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Activist investors are getting ever more adventurous. Last year, according to our
analysis, the US-listed companies that activists targeted had an average market
capitalization of $10 billion—up from $8 billion just a year earlier and less than $2 billion
at the end of the last decade. They’ve also been busier, launching an average of 240
campaigns in each of the past three years—more than double the number a decade ago.
And even though activists are a relatively small group, with only $75 billion in combined
assets under management compared with the $2.5 trillion hedge-fund industry overall,
they’'ve enjoyed a higher rate of asset growth than hedge funds and attracted new
partnerships with traditional investors. As a result, they have both the capital and the
leverage to continue engaging largecap companies.

Shareholders generally benefit. Our analysis of 400 activist campaigns (out of 1,400
launched against US companies over the past decade) finds that, among large companies
for which data are available, the median activist campaign reverses a downward trajectory
in target-company performance and generates excess shareholder returns that persist for
at least 36 months (Exhibit 1).2

Exhibit 1

Activist campaigns, on average, generate a sustained increase in shareholder

returns.
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'Total returns to shareholders relative to industry average.
°n = 67. For purposes of this chart, we chose a more conservative sample that includes campaigns
at companies with annual revenues of >$1 billion for which historical 6-vear TRS data are available.
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The trehd is similar for a broader set of 112 companies of all sizes.
Source: Standard & Poor’s Capital IQ; Thomson Reuters Datastream; McKinsey analysis

Internationally, others have reached similar conclusions.3 That’s consistent with a general
shift in the tone of the debate around activist involvement.# Today, we encounter more
awareness of the positive effects that an activist campaign can have—on improving strategy
and operations, for example, or strengthening the board of directors, or even mitigating

perceived pressure for short-term performance.>

But that presents a challenge for executives, many of whom reflexively resist activists,
should they make an approach. Activists themselves often provoke that response, our
analysis finds, with confrontational or even acerbic overtures. Those executives who can set
aside tone and style, though, will find that some activists do indeed have ideas that create
value and improve shareholder performance. In fact, a collaborative, negotiated, or settled
response to activist initiatives tends to lead to higher excess shareholder returns than a
combative one (Exhibit 2).

Exhibit 2

A collaborative settled outcome tends to lead to higher shareholder returns in the

3-year time horizon.

Median 3-year excess TRS' based on activist success,
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"Total returns to shareholders. Note that the TRS calculations baseline is 1 month prior to 13D filing,
and excess TRS is benchmarked to the S&P 500. A management win is defined as a withdrawn
complaint or scenario where shareholders voted down the activist plan. An activist win is defined
as a campaign where management (independently or through shareholder vote) met all activist
demands. A settlement is defined as a campaign where management or shareholders met some
but not all activist demands.

2n = 130. Sample includes all campaigns at companies with annual revenues of >$1 billion for which
data were available.

n = 271. Sample includes all campaigns at companies with annual revenues of <$1 billion for which
data were available.

Source: Standard & Poor’s Capital 1Q; McKinsey analysis
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In order to shape the kind of relationship they want with activists, managers must first
understand what attracts them. Then they can gauge their own vulnerability to undertake
for themselves the kinds of value-creating actions an activist would likely propose. They
should also have plans at the ready for responding, well in advance of an activist’s overture.

What attracts activist shareholders?

An activist campaign itself can be costly for management, both in direct expenses and in
the significant time and attention diverted from running the business. Our interviews
suggest that each contested campaign costs a company between $10 million and $20
million—plus weeks of management time to develop plans and meet with investors.
Executives who can identify and address the weak spots that an activist would target before
an activist gets involved can help a company reap the benefits without incurring the
cost—whether through preemptive actions or a fast path to compromise should an activist

launch a campaign.

