarterly earnings performance, analysts set ‘targets’ based on that guidance, 

and then companies try to meet those targets within the penny is an old one. But 

in recent years the practice has been so enshrined in the culture of Wall Street 

that the men and women running public companies often think of little else. They 

become preoccupied with short-term ‘success,’ a mindset that can hamper or 

even destroy long-term performance for shareholders. I call this the tyranny of 

quarterly earnings.” 

  

 

http://money.cnn.com/magazines/fortune/fortune_archive/2002/11/18/332268/index.htm
http://money.cnn.com/magazines/fortune/fortune_archive/2002/11/18/332268/index.htm
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The Evolving Direction and Increasing Influence of 

Shareholder Activism 

 
Posted by Scott Hirst, co-editor, HLS Forum on Corporate Governance and Financial Regulation, 
on Monday December 23, 2013 
 

 

When we convened our Corporate Governance Symposium last year (October 2012), we 

highlighted the increasingly important role shareholders were playing in the corporate decision-

making process, commenting as follows: 

“Over the course of the past year, we have continued to see shareholders making their 

voices heard, in some cases rather forcefully and effectively, on a broad range of 

corporate issues. In many ways, the recent developments in corporate governance 

reinforce the growing perception that we are, and have been for several years, 

experiencing a potentially fundamental shift in the balance of authority, or influence, 

between boards of directors and shareholders in the corporate decision-making process, 

moving further away from the longstanding board primacy model of corporate 

governance.” 

One of the signal developments in 2012 was the emerging growth of the form of shareholder 

activism that is focused on the actual business and operations of public companies. We noted 

that “[o]ne of the most important trendline features of 2012 has been the increasing amount of 

strategic or operational activism. That is, shareholders pressuring boards not on classic 

governance subjects but on the actual strategic direction or management of the business of the 

corporation.” 

In previous years, particularly following the enactment of the Sarbanes-Oxley Act in 2002 and the 

closely contemporaneous adoption of corporate governance rules by the national stock 

exchanges—both undertaken in the wake of the bursting of the TMT bubble and the uncovering 

of major frauds at Enron, WorldCom and other well-known public companies—much of 

shareholder activism was focused on structural governance reforms such as declassifying 

Editor’s Note: The following post comes to us from John J. Madden, Of Counsel and 

member of the Mergers & Acquisitions Group at Shearman & Sterling LLP, and is based on 

an article that first appeared in Directors & Boards. 

http://blogs.law.harvard.edu/corpgov/
http://www.shearman.com/jmadden/
http://blogs.law.harvard.edu/corpgov/
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boards, redeeming poison pills and switching from plurality to majority voting in the election of 

directors. Active debate also developed on several board-specific issues, including the subject of 

combining or splitting the CEO and Chairperson roles. Executive compensation became a major 

governance issue and, following the 2008-2009 financial crisis, the 2010 Dodd-Frank legislation 

mandated, among other things, “say on pay” nonbinding shareholder votes commencing in 2011. 

Social responsibility topics—such as corporate political activities—also became the focus of 

activist attention. Many of these structural and other reform initiatives have been led by prominent 

pension funds as well as other investors and corporate governance organizations. 

Several of these reform initiatives of the past decade continue to be actively pursued. More 

recently, however, the most significant development in the activism sphere has been in 

strategically-focused or operationally-focused activism led largely by hedge funds. 

The 2013 Acceleration of “Operational” Activism 

As we consider the key trends and developments in corporate governance during 2013, we see 

the further expansion of strategic/operational/economic activism (which we will call, for ease of 

reference, “operational” activism) as a prominent feature of the evolving governance landscape 

this year. And, in some ways it may be seen, in context, as a predictable extension of the 

corporate governance reforms pursued over the past decade. 

Some of this operational activism in the past few years was largely short-term return focused (for 

example, pressing to lever up balance sheets to pay extraordinary dividends or repurchase 

shares), arguably at the potential risk of longer-term corporate prosperity, or simply sought to 

force corporate dispositions; and certainly there continues to be activism with that focus. But 

there has also emerged another category of activism, principally led by hedge funds, that brings a 

sophisticated analytical approach to critically examining corporate strategy and capital 

management and that has been able to attract the support of mainstream institutional investors, 

industry analysts and other market participants. And this growing support has now positioned 

these activists to make substantial investments in even the largest public companies. Notable 

recent examples include ValueAct’s $2.2 billion investment in Microsoft (0.8%), Third Point’s $1.4 

billion investment in Sony (7%), Pershing Square’s $2 billion investment in Procter & Gamble 

(1%) and its $2.2 billion investment in Air Products & Chemicals (9.8%), Relational Investor’s 

$600 million investment in PepsiCo (under 1%), and Trian Fund Management’s investments of 

$1.2 billion in DuPont (2.2%) and of more than $1 billion in each of PepsiCo and Mondelez. 

Interestingly, these investors often embark on these initiatives to influence corporate direction and 

decision-making with relatively small stakes when measured against the company’s total 

outstanding equity—as in Microsoft, P&G, DuPont and PepsiCo, for example; as well as in 
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Greenlight Capital’s 1.3 million share investment in Apple, Carl Icahn’s 5.4% stake in 

Transocean, and Elliot Management’s 4.5% stake in Hess Corp. 

In many cases, these activists target companies with strong underlying businesses that they 

believe can be restructured or better managed to improve shareholder value. Their focus is 

generally on companies with underperforming share prices (often over extended periods of time) 

and on those where business strategies have failed to create value or where boards are seen as 

poor stewards of capital.
1
 

Reasons for the Current Expansion of Operational Activism 

There are several factors that have coalesced to help explain why this operational activism is 

emerging so prominently. 

Evolving Attitudes of Institutional Investors. Institutional investors, which control 

approximately two-thirds of the common equity of public companies in the United States, have 

become increasingly focused on the performance of the businesses of the companies in their 

portfolios. In that same vein, many institutions have heightened their level of attention to their own 

responsibilities to the constituencies they serve. And one cannot discount the residual effects of 

the broad-based criticisms of boards of directors that came out of the discoveries of the major 

corporate frauds at the beginning of the past decade and out of the later financial crisis, as well 

as some investors’ continuing dissatisfaction with the rate of progress generally in reforming 

executive compensation. 

Taken together, these developments have tended to test the level of confidence institutional 

investors have in the ability of some boards to act in a timely and decisive fashion to adjust 

corporate direction, or address challenging issues, when necessary in the highly competitive, 

complex and global markets in which businesses operate. And they suggest a greater willingness 

of investors to listen to credible external sources with new ideas that are intelligently and 

professionally presented. 

Tangible evidence of this evolution includes the setting up by several leading institutional 

investors such as BlackRock, CalSTRS and T. Rowe Price of their own internal teams to assess 

governance practices and corporate strategies to find ways to improve corporate performance. As 

the head of BlackRock’s Corporate Governance and Responsible Investor team recently 

                                                 
1
 The web site of Trian Fund Management, for example, states that they “seek to invest in high quality but 

undervalued and underperforming public companies and to work constructively with the management and boards of those 
companies to significantly enhance value for all shareholders.” 
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commented, “We can have very productive and credible conversations with managements and 

boards about a range of issues—governance, performance and strategy.”
2
  

Increasing Activist Campaigns Generally; More Challenger Success. The increasing number 

of activist campaigns challenging incumbent boards—and the increasing success by 

challengers—creates an encouraging market environment for operational activism. According to 

ISS, the resurgence of contested board elections, which began in 2012, continued into the 2013 

proxy season. Proxy contests to replace some or all incumbent directors went from 9 in the first 

half of 2009 to 19 in the first half of 2012 and 24 in the first half of 2013. And the dissident win 

rate has increased significantly, from 43% in 2012 to 70% in 2013.
3
 Additionally, in July 2013, 

Citigroup reported that the number of $1 billion + activist campaigns was expected to reach over 

90 for 2013, about 50% more than in 2012. 

Attractive Investment Returns; Increasing Sophistication and Credibility. While this form of 

activism has certainly shown mixed results in recent periods (Pershing Square’s substantial 

losses in both J.C. Penney and Target have been among the most well-publicized examples of 

failed initiatives), the overall recent returns have been strong. Accordingly to Hedge Fund 

Research in Chicago, activist hedge funds were up 9.6% for the first half of 2013, and they 

returned an average of nearly 13% between 2009 and 2012.
4
  

In many instances, these activists develop sophisticated and detailed business and strategic 

analyses—which are presented in “white papers” that are provided to boards and managements 

and often broadly disseminated—that enhance their credibility and help secure the support, it not 

of management, of other institutional shareholders. 

Increasing Investment Capital Available; Greater Mainstream Institutional Support. The 

increasing ability of activist hedge funds to raise new money not only bolsters their firepower, but 

also operates to further solidify the support they garner from the mainstream institutional investor 

community (a principal source of their investment base). According to Hedge Fund Research, 

total assets under management by activist hedge funds has doubled in the past four years to $84 

billion today. And through August this year their 2013 inflows reached $4.7 billion, the highest 

inflows since 2006.
5
 Particularly noteworthy in this regard, Pershing Square’s recent $2.2 billion 

                                                 
2
 J. Engen, What Do Investors Want?, Corporate Board Member, Third Quarter 2013. 

3
 ISS Governance Weekly, September 13, 2013 (the “win rate” being the percentage of contests in which 

dissidents won or settled for at least part of the seats they sought). The data from Sharkrepellent for 2013 through mid-
September shows similar dissident success. For that period, Sharkrepellent reports 37 contests filed and 23 going to a 
shareholder vote; with a dissident win rate of 65%. See Sharkrepellent, The Proxy Fight for Board Seats Trend Analysis 
Report, September 17, 2013. 

4
 The New York Times, August 31. 2013. According to Thomson Reuters’ data, activist investment funds 

averaged 25% returns in 2012, outperforming the S&P 500 by 12%. 
5
 The New York Times, August 31, 2013. 
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investment in Air Products & Chemicals was funded in part with capital raised for a standalone 

fund dedicated specifically to Air Products, without disclosing the target’s name to investors. 

In addition to making capital available, mainstream institutions are demonstrating greater support 

for these activists more generally. In a particularly interesting vote earlier this year, at the May 

annual meeting of Timken Co., 53% of the shareholders voting supported the non-binding 

shareholder proposal to split the company in two, which had been submitted jointly by Relational 

Investors (holding a 6.9% stake) and pension fund CalSTRS (holding 0.4%). To build shareholder 

support for their proposal, Relational and CalSTRS reached out to investors both in person and 

through the internet. Relational ran a website (unlocktimken . com) including detailed 

presentations and supportive analyst reports. They also secured the support of ISS and Glass 

Lewis. Four months after the vote, in September, Timken announced that it had decided to spin 

off its steel-making business. 

The Timken case is but one example of the leading and influential proxy advisory firms to 

institutional investors increasingly supporting activists. Their activist support has been particularly 

noticeable in the context of activists seeking board representation in nominating a minority of 

directors to boards. 

These changes suggest a developing blurring of the lines between activists and mainstream 

institutions. And it may be somewhat reminiscent of the evolution of unsolicited takeovers, which 

were largely shunned by the established business and financial communities in the early 1980s, 

although once utilized by a few blue-chip companies they soon became a widely accepted 

acquisition technique. 

Weakened Board-Controlled Defenses; Increasing Communication Among Shareholders. 

The largely successful efforts over the past decade by certain pension funds and other 

shareholder-oriented organizations to press for declassifying boards, redeeming poison pills and 

adopting majority voting in director elections have diminished the defenses available to boards in 

resisting change of control initiatives and other activist challenges. Annual board elections and 

the availability of “withhold” voting in the majority voting context increases director vulnerability to 

investor pressure. 

And shareholders, particularly institutional shareholders and their representative organizations, 

are better organized today for taking action in particular situations. The increasing and more 

sophisticated forms of communication among shareholders—including through the use of social 

media—is part of the broader trend towards greater dialogue between mainstream institutions 
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and their activist counterparts.
6
 In his recent op-ed article in The Wall Street Journal, Carl Icahn 

said he would use social media to make more shareholders aware of their rights and how to 

protect them, writing that he had set up a Twitter account for that purpose (with over 80,000 

followers so far) and that he was establishing a forum called the Shareholders Square Table to 

further these aims.
7
  

Corporate Boards and Managements More Inclined to Engage with Activists. The several 

developments referenced above have together contributed to the greater willingness today of 

boards and managements to engage in dialogue with activists who take investments in their 

companies, and to try to avoid actual proxy contests. 

One need only look at the recent DuPont and Microsoft situations to have a sense of this 

evolution toward engagement and dialogue. After Trian surfaced with its investment in DuPont, 

the company’s spokesperson said in August 2013: “We are aware of Trian’s investment and, as 

always, we routinely engage with our shareholders and welcome constructive input. We will 

evaluate any ideas Trian may have in the context of our ongoing initiatives to build a higher value, 

higher growth company for our shareholders.” Also in August, Microsoft announced its agreement 

with ValueAct to allow the activist to meet regularly with the company’s management and 

selected directors and give the activist a board seat next year; thereby avoiding a potential proxy 

contest for board representation by ValueAct. Soon thereafter, on September 17, Microsoft 

announced that it would raise its quarterly dividend by 22% and renew its $40 billion share 

buyback program; with the company’s CFO commenting that this reflected Microsoft’s continued 

commitment to returning cash to its shareholders. 

What to Expect Ahead 

The confluence of the factors identified above has accelerated the recent expansion of 

operational activism, and there is no reason in the current market environment to expect that this 

form of activism will abate in the near term. In fact, the likelihood is that it will continue to expand. 

This, of course, will continue to place pressure on boards to regularly review corporate strategy 

and direction, particularly in the rapidly changing global markets in which most companies 

operate. We have recently seen several leading companies proactively pursuing strategic change 

or restructuring on their own initiatives, prior to becoming the subjects of attention by activists. In 

August 2013, for example, GE announced its plan to spin off its large U.S. consumer finance 

business, having previously also disposed of its global plastics business and its reinsurance 

                                                 
6
 ISS Governance Weekly, August 30, 2013. 

7
 The Wall Street Journal, September 19, 2013. 
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business. And last year Pfizer announced its plan to spin off its substantial animal health 

business soon after it had agreed to sell its infant nutrition business to Nestlé for $11.85 billion, 

applying a substantial portion of the proceeds to increasing its share buyback program. We may 

see more companies pursuing these kinds of self-initiated restructurings going forward. 

While boards need to be prepared to effectively address activism if it arises at their company, 

they more importantly should be thinking proactively about steps they can currently take to avoid 

becoming the subject of activist attention in the first place. Of course, there is no “one size fits all” 

approach to addressing this. But if a vulnerability assessment indicates that the company 

demonstrates the characteristics that attract activist attention, a strategic/operational review and 

assessment of alternative courses to follow would have value on several levels. And maintaining 

an effective ongoing communication program with the company’s major shareholders—much in 

the nature of relationship building—is essential. 

Looking ahead, we fully expect to see continuing efforts to press for the structural governance 

reforms that have been pursued over the past several years. Campaigns to separate the Chair 

and CEO roles at selected companies will likely continue to draw attention as they did most 

prominently this year at JPMorgan Chase. And executive compensation will remain an important 

subject of investor attention, and of shareholder proposals, at many companies where there is 

perceived to be a lack of alignment between pay and performance. We can also expect that the 

further development of operational activism, and seeing how boards respond to it, will be a 

central feature of the governance landscape in the year ahead. 
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Schulte Roth & Zabel’s 

Shareholder Activism practice 

was at the forefront of the 

industry in 2013, advising our clients in 

a number of proxy contests. These are 

our observations from a busy year.

Rapid growth with many new 
entrants

By almost any measure, shareholder 

activism became more popular in 

2013 than ever. With assets under 

management quickly growing and 

returns consistently outperforming the 

average hedge fund, the activist sector 

has seen an influx of new activist-

oriented funds. As activist investors 

have appeared on the cover of Time 

magazine and filled the pages of Vanity 

Fair throughout the year, it is clear that 

investors and boards are not the only 

ones interested in learning more about 

shareholder activism.

Size is no longer a deterrent 

A shareholder activist targeting a 

large-cap company with deep pockets 

used to be a one-off event that would 

dominate headlines for months. A few 

years ago, almost no one would have 

predicted that giants such as Apple, 

Procter & Gamble and Hess would 

become attractive targets for activists. 

Over the past year, however, such 

activist activity has become the norm 

rather than the exception. Today, almost 

one-third of shareholder activism 

takes place in companies with market 

capitalizations of more than $2 billion. 

While activists have long recognized 

that a greater variety of strategic 

alternatives are likely available for large 

companies, the persistent targeting of 

such companies has only been made 

possible by the influx of capital into 

activist funds over the past few years 

and the ever-increasing willingness 

of passive investors and institutional 

shareholders to side with the concerns 

of activists.

More majority slates

Activist campaigns seeking a majority of 

seats on a board have historically been, 

and continue to be, difficult to win. 

Incumbent boards have long argued that 

such campaigns are ploys by activists 

to gain control of the company without 

paying shareholders a control premium. 

This argument, however, appears to 

be losing ground with shareholders, 

as majority board campaigns in 2013 

have garnered significant shareholder 

support in contests such as the ones 

between TPG-Axon and SandRidge 

Energy, or Clinton Group and Stillwater 

Mining Company.

Activists incentivize nominees

In proxy contests involving Hess and 

Agrium in 2013, activist shareholders 

offered their nominee slates 

compensation arrangements with 

payouts tied to the targeted company’s 

performance, launching an intense 

debate over the propriety of such 

arrangements. A number of boards 

have since adopted bylaws that purport 

to prohibit nominee compensation. 

In November, ISS entered the fray 

and recommended that shareholders 

withhold votes from directors at 

Provident Financial Holdings after the 

company adopted a bylaw prohibiting 

such arrangements.

What lies ahead in 2014

Given the consistently high returns for 

the activist sector, one could expect 

the flow of capital into activist funds 

to continue to grow. More asset 

managers are likely to dip their toes into 

activism as portfolio managers who are 

value investors can unlock additional 

shareholder value—and increase returns—

by serving as catalysts for their investment 

theses. Ultimately, it seems likely that 

2013 will prove to be more akin to ‘the 

end of the beginning’ of the first phase 

of an invigorated age of shareholder 

activism rather than just the peak of a 

brief trend.

Shareholder activism: 
2013 and beyond
Schulte Roth & Zabel partners Marc Weingarten and 
David E. Rosewater, co-heads of the firm’s Shareholder 
Activism practice, on what they expect for 2014

By almost 
any measure, 
shareholder 
activism has 

become more popular 
this year than ever”“
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The year in review  

Activists maintained a relatively 

high level of success in 2013, 

achieving their objectives in 59% 

of resolved cases—a figure that rises to 

78% when partially satisfied objectives 

are included. With 36% of campaigns 

ongoing—some 83 decisions waiting 

to be made at companies around the 

world—2014 is already looking busy.

The year of the proxy battle

Increasing numbers of activists set 

out to prove themselves by winning 

proxy battles in 2013, with 67 activists 

seeking board representation, 

compared to 58 last year. In contrast 

to 2012, when only a third of efforts 

to gain board representation saw 

activists threaten a proxy contest, 46% 

of campaigns saw activists threaten 

or fight a proxy contest in 2013.

Asking companies politely may be the 

safer approach for activists, however, 

with negotiated board seats accounting 

for around 86% of all successful 

outcomes. ValueAct, which notably 

gained a board seat at Microsoft in the 

past year, is said to request references 

from companies it has targeted. 

Activists regularly say that expensive 

and time-consuming proxy battles are a 

‘last resort,’ and the evidence suggests 

this might be true. Of the campaigns 

tracked by Activist Insight, only 11 

proxy fights went to a vote and saw 

the activist win, but 21 proxy contests 

were called off with a settlement—

often one favorable to the activist. 

6

While much activism is practiced out of the public eye, Activist Insight has observed an increase in 
public actions, whereby activists play a clear role in changing the strategy or governance of companies 
they have invested in. Public actions were launched at 237 companies in 2013, compared to 218 in 
2012. As well as this measure of growth, there are also signs that activist campaigns are becoming 
more forensic, with an average of two actions per campaign in 2013, compared to 1.6 in 2012.

Routes to achieving board 

representation by number

47
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13

Proxy access (62%)

Proxy contest (21%)

Settlement (17%)



Larger and better established 

activists mostly had less need for 

proxy contests in 2013, with Bulldog 

Investor’s Phil Goldstein telling Activist 

Insight it had become easier to gain 

board representation without a fight. 

Meanwhile, Carl Icahn added directors 

to the boards of six companies this 

year without a proxy fight. JANA 

Partners surprised observers by 

going all the way to a vote for the 

first time in its history, and though it 

failed to gain board seats at Canadian 

fertilizer giant, Agrium, sources said 

it was satisfied with the changes 

the company was forced to make to 

win over institutional shareholders.

Regional splits

US companies continued to account for 

71% of all companies publicly targeted 

by activists in 2013, while European 

companies rose from 14% of the total to 

19%. Canada, described as a ‘promised 

land’ for activism, was consistent at 

around 6%. While the much anticipated 

growth in Japan has yet to be 

statistically significant, the optimism for 

activism outside of the US is growing.

Two high-profile campaigns

How-to and how-not-to-be an activist 

became the question every columnist 

sought to answer when referencing 

Bill Ackman’s abortive campaign at JC 

Penney. The Pershing Square CEO left 

the board after differences emerged 

over pricing strategies, and long-time 

foe Carl Icahn wasted no time in saying 

that Ackman had got too involved in 

the company’s day-to-day business. 

Ackman himself said the disastrous 

choice of Ron Johnson as CEO of 

the retailer was more of a collective 

decision by the board than he got credit 

for, but the sense that activists are 

more suited to discussing questions 

of capital allocation and governance 

than strategy will be hard to shake off.

Carl Icahn’s campaign to prevent 

Michael Dell from taking the technology 

company he founded in the 1980s 

private felt like it might never end. 

Indeed, we might be on the 150th 

rescheduled special meeting by now, 

had Dell not changed its by-laws 

to allow insider owners the right to 

vote on the leveraged buyout. Icahn 

wanted his alternative proposal voted 

on at the same time to reduce risk 

for shareholders, but the Delaware 

Chancery Court ruled that Dell’s voting 

standards were permissible. Despite 

saying he would seek appraisal, Icahn 

sold out shortly afterwards, leaving 

a group of shareholders including T. 

Rowe Price wondering whether the 

$13.75 per share deal was good value.

Popular tactics - a cash-rich 
climate

Winning board seats remained the 

most visible objective voiced by 

activists in 2013, with just under 

30% of all publicly disclosed activist 

objectives concerned with gaining 

access to the inner sanctum. Traditional 

sources of value, such as spinning off 

subsidiaries—the kinds of campaigns 

seen at Timken, Ashland and most 

recently at Darden Restaurants—

are also consistent features of the 

activist playbook. However, it is in 

cash-exploitation that activism has 

surged this year, with 13% of all activist 

campaigns seeking larger dividends or 

share repurchase programs, compared 

to 8% last year. It is a trend Carl Icahn 

exemplifies especially well, with his 

repeated assertion that ‘Apple is not 

a bank’ and his precatory proposal 

for a non-binding shareholder vote on 

a buyback worth around $50 billion.

Indications that the current M&A climate 

might be unfavorable are reflected in the 

drop in number of companies activists 

say should be sold, an objective seen 

publicly only 26 times in  2013, compared 

to 47 times in 2012. In December, 

Clinton Group announced that it 

was exploring financing options for a 

takeover of Wet Seal, as the company’s 

results continued to drag. Most experts 

are expecting M&A to pick up in 2014, 

so this change could be short-lived. 

Given that 20 unique activists publicly 

called for the sale of a company in 2013, 

it remains a feature of activist investing.

The kinds of activism used in 2014 

will likely be influenced by economic 

conditions, and particularly by a flight 

from bonds to equities. As a result, 

share buybacks, and M&A could 

be pushed further up the agenda. 

However, as we make clear elsewhere 

in this review, governance changes will 

also be a staple of activist objectives.

“EXPENSIVE AND TIME-CONSUMING 
PROXY BATTLES ARE A ‘LAST 

RESORT’”
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Activist Shareholders in the US: A Changing Landscape 
 
Posted by Noam Noked, co-editor, HLS Forum on Corporate Governance and Financial 
Regulation, on Friday June 28, 2013 
 

 

Shareholder activism in the U.S. has increased significantly over the past several years, with 

activist campaigns increasingly targeting well-known, larger market capitalization companies, 

such as Apple, Hess, Procter & Gamble and Sony. In 2013, the number, nature and degree of 

success of these campaigns has garnered the attention of boards of directors, shareholders and 

the media. While the continued level of success of activists is uncertain, and the longer-term 

impact of activism is unknown, at the moment shareholder activism is exerting considerable 

influence in the M&A and corporate governance arenas. In this evolving landscape, public 

company boards and their managements need to be aware that virtually any company is a 

potential target for shareholder activism. 

Key Factors Influencing the Current Paradigm 

Activism has become a viable and increasingly applied (arguably mainstream) tool for 

shareholders to seek to influence corporate policy. Several changes have occurred over the past 

few years that have contributed to the heightened — although not universal — success now 

being enjoyed by activism, including factors related to the activists, institutional investors and 

corporate defenses. 

• Greater financial firepower —“dry powder” — has become available to activist 

shareholders, permitting them to make larger and more investments. This increased 

financial firepower derives to a significant extent from institutional investors that, in 

seeking “alpha” returns, have turned to activist investor funds as a legitimate alternative 

asset class. 

Editor’s Note: The following post comes to us from Stephen F. Arcano, partner concentrating 

in mergers and acquisitions and other corporate matters at Skadden, Arps, Slate, Meagher & 

Flom LLP, and is based on a Skadden alert by Mr. Arcano and Richard J. Grossman. 

http://blogs.law.harvard.edu/corpgov/
http://www.skadden.com/professionals/stephen-f-arcano
http://www.skadden.com/professionals/richard-j-grossman
http://blogs.law.harvard.edu/corpgov/
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• New activist funds have emerged on the scene, including so-called “Son of Activist” 

funds, or funds started by individuals who previously worked for — and learned their 

trade from — well-known, successful activists. 

• Activists have become more sophisticated in selecting their platforms and more 

nuanced in approach, sometimes seeking incremental change and longer-term 

involvement with target companies rather than solely focusing on short-term gains. They 

also are running more professional campaigns than in prior years, hiring financial and 

legal advisors to perform in-depth analyses of target companies, providing written 

presentations to targets and investors, and seeking more qualified candidates to serve as 

nominees for the boards of directors of target companies. 

• Activists have been receiving greater support from traditional long equity 
investors. Institutional investors that might not themselves agitate for change are 

increasingly willing to support activist campaigns rather than simply pursue the path of 

selling shares of companies they believe are underperforming. Supporting activists has 

largely lost the stigma that it had among traditional institutional investors, which once may 

have viewed activists as a disruptive influence acting contrary to the long-term interests 

of the company, but today view activist investors as a useful tool. In fact, some 

institutional shareholders are reportedly encouraging activists to agitate at 

underperforming companies in their portfolio. 

• There has been a significant increase in media attention to activist situations. This 

media attention, often sympathetic to activist platforms, has become another important 

tool in the activist arsenal, as it is a low cost way to pressure companies. 

• Large-cap companies have become more vulnerable. By and large, they have lost 

their classified boards and shareholder rights plans, often a direct result of corporate 

governance activist initiatives. Accordingly, they are more exposed to rapid 

accumulations of shares and contests for board control. 

Expanding Activist Agenda 

The appearance of an activist has often been a catalyst for M&A or similar activity. One common 

activist tactic has been to press a target’s board to consider strategic alternatives involving the 

company, including urging one or more actions, such as sale of the company or significant 

assets, enhancing dividends, and/or share buy backs, spin-offs or break-ups. Often this tactic has 

been perceived — and challenged — by targets and others as pursuit of short-term, event-driven 

gain over longer-term sustained value creation, and this has been the core criticism of activist 

investors. Without abandoning pursuit of these alternatives in particular situations, some activist 

shareholders have expanded their agenda to encompass longer term objectives in other 
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situations. Indeed, some have fashioned themselves as “operational activists” who claim they will 

roll-up their sleeves and help fix under-performing businesses. 

Prudent Preparation — Some Key Steps 

In view of the uptick in shareholder activism, public companies must remain vigilant to avoid 

being surprised by an activist accumulation and should be prepared in advance to deal with an 

activist approach. 

• Stock watch programs; awareness of activists. Every public company should have a 

stock watch program to monitor the trading patterns of the company’s shares, as well as 

to keep track of ownership reporting on SEC forms. Such a program can help spot 

unusual trading activity and determine which entities are accumulating stakes in the 

company. In conjunction with the stock watch program, companies and investor relations 

departments should be familiar with activist identities and aware of which activists have 

been active recently with companies in the same industry. 

• Monitoring all other advance warning sources. The usual warning signs (13f, 13D, 

HSR filings and unusual trading volume) are often, but not always, the first indications 

that an activist investor has taken an interest in a company. Many times, the first 

indication that an activist is looming is from the activist investor itself via a letter, a 

revelation made at an investor/activist conference, or attendance on a quarterly earnings 

call. It’s important to remember that there are significant advantages to activists 

remaining undetected until they have amassed a significant stake in the company. 

• Shareholder outreach — in advance. Companies need to maintain an effective, 

ongoing shareholder outreach program. The focus should be on where the company 

stands today and what management’s strategy is for the future, especially as it relates to 

increasing short- and long-term shareholder value. Ongoing communications with 

significant shareholders in a manner compliant with Regulation FD help both to ensure 

that investors understand the company’s story and to provide an important avenue for 

feedback regarding shareholder views. The strength of the relationship with shareholders 

and whether shareholders trust management can make all the difference in the world if 

an activist situation emerges. This trust cannot be built only after an activist shows 

interest in the company or after a proxy contest has been threatened. Keeping 

shareholders close, maintaining contact and assessing internal voting and investment 

processes of institutional investors will help keep shareholder support if an activist 

situation materializes. 

• Comprehensive communications planning. Related to shareholder outreach, 

companies need to implement a comprehensive communications plan focused not only 
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on significant institutional investors, but also on the broader market and analyst 

community. Today, successful defenses against activists are won or lost not with legal 

defenses, but largely on the success of the communications and investor relations plan. 

The company will have more credibility among its shareholders if it promotes its strategic 

plan well before a specific demand is made, as opposed to developing the plan in 

reaction to a demand from any activist. 

• Advance formation of a team. Forming a team before an activist shareholder appears 

on the scene, comprised of key insider personnel and outside professionals, will serve 

two critical functions: (a) permitting the company to become educated about shareholder 

activism in all its facets (and there are many) in a calm atmosphere, and to engage in 

thoughtful planning regarding how to react should an activist shareholder situation arise, 

and (b) avoiding what can be costly mistakes (including through delay) in receiving 

critical, informed advice and making important decisions if and when an activist 

shareholder surfaces. 

• Understand critical choices, critical duties and context. If a proposal from a 

shareholder activist is received, the target’s board and management often will quickly be 

faced with important threshold decisions, such as whether and, if so, in what manner to 

meet with and perhaps engage with the activist. Advance exploration of what 

considerations may be relevant to these decisions (depending, of course, on the nature 

and specifics of the proposal) can be very valuable to directors and management, 

including understanding various contextual settings that might apply. For example: Is the 

proposal public? Is it accompanied by a proposed director election contest? How has the 

company been performing relative to its peers, operationally and on a stock valuation 

basis? Have shareholders been frustrated or unhappy with management? What is the 

make-up of the shareholder base? Equally valuable for the board and management is to 

have considered in advance both what their duties are — and are not — in the face of an 

activist initiative, and how the decisions they make in exercising their duties may play out. 

Given the pressures that activists often seek to apply in particular to the directors of a 

target company, it seems prudent to provide them with a clear day reminder that they are 

statutorily vested with the authority and obligation to manage the company. 

While almost all public companies are potential targets of shareholder activism in today’s world, 

with advance planning, they can reduce the risk of undetected activist accumulation and be 

prepared to analyze effectively and deal with shareholder activist proposals. Moreover, if a 

potential target company has been in dialogue with shareholders and market professionals 

articulating a credible plan for value creation, it may both reduce the risk of an activist campaign 

and better position itself to defend that plan if a campaign is launched. 
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Adjusting to Shareholder Activism as the New Normal 
 
Posted by Noam Noked, co-editor, HLS Forum on Corporate Governance and Financial 
Regulation, on Wednesday September 4, 2013 
 

 

The results of the 2013 proxy season and other recent corporate governance developments have 

demonstrated that boards and management teams should thoughtfully assess their approach to 

dealing with hedge funds and other “long” investors that are considered “activist.” Responding 

effectively to these activist shareholders in today’s environment requires more continuous 

engagement with shareholders, a recognition of the broad support given to many activist 

campaigns by traditional investors and advance preparation. 

The universe of “activist” shareholders has expanded and their supporters more so. There is a 

broad spectrum of activist behavior that many traditional institutional investors—mutual funds, 

pension funds, sovereign wealth funds and others—increasingly see as essential to enhancing 

their returns. This trend is reflected both in the increasing investor inflow into funds managed by 

hedge fund activists, which has permitted them to initiate action at larger companies, and in the 

increased voting support traditional institutional investors give to activist campaigns. To a greater 

or lesser extent, today many institutional investors are activist investors. These developments 

have highlighted the importance of management preparedness, board awareness and active, 

regular investor engagement on issues of importance to investors. 

Background 

The ability and willingness of shareholders to influence the management and affairs of 

corporations has been steadily increasing for more than a decade. It began with the success of 

shareholder proposals to dismantle classified boards and other takeover protections and 

continued with the use of shareholder proposals to pressure boards to adopt majority voting and 

other governance measures, combined with the policy of ISS to recommend withhold votes for 

directors at companies that fail to implement successful shareholder proposals, the advent of 

Editor’s Note: The following post comes to us from Sullivan & Cromwell LLP, and is based 

on a Sullivan & Cromwell publication by Joseph B. Frumkin, H. Rodgin Cohen, Francis J. 

Aquila, James C. Morphy and Glen T. Schleyer. 

http://blogs.law.harvard.edu/corpgov/
http://www.sullcrom.com/lawyers/JosephB-Frumkin/
http://www.sullcrom.com/lawyers/HRodgin-Cohen/
http://www.sullcrom.com/lawyers/FrancisJ-Aquila/
http://www.sullcrom.com/lawyers/FrancisJ-Aquila/
http://www.sullcrom.com/lawyers/detail.aspx?attorney=246
http://www.sullcrom.com/lawyers/GlenT-Schleyer/
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universal say-on-pay votes and the move toward proxy access. These initiatives have been 

championed as examples of “good governance,” often with too little examination of the 

fundamental question: do they contribute to the creation of enhanced long-term value? There are 

credible academic studies that suggest that they do not. 

The playing field has changed fundamentally and the changes have resulted in greater influence 

for shareholders. Boards and managements must recognize this reality when engaging with 

shareholders generally, and when preparing for and responding to a particular activist campaign. 

Unlike hostile takeovers, activist campaigns can have a multiplicity of possible outcomes, with 

varying degrees of disruption. The key is to realistically assess the situation so as to obtain the 

best outcome possible under the circumstances. 

Fortunately, the results of the 2013 proxy season—for example, the improved say-on-pay results 

at large-cap companies and a number of management victories in contentious vote situations1—

demonstrate that active and thoughtful shareholder engagement on an ongoing basis provides 

significant benefits for boards and management in navigating this new environment. 

Implications for Corporate Clients 

Recent developments suggest the desirability of rethinking—completely—the mindset with which 

many companies approach activist situations. We believe companies can achieve better 

outcomes if they avoid starting from a mindset that activists and their ideas are necessarily “bad” 

and must be resisted in the same way that a company would resist an uneconomic and coercive 

tender offer. Applying the vocabulary and mindset of 1980’s takeovers to today’s activists is likely 

to be counterproductive. 

In this environment, companies and their boards should not reflexively respond dismissively to 

proposals put forward by activists. Just as reflexive resistance to unsolicited takeover proposals 

has faded since the 1980’s, reflexive resistance should not be the default response to activist 

proposals. In many cases to be sure, a board will conclude that an activist proposal is not optimal, 

and is perhaps even significantly suboptimal, for value creation. But the case for this position will 

be better understood and more readily accepted by shareholders if it reflects a considered 

evaluation of the activist proposal and alternatives for value creation. 

 

                                                 
1 For a discussion of the results of the 2013 proxy season, see our publication, dated July 2, 2013, entitled 

“2013 Proxy Season Review.” For a discussion of the positive impact of company engagement efforts in the case of the 
shareholder proposal to separate the CEO and chair roles at JPMorgan Chase, see our publication, dated May 21, 2013, 
entitled “Shareholder Proposal to Separate Roles of Chair and CEO Fails at JPMorgan by a Wide Margin.” 

http://blogs.law.harvard.edu/corpgov/2013/07/18/2013-proxy-season-review/
http://www.sullcrom.com/Shareholder-Proposal-to-Separate-Roles-of-Chair-and-CEO-Fails-at-JPMorgan-by-a-Wide-Margin/
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What does this mean for public companies? 

It does not mean that there is a change in the duty of directors to manage companies in the way 

directors think best, even when that way is different than some shareholders (or most 

shareholders) might prefer. Directors should listen to the views of shareholders, but must direct 

the company in the manner they believe to be in the company’s best interests. In this sense, 

nothing has changed. 

It also does not mean that companies should do less to prepare to respond to activist campaigns 

or respond less vigorously or forcefully to proposals that the board concludes are not in the 

company’s best interests. But it does mean that dealing with activist campaigns should be 

informed by a clear recognition that an activist with a relatively small direct holding may well have 

the support of many, less vocal shareholders. The board should recognize that if the company 

has an activist problem, it may also have a broader shareholder problem. Understanding the 

scope and source of that problem is central to effectively addressing any activist campaign. 

The increased activism among shareholders, along with the trends discussed above, has made it 

more difficult to “just say no” to an activist campaign. It also makes it ineffective to base a 

response to activist shareholders on generalizations about short-term vs. long-term value 

creation. In today’s environment, many investors evaluate their positions regularly, even daily, 

and arguments about “short-termism,” whatever their economic merits, will not be persuasive to 

many investors. Instead, companies must present a clear case that their approach will create 

superior value over some near-to medium-term time horizon. This sometimes can be 

accomplished through better articulation of the long-term effects of a company’s current strategy, 

because the current stock price should reflect the market’s assessment of the present value of 

those long-term effects. Additionally, companies can, and should, point out flaws in the reasoning 

or factual underpinnings of activist proposals. The company’s credibility will be enhanced if any 

response to the activist is handled in a measured, fact-based manner. Regular review by the 

board of directors of the company’s strategic options will put the company in the position to 

respond quickly and decisively to show shareholders that the board already has considered the 

proposal in question and explain why they rejected it. 

The 2013 proxy season was marked by a large number of activist campaigns and by a notable 

trend for activists to target significantly larger companies, including Apple, JPMorgan Chase, Dell, 

Sony, P&G, Hess and Pepsi. 

Interestingly, increased activism also probably contributed to the apparent reduction in the impact 

of ISS and other proxy advisory firm recommendations in visible contested situations. The limited 
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impact of ISS on both the JPMorgan shareholder proposal to separate the CEO and chair roles 

and the Dell going private vote are examples of the increased commitment by investors to make 

their own decisions on important corporate votes, using proxy advisory firms only as a resource, 

and giving due consideration to persuasive and focused communications by the target 

companies. This is a positive trend. 

If a company is targeted by activists, the company will be in a far better position to effectively 

respond if the company has taken appropriate preparatory steps. For example, as discussed 

further in the following sections, we recommend that clients: 

• focus intensely and regularly on a consistent program of shareholder communications; 

• identify a small team responsible for shareholder engagement and responding to 

shareholder proposals and initiatives; and 

• prepare the board of directors and management to respond to shareholder initiatives, 

including by assessing at least annually the company’s attractiveness as a target for 

shareholder initiatives based on the company’s most recent performance and trends in 

shareholder activism. 

We also recommend that clients promote changes in the company—investor dynamic that focus 

on value creation and investor responsibility for their voting decisions. Specific recommended 

actions are discussed below. 

Engage Shareholders 

Effective two-way communications with investors outside of a crisis or activist situation is more 

important than ever. While active shareholder engagement requires significant senior 

management, and sometimes board, time and attention, the 2013 proxy season has confirmed 

that companies reap significant benefits from the commitment of these resources when an activist 

or other contentious situation does arise. 

• Regular engagement with shareholders is critical. Designated executives, most often 

some combination of the CEO, CFO and head of investor relations, should be able to 

communicate the company’s plans for value creation—and the fact that value creation is 

the focus of board efforts– to a wide range of shareholders. These officers also need to 

be able to communicate recommendations, as well as criticisms of management and the 

board back to both groups, without watering down shareholder concerns. It is as 

important to listen as it is to advocate. 
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• Keep close track of who your shareholders are and changes in your shareholder 

constituency. Significant changes in your shareholder base can be an early warning sign 

of possible discontent or instability—both of which are magnets for activist campaigns. 

• Focus on clarity and consistency for communicating corporate strategy. Recognize that 

inconsistent or inartfully worded statements and positions may be used against the 

company by shareholders agitating for change. 

• Deal actively and directly with earnings shortfalls or other adverse business 

developments. It is better to have open channels of communication than to be seen as 

defensive or evasive. Relying on Regulation FD to avoid deeply engaging with 

shareholders is rarely necessary—the company’s public disclosure should be sufficiently 

detailed and thoughtful to allow fruitful shareholder dialogue to occur without raising 

selective disclosure issues. 

• Understand how your major shareholders make proxy voting decisions. Increasingly, 

large institutions are moving away from strict adherence to advisory firms such as ISS 

and towards an internal process that incorporates ISS or other reports into a broader 

decision-making process, which includes input from the company. Shareholder 

engagement outside of a crisis situation can lay the groundwork for an investor to make 

informed voting decisions that do not necessarily align with ISS’s recommendations. 

Identify a Small Team 

Shareholder initiatives are generally accompanied by highly active PR/IR campaigns, often 

anchored by highly detailed proposals for changes in the business, and it is important for the 

company to act quickly and efficiently in responding, so that management is not unduly distracted 

from operating the business. 

• Identify a small group of managers, probably three to five, who will lead the effort. This 

group will often include internal financial, strategic, PR/IR and legal personnel, working 

with outside financial, PR/IR, legal and proxy solicitation advisors, as necessary. 

• Particular internal or external expertise (e.g., accounting or executive compensation) may 

be required to address specific shareholder concerns. 

• The core team should meet periodically to review current trends in activism and prepare 

recommendations for the company’s possible communications responses to various 

possible shareholder initiatives. 
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Prepare the Board of Directors 

Shareholder initiatives are not randomly targeted. The shareholders who initiate a campaign 

select targets that they perceive as vulnerable to whatever position the activist asserts. The 

positions asserted are not always the best paths to creation of enduring shareholder value, but 

they often can be anticipated, as can likely shareholder tactics. Preparation can lead to a more 

effective, timely response. 

• Most companies today engage in a regular process of strategic review considering 

medium and longer term business opportunities and challenges. These reviews are 

important to allow directors to formulate a common understanding of company business 

objectives and priorities. That understanding is often key when it comes time to respond 

to a shareholder proposal. 

• Brief directors periodically on their fiduciary duties in the context of acquisitions and 

shareholder initiatives as well as what positions a shareholder activist might take, 

particularly as to matters such as board composition, management changes, 

dividend/share repurchase policy, possible divestitures or spin offs, sale of the company 

or other business changes. Outside advisors can provide a useful perspective on 

possible activist positions. One of the fundamental messages of this new era of 

shareholder engagement is that shareholders expect directors to actively evaluate 

alternative financial and business strategies for value enhancement. 

• In some circumstances, a company should consider having a lead director, a committee 

chair or a small number of other directors involved in meetings with shareholders to 

communicate the board of director’s commitment to enhancing shareholder returns and 

to hear firsthand any shareholder concerns. Of course, this approach will not be 

appropriate for every company or every circumstance. But we believe some companies 

will benefit from this kind of engagement. 

• Educate boards on the interplay between governance, compensation and board 

composition issues and shareholder activism. Regular attention to changing market 

trends in these areas is important. It’s also important for boards to understand that the 

particular circumstances of their company may fully justify a deviation from these trends, 

in which case the company should be prepared to explain to shareholders clearly and in 

detail the board decision and the alternatives it has considered. 

• Emphasize to directors the importance of consistency and clarity in corporate 

communications, including the importance of not having directors speaking to the media 

or investors except in accordance with a specific, approved plan. 

• Provide boards with periodic reports on management’s engagement with and issues 

raised by shareholders. Unfortunately, traditional institutional shareholders are often 
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reluctant to raise directly with members of management their criticisms of management 

policies, so an absence of overt complaints is not necessarily proof of shareholder 

satisfaction. 

Promote Change 

Although this publication focuses on practical advice for corporations, we believe our corporate 

clients, investors, regulators and academics need to do more to develop and promote a 

board/shareholder dynamic that facilitates mutual understanding and consistently enhances 

shareholder value. On the corporate side, this means boards need to be thoughtful about 

ensuring that shareholders understand board commitment to value creation and the governance 

and other decisions made to promote that value creation. On the investor side, it means 

considering the value effects of governance and substantive initiatives and giving the same fair, 

thoughtful consideration of incumbent board and management views that we encourage clients to 

give activist shareholder views. We urge our clients to promote change in the following areas: 

• Focus the governance debate on what is actually best for shareholder value creation. 

This should be the touchstone of all efforts by boards and shareholders, but too often 

certain governance actions (such as splitting the roles of CEO and chair) are promoted 

without considering whether they are likely to create value at that particular company. 

• Encourage an active debate about the seemingly automatic position of ISS and some 

institutional investors to adopt a “what’s the harm” attitude towards minority board 

representation for activists when there can be real harm in removing existing directors 

and adding new directors who may create discord and not make a positive contribution to 

value creation. 

• Encourage investors to delegate less authority to proxy advisory firms. This requires 

effort and expense by investors, but firms managing money for others should be 

expected to devote appropriate attention to voting decisions. Investors who subscribe to 

ISS services also can encourage ISS to improve the quality of its recommendations and 

its focus on value creation. In our experience, a history of company outreach and 

engagement can help an institutional investor establish a basis to justify a deviation from 

ISS’s recommendation in a particular instance. 
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Concluding Thoughts 

The pendulum of shareholder empowerment has swung sharply away from earlier days of 

substantial deference to the board. That pendulum swing has not stopped, and there is a need to 

look forward to anticipate the environment companies will face in 2014 and beyond. Although the 

simplicity of strident calls for the defeat of activist proposals on the basis that they reflect short-

term investment horizons have some significant appeal, it often will not be a winning strategy. We 

believe clients will be better served by recognizing the new shareholder dynamic, staying in close 

touch with their major shareholders and utilizing a more sophisticated understanding of that 

dynamic to achieve better outcomes in activist campaigns. We also believe clients should work to 

change the shareholder dynamic so that it is less reflexively supportive of activist positions and 

more consistently aligned with the creation of enduring shareholder value. 
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Dealing With Activist Hedge Funds 
 
Posted by Martin Lipton, Wachtell, Lipton, Rosen & Katz, on Thursday November 21, 2013 
 

 

This year has seen a continuance of the high and increasing level of activist campaigns 

experienced during the last 14 years, from 27 in 2000 to more than 200 in 2013, in addition to 

numerous undisclosed behind-the-scenes situations. No company is too big to become the target 

of an activist, and even companies with sterling corporate governance practices and positive 

share price performance, including outperformance of peers, may be targeted. Among the major 

companies that have been attacked are Apple, Microsoft, Sony, Hess, P&G, Transocean, ITW, 

DuPont, PepsiCo, Kraft and EADS. There are more than 100 hedge funds that have engaged in 

activism. Activist hedge funds have approximately $100 billion of assets under management. 

They have become an “asset class” that is attracting investment from major traditional institutional 

investors. 

The major activist hedge funds are very experienced and sophisticated with professional 

analysts, traders, bankers and senior partners that rival the leading investment banks. They 

produce detailed analyses (“white papers”) of a target’s management, operations, capital 

structure and strategy designed to show that the changes they propose would quickly boost 

shareholder value. Some activist attacks are designed to facilitate a takeover or to force a sale of 

the target, such as the failed Icahn attack on Clorox. Prominent institutional investors and 

strategic acquirors have been working with activists both behind the scenes and by partnering in 

sponsoring an activist attack such as CalSTRS with Relational in attacking Timken, and Ontario 

Teachers’ Pension Fund with Pershing Square in attacking Canadian Pacific. Major investment 

banks, law firms, proxy solicitors, and public relations advisors are now representing activists. 

 

 

Editor’s Note: Martin Lipton is a founding partner of Wachtell, Lipton, Rosen & Katz, 

specializing in mergers and acquisitions and matters affecting corporate policy and strategy. 

The following post is based on a Wachtell Lipton memorandum by Mr. Lipton and Sabastian 

V. Niles. 

http://blogs.law.harvard.edu/corpgov/
http://www.wlrk.com/mlipton
http://www.wlrk.com/SVNiles/
http://www.wlrk.com/SVNiles/
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Among the attack devices being used by activists are: 

• (a) proposing a precatory proxy resolution for specific actions prescribed by the activist or 

the creation of a special committee of independent directors to undertake a strategic 

review for the purpose of “maximizing shareholder value”; 

• (b) conducting a proxy fight to get board representation (note solicitation for a short slate 

is very often supported by ISS and when it is, is usually successful) at an annual or 

special meeting or through action by written consent; 

• (c) orchestrating a withhold the vote campaign; 

• (d) aggressively criticizing and opposing a company’s announced initiatives and strategic 

actions; 

• (e) seeking to force a sale by leaking or initiating rumors of an unsolicited approach, 

publicly calling for a sale, acting as an (unauthorized) intermediary with strategic 

acquirers and private equity funds or making their own “stalking horse” bid; 

• (f) rallying institutional investors and sell-side research analysts to support the activist’s 

program; 

• (g) using stock loans, options, derivatives and other devices to increase voting power 

beyond the activist’s economic equity investment; 

• (h) using sophisticated public relations and media campaigns to advance the activist’s 

arguments; 

• (i) hiring private investigators to establish dossiers on directors, management and key 

employees and otherwise conducting aggressive “diligence”; and 

• (j) litigating to obtain board records and materials and to block transactions. 

SEC rules do not prevent an activist from secretly accumulating a more than 5% position before 

being required to make public disclosure and do not prevent activists and institutional investors 

from privately communicating and cooperating with each other. 

Prevention of, or response to, an activist attack is an art, not a science. It is essential to be able to 

mount a defense quickly and to be flexible in responding to changing tactics. To forestall an 

attack, a company should continuously review its business portfolio and strategy and its 

governance and executive compensation issues sensibly and in light of its particular needs and 

circumstances. Companies must regularly adjust strategies and defenses to meet changing 

market conditions, business dynamics and legal developments. 

This outline provides a checklist of matters to be considered in putting a company in the best 

possible position to prevent or respond to hedge fund activism. 
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Advance Preparation 

Create Team to Deal with Hedge Fund Activism: 

• A small group (2-5) of key officers plus lawyer, investment banker, proxy soliciting firm, 

and public relations firm 

• Continuing contact and periodic meetings of the team are important 

• A periodic fire drill with the team is the best way to maintain a state of preparedness; the 

team should be familiar with the hedge funds that have made activist approaches 

generally and be particularly focused on those that have approached other companies in 

the same industry and the tactics each fund has used 

• Periodic updates of the company’s board of directors 

Shareholder Relations: 

• The investor relations officer is critical in assessing exposure to an activist attack and in a 

proxy solicitation. The regard in which the investor relations officer is held by the 

institutional shareholders has been determinative in a number of proxy solicitations. 

Candid investor relations assessment of shareholder sentiment should be appropriately 

communicated to senior management, with periodic briefings provided to the board 

• Review capital return policy (dividends and buybacks), analyst and investor presentations 

and other financial public relations matters (including disclosed metrics and guidance) 

• Monitor peer group, sell-side analysts, proxy advisors like ISS, activist institutions like 

CalPERS and TIAA-CREF, Internet commentary and media reports for opinions or facts 

that will attract the attention of attackers 

• Be consistent with the company’s basic strategic message 

• Objectively assess input from shareholders—is company receiving candid and direct 

feedback 

• Proactively address reasons for any shortfall versus peer company benchmarks; 

anticipate key questions and challenges from analysts and activists, and be prepared 

with answers; build credibility with shareholders and analysts before activists surface and 

attempt to “educate” the sell-side analysts 

• Monitor changes in hedge fund and institutional shareholder holdings on a regular basis; 

understand the shareholder base, including, to the extent practical, relationships among 

holders, paying close attention to activist funds that commonly act together or with an 

institutional investor 
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• Maintain regular, close contact with major institutional investors; CEO, CFO and 

independent director participation is very important; regularly engage with portfolio 

managers as well as proxy-voting departments 

• Monitor ISS, GL, CII, TIAA-CREF corporate governance policies; activists try to 

“piggyback” on process issues to bolster the argument for management or business 

changes 

• Monitor third-party governance ratings and reports for inaccuracies and/or flawed 

characterization 

• Major institutional investors, including BlackRock, Fidelity, State Street and Vanguard 

have established significant proxy departments that make decisions independent of ISS 

and GL and warrant careful attention. It is important for a company to know the voting 

policies and guidelines of its major investors, who the key decision-makers and point-

persons are and how best to reach them. It is possible to mount a strong defense against 

an activist attack that is supported by ISS and GL and gain the support of the major 

institutional shareholders 

• Maintain up-to-date plans for contacts with media, regulatory agencies and political 

bodies and refresh relationships 

• Monitor conference call participants, one-on-one requests and transcript downloads 

• Continue regular temperature taking calls pre- and post-earnings and conferences and 

exercise caution and oversight with respect to large format or “group” investor meetings 

Prepare the Board of Directors to Deal with the Activist Situation: 

• Maintaining a unified board consensus on key strategic issues is essential to success; in 

large measure an attack by an activist hedge fund is an attempt to drive a wedge 

between the board and management by raising doubts about strategy and management 

performance and to create divisions on the board by advocating that a special committee 

be formed 

• Keep the board informed of options and alternatives analyzed by management, and 

review with the board basic strategy, capital allocation and the portfolio of businesses in 

light of possible arguments for spin-offs, share buybacks, increased leverage, special 

dividends, sale of the company or other structural changes 

• Schedule periodic presentations by the lawyer and the investment banker to familiarize 

directors with the current activist environment 

• Directors must guard against subversion of the responsibilities of the full board by the 

activists or related parties and should refer all approaches to the CEO 
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• Boardroom debates over business strategy, direction and other matters should be open 

and vigorous but kept within the boardroom 

• Avoid being put in play; recognize that psychological and perception factors may be more 

important than legal and financial factors in avoiding being singled out as a target 

• A company should not wait until it is involved in a contested proxy solicitation to have its 

institutional shareholders meet its independent directors. A disciplined, thoughtful 

program for periodic meetings is advisable. 

• Scrutiny of board composition is increasing, and boards should self-assess regularly. In a 

contested proxy solicitation, institutional investors may particularly question the 

“independence” of directors who are older than 75 or who have served for more than 10 

to 15 years 

Monitor Trading, Volume and Other Indicia of Activity: 

• Employ stock watch service and monitor Schedule 13F filings 

• Monitor Schedule 13D and Schedule 13G and Hart-Scott-Rodino Act filings 

• Monitor parallel trading and group activity (the activist “wolf pack”) 

• Monitor activity in corporate debt and other non-equity securities 

The Activist White Paper 

The activist may approach a company with an extensive high-quality analysis of the company’s 

business that supports the activist’s recommendations (demands) for: 

• Return of capital to shareholders through share repurchase or a special dividend 

• Sale or the spin-off of a division 

• Change in business strategy 

• Improvement of management performance 

• Change in executive compensation 

• Change in cost structures 

• Change in governance: add new directors designated by the activist, separation of CEO 

and Chairman, declassify the board, remove poison pill and other shark repellants and 

permit shareholders to call a special meeting and act by consent 

The white paper is used by the activist in private meetings with shareholders, sell-side analysts 

and the media and is ultimately designed for public consumption 
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Responding to an Activist Approach 

Response to Non-Public Communication: 

• Assemble team and determine initial strategy. Response is an art, not a science 

• No duty to discuss or negotiate (no outright rejection, try to learn as much as possible by 

listening and keep in mind that it may be desirable to at some point negotiate with the 

activist and that developing a framework for private communication and non-public 

engagement may avoid escalation) 

• No duty to disclose unless leak comes from within 

• Response to any particular approach must be specially structured; team should confer to 

decide proper response 

• Keep board advised (in some cases it may be advisable to arrange for the activist to 

present its white paper to the board or a committee or subset of the directors) 

• No duty to respond, but failure to respond may have negative consequences 

• Be prepared for public disclosure by activist 

• Be prepared for the activist to try to engage directly with shareholders, sell-side analysts, 

business partners, employees and key corporate constituencies 

Response to Public Communication: 

• Initially, no response other than “the board will consider and welcomes input from its 

shareholders” 

• Assemble team; inform directors 

• Call special board meeting to meet with team and consider the communication 

• Determine board’s response and whether to meet with activist. Failure to meet may be 

viewed negatively by institutional investors. Meeting may result in activist using the 

meeting to mischaracterize the company’s position. 