What are those weak spots? Not unexpectedly, our research finds that fundamental
underperformance is the most likely weakness to trigger an activist investor. Most often,
activists focus on underperformance relative to industry peers, rather than absolute
declines in performance, and they especially react to shareholder returns that have
significantly lagged the industry in the previous two years, anemic revenue growth, and a
growing gap in margins relative to peers. Large cash balances and recurring restructuring
charges are also strong indicators of looming activism. Notably, in our research, we found
that executive compensation and a company’s gap in consensus earnings do not appear to
be significant indicators of activist interest despite the frequent use of these metrics in
activist-campaign rhetoric. If a company shows signs of underperformance relative to

peers, it’s quite likely that an activist is already watching.

Executives can run a preemptive activist audit to evaluate their company’s fundamental
performance—and we’ve observed a growing number of companies doing so, proactively
testing whether they may be a target and reviewing their operating and strategic plans in
that light. A rigorous and unbiased preemptive audit that identifies weak spots and
evaluates all options can help keep activists at bay and uncover opportunities for value
creation. One company took a detailed look at performance trends against peers and dug
deep into the fundamental factors creating value for each of its business segments. Armed
with this information, it was able to better understand the intrinsic value of each of its
businesses and compare this with how the market valued the sum of the parts. Finally, it
considered all possible options for closing the gap, including operational improvements,
changes in capital allocation and financing, and fundamental changes to its portfolio.

In certain sectors, we have also observed a pattern of industry-specific investment theses.
For example, industrial companies are attractive targets where the breadth of the
corporate portfolio leads to a market value lower than the sum of the independent
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businesses. Other tempting targets are basic-materials companies with stranded or
undervalued raw-material assets and pharmaceuticals companies with drug pipelines
(R&D or production) perceived to be weaker than those of their peers.

Board governance

A collection of insights for corporate boards, CEOs, and executives to help improve board
effectiveness including: board composition and diversity, board processes, board strategy,
talent and risk management, sustainability, and purpose.

What to do when approached by an activist

If an activist does reach out, how executives react plays a big part in how collaborative or
hostile a campaign gets. Three in four campaigns start collaboratively, our research finds,
but half of those eventually turn hostile (Exhibit 3). This suggests that management teams
should think as much about how they engage with an activist as whether they accept

activist proposals.

Exhibit 3

Most campaigns begin collaboratively but turn hostile.

Campaign-tactic progressions,' campaigns by progression type, %
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'n = 575. Includes all campaigns for which data were available.
Source: Standard & Poor’s Capital IQ; McKinsey analysis
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Some tips can help in planning response tactics.

Form a response team. When an activist engages a management team, executives should
pull together an ad hoc team to respond. Those who respond without team support can
easily make missteps, underestimating the gravity of the overture or overlooking the full
range of options; this can lead to a rapid escalation of an activist’s moves. In one recent
instance, the chair of a health-care company’s board, in the face of an aggressive overture
from a large activist shareholder, made a unilateral decision to ignore an activist—which
provoked the activist to campaign for board control. Contrast that with another recent
example, where the CEO of a global industrial company quickly assembled a confidential
working team including himself, his CFO, his general counsel, investor relations, and a
support analyst. The team quickly assessed the benefits and risks of the activist proposal
and generated a plan for compromise that enabled the CEO to settle an activist campaign
by proactively gaining support from large shareholders for his plan.

This variability in response tactics exposes executives to significant risk—often driven by
emotion. Agreeing on a team structure and governance in advance can be a highly effective
tool for preventing unilateral decisions with great consequences. It matters less that the
team members are known and named in advance and more that there is a clear set of
guideposts in place for how an executive team will manage its reaction. Clear governance

and process are the best defense against inadvertent decisions in the heat of confrontation.

Moreover, the right team will look different depending on whom activists first approach,
for example, and what kinds of suggestions they bring. If they approach the board,
members may want a team that includes more independent external voices than if they
first approach the CEO, who may want a less public and even internally confidential team
for tactical analysis, planning, and communication. And the types of recommendations the
activist makes will also heavily influence the makeup of the response team, since the team
will need different insights to weigh a proposed new strategic direction rather than

potential structural changes or financial engineering.