• Avoid mixed messages and preserve the credibility of the board and management 

• Gauge whether the best outcome is to agree upon board representation and/or strategic 

business change in order to avoid a proxy fight 

• Be prepared and willing to defend vigorously 

• Appreciate that the public dialogue is often asymmetrical; while activists can, often 

without consequence, make personal attacks and use aggressive language, the company 

cannot respond in this manner 

• Remain focused on the business; activist approaches can be all-consuming, but 

continued strong performance of the business, though not an absolute defense, is one of 
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the best defenses. Maintain the confidence and morale of employees, business partners 

and key constituencies. 

• The 2012 defeat by AOL of an activist short-slate proxy solicitation supported by ISS 

shows that investors can be persuaded to not blindly follow the recommendation of ISS. 

When presented with a well-articulated and compelling plan for the long-term success of 

a company, they are able to cut through the cacophony of short-sighted gains promised 

by activists touting short-term strategies. The AOL fight showed that when a company’s 

management and directors work together to clearly present a compelling long-term 

strategy for value creation, investors will listen. 



 

 

 

Tab 3: Activist engagements 
with other non-activist investors 

and proxy advisors 
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Will The New Shareholder-Director Exchange Achieve Its 
Potential? 
 
Posted by Carl Icahn, Icahn Enterprises, on Thursday February 13, 2014 
 

 

The recent announcement of the formation of the Shareholder-Director Exchange, a new group 

that aims to facilitate direct communication between institutional shareholders (namely, mutual 

funds and pension programs) and non-management directors of the U.S. public companies they 

own, has been accompanied by a flurry of articles regarding the purposes and possibilities of this 

new group. From my perspective, the Shareholder-Director Exchange has tremendous potential 

to help improve corporate governance and performance in this country. 

Today, over 70% of the shares of U.S. public companies are owned by large institutional 

shareholders, and for many years these shareholders have been sleeping giants with respect to 

corporate governance. They have often elected to “vote with their feet” (by selling shares in 

underperforming companies) rather than using their votes and their voices to push companies to 

make the often difficult changes necessary to improve performance. However, more recently 

some institutional investors have been taking note of, and adding their support to, various 

criticisms of corporations that have been raised by activist shareholders in proxy fights and 

precatory solicitations. Indeed, the formation of the Shareholder-Director Exchange is consistent 

with the observations of Mary Jo White, Chairwoman of the Securities and Exchange 

Commission, who recently made the following statements: 

“Over the years, shareholders have become increasingly engaged with the 

companies in which they invest in order to influence boards and management. 

Much of this increased engagement can be traced to campaigns that used 

shareholder proposals to address corporate governance practices that were 

viewed as entrenching management and preventing growth, such as 

supermajority voting, classified boards and anti-takeover devices.” 

Editor’s Note: Carl Icahn is the majority shareholder of Icahn Enterprises. The following post 

is based on a commentary featured today at the Shareholders’ Square Table. 

http://blogs.law.harvard.edu/corpgov/
http://www.icahnreport.com/report/about.html
http://en.wikipedia.org/wiki/Icahn_Enterprises
http://www.shareholderssquaretable.com/
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“The nature of the practices and objectives associated with shareholder 

engagement is changing. More and more, investors have become comfortable 

with being called an ‘activist’ in part because of the support they have received 

for their goals and, in some cases, even the tactics that they use….[T]here is 

widespread acceptance of many of the policy changes that so-called ‘activists’ 

are seeking to effect.” 

It is, of course, incumbent upon institutional shareholders to be responsible stewards of the funds 

they manage, and the Shareholder-Director Exchange has the potential to create an open path 

for these shareholders to engage in meaningful dialogue with the directors who oversee their 

investments. However, as highlighted by Kenneth Squire, publisher of The Activist Report, there 

are some troubling aspects of the 10-point protocol for engagement that was released by the 

Shareholder-Director Exchange. For example, I see no reason why a director should consider a 

shareholder’s voting history when deciding whether or not to hear that shareholder’s concerns. 

No shareholder should ever be penalized for exercising their inherent right to vote how they see 

fit. 

Nevertheless, the formation of the Shareholder-Director Exchange is in and of itself a positive 

development if for no other reason than to stand in stark contrast to the hawkish approach that 

has for years been championed by firms, such as Wachtell, Lipton, Rosen & Katz LLP (“Wachtell 

Lipton”) and Goldman, Sachs & Co., who have made fortunes from corporate conflicts by 

spreading the implementation of entrenchment devices, like the poison pill and staggered board. 

Just recently Wachtell Lipton promoted a new entrenchment scheme whereby incumbent 

directors unilaterally amend a company’s bylaws to disqualify certain individuals from challenging 

their positions on the board—a move that was widely criticized and quickly discredited. 

Despite the emergence of a sea change in support for shareholder engagement, Martin Lipton, a 

founding partner of Wachtell Lipton, continues to champion his most pernicious invention—the 

poison pill (which, in a bit of Orwellian double-speak, is named the “shareholder rights plan”). Just 

recently, in The Wall Street Journal, he referred to the poison pill as “an essential tool for boards 

fulfilling their duties in the interests of stockholders.” But the notion that the poison pill—which has 

been the subject of massive shareholder and academic criticism1—is a tool to fulfill duties to 

shareholders is totally misguided. The effect of the poison pill is to disproportionately shift power 

                                                 
1 Over the years, commentators have argued, among other things, that poison pills: (i) diminish shareholder 

value by discouraging or thwarting takeover offers before they are made, instead of fostering negotiations with bidders 
that result in higher premiums; (ii) are simply a pretext for delaying tactics intended to stifle bids; (iii) depress a company’s 
stock price and promote poor corporate governance; and (iv) serve only to entrench, and deprive shareholders of the right 
to replace, boards and management (i.e., individuals whose primary source of income is derived from the company may 
have incentives to maintain a pill in place, even in the face of a value-creating offer, if they fear they would not have a 
continuing role at the company). See 2009 Governance Background Report: Poison Pills (RiskMetrics Group, September 
24, 2009). 
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to management and away from shareholders, and the ongoing reduction of the trigger point for 

poison pills (which began at 20% and has recently been reduced to 10% and even 5% at certain 

companies) results in a tremendous chilling effect on shareholder involvement, as it prevents 

shareholders from building stakes sizable enough to justify conducting (at their own expense) the 

costly, time-consuming campaigns necessary to unseat and replace inept management and 

directors. 

Another value-destroying tactic in vogue with members of the Business Roundtable and legal and 

financial advisors of entrenched management and boards is the allegation that shareholder 

activists are all “short-term” investors. According to these folks, all of the corporate world’s ills can 

be laid at the feet of the mythical and evil “short-term” investor, while incompetent management 

teams and passive shareholders who ignore the fiduciary duties they owe to their own investors 

are exalted and assumed to be benevolently focused on “long-term” growth and prosperity. 

Although this baseless attack has been exposed by commentators as a mere public-relations 

technique,2 it continues to be used to defend boards and management teams. 

Let me be clear—we do not buy securities with the intention of agitating for a quick “pop” 
and then “flipping” them for a speedy profit.3 Certainly this does happen on occasion when, 

for example, prices rise irrationally. But in reality, the opposite is true—we focus on the long-term. 

The holding period for many of our investments spans several years (and sometimes even 

decades). For examples, just see our investments in the following companies— 

  

                                                 
2 See Charles Nathan, Debunking Myths about Activist Investors, The Harvard Law School Forum on Corporate 

Governance and Financial Regulation, March 15, 2013 (“[T]he fact that activist investors understand IRR math does not 
make them slaves to short-term results. Many activist investors have advocated strategies that require significant time to 
implement. Moreover, most activist investors understand that there is an unpredictable time frame between an initial 
proposal for a change at the target company and acceptance and implementation of the change. Whatever the reasons, 
many activist investors have undertaken investments with durations measured in years not months.”); and Steven M. 
Davidoff, A Label for Activist Investors That No Longer Fits, The New York Times, July 9, 2013 (“Maybe it’s time to drop 
the rhetoric of short-term versus long-term shareholders. Instead, let’s just call it what it is. A disagreement over what 
direction and risk the company should take — with the hedge funds sometimes being right.”). 

3 For one thing, we do not enjoy paying short-term capital gains tax rates. 

https://blogs.law.harvard.edu/corpgov/2013/03/15/debunking-myths-about-activist-investors/
http://dealbook.nytimes.com/2013/07/09/a-label-for-activist-investors-that-no-longer-fits/?_php=true&_type=blogs&_r=0
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COMPANY 
HOLDING PERIOD 

From To Years 

American Casino & Entertainment Properties 1997 2008 11 

American Railcar Industries 1984 Present 30 

American Real Estate Partners (now Icahn Enterprises) 1990 Present 24 

Federal-Mogul 2001 Present 13 

Forest Laboratories 2009 Present 5 

Hain Celestial Group 2010 2013 3 

Mentor Graphics 2010 Present 4 

Motorola 2007 2012 5 

National Energy Group 1995 2006 11 

Navistar International 2010 Present 4 

PSC Metals 1998 Present 16 

Take Two Interactive Software 2008 2013 5 

Tropicana Entertainment 2008 Present 6 

Vector Group 1999 2012 13 

Viskase Companies 2001 Present 13 

WebMD Health 2011 2013 2 

WestPoint Home 2004 Present 10 

XO Communications 2001 Present 13 

We perform extensive financial and legal analyses prior to making any investment because our 

view is generally that we will not buy a single share of stock unless we are willing to own the 

entire company. A great recent example of that is CVR Energy, Inc. (“CVR”), where we started 

with a relatively small position but ended up acquiring the company. Today, CVR is an operating 

subsidiary of Icahn Enterprises L.P. (“IEP”). Based on the current trading price of CVR’s stock 

and the distributions since we acquired control, we have a gain of approximately $1.6 billion on 

our purchase of CVR. 
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Although our holding periods would generally place us in the “long-term” camp, we nevertheless 

evaluate each of our investments on a daily—sometimes hourly—basis. We do not sit on our 

hands and pray that boards and management teams will do the right things for shareholders. 

When we see things like mismanagement, poor capital allocation, wasteful spending and 

excessive compensation, we do not throw up our hands and sigh that our only remedy is to “vote 

with our feet.” We hope that the Shareholder-Director Exchange, and its direct 

shareholder/director dialogue, will provide institutional shareholders with an alternative to voting 

with their feet when they are not happy with an investment. 

We believe that both the change of attitude by large institutional shareholders regarding 

ineffectual boards and the formation of the Shareholder-Director Exchange is due in large part to 

the fact that “activists” have had a strong and positive impact on the companies they invest in and 

have often produced outsized returns for investors. A recent study that was conducted at IEP 

showed that if an investor invested in every one of the 20 companies at which our designees 

became directors over the last 5 years and sold when those designees left the board (or 

continued to hold if our designee stayed on the board), the investor would have earned an 

annualized return of 28%, compared to only 2% if an investor invested the exact same way in the 

hedge fund index. Another IEP study showed that an investor in IEP who bought in 2000 and sold 

at today’s current price would have a 1,684% total return on equity, which would equate to an 

annualized return of 22.7%, compared to an annualized return of only 3.4% for the S&P Index. I 

believe that the primary driver of IEP’s results since 2000 is the fact we have been activists 

throughout the entire period. 

Additionally, Professor Lucian Bebchuk at Harvard Law School studied approximately 2,000 

interventions by activists occurring during the period from 1994 to 2007, and he concluded that 

activist interventions are typically followed by a five-year period of improved operating 

performance. (The study is discussed on the Forum here.) Professor Bebchuk thus refutes by 

empirical evidence those naysayers who allege (based on their self-interested, anecdotal 

observations) that activism only achieves short-term profit at the expense of long-term corporate 

improvement. Professor Bebchuk has confirmed, as we have always asserted, that activism 

forces lackluster boards and management teams to adopt and implement actions that lead to 

long-term corporate success. 

Large institutional investors are now realizing that it is almost self-evident that if management 

teams and boards are held accountable for their actions it will not only enhance shareholder 

value but will also make companies more productive and competitive. I believe that U.S. public 

companies are finally beginning to understand the impact of the changes in shareholder 

sentiment, and I encourage members of the Shareholder-Director Exchange to use their unique 

http://blogs.law.harvard.edu/corpgov/2013/08/19/the-long-term-effects-of-hedge-fund-activism/


 6 

and powerful positions to promote good corporate governance practices, including the elimination 

of entrenchment devices (especially poison pills with low share ownership triggers, which are 

particularly troubling), and the elimination of corporate waste and excess. 

I have made a lot of money identifying poorly run companies and getting them back on track. It is 

not rocket science, but it requires finding the right directors and managers and keeping them 

focused on performance. Hopefully those participating in the Shareholder-Director Exchange will 

carry this philosophy forward, making U.S. public companies more profitable for all investors, 

thereby creating new employment opportunities and helping to fund the pension programs of 

retirees. That is the great potential of the Shareholder-Director Exchange—if our large 

institutional shareholders actively exercise their power to improve the companies they own and 

reverse the negative effects caused by years of management and board isolation from the 

influence of owners (i.e. if all shareholders take an interest in their investments and become 

“activists”), I believe the entire economy will reap the benefits. 
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Lessons from the 2013 Proxy Season 
 
Posted by Martin Lipton, Wachtell, Lipton, Rosen & Katz, on Wednesday June 12, 2013 

 

1. Shareholder activism is growing at an increasing rate. No company is too big to become the 

target of an activist, and even companies with sterling corporate governance practices and 

positive share price performance, including outperformance of peers, may be targeted. 

2. “Activist Hedge Fund” has become an asset class in which institutional investors are making 

substantial investments. In addition, even where institutional investors are not themselves limited 

partners in the activist hedge fund, several now maintain open and regular lines of 

communication with activists, including sharing potential “hit lists” of possible targets. 

3. Major investment banks, law firms, proxy solicitors, and public relations advisors are 

representing activists. 

4. ISS and Glass Lewis continue to play a major role in proxy solicitations and favor activists over 

management. They see no problem in supporting a short slate of an activist’s director candidates 

for the purpose of “shaking things up,” regardless of the merits of the activist’s proposals, and 

they ignore legitimate concerns over creating dysfunction and paralysis in the boardroom. It is a 

mistake to assume that they understand the basic business and long-term business strategy of a 

company attacked by an activist. It is necessary to make a sophisticated presentation of the 

company’s finances and business to have any prospect that they will reject the activist’s 

argument and support the company’s. 

5. Major institutional investors, including BlackRock, Fidelity, State Street and Vanguard have 

established significant proxy departments that make decisions independent of ISS and GL and 

warrant careful attention. It is important for a company to know the voting policies and guidelines 

of its major investors, who the key decision-makers and point-persons are and how best to reach 

Editor’s Note: Martin Lipton is a founding partner of Wachtell, Lipton, Rosen & Katz, 

specializing in mergers and acquisitions and matters affecting corporate policy and strategy. 

This post is based on a Wachtell Lipton memorandum by Mr. Lipton, Karessa L. Cain, and 

Sabastian V. Niles. 

http://blogs.law.harvard.edu/corpgov/
http://www.wlrk.com/mlipton
http://www.wlrk.com/KLCain/
http://www.wlrk.com/SVNiles/
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them. It is possible to mount a strong defense against an activist attack that is supported by ISS 

and GL and gain the support of the major institutional shareholders. 

6. Active participation, including visits to ISS and major shareholders, by the lead director and the 

other independent directors is critical in a proxy contest. 

7. The failure of a company to maintain regular contact with its institutional shareholders will 

result in a very significant disadvantage in a contested proxy solicitation. Early outreach can 

prevent institutional shareholders from mistakenly concluding that supporting activism is the only 

path for successful engagement with a company. 

8. The investor relations officer is critical in a proxy solicitation. The regard in which the IR officer 

is held by the institutional shareholders has been determinative in a number of proxy solicitations. 

Candid IR assessment of shareholder sentiment should be appropriately communicated to senior 

management, with periodic briefings provided to the Board. 

9. Relationships with sell-side analysts are important and should be proactively developed. A 

company should be on the lookout for new suggestions or ideas floated by the sell-side 

community. If analysts are making errors, the company should correct them and educate them 

about the business; ideas suggested by analysts, even ill-advised ones, can generate momentum 

and inspire activist approaches. 

10. Media outlets tend to favor the “shareholder rights” mantra of activists. A proactive public 

relations campaign is important in seeking a level playing field. 

11. A company should not wait until it is involved in a proxy solicitation to have its institutional 

shareholders meet its independent directors. A disciplined, thoughtful program for periodic 

meetings is advisable. 

12. Scrutiny of board composition is increasing, and boards should self-assess regularly. 

Institutional investors frequently question the “independence” of directors who are older than 75 

or who have served for more than 10 years. In addition, they may discount the independence of 

directors solely because they have been nominated by the company as compared to an activist’s 

nominees. In some situations consultation with major shareholders about potential nominees may 

be important. 

13. Periodically, and at least shortly after each annual meeting, a company should review its 

portfolio, governance and preparation for defense against an activist attack in the light of potential 

activist perspectives and consider appropriate adjustments. Experienced advice is critical ISS and 
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GL and institutional investors discount strategic and governance changes that are initiated after 

an activist has surfaced, even if there is evidence that the changes were previously “in-the-

works.” 
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Boards Should Minimize the Role of Proxy Advisors 
 
Posted by James Woolery, Cadwalader, Wickersham & Taft LLP, on Thursday October 31, 2013 
 

 

The boards of public companies are increasingly being assessed by a hoard of short-term 

focused “activist” investors and an increasingly third-party-advised stockholder base that relies 

heavily on proxy advisory firms to make important voting decisions for them. It is estimated that 

over 75 percent of all shares of public companies are held in a managed fund or institutional 

account. 

Institutional Shareholder Services (ISS) and Glass Lewis control 97 percent of the market for 

proxy advice; and the two dominant proxy advisors reportedly affect 38 percent of votes cast at 

U.S. public company shareholder meetings. Their dominance in the proxy marketplace not only 

affects numerous votes but, more importantly, how companies manage and deal with their 

shareholders. Both firms wield enormous influence without having “skin in the game.” Perhaps 

even more concerning, given the influence they have on public companies, the proxy advisors (i) 

are understaffed and therefore establish generic voting recommendations and (ii) profit from 

engaging in activities involving material conflicts of interest, including marketing their advisory 

services to many of the same companies for which they provide proxy recommendations. In 

addition, Glass Lewis is owned by an activist fund with an agenda. 

Unhealthy Influence  

“Proxy advisory firms are unregulated; more significantly, they operate without any applicable 

standards—either externally imposed or self-imposed—and do not formally subscribe to well-

defined ethical precepts, while cavalierly rejecting private sector requests for transparency in the 

formulation of their proxy advice, as well as increased accountability for the recommendations 

that they make,” said Harvey Pitt, former chairman of the Securities and Exchange Commission 

Editor’s Note: James Woolery is Deputy Chairman of Cadwalader, Wickersham & Taft LLP, 

Co-Chair of its Corporate Department and head of its Business Development Group. The 

following post is based on a Cadwalader publication by Louis J. Bevilacqua, Co-Chair of the 

firm’s Corporate Department and the head of its Mergers & Acquisitions and Securities 

Group. 

http://blogs.law.harvard.edu/corpgov/
http://www.cadwalader.com/professionals/james-woolery
http://www.cadwalader.com/professionals/louis-j-bevilacqua
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“No one should be able to 
outsource their fiduciary 
duties.” 
— SEC Commissioner 
Daniel Gallagher, 
encouraging policymakers to 
focus on the influence of ISS 
and Glass Lewis 

(SEC), in representing the U.S. Chamber of Commerce before a June 5 meeting of the House 

Subcommittee on Capital Markets and Government Sponsored Enterprises. “This lack of any 

operable framework for such a powerful presence on economic growth and corporate governance 

is unprecedented in our society.” 

Subcommittee Chairman Rep. Scott Garrett said that “proxy advisory firms have increasingly 

teamed up with unions and others to push proposals that are generally immaterial to investors 

and often reduce shareholder value.” Mr. Garrett added that “proxy advisory firms have increased 

the costs of doing business for many public companies and disincentivized private companies 

from going public, all without a corresponding benefit to investor returns.” 

While touting a commitment to transparency with respect to the procedures they use in 

formulating voting recommendations, the proxy advisors disregard a number of key factors. First, 

with respect to a number of important votes required by all public companies, the proxy advisors 

have established a “one size fits all” principle. Little consideration is given to either the specific 

facts relating to the company that is soliciting the vote, or to the investment principles of the fund 

or institution that is relying on the recommendation. A second significant issue relates to the 

solicitation of market information in formulating a recommendation. Numerous problems have 

been documented in the proxy advisors’ data collection methods, the size and composition of the 

participant peer pool, and potential bias errors in market surveys relied on by the proxy advisors. 

Nonetheless, a National Association of Corporate Directors 

publication has stated that “over the past few years we have 

seen an increased reliance on the vote recommendation 

services being provided on an unregulated basis by proxy 

advisory firms. Institutional shareholders are often purporting to 

fulfill their fiduciary voting obligations, in part, by relying on the 

recommendations provided by these firms.” 

Concern over the power of the proxy advisors has grown over the past several years and is 

currently the focus of a number of business organization initiatives, as well as a Congressional 

hearing that is considering requiring the registration of proxy advisors and the regulation of their 

activities. The U.S. Chamber of Commerce has dedicated significant resources to combating 

abuses by proxy advisory firms. 
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The run to safety from 
litigation created the 
unintended consequence of 
blind reliance on ISS and 
Glass Lewis. 

How Proxy Advisors Came To Be  

In 2003, the SEC required investment advisers who exercise 

voting authority over client proxies to adopt various policies 

and procedures designed to ensure their proxy votes coincide 

with the best interests of their clients. Advisors began to worry 

about their legal liability to fulfill a fiduciary obligation to vote. And as the issue of potential liability 

was considered, the conclusion was that it was safer and more cost-efficient to rely on a 

“professional” advisor. The ensuing run to safety from potential litigation created the unintended 

consequence of blind reliance on ISS and Glass Lewis, with the thought that no one can be 

negligent for following “professional” advice. 

SEC Commissioner Daniel Gallagher recently criticized the ability of fund managers to blindly 

follow and hide behind the influence of ISS and Glass Lewis, saying “no one should be able to 

outsource their fiduciary duties.” 

Market Dominance Notwithstanding, Proxy Advisors Are Not Invincible  

Recently, a number of larger funds, including Blackrock and Vanguard, have been breaking away 

from strict reliance on ISS and Glass Lewis and have started to conduct their own independent 

analysis to determine how to best vote their proxies. The Wall Street Journal reported on May 22 

(“For Proxy Advisors, Influence Wanes”) that, “big firms that sell recommendations on how to vote 

in corporate elections are losing some of their relevance, as companies more aggressively court 

key investors ahead of big votes and those investors handle more of the voting analysis 

themselves.” Moreover, a May 18 New York Times article echoes the notion that giant asset 

managers are increasingly flexing their corporate governance muscles by studying the relevant 

issues themselves, with due consideration to the economic interests of the shareholders they 

represent. 

Shareholders’ rejection of a recent proposal aimed at splitting the dual roles of J.P. Morgan 

Chase & Co. Chairman and CEO Jamie Dimon is a testament to both the investment advisors 

appropriately making their own decisions and to the power of boards to combat the often cavalier 

recommendations of the proxy advisors. ISS and Glass Lewis firmly backed the splitting of the 

Chairman and CEO roles; however, only 32 percent of the shares voted agreed with the 

recommendation of the proxy advisors. 
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Directors should lend support to 
organizations advocating for 
legislative solutions to bad 
practices in the proxy advisory 
industry. Some of these 
organizations include: 

• Business Roundtable  
• The Conference Board  
• National Association of Corporate 

Directors  
• U.S. Chamber of Commerce 

Our view  

Clearly, it’s time to let shareholders know that the proxy advisors are not necessarily motivated to 

provide value to your company. There is simply too much evidence to the contrary. Boards should 

not be afraid to challenge proxy advisors, especially when their conclusions do not increase long-

term shareholder value, or are not supported by the facts. There are several paths to consider to 

ensure that recommendations made by the advisor are balanced and fairly reflect the interest of 

your shareholders. 

First, consider supporting the effort to require 

registration and regulation of proxy advisors. 

Communication, either directly or through well-

positioned liaisons, is crucial, as the Subcommittee on 

Capital Markets and Government Sponsored 

Enterprises in the House Committee on Financial 

Services is still actively considering the case for 

oversight of advisors. Although there has been 

significant testimony relating to general problems with 

ISS and Glass Lewis, specific examples of bad practices should be brought to the 

Subcommittee’s attention. The SEC should also be made aware of specific bad practices by 

proxy advisors. 

Second, influential business organizations, such as the U.S. Chamber of Commerce and 

Business Roundtable, are focused on the negative impact of proxy advisors and their lack of 

accountability. You can lend your support to their efforts by establishing a relationship with the 

appropriate committees that are advocating for legislative solutions to bad practices in the proxy 

advisory industry. 

Third, and perhaps most important, be skeptical of the advisory firms’ work product. Discuss the 

procedures and results with ISS and Glass Lewis. Make sure they understand the relevant facts 

that are applicable to your company. If the proxy advisors don’t reflect the facts in their work 

product, challenge them and communicate directly to your shareholders. Make sure your 

shareholders understand your position and, if appropriate, your specific reasons for disagreeing 

with the proxy advisors. ISS and Glass Lewis cannot be allowed the final word to your 

shareholders. This type of shareholder campaign should start early (before there is a debate with 

the proxy advisors) to be effective, and must involve the most senior members of company 

management and the board. Most importantly, company leaders can mitigate the influence of 

proxy advisory firms by proactively communicating with shareholders on an ongoing basis. 
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As proxy advisory firms, in the opinion of some, become the sentinels of executive pay and the 

champions of special interest groups, their actions are bound to come under increased scrutiny. A 

corresponding increase in transparency and accountability is likely the most prudent response. 
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The Disciplinary Effects of Proxy Contests 

 
Posted by R. Christopher Small, Co-editor, HLS Forum on Corporate Governance and Financial 
Regulation, on Thursday October 3, 2013 
 

 

In the paper, The Disciplinary Effects of Proxy Contests, which was recently made publicly 

available on SSRN, I study the effect of potential proxy contests on corporate policies and 

performance. The agency problem created by separation of ownership and control in publicly 

traded corporations with dispersed ownership is at the heart of corporate governance literature, 

which focuses on mechanisms to discipline incumbents. These mechanisms range from informal 

“jawboning” to contests for corporate control, which are used to change management and to 

obtain control in publicly traded corporations. Such mechanisms play a disciplinary role if 

managers are more reluctant to take self-serving actions that increase the probability of 

shareholders’ intervention (e.g., Grossman and Hart, 1980). 

In 1992, the regulatory burdens surrounding proxy fights were substantially liberalized thus 

reducing the cost of engaging a proxy contest. Specifically, the 1992 proxy reform reduced the 

costs of the proxy contest by relaxing constraints on communications among shareholders of 

public corporations (Bradley, Brav, Goldstein, and Jiang, 2010). As a result, the frequency of 

proxy contests increased significantly after 1992. The average number of proxy contests was 55 

(80) per year during 1994-2008 (2006-2008) as compared to an average of 17 a year during 

1979-1994. While shareholders more often rely on the proxy contest mechanism, evidence about 

the effectiveness of proxy contests is limited, since most of the existing literature uses pre-1992 

proxy reform data and studies ex post effects only, ignoring the disciplinary effects. 

Do proxy contests play a disciplinary role in the post-1992 period? Do shareholders benefit from 

proxy contests that materialize? These questions have important policy implications for debates 

on the optimal scope of shareholder rights in public companies (Bebchuk, 2007; Lipton and 

Savitt, 2007). Whereas a conclusion that the proxy contest mechanism is beneficial provides 

support for strengthening shareholder rights in proxy contests, the opposite conclusion provides 

support for constraining them (Bebchuk and Weisbach, 2010). The effort that the SEC, 

Editor’s Note: The following post comes to us from Vyacheslav Fos of the Department of 

Finance at the University of Illinois at Urbana-Champaign. 

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1705707
http://blogs.law.harvard.edu/corpgov/
http://business.illinois.edu/facultyprofile/faculty_profile.aspx?ID=13796
http://blogs.law.harvard.edu/corpgov/
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institutional investors, and business groups expended fighting for and against 2010 proxy access 

reform suggests that effectiveness of the proxy contest mechanism is of central importance. 

This paper fills the gap in the literature and studies the effectiveness of the proxy contest 

mechanism using a manually collected data set of all proxy contests from 1994 to 2008. The 

paper studies not only companies that have experienced a proxy contest (ex post effects), but 

also companies that have never experienced a proxy contest (disciplinary effects). Studying both 

the ex post and the disciplinary effects is crucial (Easterbrook and Fischel, 1981). An analysis 

that is limited to the materialized events implicitly assumes that incumbents are passive and do 

not act until a contest materializes. If, however, the disciplinary effects are significant, 

expectations of potential events will affect corporate decisions. 

I begin the analysis by studying the disciplinary effects of proxy contests. To address this 

important question, I examine whether companies change their financial policies in anticipation of 

the proxy contest. Specifically, I ask whether a public company changes corporate policies when 

the likelihood of a proxy contest increases. The evidence suggests that when the likelihood of a 

proxy contest increases, companies increase leverage, dividends, and CEO turnover. In addition, 

companies decrease investment in research and development, capital expenditures, and 

executive compensation. Following these changes, operating performance improves. Overall, the 

documented evidence suggests that the disciplinary effects of proxy contests mitigate agency 

costs. The strong disciplinary effects of proxy contests are consistent with both the relatively low 

frequency of materialized proxy contests (fewer companies end up being targeted because 

inefficiencies are resolved out-of-equilibrium) and the weak ex post effects on corporate policies 

(companies change corporate policies in anticipation of the proxy contests). 

I study the disciplinary effects of proxy contests by estimating the effect of the likelihood of a 

proxy contest on corporate policies. This estimation procedure overcomes three issues. First, the 

likelihood of a proxy contest is a latent variable and therefore must be estimated. Second, the 

likelihood of a proxy contest is endogenously determined (i.e., it can be correlated with an 

unobserved component of corporate policies). Finally, the effect of the likelihood of a proxy 

contest cannot be estimated using the regular two-stage method that accounts for endogeneity 

because the likelihood of a proxy contest is a latent variable. The estimation procedure developed 

by Heckman (1978) and Amemiya (1978) addresses these issues. This procedure is applied as 

follows. First, I estimate a binary choice model (e.g., probit), where the dependent variable is a 

dummy variable that equals one when the company is targeted in the proxy contest. Next, using 

estimated coefficients, I construct a consistent estimator of the likelihood of a proxy contest for 

every public company. Finally, I assess the effect of the estimated likelihood of a proxy contest on 

the corporate policies. The estimation procedure requires an identification assumption. 
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Specifically, the estimated likelihood of a proxy contest has to be constructed such that it includes 

at least one covariate that does not directly affect the corporate policies. 

Theory suggests that liquid stock markets are generally beneficial for corporate governance. Kyle 

and Vila (1991), Bolton and von Thadden (1998), and Maug (1998) show that greater liquidity 

trading facilitates interventions by reducing the cost of acquiring shares in the open market. The 

general idea is that liquid stock markets make it easier for investors to accumulate large stakes 

without substantially affecting the stock price. Supporting evidence comes from Collin-Dufresne 

and Fos (2012), who use micro-level data on trades by activist shareholders and report that 

activist shareholders significantly benefit from stock liquidity when they purchase a stake in target 

company. Importantly, Collin-Dufresne and Fos (2012) show that the trading strategy of activist 

shareholders depends on stock liquidity: activist shareholders purchase shares of targeted 

companies more aggressively when stock liquidity is high. Consistent with the theoretical insight, 

empirically, stock liquidity is a significant positive determinant of the likelihood of a proxy contest. 

Therefore, I make the following identification assumption: stock liquidity satisfies the exclusion 

restriction and can serve as a source of exogenous variation in the likelihood of a proxy contest. 

The final and important concern is that time-varying, unobservable firm-specific effects may 

confound the inference. For example, the results may be consistent with either a direct effect of 

liquidity on the outcome variables, as well as an omitted variable that affects stock liquidity and 

the outcome variables. In order to help rule out such stories, I perform a placebo test, which 

exploits a period of time when external intervention was almost impossible. The test exploits two 

changes in the legal environment. First, the cost of a hostile tender offer increases significantly 

after the second generation of state-level antitakeover laws in late 1980s (Bertrand and 

Mullainathan, 2003). Second, the 1992 proxy reform reduces the costs of communications among 

shareholders. As a result, the frequency of proxy contests increases significantly. These two 

changes suggest that the likelihood of a shareholder’s intervention is lower between late 1980s 

and 1992. 

After I document the disciplinary effects of proxy contests, I study the ex post effects of a proxy 

contest. First, I study the ex post effects of proxy contests on corporate polices. The evidence 

suggests that it is hard to detect changes in corporate policy in the post-proxy contest years. 

However, companies do change corporate policies during the pre-proxy contest years: future 

targets increase leverage, spend less on R&D and decrease capital expenditures, increase 

dividend payouts, and decrease CEO compensation. Consistent with the disciplinary effects of 

proxy contests, future targets and companies that do not end up being targeted change corporate 

policies in the same direction. Second, I show that companies experience positive and significant 

stock returns when a proxy contest materializes, without reversals in the long run. Hence, 
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shareholders of ex post targeted companies benefit from a proxy contest. Finally, I show that 

changes in corporate policies of both targeted and non-targeted companies are associated with 

stronger operating performance. 

This paper contributes to corporate governance literature by showing that the proxy contest 

mechanism plays a strong disciplinary role. The evidence suggests that companies change 

corporate policies when the mere threat of a proxy contests increases. The rare proxy contests 

that actually occur are sufficient to create a threat, which provides companies with monitoring 

pressure. While it has been documented that hostile takeovers have played a significant 

disciplinary role, several changes in the regulatory environment and the structure of financial 

markets have decreased the disciplinary effects of hostile takeovers (Bertrand and Mullainathan, 

2003). As this paper shows, consequent changes in the regulatory environment and the structure 

of financial markets led to a significant increase in the disciplinary effects of proxy contests. That 

is, there was a substitution between hostile takeovers and proxy contests. 

The full paper is available for download here. 

 

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1705707
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The Challenge for Boards 

 
Posted by James Woolery, Cadwalader, Wickersham & Taft LLP, on Thursday October 24, 2013 
 

 

Public company boards have experienced real turbulence for the better part of five years. Some 

of this turbulence is the product of internal dynamics—the need to improve liquidity, strengthen 

balance sheets and cut costs. Some is the product of external factors—volatile capital markets 

and government action and inaction. So, who can blame directors for being cautious? The 

answer: shareholders and activists. 

In response to this turbulence, boards have chosen to seek steady shareholder returns, return 

shareholder capital and modestly adjust portfolios over executing large-scale transactions, 

combinations or investments. As a result of this restraint, the overwhelming strength of U.S. 

corporations is unmistakable: cash balances are at an all-time high and there is an abundance of 

cheap financing. Yet corporate investment in the economy 

remains muted. 

Directors remain cautious while shareholders are 

increasingly moving in favor of more aggressive action. 

The evolving dynamic between boards and the 

shareholders they serve presents new challenges that 

require a different set of tools in the boardroom. New 

efforts to bridge what may be a growing divide between 

boards and shareholders should be undertaken directly by 

U.S. boards and management teams with a view toward 

increasing shareholder value, advancing investment 

stability, and maintaining sound governance. 

  

Editor’s Note: James Woolery is Deputy Chairman of Cadwalader, Wickersham & Taft LLP, 

Co-Chair of its Corporate Department and head of its Business Development Group. The 

following post is based on a Cadwalader publication by Mr. Woolery. 

http://blogs.law.harvard.edu/corpgov/
http://www.cadwalader.com/professionals/james-woolery
http://blogs.law.harvard.edu/corpgov/
http://blogs.law.harvard.edu/corpgov/
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Situation Overview 

Competing Economic Forces. The Fed’s easing programs have deepened economic 

uncertainty, as the potential impact of weaning the economy off what has been historic 

government intervention becomes a reality. Despite the unprecedented level of government 

stimulus since the crisis, macroeconomic growth figures remain low and inconsistent, with GDP 

expected to grow only 1.6 percent this year compared with 2012 growth of 2.8 percent and 2011 

growth of 1.8 percent. 

Europe continues to struggle mightily, creating strong headwinds against those invested in, or 

reliant on, these markets for corporate growth. In the United States, the government regulatory 

environment, which has tracked an activist path since taxpayer investment in the economy spiked 

beginning in 2008, is muscular, while its overall scope and law writing process remains unknown. 

Those watching for increased velocity in the economy continue to wait, as consistent growth is 

not apparent in the economic numbers that inform decisions in the boardroom. 

Shareholders. Shareholders, meanwhile, are pricing in more dynamic corporate activity, with 

shares of the S&P changing hands at the highest level since the crisis and trading at 14.2 times 

earnings, above the 5-year (12.9) and 10-year (14.0) averages. Equity funds continue to grow in 

size and strength. Another signal: shareholders are rewarding companies that have put forward 

(1) large, core, synergistic acquisitions, (2) tax-driven acquisitions that substantially reduce tax 

burdens and cost of capital and (3) fundamental separation transactions that unlock value. 

While shareholders have rewarded companies that have taken advantage of strategic 

opportunities, overall M&A activity remains soft. Global M&A activity in the first half of 2013 was 

at its lowest level since 2004, and many report a deceleration in the M&A market. Both the 

number of deals and the number of mega-deals have declined, while annualized deal volumes in 

the first half were behind the pace of the past three years. 

Activism 

And there is activism—perhaps the clearest signal of the perception gap between boards and 

shareholders. Activist campaigns, money invested in activist funds and the average size of public 

company targets are all up. Target size is no longer a deterrent for activists, as the average 

market cap for target companies has increased from $3.9 billion in 2011 to $8.2 billion in 2012. 
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Gone are the days when shareholder activism was an unfortunate disease that befell smaller, 

failing companies in need of a swift turnaround. Prudent management, and even profitability, are 

no longer deterrents to activism. 

Today, the targets of economic and policy activists include some of the largest and most 

respected corporations in North America, Europe and, of late, Asia. The flow of capital into this 

new “asset class” is rising: activist funds are estimated to have 

over $100 billion in assets under management—three times 

the amount invested in 2008—with large billionaire family 

offices and other concentrated pools of private capital behind 

the scenes as limited partners. Institutional investors, once 

loath to mix with aggressive and outspoken activists, now 

routinely take private meetings and share ideas with them. 

In this environment, traditional corporate communication 

between directors and shareholders—annual voting, proxy 

contests, proxy advisory firms and corporate investor relations 

programs—is inadequate to timely bridge the gap between 

them, particularly given the opportunity for rapid turnover of 

the shareholder base as the result of activism. The onus is 

now on boards to continually monitor their shareholder bases 

and vigorously advocate their corporate programs and 

policies. 

Historically, direct dialogue between directors and shareholders has been limited to cases in the 

extreme, proxy contests, where the atmosphere is confrontational. Boards and management 

teams often do not develop a meaningful response plan until activists are at the door. Boards that 

do not engage with their investors on an ongoing basis run the risk of allowing activists to claim 

the mantle of the catalyst. Activists market change and growth, often showing early stock price 

returns as short-term investors bid up shares in hopes of profiting from a potential corporate 

event. 

Our view 

The market is sending several signals that should be considered by directors. 

1. In a low growth and low yield environment, a vocal group of investors will embrace catalyzing 

events to drive public company share prices. These investors will typically clamor for short-term 

liquidity options. A longer-term growth plan is likely to generate indifference from shareholders, 
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particularly in contests where a large number of “event driven” hedge funds invest behind a 

catalyzing strategy. Profit taking on the institutional investor side can often create a new 

shareholder base dynamic that is unique to proxy contests. 

2. Relations among boards and shareholders of all types should be rethought with an eye toward 

identifying differences in perspectives in a timely manner. Personal relationships and dialogue 

between directors and shareholders should be prioritized. Director involvement can and should 

be developed without interfering with management’s role in advocating the company’s position—

often, shareholders are principally concerned with having their views heard by those in the 

boardroom. Boards that don’t engage with their investors on a continuing basis risk making 

themselves vulnerable to activists eager to exploit the lack of communication. 

3. The existing corporate mechanics around proxy contests 

are antiquated and in need of reform. Proxy contests often 

occur in an atmosphere that is confrontational, and the ad hoc 

nature of the voting and solicitation process is unlikely to 

produce good results. Further, in proxy contests, there is a 

real risk that corporate governance rules will be manipulated 

to drive a short-term agenda, which carries additional risks for 

shareholders. 

Boards need to have their voices heard in the governance 

debate and rulemaking process. For example, the SEC is 

contemplating regulating proxy advisory firms such as ISS 

and Glass Lewis, which effectively control a large portion of 

votes in proxy contests. The U.S. Chamber of Commerce, the 

Business Roundtable and other governance groups are 

challenging the proxy advisors on issues of transparency and 

conflict of interest. Directors can and should weigh in on this 

debate. 

4. Corporate strategy and policy should be clearly communicated and understood in the 

marketplace. Directors who fail to present a dynamic, engaged board addressing the fundamental 

issues facing the corporation will create opportunities for those whose investing style is 

aggressive and short-term. Substance alone is insufficient to address a heavily marketed and 

focused adversary. Today, presentation, advocacy and direct engagement are required 

regularly—not merely in response to a contest. Clearly, the overriding objective is to avoid a 

contest at all. 
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Bylaw Protection against Dissident Director 
Conflict/Enrichment Schemes 
 
Posted by Martin Lipton, Wachtell, Lipton, Rosen & Katz, on Friday May 10, 2013 

This year, the practice of activist hedge funds engaged in proxy contests offering special 

compensation schemes to their dissident director nominees has increased and become even 

more egregious. While the terms of these schemes vary, the general thrust is that, if elected, the 

dissident directors would receive large payments, in some cases in the millions of dollars, if the 

activist’s desired goals are met within the specified near-term deadlines. 

These special compensation arrangements pose a number of threats, including: 

• undermining Board prerogatives to set director pay and select the timeframe over which 

corporate goals are to be achieved; 

• creating a multi-tiered, dysfunctional Board in which a subset of directors are 

compensated and motivated significantly differently from other directors; 

• creating economic incentives to take the corporation in the specified direction, and within 

the timeframe, that would trigger outsized compensation, whether or not doing so would 

be in the best interests of all shareholders, would engender inappropriate and excessive 

risk, or would sacrifice long-term value for short-term gain; 

• opening a schism between the personal interests of directors who stand to benefit in the 

short-term from the special compensation scheme and the interests of shareholders with 

a longer-term investment horizon; 

• creating poisonous conflicts in the boardroom by creating a subclass of directors who 

have a significant monetary incentive to sell the corporation or manage it to attain the 

highest possible stock price in the short-run; and 

• introducing unnecessary and problematic complexity and conflicts in strategic reviews 

and calling into question those directors’ ability to satisfy their fiduciary duties. 

Editor’s Note: Martin Lipton is a founding partner of Wachtell, Lipton, Rosen & Katz, 

specializing in mergers and acquisitions and matters affecting corporate policy and strategy. 

This post is based on a Wachtell Lipton memorandum by Mr. Lipton, Theodore N. Mirvis, 

Andrew R. Brownstein, and Steven A. Rosenblum. 

http://blogs.law.harvard.edu/corpgov/
http://www.wlrk.com/mlipton
http://w3.wlrk.com/TNMirvis/
http://w3.wlrk.com/ARBrownstein/
http://w3.wlrk.com/SARosenblum/
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These arrangements have been justly criticized by leading commentators. Columbia School of 

Law Professor John C. Coffee, Jr. has written that “third-party bonuses create the wrong 

incentives, fragment the board and imply a shift toward both the short-term and higher risk.” 

Professor Stephen Bainbridge of UCLA has concurred, saying “if this nonsense is not illegal, it 

ought to be.” 

In order to proactively address the threats posed by such schemes to the integrity of the 

boardroom and board decision-making processes, companies should consider adopting a bylaw 

that would disqualify candidates that are party to any such arrangements from serving as 

directors. 

Here is a bylaw formulation we recommend: 

“No person shall qualify for service as a director of the 

Corporation if he or she is a party to any compensatory, payment 

or other financial agreement, arrangement or understanding with 

any person or entity other than the Corporation, or has received 

any such compensation or other payment from any person or 

entity other than the Corporation, in each case in connection with 

candidacy or service as a director of the Corporation; provided 

that agreements providing only for indemnification and/or 

reimbursement of out-of-pocket expenses in connection with 

candidacy as a director (but not, for the avoidance of doubt, in 

connection with service as a director) and any pre-existing 

employment agreement a candidate has with his or her employer 

(not entered into in contemplation of the employer’s investment 

in the Corporation or such employee’s candidacy as a director), 

shall not be disqualifying under this bylaw.” 

The board of directors of a Delaware corporation can adopt this bylaw under the authority of 

Section 141(b) of the Delaware General Corporation Law which provides that “the certificate of 

incorporation or bylaws may prescribe other qualifications for directors”. Most other states’ 

corporation laws have comparable provisions. Adoption of such a bylaw should be a simple 

matter of the board’s business judgment. Even if tested under an enhanced reasonableness 

standard, it should withstand scrutiny as a measured response to the threat posed by these 

inappropriate schemes. Adopting this bylaw would not prevent an activist from nominating 

candidates, reimbursing their expenses and indemnifying them in connection with the solicitation, 

or from providing customary compensation to nominees for their efforts if they are not elected (if 
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they are elected they would normally receive director compensation as fixed by the Board). Nor 

does the bylaw disqualify a principal or employee of the nominating hedge fund (or other 

nominating shareholder) from director service on account of the fact that his or her compensation 

from the fund may depend in part on the price of target company shares owned by the fund. 

The threats posed to board and corporate effectiveness by short-term oriented activist hedge 

funds are serious enough without having to worry about a subset of directors being compensated 

and motivated differently from the rest, and having misaligned incentives. We believe that 

corporations can and should act to proactively preclude these inappropriate arrangements. 

  

 



                                           Transparency. Inclusiveness. Global Expertise. 
 

 
Director Qualification/Compensation Bylaw FAQs 

January 13, 2014 
 

How would ISS view a board's adoption of a bylaw that disqualifies any director nominee who receives third-party compensation 
("director qualification bylaw"), without putting such a bylaw to a shareholder vote? 

 
The adoption of restrictive director qualification bylaws without shareholder approval may be considered a material failure of 
governance because the ability to elect directors is a fundamental shareholder right.  Bylaws that preclude shareholders from voting 
on otherwise qualified candidates unnecessarily infringe on this core franchise right. Consistent with ISS' "Governance Failures" 
policy, we may, in such circumstances, recommend a vote against or withhold from director nominees for material failures of 
governance, stewardship, risk oversight, or fiduciary responsibilities.  
 
However,   ISS has not recommended voting against directors and boards at companies which have adopted bylaws precluding from 
board service those director nominees who fail to disclose third-party compensatory payments. Such provisions may provide greater 
transparency for shareholders, and allow for better-informed voting decisions.  
 

If a board puts such a director qualification bylaw to a shareholder vote, will ISS recommend in favor of the proposed bylaw? 

 
ISS will apply a case-by-case analytical framework, taking into consideration among other factors the board's rationale for proposing 
the bylaw, whether the proposed bylaw materially impairs, and/or delivers any off-setting improvements in shareholder rights, and 
any market-specific practices or views on the underlying issue. 
 

How would ISS evaluate director nominees with third-party compensatory arrangements in a proxy contest? 

 
Compensation arrangements with director nominees are among the factors ISS considers in our case-by-case analysis of proxy 
contests. Further discussion of ISS' analytic framework for contested elections is available in the U.S. and Canadian Summary 
Guidelines.  

 

 

http://issgovernance.com/files/ISSUSSummaryGuidelines2014.pdf
http://www.issgovernance.com/files/ISS2014USSummaryGuidelines.pdf
http://www.issgovernance.com/files/ISS2014CanadaTSXGuidelines.pdf
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Disqualifying Dissident Nominees: A New Trend in 
Incumbent Director Entrenchment 
 
Posted by Carl Icahn, Icahn Enterprises, on Wednesday February 12, 2014 
 

 

There are many good, independent boards of directors at public companies in the United States. 

Unfortunately, there are also many ineffectual boards composed of cronies of CEOs and 

management teams, and such boards routinely use corporate capital to hire high-priced 

“advisors” to design defense mechanisms, such as the staggered board and poison pill, that 

serve to insulate them from criticism. Recently, these advisors have created a particularly 

pernicious new mechanism to protect their deep-pocketed clients—a bylaw amendment (which 

we call the “Director Disqualification Bylaw”) that disqualifies certain people from seeking to 

replace incumbent members of a board of directors. Under a Director Disqualification Bylaw, a 

person is not eligible for election to the board of directors if he is nominated by a shareholder and 

the shareholder has agreed to pay the nominee a fee, such as a cash payment to compensate 

the nominee for taking the time and effort to seek election in a proxy fight, or compensation that is 

tied to performance of the company.1  

We believe that the Director Disqualification Bylaw is totally misguided. It is absolutely offensive 

for an incumbent board to unilaterally adopt a Director Disqualification Bylaw without shareholder 

approval, and shareholders should also reject a Director Disqualification Bylaw if their incumbent 

board puts one up for a vote in the future. For the reasons explained below, we believe it is more 

appropriate for shareholders to continue, as they have in the past, to evaluate candidates 

individually based on their merits, including their experience, relationships and interests, all of 

which is required to be fully disclosed in a proxy statement. 

                                                 
1 It is important to note that the law provides incumbent board members with unlimited license to spend 

shareholder capital in a proxy fight. Thus, the Director Disqualification Bylaw essentially amounts to authorizing an 
incumbent mayor, already authorized to use unlimited taxpayer dollars to wage his re-election campaign, to also be able 
to select his own opponent! That is why we call the Director Disqualification Bylaw “particularly pernicious.” 

Editor’s Note: Carl Icahn is the majority shareholder of Icahn Enterprises. The following post 

is based on a commentary featured today at the Shareholders’ Square Table. 

http://blogs.law.harvard.edu/corpgov/
http://www.icahnreport.com/report/about.html
http://en.wikipedia.org/wiki/Icahn_Enterprises
http://www.shareholderssquaretable.com/
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As of November 30, 2013, thirty-three (33) public companies had unilaterally (i.e. without 

shareholder approval) amended their bylaws to include a Director Disqualification Bylaw.2 In 

response, on January 13, 2014, Institutional Shareholder Services (“ISS”) stated that it may 

recommend a vote against or withhold from directors that adopt a Director Disqualification Bylaw 

without shareholder approval. In adopting this new policy position, ISS noted, as we do below, 

that “the ability to elect directors is a fundamental shareholder right” and that Director 

Disqualification Bylaws “unnecessarily infringe on this core franchise right.” 

The law firm of Wachtell, Lipton Rosen & Katz LLP (“Wachtell Lipton”), which has long history of 

advising corporations in responding to activists, has accused ISS of “establishing a governance 

standard without offering evidence that it will improve corporate governance or corporate 

performance” and ignoring the “serious risks that [outside director compensation] arrangements 

pose to fiduciary decision-making and board functioning.” In reality, it is those promoting Director 

Disqualification Bylaws who fail to provide evidence that outside director compensation 

arrangements (which, in a typical PR-savvy distortion of the facts, they have dubbed “golden 

leashes”) actually pose “serious risks…to fiduciary decision-making and board functioning,” and 

that is because in truth the risks that they focus on—“conflicted directors, fragmented and 

dysfunctional boards and short-termist behavior”—are just as likely (if not even more likely) to 

arise if directors can unilaterally disqualify potential candidates without consequence. Further, the 

recent Wachtell Lipton posting to The Harvard Law School Forum on Corporate Governance and 

Financial Regulation advises boards of directors regarding the adoption of variants of the Director 

Disqualification Bylaw, thereby ensuring that this issue remains a continuing controversy (and 

lucrative source of fees for advisors). 

Perquisites for Incumbent Directors—Creating a Real Conflict of Interest 

For decades, perquisites have been lavished on so called “independent” directors of public 

companies, even in times of declining profitability at the companies they supposedly oversee. 

Boards have routinely teamed up with management to establish mutually beneficial 

“arrangements” (a cynic may call them “bribes”) to make available to one another such perks as 

access to private planes, box seats at premier sporting events, country club memberships, re-

pricing of underwater stock options, tax gross-ups and, of course, massive cash payments, all at 

the cost of shareholders and to the benefit of directors, management and other entrenched 

powers. One particularly good example occurred at Chesapeake Energy Corp. before we took a 

position in the company. During fiscal year 2011, under company policy, non-employee directors 

were permitted forty (40) hours of personal use of the company’s fractionally owned aircrafts, 

                                                 
2 It is not surprising that 14 of the 33 companies that have embraced the Director Disqualification Bylaw also 

have staggered boards, compared to less than 11% of companies in the S&P 500 index. 

http://blogs.law.harvard.edu/corpgov/2014/01/16/iss-publishes-guidance-on-director-compensation-and-other-qualification-bylaws/


 3 

while the company’s CEO received, with board approval, total compensation of almost $18 

million. Unfortunately for Chesapeake shareholders, the stock price did not fare nearly as well in 

fiscal 2011 as incumbent directors and management did—as of the end of the year the 

company’s share price had declined over 37% from its 52-week high. It is that kind of mutual 

profiteering at the expense of shareholders that has resulted in a market in which CEOs of failing 

companies make 1000 times the wages of the average worker and then, when they are finally 

shown the door, exit with multi-million dollar “golden parachutes.” 

Nevertheless, the propriety and legality of perquisites for incumbent directors is viewed as 

“business as usual.” It is therefore particularly irksome that apologists for incumbent boards are 

now cynically raising questions about whether activist shareholders should be permitted to 

compensate their nominees for board membership. One supposed justification for the Director 

Disqualification Bylaw is that compensation arrangements between activist shareholders and their 

nominees create a conflict of interest. But these cynics conveniently turn a blind eye when 

management and directors at Service Corporation International, one of the 33 companies that 

adopted a Director Disqualification Bylaw, allow themselves personal use of private airplanes at 

the expense of shareholders. Similarly, they are not bothered that most of the outside directors of 

International Game Technology (“IGT”), another one of the 33 companies that has adopted a 

Director Disqualification Bylaw, received total compensation of over $300,000 last year. Perhaps 

the apologists think that is fair compensation since IGT’s stock has only underperformed its peers 

by approximately 60% over the last three years. Regardless of the reason, those defending the 

Director Disqualification Bylaw, ignore the fact that corporate perks and inflated director 

compensation at the expense of shareholders create an environment where board members are 

more loyal to current management than they are to the shareholders, which is the real conflict of 

interest we should all be concerned about. 