Internal team members will naturally include the executive team, board members, general
counsel, and investor relations. External advisers are also essential to the process. Legal
advisers are often the first call, but strategic, financial, and communications specialists all
play a valuable role in driving shareholder returns while preserving company leadership.
Many advisers will push for a poison pill or other structural defenses. Yet this approach
can give a false sense of protection as activists seek support from other large shareholders
rather than attempt an outright corporate takeover. The experience at one global retailer
highlights this dynamic. The shareholder involved continued his campaign even after the
board adopted a poison-pill approach that would have diluted shareholders in the event of
a hostile takeover bid. It wasn’t until the company won shareholder support for its own
plan by clarifying its intentions that the activist withdrew. The addition of strategic and

communications specialists to help inform investors played an important role in
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management retaining control of the company.

Understand the activist. As with most negotiations, what actions you take will depend on
what kind of counterparty is engaging you—and response teams need to quickly develop a
point of view on the specific activist’s tactics, methods for engaging shareholders, track
record, and industry experience. There are no clear-cut definitions of hostile versus
collaborative activist investors, but the nature of their initial overture, the thoughtfulness
of their proposals, and their track record at creating value offer important indications of
the kind of campaign you're likely to face.

Campaigns tend to be hostile if the activist’s objective is a change in governance or legal
matters, such as revisions to bylaws, for example, rather than strategic or M&A-oriented
proposals. Aside from that, certain activists have a propensity toward more collaborative
interactions with management teams. They launch their campaigns with private letters to
management and one-on-one discussions with executives. Less collaborative activists
launch campaigns with more confrontational approaches, such as open letters or proxy
statements. Our analysis suggests that more hostile investors will openly threaten a fight or
launch a proxy contest in up to 70 percent of their campaigns, while more collaborative

activists remain cooperative in 70 percent of their campaigns.

Similarly, some activist funds offer detailed and thoughtful perspectives on a target’s
strategic and operational challenges, while others offer only vague assertions and
aggressive plans for engineered returns. In the first case, management can gain useful
perspectives on increasing returns to shareholders. In the second, an activist’s proposals
could represent significant risks to long-term health. In interviews with executives, we have
observed that companies whose managers engage in a dialogue with activist shareholders
in advance of a 13D filing often gain important context and insight into the activist’s
intentions. We've also heard repeatedly that an early move to cooperate or compromise
leads to a collaborative dynamic, whereas lack of engagement or outright rejection of
activist suggestions leads to a more hostile dynamic.

Understand the activist’s proposal. In addition to assessing the activist, the response team
needs to evaluate the activist’s argument, understand its potential for value creation, and
assess any potential risks to the company. Managers at one industrial company, for
example, assembled a response team of internal and external specialists in a structure
similar to an M&A due diligence. Through this war-room format, they evaluated direct and
indirect benefits and costs of the activist proposal compared with existing plans, applying
the same rigor to the review of each plan in order to identify the best path. When they
ultimately recommended that the board accept significant portions of the activist plan,
managers did so with the same level of detailed support they would ascribe to their own
strategic plans.

Develop a response plan. Most of the executives we interviewed commented that activists’
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initial rounds of communication often come across as confrontational and sometimes
disrespectful. We believe that it’s important to see past this and acknowledge the activist in
a manner that encourages a constructive dialogue. Our research suggests that
acknowledging activists respectfully, constructively, and quickly—within days, followed by
real engagement within weeks—and engaging them on the merits of their proposal helps to

avoid major disruptions and preserve management control.

As crucial, if not more so, is engaging other large shareholders in explicit, proactive
dialogue about an activist’s proposal compared with management’s alternative. In most

cases, activist investors have themselves polled large shareholders and lobbied for support.

In one recent example of a successfully negotiated settlement with an activist, the key
success factor was a blitz of investor outreach that included clear management plans, the
introduction of new team members, and examples of the company’s management track
record. In response to this outreach, large shareholders stood by management rather than
supporting the activist. It would be naive for a management team not to open this type of
shareholder dialogue and expect a beneficial outcome from an activist negotiation.
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