Disparate Positions of Board Members—The Inherent Norm 

Those promoting the Director Disqualification Bylaw claim that it is necessary to prevent conflicts 

of interest among directors. But, in reality, disparity among board members has always existed in 

the past and will always exist in the future. For example, one director may have been on a board 

for many years, be highly dependent on board compensation to pay his expenses and have 

accumulated a large position in company stock due to his years of service. Another board 

member may be newly elected—perhaps he is an independently wealthy former executive of a 

large supplier of materials to the company, holding only a small number of shares of company 

stock but a large number of shares of stock in his former employer. A third could be a grandson of 

the founder of the company. He may also serve as trustee for certain family trusts holding large 

numbers of company shares, and some of his family members may be pushing the trust (and the 
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board) to increase the dividends that they live on, while other family members may be supporting 

greater company investment in research and development. The point is that the personal 

positions of all of these people will inevitably create different interests and priorities—but these 

competing interests and priorities do not disqualify them from board service. Rather, such 

disparate situations are part of the normal reality of board membership and have, since the 

creation of the corporation as a business form, been dealt with at the board level through time-

tested processes, such as, among other things, board members abstaining from voting in certain 

circumstances, satisfaction of fiduciary obligations and transparency in the election process. No 

one is suggesting (nor should they) that these very real differences among board members 

should disqualify anyone from board membership. Similarly, the particular circumstances of a 

nominee who has agreed to receive additional compensation from a shareholder create no novel 

issues that justify a “solution” as draconian as the Director Disqualification Bylaw. Clearly, the 

Director Disqualification Bylaw is, in actuality, simply another entrenchment device purposely 

designed to separate management from owner (i.e. shareholder) influence and limit the ability of 

an activist shareholder to build a slate of highly-qualified nominees to challenge incumbent 

directors and the status quo. 

Compensation by Activist Shareholders—Aligning the Interests of Nominees and 
Shareholders 

Apologists for incumbent boards also ignore the most obvious facts about the compensation paid 

to shareholder nominees for board membership. Compensation arrangements between activist 

shareholders and their nominees have historically come in two forms: (i) fees in recognition of the 

time commitment and effort inherent in participating in a contentious proxy fight, and (ii) incentive 

compensation tied to the performance of the company. The fees paid to nominees in recognition 

of the time commitment involved in participating in a contentious proxy fight are paid prior to 

becoming a director. In fact, in many cases these fees are not payable at all if the nominee is 

ultimately elected or appointed to the board of directors (in which case the nominee will instead 

receive customary director compensation from the company). But of vastly more significance is 

the fact that compensation arrangements based on the performance of the company, such as 

those that were at issue in last year’s contested proxy fights at Hess Corp. and Agrium, Inc., only 

reward directors when a company is succeeding. In other words, even when a director will 

receive compensation from an activist shareholder, the amount of which will be determined based 

on the performance of the company, the interests of that director remain fully aligned with those 

of shareholders—it is in their economic interest to see the value of the company increase. 
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Shareholder Choice 

Under our federal securities laws, shareholders are required to be informed of all facts material to 

electing directors, which includes full disclosure of any compensation arrangement between a 

nominee and an activist shareholder. It is then up to those shareholders to determine, with 
full knowledge of the facts, including the precise terms of any compensation arrangement, 
whether to elect an activist’s nominee or some golfing buddy of the current CEO. 

Therefore, in considering the Director Disqualification Bylaw and the issue of nominee 

compensation by activists, we pose the following questions: If fully informed shareholders wish 
to elect a nominee who has agreed to be compensated by an activist to the board of 
directors of the company they own, who then are the incumbent board members to say 
that they cannot do so? And why should any bylaw prohibit or infringe on this choice? 
This is the most obviously objectionable characteristic of the Director Disqualification 
Bylaw—the fact that it undermines the most basic right of shareholders—the right to 
decide, through an election, who shall serve on the board of directors of a company 
owned by those very shareholders. 

The Importance of Activists as a Market Force 

The value of activist shareholder interventions is demonstrable and significant. For example, from 

November 15, 2008 to November 15, 2013 (a five year period), Icahn nominees joined the boards 

of directors of 20 public companies. A person that invested in each company on the date that the 

Icahn nominee joined the board and sold on the date that the Icahn nominee left the board (or 

continued to hold through November 15, 2013, if the nominee did not leave the board) would 

have obtained an annualized return of 28%. Similarly, Professor Lucian Bebchuk of Harvard Law 

School and his colleagues Alon Brav of Duke University’s Fuqua School of Business and Wei 

Jiang of Columbia Business School, studied about 2,000 activist interventions from 1994 to 2007 

and found that activist interventions are typically followed by a five-year period of improved 

operating performance. (The study is discussed on the Forum here.) This kind of success has 

inspired a generation of activist investors, and as a movement I believe that we are empowering 

shareholders. Nevertheless, despite such tremendous success at enhancing shareholder value 

and improving operating performance, companies and their highly-paid “advisors” continue to 

erect obstacles to prevent activists from seeking direct shareholder representation on boards of 

directors. The Director Disqualification Bylaw is just the latest device developed by self-

interested, entrenched powers that threatens to deprive shareholders of the increase in value and 

improved operating performance that often comes when an activist shareholder campaigns (at its 

own expense) for change at an underperforming company. 

http://blogs.law.harvard.edu/corpgov/2013/08/19/the-long-term-effects-of-hedge-fund-activism/
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* * * 

In summary, the perquisites doled out by companies to directors, such as access to private 

planes, come at the sole cost of shareholders while providing benefits only to entrenched 

directors and management3 and creating an environment where board members are more loyal 

to current management than they are to shareholders. Compensation arrangements between a 

nominee to a board of directors and an activist shareholder, on the other hand, come at the sole 

cost of the activist shareholder, create no novel conflicts of interest among directors and provide 

benefits to all shareholders. That is why I encourage all shareholders to oppose any directors 

who seek to insulate themselves from competition by unilaterally adopting a Director 

Disqualification Bylaw and to oppose any proposal by incumbent board members to adopt a 

Director Disqualification Bylaw at their company. 

DO NOT LET INCUMBENT DIRECTORS LIMIT YOUR MOST VITAL RIGHT AS A 
SHAREHOLDER—THE RIGHT TO ELECT DIRECTORS OF YOUR CHOICE. 

                                                 
3 ISS describes companies that unilaterally adopt a Director Disqualification Bylaw as “effectively creat[ing] a 

powerful entrenchment device without providing shareholders any offsetting benefits” (emphasis added). 
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Incentive Schemes for Nominees of Activist Investors 
 
Posted by Noam Noked, co-editor, HLS Forum on Corporate Governance and Financial 
Regulation, on Wednesday June 5, 2013 

Golden leashes – compensation arrangements between activists and their nominees to 
target boards – have emerged as the latest advance (or atrocity, depending on your point 
of view) in the long running battle between activists and defenders of the long-term 
investor faith. Just exactly what are we worried about? 

With average holding periods for U.S. equity investors having shriveled from five years in the 

1980s to nine months or less today, the defenders of “long-termism” would seem to have lost the 

war, though perhaps not the argument. After all, if the average shareholder is only sticking around 

for nine months, and if directors owe their duties to their shareholders (average or otherwise), 

then at best a director on average will have nine months to maximize the value of those shares. 

Starting now. Or maybe starting nine months ago. 

But this assumes that the directors of any particular company have a real idea of just how long 

their particular set of “average” shareholders will stick around, and it also assumes that the 

directors owe duties primarily to their average shareholders, and not to their Warren Buffett 

investors (on one hand) or their high speed traders (on the other). So, in the absence of any real 

information about how long any then-current set of shareholders will invest for on average, and in 

the absence of any rational analytical framework to decide which subset(s) of shareholders they 

should be acting for, what is a director to do? 

Here is what I think directors do, in one form or fashion or another: 

They say to themselves, “I have a good sense of what the company’s opportunities are, in terms 

of long-term growth, and in terms of shorter-term options, like a share buyback, a spin-off, or a 

sale. Since I don’t know how long any of my shareholders will be sticking around for, what seems 

fair, is to probability weight the various outcomes of share price increases from a long-term 

Editor’s Note: The following post comes to us from Neil Whoriskey, partner focusing on 

mergers and acquisitions at Cleary Gottlieb Steen & Hamilton LLP. This post is based on a 

Cleary Gottlieb memorandum by Mr. Whoriskey. 

http://blogs.law.harvard.edu/corpgov/
http://www.cgsh.com/nwhoriskey/
http://blogs.law.harvard.edu/corpgov/
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growth strategy versus the various shorter-term strategic alternatives, and decide based on the 

net present value of those probability-weighted outcomes, what yields the highest current net 

present value.” While no directors probably think exactly this way (unless they are confronted with 

a clear choice between, e.g., doing a stock buyback versus embarking on an expensive capex 

program), I do think this reflects (albeit in a cartoonishly precise way) what directors are doing 

when they choose a strategic direction. 

Assuming perfect knowledge and universal agreement on the correct probability weighting, risk 

tolerance and present value methodology, this approach should yield the highest share price at 

all times – regardless of any investor’s timeframe – thus resolving once and forever the false 

debate between short-termism and long-termism. 

Sort of. In fact, the problem still exists in the real world, due to the unfortunate lack of perfect 

knowledge,1 and equally unfortunate disagreements regarding probability weighting, risk 

tolerances and, to a lesser degree, present value discount rates and methodologies. The short-

termers (henceforth, in order to continue the theme of cartoonish oversimplification, “activist 

hedge funds”) and the long-termers (in a similar vein, henceforth known as “management”), in 

particular seem to clash over probability weighting and, less openly though perhaps as 

fundamentally, risk tolerances.2 

According to this narrative, activist hedge funds are constantly pushing for short-term actions – 

share buybacks, spin-offs, sales – either because they more heavily discount the probability of 

success of long-term actions (or simply think the broader market will too heavily discount the 

probability of success of a long-term strategy), or because they have a lower risk tolerance than 

management. Management, per this same narrative, is always too certain of the success of its 

long-term plans, or alternatively – in the most vitriolic forms of this narrative – they are entrenched 

self-dealing types who just don’t care about their shareholders. 

It may be worth pausing for just a moment on the two aspects of this analysis – probability 

weighting and risk tolerances – that are the implicit subject of many a long-term v. short-term 

battle. 

In one sense, probability weighting of the success of various alternative strategies – though it is at 

the heart of the director’s job – presents the simpler issue for our immediate purpose of 

                                                 
1 See Sanford J. Grossman and Joseph E. Stiglitz, On the Impossibility of Informationally Efficient Markets, 70 

AM. ECON. REV. 393 (1980). 
2 Getting enough information into the market about a particular long-term strategy seems to be less of an issue 

between the two camps – perhaps because it is fairly clearly management’s responsibility – but, as discussed below, 
curing market inefficiencies by getting information to the market may be one of the most important ways to bridge the 
long-term/short-term gap. There may be cases where confidentiality concerns prevent the proper explanation of a longer-
term strategy, but in that case no one should be surprised if the market undervalues that long-term strategy. 
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determining which forms of incentives offered by activists to their board nominees may be 

improper. Either the Board is correct in probability weighting the success of various strategies, or 

it is wrong to one degree or another. Individual shareholder preferences do not come into play – 

regardless of who the shareholders are; there is a right answer and a wrong answer. As in any 

“right or wrong” issue, the shareholders who are right in doing the probability weighting will be 

able to make money from investors who are wrong, and those who are wrong will lose money. 

And of course, if the Board is wrong, then shareholders in the aggregate will lose money, 

regardless of their individual long- or short-term orientation. Accordingly, it is hard to imagine that 

an activist investor would wish to incentivize one of its board nominees to make the wrong 

analysis of the probability-weighted success of various alternative strategies open to the 

corporation – nobody makes money from directors shutting their eyes. 

Risk tolerances are a bit different, as they reflect individual investor preferences, and they may be 

affected by the investor’s time horizon. An example might be helpful. 

Consider a case where directors are faced with a choice between Strategy A – implementing a 

leveraged stock buyback plan, which has a 100 percent chance of adding $1 to the share price in 

the short term – and Strategy B – a long-term capex plan, that has a 60 percent chance of adding 

$2 per share (on a net present value basis) to the market price two years from adoption. The 

immediate risk-adjusted value of the long-term capex alternative would be $1.20, but whether this 

is actually more attractive to the Board than the $1 per share “sure thing” will depend on its 

collective risk tolerance. Interestingly, the Board might have a lower risk tolerance than its 

shareholders for a simple reason: the Board (and the company) has only one shot at achieving 

the desired result, with a 40 percent chance of not succeeding. If the Board had two shots at 

getting it right, they would have only a 16 percent of getting nothing, a 48 percent chance of 

getting (on average) $1, and a 36 percent chance of getting (on average) $2. The more times the 

Board has to roll the dice, the more likely they are to realize (on average) the risk adjusted value 

of $1.20. In other words, the more times the Board can roll the dice, the more they reduce the 40 

percent chance that they end up with zero. 

What is interesting about this is that shareholders with a diversified portfolio may have more than 

one company in their portfolio facing similar odds – in effect, the shareholders get to roll the dice 

multiple times. Accordingly, one would think that shareholders, rather than pressing for the short-

term payoff, would more typically be pressing for the riskier long-term payoff, which is clearly at 
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odds with the cartoon scenario depicted above.3 Again, there are two traditional explanations that 

can be employed to solve this conundrum. 

Fans of activist shareholders will argue that management’s risk tolerance is inappropriately high – 

that they are incentivized to seek to increase the option value of their control by extending the 

length of their control – effectively increasing their risk tolerance for long-term strategies (and 

possibly impairing their judgment of the probability-weighted success of long-term plans). In other 

words, management is improperly incentivized to think long-term “especially if because of poor 

performance and strategy [the option value of its control] is then out of the money.”4  

On the other side of the equation, there may be another dynamic at work that lowers the risk 

tolerances of short-term investors. If shareholders are going to trade out, on average, within nine 

months – in fact in 4.5 months on average after any given announcement – they have to judge 

not only whether management has made the correct probability weighting, but also whether the 

market will give management full credit for its choice before they trade out. Even the most 

dedicated efficient market theorists will concede that it takes some time for all information about a 

particular strategic course to be filtered into and absorbed by the market. It seems reasonable to 

assume that the longer-term and riskier the strategy, the more time the market may need to 

absorb and judge.5 If a board chooses Strategy B above (the option giving a 60 percent chance 

of a $2 return and 40 percent chance of zero return), and the market only gives $0.90 of credit for 

the choice in those first few months after the announcement, then the short-term shareholders will 

prefer the less risky Strategy A, yielding a 100 percent chance of a $1 return. So the risk 

tolerance of shareholders – particularly short-term shareholders – may be reduced by the 

inefficiencies of the market. 

One could question why institutional holders would not simply hold their shares until the full $1.20 

price increase was realized – everyone loves an undervalued stock, right? But regardless of 

whether you believe that investors have predetermined investment timeframes, there is another 

layer to the analysis that might cause diversified institutional shareholders, constantly on the 

lookout for the best value proposition, to prefer the less risky strategy. 

                                                 
3 Note however that, anecdotally at least, activist hedge funds are often thought to have significantly less 

diversified portfolios than other institutional investors, given their focus on effecting change at select targets, as opposed 
to locking in relative returns across a broad portfolio. Accordingly, based on this metric alone – which is of course but one 
of many – the risk tolerance of activist hedge funds might rationally be closer to that of the target board than that of its 
fellow institutional investors. 

4 Ronald J. Gilson and Jeffrey N. Gordon, The Agency Costs of Agency Capitalism: Activist Investors and the 
Revaluation of Governance Rights, 113 COLUM. L. REV. (forthcoming May 2013). 

5 A board’s announcement that it is waiting for the business cycle to turn is certainly less likely to move the 
market than a merger proposal. However, as was evidenced in the great Airgas/Air Products battle, a board’s decision to 
wait for the business cycle to turn may well be a better strategic choice than selling into a premium offer. In that situation, 
the board (including independent directors nominated by the bidder Airgas) rejected Airgas’s premium offer of $70 per 
share, in the face of very strong shareholder sentiment in favor of a deal. Ten months after the bid was abandoned, the 
stock was trading at $75 per share. See Air Products and Chemicals, Inc. v. Airgas, Inc., 16 A.3d 48 (2011). 
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To continue with the example above, assume on the day the Board makes its decision, the stock 

was at $5 per share. On the day after the Board selects Strategy B, the price per share increases 

not to $6.20 but only to $5.90. In simplest terms, the shareholder is now holding a stock with a 60 

percent upside opportunity of $1.10 (risk adjusted upside of $0.66) and a 40 percent downside 

risk of $0.90 (risk adjusted downside of $0.36). (This compares with our theoretical pre-decision 

profile of a risk adjusted upside opportunity of $1 or $1.20 (depending on the strategy chosen) 

and zero downside risk.) In other words, the risk profile changes significantly, and, when 

compared to other opportunities in the market, may well push the institutional holder toward an 

immediate sale. Knowing this, and knowing that the market may take some time to give full value 

to the longer-term strategy, can only make diversified institutional shareholders – regardless of 

any fixed time horizon6 – strong advocates for the lower risk alternative, which will allow them to 

capture the $1 gain immediately and then move on to greener pastures. 

(And note that market inefficiencies may build on themselves. A sale by investors at $5.90 may 

look like the market is reacting negatively to the board’s choice of the long-term strategy – the 

market likely taking it as a vote of non-confidence in the strategic choice, rather than a 

rebalancing of a portfolio after a partial realization of a potential gain – which will put downward 

pressure on the company’s shares, making it even less likely that the company will get full credit 

in the short term for its choice of a long-term strategy.) 

So, to sum up, no one will want to incentivize a director to make a poor analysis of probability-

weighted outcomes, but there are differences in risk tolerances among investors – which may be 

driven in part by market inefficiencies (or simply by fears of market inefficiencies). An investor 

may wish to incentivize a director to adopt that investor’s risk tolerance, which may or may not be 

similar to the market in general or to the “average” shareholder or to any theoretical “optimal” risk 

tolerance. 

The question of whether there is an “optimal” risk tolerance in any situation – high or low – is left 

to greater minds. But it may be worth noting that risk tolerances may be the least easily 

quantifiable of all the factors discussed above and the most prone to situational influences. 

Accordingly, even those most partial to hard and fast rules may view prescribing a particular 

optimal risk tolerance for all situations as impossible and admit to the necessity of deferring to the 

business judgment of the board – the honest broker between management and activist. 

Which brings us, finally, to golden leashes. 

                                                 
6 It seems more likely that diversified institutional holders focus less on holding shares for any particular length 

of time and more on optimizing their potential returns at all times. 
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Lately, in the context of a difficult proxy battle, Agrium Inc. complained mightily about the “golden 

leashes” placed by JANA Partners on JANA’s nominees for five (out of 12) Agrium board seats. 

These leashes consisted of payments to the JANA-nominated directors of a percentage of 

JANA’s profits from its investment in Agrium. JANA questioned how incentivizing board members 

to maximize share price could create a conflict of interest for directors.7  

So what was Agrium worried about? 

First, they may have been worried that otherwise nominally independent directors cannot possibly 

be truly independent if they are getting paid by one particular shareholder with a particular point 

of view – regardless of the form of payment. That seems to be a fairly fundamental objection, and 

shareholders prior to voting will presumably need to satisfy themselves that the proposed 

directors are in fact qualified, independent businessmen of sound judgment, and not lackeys of 

the insurgent. This question will get asked regardless of whether the insurgent provides any 

separate compensation to its nominees. JANA in response would argue that in order to get high 

quality, independent nominees to step into a contentious situation, something more than the 

usual director’s fee is appropriate and, in fact necessary. Again, absent misaligned risk 

tolerances, all investors should have the same interest in hiring directors best able to evaluate 

and correctly probability weight the various alternatives open to the company. So, if you assume 

all investors have the exact same risk tolerance (and further assume the intellectual honesty of 

the nominees), paying certain directors more to do this job should not be an issue. 

Sadly for those who love simplicity, assuming that all shareholders have the same risk tolerance 

is certain to be contra-factual. This may explain why Agrium seemed to be more agitated by the 

form of the payment than the mere fact of the payment. Here, the argument gets more interesting. 

It is one thing if the nominees simply get a flat fee for services rendered, regardless of how they 

are rendered; it is quite another if the nominees get a share of JANA’s profits. Sharing JANA’s 

profits raises the question rather directly as to whether the amount of the payment to be received 

by the nominees depends on the timeframe in which the shares will be sold by JANA, and, if the 

timeframe will determine the ultimate price realized, whether it is appropriate for an honest broker 

to have a cash incentive to adhere to a particular timeframe, which is outside of the nominees’ 

                                                 
7 JANA went on to lose the proxy fight, and the story lost any further instructive value at that point. Other recent 

examples include Elliott Management placing “golden leashes” on its short slate of nominees to the board of Hess 
Corporation, consisting of a payment for each percentage point by which Hess outperformed its peers at the end of a 
three-year period. Elliott’s nominees waived their rights to these payments, saying they had become a distraction. In Carl 
Icahn’s proxy battle with Forest Laboratories, Inc., he offered his nominee one percent of his profits over a certain share 
price (which was about 30 percent over the market price at the time of the proxy fight). 



 7 

control.8 In other words, does the lack of control of the time of disposition mean that the 

nominees will be incentivized to adopt the risk tolerance of the insurgent? 

To be fair, it did not appear that JANA had announced any specific timeframe for its exit, so at the 

time of nomination there would not seem to have been any attempt to influence the nominees on 

that basis.9 On the other hand, JANA certainly had not handed over the disposition decision to its 

independent nominees – nor is it likely JANA could do so, having fiduciary duties to its own 

investors. Accordingly, there remained the specter of JANA tugging on that golden leash by 

announcing, for instance, that it would sell all its holdings within x months, or, more likely, that it 

thought strategy x would certainly lose money for the company, leaving the nominees to divine 

what sort of action would follow if strategy x were pursued. In short, the arrangement did seem to 

vest JANA with a means, however attenuated, of influencing the pocketbook of the nominees, 

and not just influencing their informed opinion.10  

Courts will always scrutinize these arrangements to see if they will tend to make honest brokers 

any less honest. Any arrangement that potentially unhitches a director’s financial incentives from 

the exercise of his or her best judgment is bound to be viewed skeptically. And even if rational 

economic theory would tell us that all shareholders with the same risk tolerance should have the 

same interest at heart, courts will always scrutinize closely the independence of nominees with 

any sort of economic incentive to act on behalf of their proponents – even if there is no standard 

available for judging whether one sort of risk tolerance is better than another.11  

                                                 
8 One could also consider whether getting a share of JANA’s profits would incentivize the nominees to adopt 

JANA’s view of the correct probability-weighted value of the different alternatives. Again, there would not seem to be 
much reason for the nominees (or JANA) to shut their eyes to a better value proposition, so long as they judged that value 
proposition with the same risk tolerance (informed by the same perception of market inefficiencies). 

9 The nominees would be entitled to a deemed profit on any shares still held by JANA after a three-year period, 
so effectively the scheme provided a strong incentive to maximize the share price on that date, to the extent JANA had 
not previously sold its shares. It should be noted that there are those who do not think three years is a “long-term” 
commitment to a corporation. For others, it seems almost impossible that it would take three years for the markets to 
efficiently value the prospects of a publicly traded company. 

10 The Deal Professor in his April 2, 2013 DealBook posting raised a great point about both the JANA and Elliott 
versions of golden leashes – both are upside-only payments. This creates an incentive that, taken to its extreme, might 
encourage a director to prefer a strategy with a 20 percent chance of making $10 and an 80 percent chance of losing 
$100 to a strategy with a 100 percent chance of making $2. Of course, as he also points out, this is also true to some 
extent of out-of-the-money options regularly awarded to management. Query whether upside-only incentives properly 
align the nominees’ interests with activist funds that presumably have millions invested in the target stock and millions of 
potential downside. See Steven M. Davidoff, Upping the Ante in a Play for a Stronger Board, N.Y. TIMES (Apr. 2, 2013), 
http://dealbook.nytimes.com/2013/04/02/upping-the-ante-in-a-play-for-a-stronger-board/. 

11 Some might argue, reasonably, that a risk tolerance skewed in favor of short-term actions is preferable, as it 
reflects the reality that most shareholders are in fact short-term shareholders. Whether that is good policy is another 
question entirely. As is the question as to whether one could adopt measures to eliminate or reduce market imperfections 
that lead to delays in the market reflecting a proper risk-weighted valuation for target’s shares (and that, as a result, skew 
risk tolerances). 

http://dealbook.nytimes.com/2013/04/02/upping-the-ante-in-a-play-for-a-stronger-board/
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Don’t Make Poison Pills More Deadly 
 
Posted by Lucian Bebchuk, Harvard Law School, on Thursday February 7, 2013 
 

 

In a column published today on the New York Times DealBook, as part of my column series, I 

focus on an important but largely overlooked aspect of the SEC’s expected consideration of 

tightening the 13(d) rules governing blockholder disclosure. The column, titled “Don’t Make 

Poison Pills More Deadly,” is available here, and it develops an argument I made in a Conference 

Board debate with Martin Lipton, available here. 

The column explains that an unintended and harmful effect of the considered reform may be that 

it will help companies adopt low-threshold poison pills – arrangements that cap the ownership of 

outside shareholders at levels like 10 or 15 percent. The SEC, I argue, should be careful to avoid 

such an outcome in any rules it may adopt. 

The SEC is planning to consider a rule-making petition, filed by a prominent corporate law firm, 

that proposes to reduce the 10-day period, as well as to count derivatives toward the 5 percent 

threshold. The push for tightening disclosure rules is at least partly driven by the benefits that 

earlier disclosure would provide for corporate insiders. Supporters of the petition have made it 

clear that tightening disclosure requirements is intended to alert not only the market but also 

incumbent boards and executives in order to help them put defenses in place more quickly. 

The drafters of the Williams Act envisioned a landscape that would allow outsiders who were not 

seeking to control a company to keep accumulating shares, provided that they made the required 

disclosures. But companies in the United States have been increasingly using poison pills with 

low thresholds to limit the stakes of outside shareholders they disfavor. 

Editor’s Note: Lucian Bebchuk, professor of law, economics and finance at Harvard Law 

School, is co-author (with Robert J. Jackson Jr.) of The Law and Economics of Blockholder 

Disclosure. This post draws on Professor Bebchuk’s New York Times DealBook column Don’t 

Make Poison Pills More Deadly.  

http://dealbook.nytimes.com/2013/02/07/dont-make-poison-pills-more-deadly/
http://dealbook.nytimes.com/2013/02/07/dont-make-poison-pills-more-deadly/
http://www.conferenceboard.org/directorroundtables/blockholder
http://www.sec.gov/rules/petitions/2011/petn4-624.pdf
http://blogs.law.harvard.edu/corpgov/
http://www.law.harvard.edu/faculty/bebchuk/
http://www.law.columbia.edu/fac/Robert_Jackson
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1884226
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1884226
http://dealbook.nytimes.com/2013/02/07/dont-make-poison-pills-more-deadly/
http://dealbook.nytimes.com/2013/02/07/dont-make-poison-pills-more-deadly/
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Indeed, among the 637 companies with poison pills in the FactSet Systems database, 80 percent 

have plans with a threshold of 15 percent or less. No other developed economy grants corporate 

insiders the freedom to cap the ownership of blockholders they disfavor at such low levels. 

The current ability of insiders to adopt low-threshold poison pills is a highly relevant factor for any 

assessment of the rules governing the relationship between incumbents and outside 

shareholders. In particular, the SEC should recognize that tightening disclosure requirements 

could impose costs on public investors and the economy by facilitating the use of such pills. 

If the SEC does decide that tightening disclosure requirements is desirable, it should design the 

rules to avoid aiding the use of such poison pills. This could be done by limiting the application of 

tightened disclosure requirements to companies whose charters do not permit the use of low-

threshold poison pills. 

Proponents of the petition, which has thus far failed to attract any supportive comments from 

institutional investors, should endorse including such a limitation in any reform. Doing so is 

necessary to address concerns that tightened disclosure requirements might be aimed at 

protecting entrenched insiders rather than public investors. 

Even if the petition’s proponents keep pressing for rules that would facilitate low-threshold poison 

pills, the SEC should avoid serving this objective. As the investor’s advocate, the SEC should 

ensure it does not take any action that would harm investors by facilitating the pernicious use of 

such poison pills. 
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Rethinking Director Nomination Requirements and Conduct 
 
Posted by Peter Atkins, Skadden, Arps, Slate, Meagher & Flom LLP, on Wednesday July 17, 
2013 
 

 

This post identifies and discusses a number of steps public companies may wish to consider 

regarding director nomination requirements and conduct in light of the heightened potential for 

arrival on the board of activist shareholder-nominated directors. 

Background 

 

Increased Incidence of Nomination Proposals: Based on publicly reported information 

published by Activist Insight,1 during 2012 activist shareholders threatened to initiate or initiated 

58 director election proposals, and in 45 of them succeeded in electing at least one director either 

in an election contest or by agreement with the target’s board. During the first quarter of 2013, 

activist shareholders are reported by Activist Insight2 to have threatened to initiate or initiated 36 

director election proposals and in an election contest or by agreement in 13 of them succeeded in 

electing at least one director. By way of comparison, in the first quarter of 2012, activist 

shareholders threatened to initiate or initiated only 18 director election proposals. 

Reaction of Investment Community: Moreover, the activist call for adding shareholder-

sponsored directors, typically less than a majority, to public company boards is receiving 

increasing support in the investment community. 

Need for Proactive Board Assessment: With short slate election contests by activist 

shareholders becoming an increasing risk and reality for public companies, incumbent boards 

                                                 
1 Source: Shareholder Activism Review 2012. 
2 Source: Activism Monthly, Volume 2, Issue 4. 

Editor’s Note: Peter Atkins is a partner of corporate and securities law matters at Skadden, 

Arps, Slate, Meagher & Flom LLP. This post is based on a Skadden, Arps memorandum by 

Mr. Atkins, Richard J. Grossman, and Edward P. Welch; the full text, including appendix, is 

available here. 

http://blogs.law.harvard.edu/corpgov/
http://www.skadden.com/professionals/peter-allan-atkins
http://www.skadden.com/professionals/richard-j-grossman
http://www.skadden.com/professionals/edward-p-welch
http://www.skadden.com/newsletters/Rethinking_Director_Nomination_Requirements_and_Conduct_in_an_Era_of_Shareholder_Activism.pdf
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should be taking a proactive approach to assessing the implications of this development and to 

determining what steps, if any, would be appropriate to take in response. 

Legitimate Subject for Board Consideration; Timing: To be clear, this suggestion is not 

motivated by a knee-jerk bunker mentality that shareholder-sponsored directors are an automatic 

threat. Of course that is not the case. However, it would be equally incorrect to conclude that the 

arrival of an activist shareholder-sponsored director is an inherently positive event. The fact is 

that dealing with the phenomenon of activist shareholder director nominations is a perfectly 

legitimate subject for sitting boards to consider. As the body ultimately responsible for overseeing 

a company’s business and affairs, the board of directors should be interested in mitigating the risk 

of dysfunction that often results from directors representing specific interests rather than 

shareholders as a whole, that can lead to, among other things, a loss of confidentiality with 

respect to company information, including discussions among and views expressed by directors. 

The optimal time to focus on mitigating this risk is “on a clear day,” without the pressures and 

confusion about motives surrounding a threatened or pending election contest. 

Exercise Thoughtful Judgment: Before addressing various issues, one point should be 

underscored—any nomination requirement or conduct rule to be applied to a proposed new 

director sponsored by an activist shareholder should be tested against the following question: 

Would we, the incumbent board, be prepared to apply the requirement or rule to ourselves and to 

new nominees proposed in the future by us? This is not to say that a “one-size-fits-all” approach 

to director nomination requirements and conduct is mandatory. However, if there is to be a 

difference in application, the board should be prepared to articulate a legitimate basis for it, 

grounded in proper corporate interests—and should be comfortable that the differentiation does 

not overstep the bounds of public policy that in Delaware protects the exercise by shareholders of 

their voting rights and imposes some limits on directors constraining other directors. 

Communication of Confidential Information to Sponsoring Activist 
Shareholder 

 

The Information Conduit Risk 

The Kalisman Decision: In a recent decision (Kalisman),3 the Delaware Chancery Court 

declared that “When a director serves as the designee of a stockholder on the board, and when it 

is understood that the director acts as the stockholder’s representative, then the stockholder is 

generally entitled to the same information as the director.” This proposition appears to have 

                                                 
3 Kalisman, et al. v. Friedman, et al., C.A. No. 8447-VCL, letter op. (Del. Ch. Apr. 17, 2013). 
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originated in cases involving shareholder designation of a director pursuant to a contractual right 

or by a controlling shareholder. In Kalisman, however, neither was present. OTK Associates, 

LLC, the designating shareholder, owned 13.9 percent and was the largest shareholder of 

Morgans Hotel Group, a publicly traded company. Kalisman, a founding member of OTK, appears 

to have been invited on Morgans’ board following conversations with Morgans about OTK’s 

investment in it, but without any formal agreement. Accordingly, the Kalisman decision suggests 

that, at least in the absence of an appropriately imposed limitation, an activist-sponsored director 

(elected after conversations between the activist shareholder and the company with or without a 

formal agreement, or after a settlement of or a vote pursuant to an election contest) might be free 

to serve as a confidential information conduit to the activist sponsor. The Kalisman opinion would 

also require that the designee be “understood” to be acting as the shareholder’s 

“representative”—each of which determinations would seem to be factual in nature to be made on 

a case-by-case basis. 

Potential for Board Disruption: The existence of a pipeline of confidential company information 

to an activist shareholder from its sponsored director would be genuinely disruptive to the 

effective functioning of a public company board, particularly in light of the Delaware rule recited in 

Kalisman that “A director’s right to information is ‘essentially unfettered in nature.’” Moreover, the 

confidential information flow likely would be quite unexpected by the company, given the normal 

proposition that once elected to the board, a director owes his or her fiduciary duties, including of 

confidentiality, to the company and shareholders as a whole. 

Remedial Steps to Consider 

Ability to Impose Limitations: Companies should fix this potential problem up front. In 

Kalisman, the court acknowledged that some limitations can be imposed, noting that “[a]ny 

dispute on this issue [of conveying information to a shareholder for whom the director acts as 

representative] is not yet ripe, because Kalisman has undertaken not to share privileged 

information with OTK… .” 

Possible Fixes: A number of fixes to the problem may exist. One would be for the board to 

establish in the company’s bylaws a director nomination requirement that, prior to being accepted 

as a nominee, each proposed nominee must confirm in writing, in form acceptable to the 

company, that she or he will abide by all policies applicable to directors from time to time, 

including policies defining and specifying the treatment of company confidential information. 

(Some public company advance notice bylaws for shareholder-sponsored director nominations 

contain a similar requirement.) Two, in conjunction with that requirement, the company would 

establish a confidentiality policy (or amend its existing one, if needed) specifically providing that, 



 4 

without limiting the director’s confidentiality obligations under the policy or otherwise, the director 

will not disclose company confidential information to any shareholder that nominated the director 

to serve on the company’s board. Three, alternatively (or in addition), all proposed nominees 

would be required pursuant to a board-adopted company bylaw to represent and agree in writing, 

in form satisfactory to the company, prior to being accepted as nominees, that they are not acting 

and will not act as the representative of any particular stockholder or group of stockholders while 

serving as a director (other than as a member of a committee established by the board). 

Communication of Confidential Information to Others 

The Broader Information Disclosure Risk 

Breaches of Confidentiality Obligations: Another potentially difficult area of director conduct, 

that can be exacerbated when activist shareholder-nominated directors sit on a company’s board, 

is communication by them with the media, investors and others about confidential company 

matters, in breach of fiduciary duties, company policies and/or express agreements. Particularly 

in situations where the nominee becomes a director in the context of an activist shareholder 

initiative (e.g., proposing the company put itself up for sale, spin off certain operations or return 

capital to shareholders), or where subsequent to election the activist shareholder starts such an 

initiative, the activist shareholder-sponsored director may be more vulnerable than other board 

members to private inquiries seeking information and, even if not contacted, may want to express 

himself or herself. 

Remedial Steps to Consider 

Use of Situation-Specific Reminders: Most companies have codes of ethics and/or 

confidentiality policies that would prohibit such communications by directors. Nonetheless, they 

sometimes occur, including by non-shareholder-sponsored directors. Accordingly, companies 

should consider adopting a policy/practice of providing targeted reminders to all directors when 

problematic situations arise, as a means of reinforcing on a situation-specific basis both the 

existence of the prohibitions and the seriousness of a breach. (Certain other useful reminders can 

be provided at the same time, including regarding the company’s policy with respect to 

responding to media, shareholder and other inquiries, and to whom and when such inquiries 

should be reported within the company.) One mechanism for implementing this type of reminder 

might be a memorandum from the general counsel to the board, perhaps to be countersigned by 

each director. A model reminder memorandum is set forth on Appendix A (modified from a 

document used in a takeover election contest situation). 

 

http://www.skadden.com/newsletters/Rethinking_Director_Nomination_Requirements_and_Conduct_in_an_Era_of_Shareholder_Activism.pdf#page=6
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Resignation in Event of Intentional Confidentiality Breach: A more severe potential remedial 

step would be to require the shareholder-sponsored director nominees (or all nominees) to submit 

a resignation up front, the effectiveness of which is conditioned on a finding by a court of 

competent jurisdiction that the director intentionally disclosed confidential company information to 

a third party in breach of the director’s confidentiality obligations to the company under law and/or 

any policy, code, agreement or understanding applicable to the director. Such a conditional 

resignation is contemplated by Section 141(b) of the Delaware General Corporation Law.4 (This 

remedial step would tie together with the confidentiality policy provision discussed above in 

connection with the Kalisman case.) 

Requirements for Acceptance of Shareholder-Nominated Directors 

Prevalence of Advance Notice Bylaws: Many public companies have adopted bylaws requiring 

advance notice of shareholder-proposed directors. Over time, in response to increased efforts by 

hedge funds and other shareholder activists to take positions in and influence target companies, 

advance notice bylaws have become vehicles for requiring, as preconditions for acceptance of 

the nominees, various disclosures, representations and agreements by both nominees and 

shareholder sponsors. 

Potential Areas for Enhancement: Companies should consider (a) the process for informing 

potential shareholder nominee sponsors and nominees regarding what disclosures, 

representations and agreements will be required of them and (b) what additional disclosures, 

representations and agreements, if any, might be appropriate. 

Process Requirements 

Improved Decision-Making About Requirements—A Two-Step Process: As to process, 

advance notice bylaws today provide for a one-step submission process, with all required 

material submitted with the notice of nomination, based on forms of questionnaires and 

disclosures, representations and agreements provided beforehand. However, some disclosures, 

representations and agreements might be better framed if the company knew, before providing its 

requirements, the identity of the sponsoring shareholder and of the nominees, and much of the 

information that otherwise would be obtained through required disclosures to the company at the 

time of submission of a nomination. Accordingly, in order to make more informed decisions about 

how precisely to frame the disclosures, representations and agreements to be required in a 
                                                 

4 Whether such a resignation can be irrevocable is an open question under Delaware law. However, even if 
revocable, for a director who cared about his or her reputation, including for integrity, it seems doubtful he or she would 
actually revoke the resignation (which would amount to the director publicly reneging on his or her prior agreement to 
accept automatic resignation if, but only if, found by a court to have breached his or her confidentiality obligation to the 
company). 
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particular case, companies may wish to consider adopting a two-stage advance notice process. 

The first stage would expressly require identification of the proposed nominees and their 

shareholder-sponsor, and the concurrent submission of completed preliminary questionnaires by 

those parties, made available to them through the company’s secretary. This would seem easily 

manageable within the timing for advance notice of shareholder-sponsored director nominations 

provided by most advance notice bylaws. 

Reservation of Right to Require More: Another process point to consider is to reserve explicitly 

the right to require additional disclosures, representations and agreements even after 

shareholder-sponsored nominations have been submitted. Developments may occur both in 

applicable law and in awareness of relevant facts and circumstances during the course of an 

election contest, and it would seem prudent for the company to preserve the flexibility to respond 

to any such developments. 

An Important Caveat: One caveat should be kept in mind. Attempts to manage the shareholder-

sponsored nomination process may at some point be challenged as improperly interfering with 

the right of shareholders to nominate directors. Accordingly, care should be taken in structuring 

and applying both the two-stage process and the reservation of rights suggested above so that 

each separately and the advance notice requirements taken as a whole are supportable as 

rationally tied to legitimate company interests as determined by the informed business judgment 

of the board. 

Other Requirements 

Review Other Precedents: As to additional disclosures, representations and agreements, a 

number of public company advance notice bylaws for shareholder-sponsored director 

nominations contain a broad array of disclosure, representation and agreement requirements as 

a predicate for acceptance of a shareholder-sponsored nominee. (See, for example, the bylaws 

of Pfizer Inc., The Allstate Corporation and Verizon Communications Inc.) These are useful 

reference points for assessing the adequacy of a company’s advance notice bylaws in this era of 

shareholder activism. 

Focus on Independence: One noteworthy provision in some companies’ advance notice bylaws 

is the reservation of the right to require a proposed nominee to furnish such additional information 

as the company may reasonably require to determine the eligibility of the proposed nominee to 

serve as an independent director or that could be material to a reasonable shareholder’s 

understanding of the proposed nominee’s independence. On its face, preserving the right to 

request such information about an activist shareholder’s proposed director nominee seems 



 7 

plainly in the interest of shareholders as a whole. The issue may well go beyond whether the 

activist shareholder nominees would be independent for purposes of serving on the company’s 

audit, compensation or nominating committee. For example, in the context of an election contest 

linked to an activist shareholder proposing a course of action for a company that its board has 

rejected, the independence of the shareholder activists’ director nominees in reviewing that 

course of action as a director is likely to be an important election issue—and this independence 

issue may require understanding the nominee’s direct and indirect business and personal 

relationships with the activist shareholder sponsor and its affiliates. The formulation set forth in 

the first sentence of this paragraph provides flexibility to probe the full reach of “independence” 

depending on the facts and to decide when to make a request. At the same time, care should be 

taken to apply this flexibility in a reasonable manner. 

Negate Special Director Compensation: Another area of recent focus is activist hedge funds 

providing special compensation arrangements to their director nominees if, after being elected, 

the activist’s program is successfully accomplished. These arrangements are quite troubling as a 

matter of director independence, overall corporate governance and board dynamics. They seem 

well within the prerogative of a board to negate through a provision in an agreement required to 

be submitted by the nominee as part of a shareholder-sponsored director nomination. Such 

agreement would represent that there are no such special arrangements in connection with the 

nomination and commit that there will be none going forward. It should be noted that a number of 

advance notice bylaws require disclosure that would encompass such arrangements, but do not 

affirmatively require that there are none and will be none. This disclosure approach may well be 

sufficient as a practical matter to curb the use of special compensation arrangements, given the 

likelihood that, once disclosed, they will constitute an attack point against and detract from the 

activist shareholder’s campaign and nominees. 

Conclusion 

As noted, we believe that in this era of heightened shareholder activism, particularly as 

manifested by the increased use by shareholder activists of election contests in support of their 

nominees, incumbent boards should proactively consider whether and, if so, what and how 

additional director nomination requirements and conduct rules should be explored and adopted, 

with a view to enhancing the protection of shareholders as a whole. Some particular suggestions 

in this regard are noted above. 

At the same time, informed and balanced board judgment should be exercised and documented 

to mitigate both the risk of successful legal challenge to such measures, predicated on claims of 
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breach of duty or public policy, and the risk of other adverse reactions, including from shareholder 

activists, other investors, proxy advisory firms and the media. 
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W/1745743

Ms. Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C. 20549

Re:Petition for Rulemaking Under Section 13 of the
Securities Exchange Act of 1934

Dear Ms. Murphy:

Wachtell, Lipton, Rosen & Katz1 respectfully submits this petition2 to the Securities and
Exchange Commission (the “Commission”) requesting that the Commission initiate a
rulemaking project regarding the beneficial ownership reporting rules under Section 13 of the
Securities Exchange Act of 1934 (the “Exchange Act”)—specifically, to propose amendments to
shorten the reporting deadline and expand the definition of beneficial ownership under the
reporting rules. We believe that the current reporting regime fails to fulfill its stated purposes,
and outline in this letter a number of recommended amendments that we believe would be
beneficial to investors, issuers and the market as a whole.

1 Wachtell, Lipton, Rosen & Katz is a New York based law firm that specializes in mergers and acquisitions,
strategic investments, takeovers and takeover defense, corporate and securities law and corporate governance. We
counsel both public and private acquirors and targets.
2 Rule 192(a) of the Rules of Practice and Rules on Fair Fund and Disgorgement Plans of the Securities and
Exchange Commission.
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In particular, we believe that the current narrow definition of beneficial ownership and
the ten-day reporting lag after the Section 13(d) ownership reporting threshold is crossed
facilitate market manipulation and abusive tactics. It has become both simple and commonplace
for aggressive investors to intentionally structure their acquisition strategies to exploit the gaps
created by the current reporting regime, to their own short-term benefit and to the overall
detriment of market transparency and investor confidence. Current tactics show that the very
purposes for the Section 13(d) reporting requirement are being undermined.

There is no valid policy-based or pragmatic reason that purchasers of significant
ownership stakes in public companies should be permitted to hide their actions from other
shareholders, the investment community and the issuer; indeed, the need for transparency,
fairness and equality of information in our financial markets has never been higher. Recent
events have highlighted the potential extremes to which these acquisition tactics may be taken,
and make clear the urgent need for meaningful, comprehensive reform, both to clearly prohibit
these types of abuses and to conform with the current norm for developed markets throughout
the world. The reporting regime in the United States must evolve if it is to continue to perform
the vital function for which it was initially implemented.

Recent legislation has made clear that the Commission has the necessary authority to take
these remedial steps, and that the time for decisive action has come.3 Indeed, Section 766(e) of
the Dodd-Frank Wall Street Reform and Consumer Protection Act (the “Dodd-Frank Act”)
highlights the need for prompt action by creating significant uncertainty as to the continued
validity of long-standing interpretations of the reporting rules with respect to the treatment of
derivatives. The Staff of the Commission has publicly indicated that it intends to act to resolve
such uncertainties.4 We applaud these statements, but urge the Commission to take this
opportunity to undertake the comprehensive reform that is so sorely needed, rather than limiting
its actions to a narrow rulemaking confined to the specific issues raised by Section 766(e) of the
Dodd-Frank Act. Closing the ten-day window and requiring the proper reporting of derivative
ownership are vital and pressing actions that should be a priority.

Historical Purpose of the Section 13(d) Reporting Rules

Since its adoption by Congress in 1968 as part of the Williams Act, the stated purpose of
the beneficial ownership reporting regime has been to compel the release of information to the
investing public with respect to the accumulation of substantial ownership of an issuer’s voting
securities.5 In particular, Congress noted a troubling absence of disclosure regulations for
accumulations outside of the context of proxy contests, despite the fact that policy reasons

3 Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, 124 Stat. 1376 (2010)
(hereafter “Dodd-Frank Act”); see in particular §§ 766(e) and 929R.
4 See, e.g., Joshua Gallu, Secret Corporate Raids to Get Harder Under SEC Rule Change, Bloomberg, Feb. 22,
2011; Yin Wilczek, Shortening of Disclosure Period for Beneficial Owners, Corp. Coun. Wkly., Feb. 16, 2011.
5 See, e.g., S. Rep. 90-550, at 1 (1967) (“There are, however, some areas still remaining where full disclosure is
necessary for investor protection but not required by present law. One such area is the purchase of substantial or
controlling blocks of the securities of publicly held companies”).
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dictate similar disclosure obligations in all circumstances.6 Simply put, the purpose of the
Section 13(d) disclosure rules has always been to “alert investors in securities markets to
potential changes in corporate control and to provide them with an opportunity to evaluate the
effect of these potential changes.”7

This purpose is no longer being properly served. As the Commission has publicly
observed for nearly three decades, the ten-day reporting lag leaves a substantial gap after the
reporting threshold has been crossed during which the market is deprived of material
information, and creates incentives for abusive tactics on the part of aggressive investors prior to
making a filing.8 Such investors may – and frequently do9 – secretly continue to accumulate
shares during this period, acquiring substantial influence and potential control over an issuer
without other shareholders (or the issuer) having any information about the acquiror or its plans
and purposes at the time stockholders sell their shares. This serves the interest of no one but the
investor seeking to exploit this period of permissible silence to acquire shares at a discount to the
market price that may result from its belated disclosures.

The Ten-Day Reporting Window

The pragmatic reasons which may have motivated the inclusion of a ten-day reporting lag
in the Williams Act are simply obsolete. Changes in technology, acquisition mechanics and
trading practices have given investors the ability to make these types of reports with very little
advance preparation time. The impact of these advances and corresponding need for change in
the Section 13(d) reporting timetable was noted as early as 198310 in the report of an advisory
commission established by the Commission, and has only become more compelling with the
passage of time. The advent of computerized trading has upended traditional timelines for the
acquisition of shares, allowing massive volumes of shares to trade in a matter of seconds. The
increasing use of derivatives has accelerated the ability of investors to accumulate economic
ownership of shares, usually with substantial leverage. Furthermore, the markets rely on the
expectation that material information will be disseminated promptly and widely, in no small part

6 See, e.g., S. Rep. 90-550, at 2 (1967) (“The failure to provide adequate disclosure to investors in connection with a
cash takeover bid or other acquisitions which may cause a shift in control is in sharp contrast to the regulatory
requirements applicable where one company offers to exchange its shares for another, or where a contest for control
takes the form of a proxy fight”).
7 Wellman v. Dickinson, 682 F.2d 355, 365-66 (2d Cir. 1982), citing GAF Corp. v. Milstein, 453 F.2d 709, 717 (2d
Cir. 1971), cert. denied, 406 U.S. 910 (1972).
8 Advisory Committee on Tender Offers, SEC, Report of Recommendations (July 8, 1983), reprinted in Fed. Sec. L.
Rep. (CCH) No. 1028 (Extra Edition) 22 (“The 10-day window between the acquisition of more than a 5% interest
and the required filing of a Schedule 13D was found to present a substantial opportunity for abuse, as the acquiror
‘dashes’ to buy as many shares as possible between the time it crosses the 5% threshold and the required filing
date.”) (hereafter, “Tender Offer Advisory Committee Report”); see also Letter from Harold M. Williams,
Chairman, SEC, to the Senate Banking Committee (Feb. 15, 1980) (hereafter, “Williams Letter”); Hearings Before
the Subcomm. On Telecomm. And Fin. of the House Comm. on Energy and Commerce Concerning Pending
Legislation Regarding Contests for Corporate Control, 100th Cong. 2 (1987) (statement of David S. Ruder,
Chairman, SEC).
9 See, e.g., Andrew Ross Sorkin, Dealbook, Big Investors Appear Out of Thin Air, N.Y. Times (Nov. 1, 2010). For
additional examples, see text accompanying footnotes 23-26.
10 Tender Offer Advisory Committee Report at 1.
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due to the impact of the internet and online information exchange. In today’s world, ten days is
an eternity.

These changes and trends have been explicitly recognized by the Commission in the
context of other reporting rules, both through the implementation of additional disclosure
requirements and the shortened timelines that have been adopted for other types of filings. In
2004, the deadline for filing Current Reports on Form 8-K, the primary mechanism by which
issuers make ongoing disclosure to the Commission and the public, was shortened to four
business days following the triggering event.11 The Commission explicitly linked this change to
the Sarbanes-Oxley mandate to provide investors with disclosure of material corporate events on
a “rapid and current basis,”12 in recognition of the fact that the previous fifteen-calendar-day
deadline was too lengthy to accomplish this goal. This step followed an accelerated filing
requirement imposed on officers, directors and 10% shareholders of corporate issuers with
respect to reporting transactions in the issuer’s securities, to the second business day following
the triggering transaction.13 In perhaps the most extreme example, following the enactment of
Regulation FD in 2000, issuers are generally required to inform the market broadly of any
material, non-public information simultaneously with its intentional disclosure to any outside
party.14 These examples illustrate a marked trend by the Commission toward more immediate
disclosure of information material to investors, which should now be applied to the Section 13(d)
reporting rules.

Lower reporting thresholds and shortened deadlines have been required for years in other
developed financial markets, including the United Kingdom, Germany, Australia and Hong
Kong. The U.S. should, at a minimum, offer investors an equivalent level of available
information on as timely a basis as other markets, in order to maintain investor confidence in the
integrity of the U.S. trading markets. For example, Australia requires disclosure of any position
of 5% or more within two business days if any transaction affects or is likely to affect control or
potential control of the issuer, or the acquisition or proposed acquisition of a substantial interest
in the issuer.15 The United Kingdom imposes a two-trading-day deadline for disclosure of
acquisitions in excess of 3% of an issuer’s securities.16 Germany requires a report
“immediately,” but in no event later than four days after crossing the acquisition threshold.17

Hong Kong securities laws require a report within three business days of the acquisition of a
“notifiable interest” under the law.18 No special policy or practicality concerns mandate that the

11 Additional Form 8-K Disclosure Requirements and Acceleration of Filing Date, Release Nos. 33-8400, 34-49424;
File No. S7-22-02 (Mar. 16, 2004).
12 Id.
13 Ownership Reports and Trading by Officers, Directors and Principal Security Holders, Release Nos. 34-46421,
35-27563, IC-25720; File No. S7-31-02 (Aug. 27, 2002).
14 Selective Disclosure and Insider Trading, Release Nos. 33-7881, 34-43154, IC-24599; File No. S7-31-99 (August
15, 2000) (adopting Regulation FD).
15 Australian Takeover Panels Guidance Note 20.
16 Chapter 5 of the Financial Services Authority’s Disclosure Rules and Transparency Rules.
17 See Part 4 of the German Securities Trading Act.
18 See Part XV of the Securities and Futures Ordinance.
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U.S. retain its outdated, overly permissive reporting deadlines or definitions of beneficial
ownership.

There are various options to be considered with respect to shortening the reporting
deadline in order to re-align the Section 13(d) reporting rules with their intended purpose. We
recommend that the Commission require that the initial Schedule 13D filing be made within one
business day following the crossing of the five percent ownership threshold, using the same
“prompt” disclosure standard that the Commission requires with respect to material amendments
to existing Schedule 13D filings.19 While some may argue that this deadline would impose an
unreasonable deadline and reporting burden on investors, we disagree. The type of investor who
acquires a 5% stake in a public company will almost always be a sophisticated, experienced
investor, with the resources to submit the required filings promptly, particularly as these forms
can be substantially prepared prior to crossing the 5% threshold.

Furthermore, to curtail the incentive towards abusive tactics currently inherent in the lag
between crossing the ownership threshold and the reporting deadline, we recommend that
acquirers be prohibited from acquiring beneficial ownership (under a broadened definition
discussed below) of any additional equity securities of the issuer during the time between
acquisition of a 5% ownership stake until two business days after the filing of the required
Schedule 13D. This short “cooling-off period” would be similar to, but less restrictive than, the
cooling-off period rules governing formerly passive investors switching from Schedule 13G
filers to Schedule 13D filers, which prohibit such persons from voting, directing the voting of, or
acquiring an additional beneficial ownership interest in, equity securities of the issuer from the
time they develop a control intent until ten days after the filing of the required Schedule 13D.20

As stated by the Commission in adopting the 1998 beneficial ownership reporting amendments,
“[t]he cooling-off period will prevent further acquisitions or the voting of the subject securities
until the market and investors have been given time to react to the information in the Schedule
13D filing.”21 The same policy concerns are at work here, and the recommended rule would be
less onerous. The two business day cooling-off period would provide time for the investment
community to review and assess the potential market impact of the initial Schedule 13D
disclosures.

In enacting the Dodd-Frank Act, Congress specifically authorized the Commission to
shorten the filing window: Congress modified Section 13(d)(1) of the Exchange Act to read
“within ten days after such acquisition, or within such shorter time as the Commission may
establish by rule.”22 This explicit grant of authority demonstrates Congress’ recognition of the
need for prompt corrective action, as exemplified by recent dramatic abuses of the ten-day
window period.

19 17 C.F.R. §240-13d-2(a).
20 17 C.F.R. §240-13d-1(e)(2).
21 Amendments to Beneficial Ownership Reporting Requirements, Release No. 34-39538; File No. S7-16-96 (Jan.
12, 1998) at p. 10.
22 Dodd-Frank Act §929R (emphasis added).
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The recent acquisitions of J.C. Penney stock by Pershing Square Capital Management
and Vornado Realty Trust vividly illustrate the extent to which savvy investors are able to
exploit the gaps in the current Section 13(d) reporting rules – in this case, acquiring beneficial
ownership of more than 25% of J.C. Penney’s outstanding common stock before any public
disclosure was made. Pershing Square first acquired 4.9% ownership through open market
purchases, and then Pershing Square and Vornado rapidly acquired a total of approximately 27%
ownership through open market purchases, forward purchases, call options and total return swaps
during the ten-day window after crossing the 5% threshold in late September 2010 and prior to
filing their initial Schedule 13D ten days later.23 In the first full trading day after Pershing
Square and Vornado filed their Schedule 13D reports, J.C. Penney’s stock closed at $33.12,
compared to the average closing price of $28.31 over the prior ten days while Pershing Square
and Vornado were engaging in their aggressive accumulation program after crossing 5%,
resulting in a substantial transfer of value to these two investors from the public shareholders
who sold their shares during the ten-day window without knowledge of the investors’ plans. In
January 2011, representatives of each of Pershing Square and Vornado were appointed to J.C.
Penney’s board of directors, demonstrating the influence and control that these investors were
able to obtain as a direct result of their secret share acquisitions during the ten-day window
period.24

Pershing Square employed similar tactics in its recent acquisition of the stock of Fortune
Brands. Pershing Square first acquired slightly less than 5% of Fortune Brands’ common stock.
During the ten-day period following its crossing of the 5% threshold in late September 2010,
Pershing Square then acquired common stock and cash-settled total return swaps, ultimately
accumulating ownership of 10.9% of Fortune Brands’ common stock prior to filing its initial
Schedule 13D on October 8, 2010.25 In the first full trading day after Pershing Square filed its
Schedule 13D report, Fortune Brands’ common stock closed at $55.50, compared to the average
closing price of $49.55 over the ten days prior to the filing while Pershing Square acquired
ownership of an additional 6% of Fortune Brands’ common stock. Just two months after the
initial 13D filing, Fortune Brands announced plans to split up the company as had been
reportedly pressed by Pershing Square, further illustrating the influence and control that can be
secretly acquired during the ten-day window period.26

The prospect of possible closing of the ten-day window has already generated vocal
opposition by the hedge fund activists who have gamed the window to their own advantage. One
well-known activist has argued that the ten-day window period is needed to incentivize hedge
funds to make sizable investments in companies seeking to force company actions that generate
short-term profits arguably for the benefit of the issuer's shareholders.27 However, the purpose

23 See, e.g., Maxwell Murphy, Deal Journal, How Bill Ackman Stalked J.C. Penney, Wall St. J., October 8, 2010;
Joann S. Lublin & Karen Talley, Big Shoppers Bag 26% of J.C. Penney, Wall St. J., October 9, 2010.
24 Press Release, J.C. Penney Company, Inc., JCPenney Agrees to Name William Ackman and Steven Roth to Board
of Directors (Jan. 24, 2011).
25 See, e.g., Matt Phillips, MarketBeat, Ackman in Action, Wall St. J. (Oct. 8, 2010).
26 David Kesmodel, Fortune Brands Plans to Split Up, Wall St. J. (Dec. 8, 2010).
27 See, e.g., Joshua Gallu, Secret Corporate Raids to Get Harder Under SEC Rule Change, Bloomberg, February 22,
2011 (quoting William Ackman as saying that closing the ten-day window would decrease the number of activist
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of the 13D window period was never to grant a license to hedge funds to make extraordinary
profits by trading ahead of the undisclosed, market-moving information contained in their
delayed 13D filings, nor to provide additional inducements to spur hedge fund activity. The
activists’ purported rationale for the window period is directly contrary to the overall purposes of
the 13D reporting requirements – namely, to inform investors and the market promptly of
potential acquisitions of control and influence so that investors have equal access to this material
information before trading their shares. Indeed, the initial 10% reporting threshold in the
Williams Act was amended to 5% in 1970 because of concerns that even 5% ownership
conferred significant control rights and should require public disclosure.28 The advent over the
last four decades of computerized trading and extraordinary derivative opportunities to acquire
substantial share positions has effectively neutralized the impact of the 1970 amendment, as
investors have filed initial 13D forms reporting substantially over 10 percent ownership due to
rapid acquisitions during the window period. The need for reform could not be clearer.

Derivatives and Beneficial Ownership

The concept of beneficial ownership, as used throughout the reporting rules and in the
calculation of when the minimum ownership threshold has been reached, encompasses only
those securities over which an investor (or group of investors) holds either “voting power” or
“investment power,” including the power to “dispose of, or to direct the disposition of,” a
security.29 Other forms of ownership, including through derivatives, are currently explicitly
counted for purposes of the 13(d) reporting rules only where they confer upon the holder the
right to acquire beneficial ownership (i.e., either voting power or investment power) over the
underlying security within sixty days.30 This paradigm fails to adequately address many ways in
which modern investors may acquire economic exposure to a security, including through the
purchase of non-traditional or cash-settled derivatives. Perhaps more importantly, it fails to
recognize circumstances in which an investor may amass influence or control over both the
voting and disposition of substantial blocks of securities, while maintaining the bare legal fiction
that a third party holds such rights. We have extensively discussed elsewhere our concerns with
this trend towards “empty voting,” or otherwise decoupling the economic impact of security
ownership from voting control,31 and continue to believe that it poses a threat to the efficient

investors challenging corporate management because “[i]f forced to disclose the position, the opportunity to buy at
an attractive price disappears”).
28 See, e.g., Staff of S. Comm. on Banking and Currency, Subcomm. on Securities, Report on Additional Consumer
Protection in Corporate Takeovers and Increasing the Securities Act Exemptions for Small Businessmen 1 (Comm.
Print 1970) (“Ten percent of the stock of large corporations, indeed even 5 percent, can . . . have a significant impact
on corporate control.”).
29 17 C.F.R. § 240.13d-3(a).
30 17 C.F.R. §240-13d-3(d)(1).
31 See, e.g., Adam O. Emmerich and William Savitt, Stealth and Ambush Equity Accumulation – Use of Synthetic
Ownership Arrangements Continues to Pose Danger to Securities Markets and Public Companies (2010),
http://www.wlrk.com/webdocs/wlrknew/WLRKMemos/WLRK/WLRK.18056.10.pdf; Theodore N. Mirvis, Adam
O. Emmerich and Adam M. Gogolak, Beneficial Ownership of Equity Derivatives and Short Positions – A Modest
Proposal to Bring the 13D Reporting System into the 21st Century (2008) (hereafter “A Modest Proposal”),
http://www.wlrk.com/webdocs/wlrknew/WLRKMemos/WLRK/WLRK.15395.08.pdf; Theodore N. Mirvis and
Adam O. Emmerich, De-Coupling of Economic and Voting Power in Public Companies – Equity Ownership
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operation of our public corporations and financial markets. In addition, we believe that
recognition of the rise of this phenomenon by the Commission in the context of the beneficial
ownership reporting rules is vital if such rules are to serve their intended purposes.

As a result of these developments, the current definition of beneficial ownership does not
account for the realities of how derivatives and other synthetic instruments and ownership
strategies are used today in complex trading strategies. To address this issue, the definition of
beneficial ownership for Section 13 reporting purposes should encompass ownership of any
derivative instrument which includes the opportunity, directly or indirectly, to profit or share in
any profit derived from any increase in the value of the subject security.32 Derivative
instruments should include, subject to certain exceptions, any instrument or right “with an
exercise or conversion privilege or a settlement payment or mechanism at a price related to an
equity security or similar instrument with a value derived in whole or in part from the value of an
equity security, whether or not such instrument or right shall be subject to settlement in the
underlying security or otherwise.”33 In addition, it should be made explicitly clear that the
definition encompasses ownership of short positions in a security, as such positions have the
same potential as long positions to influence the trading of the subject security.

Each of these types of derivative transactions permits an acquiror to exercise the type of
market control in the relevant security, and potentially to exert the type of influence over the
issuer, that the Section 13(d) reporting obligations are designed to address, yet are currently
conducted outside of the disclosure regime. This deprives the market, and other investors, of
valuable information that might influence their trading behavior if it were made accessible. Even
in the absence of voting or dispositive power, participants in large hedging transactions gain
influence in a number of ways. The shares subject to the hedge may be eliminated from the
universe of voting shares entirely, depending on the terms of the transaction. In other situations,
voting of the shares may be subject to counterparty influence or control, either directly or
because the counterparty is motivated to vote the hedged shares in a way that will please the
investor and induce them to continue to transact with such counterparty. Net short positions
further create price pressure both through the influence of the short sales themselves, and also
due to the need for their counterparties in such transactions to purchase shares to meet their
potential obligations. Even those derivatives that are characterized as “cash-settled” may
ultimately be settled in kind, creating further market pressure as the participants need to acquire
shares for such settlement.

Derivatives are increasingly being employed to accumulate “empty voting” positions in
an issuer’s stock or to accumulate large stakes prior to making any Section 13(d) disclosures,

Derivatives Create Unforeseen Dangers (2008),
http://www.wlrk.com/webdocs/wlrknew/WLRKMemos/WLRK/WLRK.15268.08.pdf.
32 See “A Modest Proposal” at 3. We note that we do not currently believe that equivalent changes are required or
advisable with respect to the definition of “beneficial ownership” with respect to Section 16 of the Exchange Act
and the rules promulgated thereunder, which we do not believe present the same risk of abuse as the Section 13
reporting rules.
33 See “A Modest Proposal” at 3.
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such as in the CSX proxy contest,34 the Jana/CNET situation35 and, more recently, J.C. Penney
and Fortune Brands as described above. These illustrate the need for these reforms, but are only
a fraction of the instances where the revised rules would have the impact of compelling much-
needed material disclosure.

We do not believe that enacting these changes to the definition of beneficial ownership
would create undue confusion or burden on reporting investors, a belief we base in large part on
the fact that similar changes have been adopted in a number of other jurisdictions (including the
United Kingdom,36 Germany,37 Switzerland,38 Australia39 and Hong Kong,40 each of which use a
broadened definition of beneficial ownership encompassing a range of derivative mechanisms).
The shift to a broad, modernized definition of beneficial ownership in these jurisdictions and
elsewhere both demonstrates that it is a workable construct and, we believe, compels the
Commission to enact related reforms, lest the United States markets continue to remain more
susceptible to manipulative maneuvers than other nations with similarly developed financial
markets.

In addition to clarifying the Commission’s authority to act, the Dodd-Frank Act creates
added urgency for rulemaking with respect to Section 13 reporting. Section 766(e) of the Dodd-
Frank Act, discussing security-based swaps,41 arguably will reverse, and certainly creates
confusion with respect to, currently settled rules and practice with respect to derivatives and
beneficial ownership absent Commission action. Section 766(e) provides that ownership of
security-based swaps constitutes ownership of the underlying security only to the extent that the
Commission deems it so by rule.42 In the absence of prompt action by the Commission in
advance of this provision’s July 2011 effective date, even the protections currently in place with
respect to the treatment of derivatives for beneficial ownership purposes could be lost. This
would be an unwarranted and harmful step in the wrong direction. It is imperative that the
Commission act to prevent this occurrence, and take action to address the other significant gaps
in the reporting rules discussed herein.

34 CSX Corp. v. Children’s Inv. Fund Mgmt. (UK) LLP, et al, 562 F. Supp.2d 511 (S.D.N.Y. June 11, 2008),
affirmed without opinion by CSX Corp. v. Children’s Inv. Fund. Mgmt. (UK) LLP, et al., .292 Fed. Appx. 133 (2d
Cir. 2008).
35 See, e.g., Andrew Ross Sorkin, Dealbook, What is Jana Doing?, N.Y. Times (Feb. 7, 2008).
36 See Chapter 5 of the Financial Services Authority’s Disclosure Rules and Transparency Rules.
37 See Part 4 of the German Securities Trading Act. A bill further expanding the universe of derivatives captured by
German disclosure requirements (including, for example, cash-settled options) has passed the Bundestag (the lower
house of German Parliament), and has been referred to the Bundesrat (the upper house) for an additional required
approval. See Gesetz zur Starkung des Anlegerschutzes und Verbesserung der Funktionsfahigkeit des Kapitalmarkts
(Anlegerschutz-und Funktionsverbesserungsgesetz) (Feb. 11, 2011), available at
http://www.bundesrat.de/cln_161/nn_8694/SharedDocs/Drucksachen/2011/0101-200/101-
11,templateId=raw,property=publicationFile.pdf/101-11.pdf).
38 See Article 20 of the Federal Act on Stock Exchange and Securities Trading in Switzerland.
39 See The Australian Takeover Panels Guidance Note 20.
40 See Part XV of the Securities and Futures Ordinance.
41 Dodd-Frank Act §766(e).
42 Id.
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Remedies

Even if our recommended amendments were to be adopted, the risk that the Section 13
reporting rules will continue to be disregarded or manipulated by sophisticated investors would
remain high unless appropriate remedies are made available to issuers and investors. Currently,
there is no clear path for an issuer facing flagrant reporting violations by an investor to obtain
relief or protection for its stockholders. The CSX Corporation proxy contest provides a stark
example of this state of affairs. After finding that an activist investor had intentionally used
derivative instruments “as part of a plan or scheme to evade the reporting requirements of
Section 13(d)” in connection with substantial share acquisitions in advance of a proxy contest43,
a federal court concluded that existing law did not permit it to enjoin the investor from voting its
shares, despite a statement by the court that it would otherwise grant such relief.44 The lack of an
effective remedy even in such extreme situations will encourage certain investors to flout the
rules, whether or not they are updated. We recommend that, in connection with the amendments
described herein, the Commission undertake a study of enhanced remedies for violations of the
Section 13 reporting rules.

Conclusion

Investor confidence in our financial markets depends in large part on the kind of
transparency that the Section 13 reporting rules are designed to, and should, provide with respect
to the acquisition of potential control positions in public companies. We firmly believe that
closing the ten-day window and adapting the definition of beneficial ownership to fully address
the reality of the way securities are currently traded is both workable and integral to the future
proper functioning of the United States securities markets, and urge the Commission to
undertake these reforms promptly.

Please feel free to contact Theodore N. Mirvis, Andrew R. Brownstein, Eric S. Robinson,
Adam O. Emmerich, David M. Silk, Trevor S. Norwitz, David C. Karp or William Savitt at 212-
403-1000 to discuss any of these matters in more detail.

Very truly yours,

Wachtell, Lipton, Rosen & Katz

cc: Meredith Cross
Michele Anderson

43 CSX at 548 (S.D.N.Y. 2008).
44 Id. at 573-74.
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Should the SEC Tighten its 13(d) Rules? 

 
Posted by Lucian Bebchuk, Harvard Law School, and Robert J. Jackson, Jr., Columbia Law 
School, on Wednesday June 27, 2012 

The upcoming issue of the Harvard Business Law Review will feature our article The Law and 

Economics of Blockholder Disclosure. The article is available here, and PowerPoint slides 

describing the paper’s main points are available here. 

The Securities and Exchange Commission is currently considering a rulemaking petition 

submitted by Wachtell, Lipton, Rosen & Katz (available here) that advocates tightening the rules 

under the Williams Act and, in particular, reducing the amount of time before the owner of 5% or 

more of a public company’s stock must disclose that position from ten days to one day. Our 

article explains why the SEC should not view the proposed tightening as a merely “technical” 

change necessary to meet the objectives of the Williams Act or modernize the SEC’s regulations. 

The drafters of the Williams Act made a conscious choice not to impose an inflexible 5% cap on 

pre-disclosure accumulations of stock to avoid deterring investors from accumulating large blocks 

of shares. We argue that the proposed changes to the SEC’s rules require a policy analysis that 

should be carried out in the larger context of the optimal balance of power between incumbent 

directors and these blockholders. 

We discuss the beneficial role that outside blockholders play in corporate governance, and the 

adverse effect that any tightening of the Williams Act’s disclosure thresholds can be expected to 

have on such blockholders. We explain that there is currently no evidence that trading patterns 

and technologies have changed in ways that would make it desirable to tighten these disclosure 

thresholds. Furthermore, since the passage of the Williams Act, the rules governing the balance 

of power between incumbents and outside blockholders have already moved significantly in favor 

of the former—both in absolute terms and in comparison to other jurisdictions—rather than the 

latter. 

Our analysis provides a framework for the comprehensive examination of the rules governing 

outside blockholders that the SEC should pursue. In the meantime, we argue, the SEC should not 

Editor’s Note: Lucian Bebchuk is Professor of Law, Economics, and Finance at Harvard Law 

School. Robert J. Jackson, Jr. is Associate Professor of Law at Columbia Law School. 

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1884226
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1884226
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1884226
http://www.law.harvard.edu/faculty/bebchuk/pdfs/Blockholder-disclosure-slides.pdf
http://www.sec.gov/rules/petitions/2011/petn4-624.pdf
http://blogs.law.harvard.edu/corpgov/
http://www.law.harvard.edu/faculty/bebchuk/
http://www.law.columbia.edu/fac/Robert_Jackson
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adopt new rules that would tighten the disclosure rules that apply to blockholders. Existing 

research and available empirical evidence provide no basis for concluding that the proposed 

tightening would protect investors and promote efficiency. Indeed, there is a good basis for 

concern that such tightening would harm investors and undermine efficiency. 

Below is a more detailed account of the analysis in our article: 

Our article begins by explaining why policy analysis weighing the advantages and disadvantages 

of tightening these rules is needed before the SEC proceeds with the proposed tightening. It 

might be argued that more prompt disclosure is unambiguously desirable under principles of 

market transparency and was the clear objective of the Williams Act, which first established these 

rules by adding Section 13(d) to the Securities Exchange Act in 1968. Thus, at first glance one 

might conclude that the SEC should tighten the rules without consideration of the costs and 

benefits of doing so. Unlike ordinary disclosure rules that require insiders to provide information to 

investors, however, the Williams Act imposed an exception to the general rule that outside 

investors in public-company stock are entitled to remain anonymous. Moreover, tightening is not 

needed to achieve the objectives of the Williams Act: The drafters of the Act made a conscious 

choice not to impose a hard 5% limit on pre-disclosure accumulations of shares, instead striking a 

balance between the costs and benefits of disclosure to avoid excessive deterrence of the 

accumulation of these outside blocks. Thus, in deciding whether to tighten the rules in this area, 

the SEC should be guided by the general requirement that any costs associated with changes to 

its rules should be outweighed by benefits for investors rather than general intuitions about the 

desirability of transparency. 

The second part of our article therefore proceeds to provide a framework for the policy analysis 

that the SEC should conduct. We begin by considering the costs of tightening the rules on 

blockholders. We begin by explaining that certain benefits of blockholders for corporate 

governance may be reduced or lost if these rules are tightened. We review the significant 

empirical evidence indicating that the accumulation and holding of outside blocks makes 

incumbent directors and managers more accountable, thereby reducing agency costs and 

managerial slack. Tightening the disclosure requirements for blockholders, we argue, can be 

expected to reduce the returns to blockholders and thereby reduce the incidence and size of 

outside blocks as well as blockholders’ investments in monitoring and engagement—which, in 

turn, could result in increased agency costs and managerial slack. 

The third part of our article considers the asserted benefits of tightening the rules that are 

described in the petition. We explain that there is no empirical evidence to support the petition’s 
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contention that tightening these rules is needed to protect investors from the risk that outside 

blockholders will capture a control premium at the expense of other shareholders. 

The final part of the article considers whether the proposed tightening is justified by changes in 

trading practices, changes in legal rules in the United States, or changes in legal rules in other 

jurisdictions that have occurred since the passage of Section 13(d). We first explain that there is 

no systematic empirical evidence supporting the suggestion that investors can now acquire large 

blocks of stock more quickly than they could when Section 13(d) was first enacted. We then show 

that changes in the legal landscape since that time, and particularly the emergence of the poison 

pill, have tilted the balance of power between incumbents and blockholders against the latter—

and therefore counsel against tightening the rules in a way that would further disadvantage 

blockholders. We also explain why comparative analysis of the regulation of blockholders in other 

jurisdictions does not justify tightening the rules governing blockholders in the United States. 

We conclude by recommending that the SEC pursue a comprehensive examination of the rules in 

this area along the lines we put forward. Such an examination should include an investigation of 

the empirical questions we identify. In the meantime, however, existing research and empirical 

evidence offer no basis for tightening the disclosure obligations of outside blockholders. 
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Canada Proposes Improvements in Early Warning 
Disclosure, Rights Plans 
 
Posted by Theodore Mirvis, Wachtell, Lipton, Rosen & Katz, on Wednesday March 20, 2013 

The Canadian Securities Administrators (CSA) recently proposed changes to Canada’s early 

warning regime for the disclosure of substantial blockholdings, including to lower the initial 

reporting trigger to 5% from 10%, to require disclosure no later than the opening of trading on the 

next business day, and to include equity equivalent derivatives and securities lending 

arrangements in the ownership calculation. Separately, the CSA proposed a new policy of greater 

flexibility as to rights plans, including in connection with unsolicited takeover bids. These 

proposals reflect sensible and necessary improvements to Canadian market regulation, to protect 

shareholders from the sorts of activist and takeover techniques and abuses that militate for 

changes in the U.S.’s Section 13(d) rules, and which, in the context of unsolicited takeover bids, 

the U.S. acceptance of rights plans have largely banished from the U.S. 

Early Warning Disclosure. The CSA proposes lowering the initial disclosure threshold from 10% 

to 5% – which would bring Canada’s blockholder disclosure regime more in line with that of the 

U.S. and other leading jurisdictions – and requiring enhanced disclosure once disclosure is 

required. The proposal recognizes the change in the nature and intensity of activism to which 

public companies are today subjected and that accumulations of even 5% can be critically 

important to investor decision making, corporate policy, proxy contests, and market transparency. 

Importantly, the CSA also proposes to include certain equity derivatives and securities lending 

arrangements – such as total return swaps and other derivatives that provide an acquiror with a 

notional “long” position – within the early warning ownership calculation, to address the 

Editor’s Note: Theodore N. Mirvis is a partner in the Litigation Department at Wachtell, 

Lipton, Rosen & Katz. The following post is based on a Wachtell Lipton memorandum by Mr. 

Mirvis, Eric S. Robinson, Adam O. Emmerich, William Savitt and Adam M. Gogolak. Posts 

regarding the Wachtell Lipton rule-making petition referred to in the post, and Wachtell 

Lipton’s forthcoming Harvard Business Law Review article on the subject, are available here 

and here. A post by Lucian Bebchuk and Robert Jackson regarding an article to which the 

Harvard Business Law Review article responds is available here. Other posts about 

blockholder disclosure and Schedule 13D are available here. 

http://www.osc.gov.on.ca/en/SecuritiesLaw_mi_20130313_62-104_take-over-bids.htm
http://www.osc.gov.on.ca/en/SecuritiesLaw_mi_20130313_62-104_take-over-bids.htm
http://www.osc.gov.on.ca/en/SecuritiesLaw_ni_20130314_62-105_security-holder-rights-plan.htm
http://blogs.law.harvard.edu/corpgov/
http://www.wlrk.com/TNMirvis/
http://www.wlrk.com/ESRobinson/
http://www.wlrk.com/AOEmmerich/
http://www.wlrk.com/WSavitt/
http://www.wlrk.com/AMGogolak/
http://blogs.law.harvard.edu/corpgov/?s=Wachtell+rulemaking+petition&submit=Go
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2138945
http://blogs.law.harvard.edu/corpgov/2012/06/27/should-the-sec-tighten-its-13d-rules/
http://blogs.law.harvard.edu/corpgov/tag/schedule-13d/


 2 

widespread use of derivatives and other financial instruments to surreptitiously accumulate large 

economic interests without disclosure (so called “hidden ownership”) or to accumulate voting 

rights without a corresponding economic interest (so called “empty voting”). As the CSA notes, 

the “disclosure of these arrangements would be helpful in maintaining transparency and market 

integrity.” The CSA proposes that disclosure be made promptly but no later than the opening of 

trading on the next business day, recognizing that in today’s digitized and connected world, there 

is no excuse for longer timeframes. Finally, the existing rule imposing a moratorium on additional 

acquisitions until the end of the first business day after the required disclosure would apply from 

the time of acquiring 5%, and would include acquisitions of equity derivatives. 

Rights Plans. The CSA has also proposed a comprehensive new regulatory framework for rights 

plans, which would provide target boards and shareholders with greater discretion over their use, 

and reduce the circumstances in which regulators would intervene to force an issuer to remove a 

plan. As noted by the CSA, the current Canadian approach has been “that a Rights Plan ‘must 

go’ once it has accomplished its ‘legitimate’ purpose of maximizing shareholder choice and value 

by encouraging competing bids or transactions.” Under this approach, regulators often cease 

trade a rights plan within 45-55 days of a takeover bid. Under the proposed regime, in most 

circumstances a board would be able to keep a rights plan in place indefinitely, subject to 

shareholder approval within 90 days of the plan being implemented (or if adopted in response to 

a takeover, within 90 days of the commencement of the takeover), and annual shareholder 

approval. 

The Quebec Autorité des marchés financiers (AMF) has separately made an alternative proposal 

on the topic of rights plans and defensive tactics more generally. The AMF suggests that under 

most circumstances regulators should defer to the judgment of directors of the target corporation 

in the exercise of their fiduciary duty in responding to unsolicited bids. The AMF also proposes to 

impose a minimum acceptance condition on all takeover bids of 50% of unaffiliated shareholders, 

which would provide a target’s shareholders with a “collective ‘voting mechanism’” to approve 

such bids. Similar improper pressure on target shareholders, through the manipulative practice of 

partial, front-end-loaded or two-tier bids in the 1980s was one of the principal motivating factors in 

the creation of the rights plan in the U.S. Such practices have been virtually entirely eliminated in 

the U.S. as a result of the widespread adoption of rights plans, today most often in the context of 

an actual bid. 

Both the CSA and AMF proposals address criticism that Canada’s current rights plan regime 

favors bidders over target companies and their shareholders, inappropriately limits directors’ 

ability to take action in the best interest of a company and all of its shareholders and does not 

sufficiently protect shareholders from coercive takeover bids. The AMF’s proposal also explicitly 

http://www.lautorite.qc.ca/files/pdf/consultations/juin-2013/2013mars14-avis-amf-62-105-cons-publ-en.pdf
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recognizes the increased influence of activist investors – who often have short-term investment 

horizons and who may give little consideration to the long-term interests of a company and its 

shareholders – on takeover bids, and the need to give companies and shareholders the tools to 

defend against the opportunistic and abusive tactics of such activists. 

Very much echoing Delaware’s long-established Unocal doctrine, the AMF said that “We are of 

the view that unless security holders are deprived from considering a bona fide offer because the 

board has inadequately managed its conflicts of interest or those of management, and absent 

unusual circumstances that demonstrate an abuse of security holders’ rights or that negatively 

impact the efficiency of capital markets, regulators should consider that defensive tactics are not 

prejudicial to the public interest and limit their intervention accordingly.” 

These Canadian proposals on rights plans – especially that of the AMF – would bring Canada 

more into line with the well-established rules and practices concerning directors’ responses to 

unsolicited bids that the Delaware courts have carefully developed over the last thirty years, 

properly recognizing the primacy and unique fiduciary responsibilities of a corporation’s board of 

directors, and that a corporation is not to be run by plebiscite, even as the shareholders retain 

ultimate authority to select the corporation’s board of directors. 

On the reporting side, these proposed policy changes would catapult Canada substantially ahead 

of the U.S. and into alignment with reporting regimes in most other developed markets. The wave 

of reform in reporting regimes of the last several years highlights that regulators can and should 

adapt such regimes to changes in market dynamics and investor behavior – including the 

massively increased trading volumes and liquidity of markets today, the control of many of our 

largest publicly traded companies by institutional shareholders, and the widespread use of 

derivatives and other stealth accumulation and activist tactics – to ensure that they continue to 

serve the ends for which they were established. Indeed, as we have noted previously, changing 

market conditions and practices have rendered the current U.S. blockholder disclosure rules 

obsolete, particularly Sections 13(d) and 13(f) of the Securities Exchange Act of 1934 (see our 

memos of March 7, 2011 [available on the Forum here], April 15, 2011 [available on the Forum 

here], March 3, 2008, February 7, 2013 [available on the Forum here], and our forthcoming paper 

in the Harvard Business Law Review). The CSA’s proposed approach on timing of blockholder 

disclosure, inclusion of derivatives and moratorium on additional purchases parallel the 

recommended changes to the U.S. blockholder disclosure regime in our rule-making petition to 

the SEC two years ago. We continue to urge the SEC to take similar steps to bring the Section 

13(d) disclosure regime in line with modern market and investor dynamics and to ensure 

transparency and fairness – the bedrocks on which our markets and investors have prospered – 

in U.S. markets. 

http://blogs.law.harvard.edu/corpgov/2011/03/22/the-case-for-modernizing-section-13-beneficial-ownership-reporting-rules/
http://blogs.law.harvard.edu/corpgov/2011/04/30/comments-on-the-sec%e2%80%99s-proposal-for-beneficial-ownership-reporting-and-security-based-swaps/
http://www.wlrk.com/webdocs/wlrknew/WLRKMemos/WLRK/WLRK.15395.08.pdf
http://blogs.law.harvard.edu/corpgov/2013/02/08/rulemaking-petition-calls-for-modernization-of-section-13-reporting-rules/
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2138945
http://www.wlrk.net/docs/Letter_to_the_SEC_re_%2013%28d%29%28final%20version%29.pdf
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Shareholder Activism in the UK: An Introduction 
 
Posted by Noam Noked, co-editor, HLS Forum on Corporate Governance and Financial 
Regulation, on Saturday April 6, 2013 

This post provides a summary of certain principles of English law and UK and European 

regulation applicable to UK-listed public companies and their shareholders that may affect 

shareholder activism, namely (i) stake-building, (ii) shareholders’ rights to require companies to 

hold general meetings, (iii) shareholders’ rights to propose resolutions at annual general meetings 

and (iv) recent developments in these and related areas. 

I Own or Am Intending to Acquire Shares; Do I Need To Make Any 
Disclosures? 

The UK’s disclosure obligations (under the UK Listing Authority’s Disclosure and Transparency 

Rules (the “DTRs”)) apply once a person (or persons acting in concert) has (or together have) a 

holding of 3 per cent. or more of a listed company’s total voting rights and capital in issue (either 

as a shareholder or through a direct or indirect holding of relevant financial instruments) unless 

the relevant listed public company enters an “offer period” (as to which, see below). Thereafter, 

any changes to that holding that cause the size of the holding to reach, exceed or fall below every 

1 per cent. above the 3 per cent. threshold (i.e. reaching, exceeding or falling below 4, 5, 6 per 

cent. etc.) must be disclosed by the relevant shareholder(s) to the listed company and the listed 

company is then obliged to announce those disclosures to the market. In addition, the disclosure 

obligations extend to the disclosure of voting rights held by a person as an indirect holder of 

shares, such as where a person is entitled to acquire, dispose of or exercise the voting rights 

attaching to shares (for example, via synthetic holdings or contract(s) for difference). It is 

important to note that any indirect holdings must be aggregated and separately identified in the 

relevant notification(s). 

 

Editor’s Note: The following post comes to us from Jeffery Roberts, a senior partner in the 

London office of Gibson, Dunn and Crutcher, and is based on a Gibson Dunn alert by Mr. 

Roberts, Gareth Jones, and Selina S. Sagayam. 

http://blogs.law.harvard.edu/corpgov/
http://www.gibsondunn.com/Lawyers/jroberts
http://www.gibsondunn.com/lawyers/gjones
http://www.gibsondunn.com/lawyers/ssagayam
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The form and timing of disclosure 

There are rules on the form of notification that must be used and the information that it must 

contain. In particular, notifications must provide details of all the parties to any agreement (formal 

or informal) which obliges them to adopt, by the concerted exercise of the voting rights they hold, 

a common policy towards the management of their holdings (although there is no requirement to 

disclose the detailed nature of that agreement). The notification must be made to the relevant 

listed company as soon as is possible and in any case within two trading days in the case of UK 

companies and four trading days in the case of non-UK companies. For shares admitted to 

trading on the London Stock Exchange’s main market for listed securities, the notification must be 

made using the FSA’s Form TR-1. 

Further comments 

The disclosure obligations cannot be avoided by connected third-parties (such as a financial 

adviser or related company) acquiring shares as part of an arrangement under which they would 

ultimately be sold to or otherwise under the control of the principal. A person will be an indirect 

holder of shares for the purpose of the notification requirements where voting rights are held by a 

third-party with whom that person has concluded an agreement which obliges them to adopt, by 

concerted exercise of the voting rights they hold, a lasting common policy towards the 

management of the target in question. Such an agreement does not necessarily need to be in 

writing or indeed legally binding. While ad hoc discussions and understandings which might be 

reached between institutional shareholders in relation to particular issues or corporate events, 

which is often referred to as collective engagement by institutional shareholders, are unlikely to 

be caught1, an understanding reached in relation to planning or agreeing how to vote at an 

upcoming (and possibly future) AGM or general meeting may well start to fall on the wrong side of 

the line and accordingly could result in an aggregation of the relevant shareholdings for 

disclosure purposes. For these reasons, the standards promulgated by the UK’s Hedge Funds 

Standards Board suggest that all such arrangement be documented and reported to the 

compliance function. As the issues arise for the specific facts of each case, it is important to seek 

advice at an early stage. 

Finally, a disclosure should also be made to the relevant listed company by a person who 

reaches, exceeds or falls below the thresholds as a result of events changing the breakdown of 

voting rights and on the basis of information disclosed by the listed company (for example, 

following an unrelated corporate action such as a share buy-back). In terms of penalties, non-

compliance with the DTRs, while not a criminal offence, may attract significant financial penalties 

                                                 
1 See the guidance from the Financial Services Authority of 19 August 2009. 
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and/or a public censure. It should be noted that, if a UK-listed public company enters an “offer 

period”, disclosures of any dealings are then required by any person who is interested (directly or 

indirectly) in 1 per cent. or more of any class of securities of the company in question (pursuant to 

Rule 8 of the Code (as defined below)). This rule catches a wider category of instruments than 

the DTRs, including, in particular, options and long derivative positions. 

I Have a Significant Shareholding: What Actions Can I Take? 

Calling shareholder meetings 

A shareholder (or shareholders acting together) can use the statutory procedure set out in Part 13 

of the Companies Act 2006 (the “Act”) to requisition a general meeting. The directors of a 

company are required to call such a general meeting once the company has received requests to 

do so from shareholders representing at least 5 per cent. of such of the paid-up capital of the 

company that carries the right to vote at general meetings (excluding any paid-up capital held as 

treasury shares). If multiple shareholders together requisition the meeting (such that their 

holdings are aggregated for the purposes of reaching the relevant threshold) the requests must 

be in substantively the same form (either on multiple substantially identical requests or by way of 

the relevant shareholders submitting a single joint requisition). 

The content of the request, timing and shareholder statements 

The relevant shareholder’s request must state the general nature of the business to be dealt with 

at the meeting and may (but is not required to) include the text of a resolution (or resolutions) 

intended to be moved at the meeting. Assuming the necessary formalities are complied with, the 

directors are required to call the meeting within 21 days of the requisition, with the meeting to be 

held not more than 28 days after the date of the notice of the meeting (although there are 

additional restrictions on the timing for the meeting for “quoted companies” under the EU’s 

Shareholder Rights Directive 2007/36/EC, as implemented in the UK (the “SRD”), as 

implemented by amended provisions in the Act. For quoted companies, there must be at least 14 

or 21 clear days (depending on whether the company has passed the relevant enabling resolution 

at its most recent annual general meeting) between the date on which the notice of meeting is 

circulated and the date of the meeting itself). 

Shareholders representing at least 5 per cent. of such of the paid-up capital of the company as 

carries the right of voting at general meetings (excluding treasury shares) also have a right to 

require the circulation to shareholders of a statement (limited to 1,000 words) relating to the 

matters referred to in a proposed resolution to be tabled at the relevant meeting (or the business 
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to be dealt with at the relevant meeting more generally) by the company. Any such statement 

must be received by the company at least seven days before the general meeting. It is generally 

the case (although there are certain limited exceptions) that the shareholder(s) who request the 

circulation of the statement will be responsible for the costs associated with its circulation, unless 

the company resolves otherwise. In such circumstances, the company is not bound to comply 

and circulate the statement unless there is deposited with or tendered to it, not later than seven 

days before the meeting, a sum reasonably sufficient to meet its expenses in doing so (again, 

unless the company resolves otherwise). 

Annual general meetings of public companies 

In addition to the right to require resolutions to be put before a general meeting requisitioned 

under the Act for that purpose, shareholders of public companies can require specific resolutions 

to be put before a listed company’s annual general meeting (“AGM”). The ownership threshold for 

such an action is the same as for requisitioning a general meeting as described above, although 

a notice requiring such motion(s) must identify the actual resolution(s) to be tabled at the AGM 

(rather than merely requiring the discussion of general business, as is permitted at a requisitioned 

general meeting) and must be received by the company at least six weeks before the relevant 

AGM or, if later, by the time that the notice of AGM is circulated by the company. 

I Have a Significant Shareholding: What Resolutions Can I Propose (or 
Block)? 

Binding, advisory and conditional resolutions 

Generally, specific resolutions, which have the result of effecting particular transactions, 

appointments or events relating to a company, elicit greater shareholder interest and engagement 

and are much more effective in terms of shifting shareholders out of the apathy that can be 

prevalent in companies with disparate (especially retail investor heavy) registers. Nonetheless, it 

is also possible for a shareholder (or shareholders acting together) to propose, and a company to 

pass, both advisory (sometimes referred to as “directive”) and conditional resolutions. An advisory 

resolution is one whereby shareholders either (i) request the directors undertake an action as an 

indication of their collective wishes (i.e. the wishes of a majority of shareholders that have voted 

on the relevant resolution(s)) but do not formally require the directors to do so (even though they 

may be able to as a matter of company law) or (ii) pass an ordinary resolution to request the 

directors to do something which they would be obliged to do had the resolution been proposed 

and passed as a special resolution. 
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A resolution which is intended to be binding on the directors will often need to be passed as a 

special resolution as such a resolution will override the provisions of the company’s constitution 

that give the board of directors the power to manage the business of the company. As compared 

to ordinary resolutions, special resolutions require a higher voting threshold in order to be passed 

(75 per cent., rather than a simple majority) and require compliance with additional formalities in 

terms of notice requirements and restrictions on the ability of directors and shareholders to make 

amendments to them prior to or at the vote at the relevant meeting. 

It is also possible for shareholders to propose and approve both advisory and binding resolutions 

that in each case are conditional upon the occurrence of another event and/or the passage of 

time (although it is essential that the occurrence of the event(s) upon which the relevant 

resolution is conditional is capable of being objectively and irrefutably determined). Accordingly, it 

is not possible to make a resolution conditional upon the occurrence of some vague or 

indeterminate event (although that is not to say the triggering event cannot itself be subject to 

some other approval); the issue is one of certainty. Typical examples of such conditional 

resolutions include the adoption of new constitutional documents following a capital 

reorganisation or the application for the listing of the shares in a demerged business following the 

dividend in specie of that business to shareholders. 

Blocking resolutions 

A shareholder or shareholders holding 25 per cent. or more of a UK company can restrict certain 

actions by the company by preventing special resolutions being passed, the most relevant being 

(i) an off-market purchase by the company of its own shares (although it should be noted that 

recent developments in UK company law may impact the position going forward2), (ii) a reduction 

of capital (a technique commonly used to increase distributable reserves, subject to approval by 

the court in the case of public companies) and (iii) a company altering its constitution. 

Similarly, a shareholder or shareholders holding 25 per cent. or more of a UK public company will 

be able to block a takeover of that company being effected by way of a court approved scheme of 

arrangement (as such a scheme will require special resolutions to be passed). In practice, a 

shareholder or shareholders holding less than 25 per cent. of a company’s shares may also be 

able to prevent special resolutions being passed (because generally only votes cast by 

                                                 
2 In mid-February 2013 the UK Government published its response to the Nuttal Review on company own-share 

buybacks (available at: https://www.gov.uk/government/consultations/employee-ownership-and-share-buy-backs-
consultation-on-implementation-of-nuttall-review-recommendations). In particular, the Government has elected to adopt a 
recommendation to change the requirement under the Act to obtain a special resolution for an off-market share purchase 
to an ordinary resolution. It is expected that this change will come into effect through secondary legislation during the 
course of 2013. In relation to public companies, it is possible that the Institutional Investor Committee (which includes 
bodies such as the Association of British Insurers) may nonetheless request that a special resolution be passed (as it 
does currently in relation to on-market share purchase authorities). 

https://www.gov.uk/government/consultations/employee-ownership-and-share-buy-backs-consultation-on-implementation-of-nuttall-review-recommendations
https://www.gov.uk/government/consultations/employee-ownership-and-share-buy-backs-consultation-on-implementation-of-nuttall-review-recommendations
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shareholders present in person or by proxy at the relevant shareholder meeting are counted and 

it is unlikely that all shareholders will attend and/or vote). 

Finally, it should be noted that a shareholder or shareholders holding 10 per cent. or more of a 

UK company will likely be able to block a takeover of that company by way of a contractual offer 

as the bidder would not be able to use the “squeeze-out” mechanism under Part 28 of the Act to 

remove that shareholder or shareholders and would likely not want to be left with a significant 

minority. Accordingly, such a shareholding is likely to give the relevant shareholder “a seat at the 

negotiating table” in relation to any takeover offer. 

Executive remuneration 

Since 2002, UK company law has required listed public companies to produce and table a 

directors’ remuneration report, which is voted on by shareholders at the company’s AGM. 

Although that vote is, at the moment, purely advisory and therefore a barometer of shareholder 

satisfaction, it has resulted in a number of high profile director resignations where there has been 

a significant vote against the remuneration report. The UK Government is proposing to make 

changes to the directors’ remuneration report requirements for public companies from 1 October 

2013 such that (i) the directors’ remuneration report will be split into two separate parts (an 

implementation report, detailing how the company’s current policy has been implemented during 

the previous financial year, and a policy report, setting out the company’s current remuneration 

policies for executives and restrictions on their salaries and benefits), (ii) the implementation 

report will remain subject to a shareholders’ advisory vote every year and the policy report will be 

subject to a binding vote (by way of ordinary resolution) either whenever changes are proposed 

or at least every three years, and (iii) a company’s approach to exit payments must to be included 

in the future remuneration policy and therefore made subject to the binding shareholder vote. 

These changes are likely to give significant shareholders greater ability to influence public 

companies’ remuneration policies and structures and give those shareholders a more tangible 

way to influence boards and press for change should they be dissatisfied with the performance 

and/or effectiveness of current management. 

Is the UK Takeover Code Relevant? 

As defined in the City Code on Takeovers and Mergers (the “Code”), persons acting in concert 

are persons who, pursuant to an agreement or understanding (formally or informally), cooperate 

to obtain or consolidate control of a company or to frustrate the successful outcome of another 

offer for the company, with control for these purposes meaning the acquisition of 30 per cent. of 

the voting rights in the target company. If persons are deemed to be acting in concert there are 
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important implications in terms of obligations to make a mandatory offer under Rule 9 of the Code 

and the price at which any offer for the relevant company is required to be made. 

The Code presumes that certain categories of person will be acting in concert unless the contrary 

is shown; however, the Panel Executive (which oversees enforcement of the Code) has 

confirmed3 that it does not believe that the intention or effect of Rule 9 and the mandatory bid 

requirements is to act as a barrier to collective shareholder action (such as minority shareholders 

jointly seeking to influence the board or other similar activist strategies). That said, persons who 

collectively work to requisition a general meeting to consider a “board control-seeking” resolution 

(or threaten to do so) will usually be presumed to be acting in concert, and almost certainly will be 

where they have aligned themselves prior to the announcement of the requisition. A resolution 

will not normally be considered to be “board control-seeking” unless it seeks to replace the 

existing directors with directors who are not independent, and have a significant relationship with 

the requisitioning shareholder(s), with the result that the shareholder(s) would effectively be in a 

position to control the board. It will also not normally be considered to be “board control-seeking” 

if the directors that are proposed to be appointed are independent non-executive directors and 

the requisitioning shareholder(s) are seeking their appointment in order to improve the company’s 

corporate governance. 

The Panel Executive has also specified some situations which will not, of themselves, lead to a 

concert part relationship, being: (i) discussions between shareholders about possible issues 

which might be raised with a company’s board; (ii) joint representations to a company’s board by 

shareholders and (iii) an agreement by shareholders to vote in the same way on a particular 

resolution at a general meeting (but see the potential disclosure issues noted above). In addition, 

a proposed change to the manner in which a company is managed that does not involve changes 

to the board will not normally be considered to be “board control-seeking” unless the activist 

shareholders make it known that “board control-seeking” proposals will be put forward if the 

management changes are not implemented. 

The Panel Executive will presume shareholders putting forward “board control-seeking” proposals 

to be acting in concert with each other, their supporters as at that date and also with the persons 

proposed to be appointed as directors of the company concerned. While the act of coming 

together may not trigger a requirement to make a mandatory offer if those “acting in concert” 

together hold less than 30 per cent. of the relevant company’s voting rights, they must be careful 

not to do so by further stake-building. It is important therefore to be able to identify the size of the 

aggregate of the shareholdings concerned. It is also often the case that appropriate standstill 

                                                 
3 See the Panel’s Practice Statement 26 dated 9 September 2009 (available at: 

http://www.thetakeoverpanel.org.uk/wp-content/uploads/2008/11/ps26.pdf 

http://www.thetakeoverpanel.org.uk/wp-content/uploads/2008/11/ps26.pdf
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arrangements are entered into. It is interesting to note that, although it is technically possible for 

the proposal of a “board control-seeking” resolution to result in the relevant shareholders having 

to make a mandatory offer for the company concerned, since the introduction in 2002 into the 

Code of the current provisions on collective shareholder action, the Executive has not required 

any such mandatory offer to be made. 

Are the Insider Dealing and Market Abuse Regimes Relevant? 

The nature of possible offences 

One of the most important questions to be considered prior to the acquisition of any shares is 

whether purchasing shares (in whatever quantity) will amount to an offence under the criminal 

insider dealing and market abuse legislation. Offences can be committed both when an individual 

in possession of inside information deals in securities and when that person encourages others to 

do so. 

Insider Dealing 

Under the Criminal Justice Act 1993 (the “CJA”) an offence is committed if an insider (i) deals in 

price-affected securities when in possession of inside information, (ii) encourages another to deal 

in price-affected securities when in possession of inside information, and/or (iii) discloses inside 

information otherwise than in the proper performance of his employment, office or profession. 

However, it should be noted that all three offences can only be committed by an individual and 

only if he holds “inside information” as an “insider”. For these purposes, “inside information” 

means information which (i) relates to particular securities or to a particular listed company or 

companies (and not to securities or listed companies generally), (ii) is specific or precise, (iii) has 

not been made public, and (iv) if it were made public, would be likely to have a significant effect 

on the price of any securities. There are a number of important uncertainties here: there is no 

definition or guidance in the CJA on what “specific or precise” means and/or what will amount to a 

“significant effect on the price of securities”. 

Market Abuse 

In addition to the criminal regime under the CJA, the market abuse regime applies to both 

persons and bodies corporate, whether authorised or unauthorised, who abuse a prescribed 

market. Market abuse can be committed by either one person acting alone or two or more 

persons acting jointly or in concert. The relevant behaviour may be on-market or off-market and 

there are seven types of such behaviour, the most commonly referenced being engaging in 

insider dealing, misuse of information, and misleading behaviour and market distortion. There is 
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also an offence relating to the dissemination of false or misleading information. It is important to 

note that the market abuse offences, in particular, can be committed without the any securities 

having been acquired and/or any profit having been made. 

Of particular relevance for activist shareholders is the market abuse offence of “misuse of 

information”. This offence is committed where behaviour (not falling within the market abuse 

insider dealing or improper disclosure behaviours outlined above) is (i) based on information 

which is not generally available to those using the market, but which, if available to a regular user 

of the market, would be, or would be likely to be, regarded by him as relevant when deciding the 

terms on which transactions in qualifying investments should be effected, and (ii) likely to be 

regarded by a regular user of the market as a failure on the part of the person concerned to 

observe the standard of behaviour reasonably expected of a person in his position in relation to 

the market. There is a good deal of subjectivity here in that an offence is only committed if the 

relevant conduct constitutes a failure to observe the standard of behaviour reasonably expected 

of market participants in the relevant position. 

Also of particular relevance to activist shareholders may be the offence of engaging in 

“manipulating transactions”. This is where behaviour consists of effecting transactions or orders 

to trade (otherwise than for legitimate reasons and in conformity with accepted market practices 

on the relevant market), which either give, or are likely to give, a false or misleading impression 

as to the supply of, or demand for, or as to the price of, one or more qualifying investments and/or 

secure the price of one or more such investments at an abnormal or artificial level. In terms of 

what constitutes “legitimate reasons” for the purpose of the relevant provisions, it is accepted 

under the Financial Services Authority’s (the “FSA”) Code of Market Conduct that where a 

transaction (or series of transactions) are entered into so as to open a new position (rather than 

closing out a position to remove the relevant person’s exposure to the relevant market) and 

where the transaction complies with the rules of the relevant prescribed markets (for example as 

regards reporting and disclosure in accordance with the DTRs, as described above) those facts 

are strong evidence that the relevant conduct has been undertaken for “legitimate reasons” and 

so falls outside the scope of the relevant market abuse regime. 

Issues for activist shareholders, etc. 

The most obvious concern in relation to a purchase of shares in the market by a stake-building 

activist is in circumstances where, through its enquiries prior to the purchase, it has received, and 

is therefore in possession of, non-public information from the company, or an insider such as a 

director, at the time of the purchase that would, if made public, be likely to significantly affect the 

company’s share price. However, the FSA has also warned that an activist strategy could itself 



 10 

constitute inside information. While it is clear that dealings by an activist on the basis of its own 

intentions and knowledge of its strategy would not be regarded as market abuse, there are other 

circumstances which give rise to concerns, such as situations where (i) a person trades on the 

basis of knowledge of another investor’s intentions or strategy, (ii) warehousing arrangements are 

used to avoid disclosures to the market that might otherwise be required and (iii) false rumours 

and expectations are generated to take advantage of the resulting share price movements. 

Of course, once an activist’s presence on a company’s share register is publicly identified and its 

activist strategy is publicly known, any potential market abuse issues are normally addressed 

because they should cease to be price-sensitive. This the main reason why activists, once 

relevant shareholdings have been acquired, often use “open letters” to garner support from other 

shareholders, as opposed to private approaches to them before publicly launching an activist 

campaign. 

Penalties and enforcement 

If a person is found guilty of market abuse the FSA may (i) impose an unlimited fine, (ii) censure 

that person publicly, and (iii) apply to the court for a restitution order. The market abuse civil 

regime supplements (and, to a certain extent, cuts across) the criminal regime for insider dealing 

under the CJA and the criminal offences of misleading statements and market manipulation under 

s. 397 of the Financial Services and Markets Act 2000 (“FSMA”). However, the civil market abuse 

regime under FSMA is wider in scope than the criminal regime and, in particular, effectively 

extends an insider dealing regime into the commodities and energy markets. The existence of 

both a criminal and a civil market abuse regime means that various legislative provisions need to 

be considered in relation to any one set of facts (taking into account the differing burdens of 

proof) and may also mean the FSA has a choice as to whether to pursue a criminal prosecution 

or take civil action in respect of the same behaviour. Against this legislative background, in recent 

years the FSA has adopted an increasingly robust approach to the investigation and prosecution 

of the market abuse offences and this approach is widely expected to continue and remain a 

focus of the FSA’s successor, the Financial Conduct Authority (the “FCA”), when it takes over 

from the FSA on 1 April 2013. The FSA/FCA’s approach on market abuse is generally perceived 

to be merging into a broader focus on standards of market conduct, and the trust and integrity 

issues. Market participants should note that the FSA has recently secured criminal prosecutions 

for insider dealing (which it had not often prosecuted) and issued a number of high profile civil 

sanctions and sizeable fines under the market abuse regime. 
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Should I Engage with the Current Board or Other Activists/Shareholders? 

Engaging with the current board and the UK Stewardship Code 

Engaging with the current board of the company and establishing a dialogue should normally be 

seen as a precursor to any more aggressive “activist” strategies, the emphasis being to protect 

and enhance overall shareholder value. The UK Stewardship Code was introduced in 2010 and 

sets out good practice for institutional investors seeking to engage with boards of UK-listed 

companies. The purpose of the Stewardship Code is to encourage dialogue between investors 

and the boards of UK-listed companies when shareholders intend to use their powers to make a 

company take notice of issues of concern to them. It is therefore expected that a board will 

engage with all significant shareholders on a regular basis to offer an appropriate forum for their 

views to be aired. In particular, it would be common for the board of a UK-listed company to 

engage in dialogue with significant shareholders before they reach or exceed the 3 per cent. and 

5 per cent. thresholds referred to above and to gauge their interest before major transactions 

involving the company are undertaken; the intention of the Code being that the relationship 

between the board and significant shareholders is one of co-operation and constructive dialogue 

to maximise overall shareholder value. The Stewardship Code operated by the Financial 

Reporting Council (FRC) and adherence by shareholders to it is voluntary. The FRC encourages 

all institutional investors to publish a statement on their website of the extent to which they have 

complied with the Code, and to notify the FRC when they have done so and whenever the 

statement is updated (a “comply or explain” approach). The FRC also encourages each institution 

to name in its statement an individual who can be contacted for further information and by those 

interested in collective engagement. 

Engaging with other shareholders 

An activist shareholder looking to agitate for change will first commonly use public records (both 

from the company’s publicly disclosed information and/or previous shareholder filings, including 

DTR disclosures) to assess the size of other shareholdings and gauge (from public statements as 

mentioned above) the likelihood of various shareholders or groups of shareholders supporting its 

proposals or strategy. 

The next stage will often then be to engage with other significant shareholders. However, there 

should be heighted sensitivity with respect to possible market abuse issues in relation to “joint 

strategies” by activists. An activist may seek another’s support in numerous different ways, 

including (i) requesting permission to use its name in discussions with the company concerned, 

(ii) seeking a letter of support in relation to the activist’s proposals or strategy, (iii) agreeing a joint 
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or co-ordinated stake-building strategy, (iv) seeking and agreeing non-binding letters of intent or 

legal undertakings to support a shareholder vote (and, perhaps, requiring the other to retain is 

shareholding ahead of the relevant shareholder meeting) and (v) requesting the other to join in 

and co-sign a meeting requisition to propose agreed resolutions, (which may also constitute 

“board control-seeking” proposals (as referred to above)). 

When engaging with other shareholders, the activist will need to confirm their willingness to be 

“wall-crossed” (i.e. be provided with potentially price-sensitive information) with respect to the 

activist’s proposals or strategy. If they are so willing, any discussions prior to an announcement of 

a general meeting requisition or other matters that could constitute material price sensitive 

information should take place within the confines of appropriate confidentiality/non-disclosure 

and, possibly, standstill arrangements. 

Activists and other shareholders who come together to agree a joint or co-ordinated stake-

building strategy in relation to company in the context of also adopting a joint activist strategy 

need to be fully aware of both the likely disclosure consequences of doing so and also the Code 

implications of potentially being treated as acting in concert. Appropriately confidential 

discussions in connection with a properly disclosed and organised stake-building exercise are, of 

themselves, unlikely to constitute market abuse (although it is essential that such confidentiality 

be maintained and that information flows be carefully monitored) nor, of itself, is the actual stake-

building (provided the disclosure rules are appropriately complied with). Those involved need to 

be continually mindful of triggering a requirement to make a mandatory offer under the Code if 

they, and others “acting in concert” with them, together acquire 30 per cent. or more of the 

company’s voting rights. 

As mentioned above, once the general meeting requisition or other matters of concern have been 

announced and are then public knowledge, by definition, the information shared and/or that was 

the subject matter of the relevant discussions should cease to be price-sensitive, cleansing the 

parties and freeing them to deal in the relevant securities as they wish. That said, any discussions 

post-announcement of a requisition, for example seeking non-binding letters of intent or legal 

undertakings to support a shareholder vote, should be done on the basis of “equality of 

information” to all shareholders, a principle enshrined in the DTRs. 
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The Company is Being Mismanaged; What Other Actions Can I Take? 

Derivative claims  

Any shareholder can make a derivative claim in the name of the company, for a wrong done to 

the company, in order to obtain relief on behalf of the company. However, a claim can only be 

made for negligence, default, breach of duty and/or breach of trust of a director. The director(s) in 

question need not have benefitted personally for such a claim to be made. The shareholder must 

file evidence establishing the basis for a claim and obtain the court’s permission to continue. 

However, the court will not give permission if the impugned action has or is likely to be authorised 

by the majority of independent shareholders. 

Unfair prejudice 

Any shareholder can apply to court if a company’s affairs are being conducted in a manner that is 

unfairly prejudicial to some or all of the shareholders in that company, including the applicant. If 

the claim is proved, the court may take such action as it thinks fit. The types of order that could be 

issued include, but are not limited to, an order regulating the future conduct of the company or, 

most commonly, providing for the sale or purchase of shares in the company by the complainant. 

In contrast to a derivative action, an unfair prejudice claim is designed to compensate the 

particular aggrieved shareholder(s). 
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