
CHAPTER 29 

Room to Argue, page 950: the Role of Shareholder Activism 

Reading One 

This reading provides a brief introduction to the topic of shareholder activism.   
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I. INTRODUCTION 

Shareholder activism has dominated contemporary corporate governance literature over the last decade. 

Recent events underscore the importance of activism within contemporary corporate governance 

literature. For example, consider the legal injunction granted to a hedge fund actively attacking 

governance arrangements of Apple Inc. and the sharp stock movements following the public fight 

between iconic activist Carl Icahn and hedge fund manager Bill Ackman over Herbalife shares.  

  

The question of the role that shareholders should take in the widely held corporation is a complex one. 

Shareholders play a crucial role in different corporate systems around the world. Recently, the debate 

has mostly shifted from the question of whether the corporation needs to maximize shareholders’ 

interests to the question of how governance, regulation, and participation by shareholders can achieve 

that goal most efficiently. Moreover, while different legal regimes tend to have different corporate 

structures and thus different agency costs, it appears that the involvement and accessibility of 

shareholders plays a significant role across the globe. 

  

While scholarly literature is consistently conflicted on the issue of how much power shareholders 

should have over corporate structure and operation, most scholars agree that some form of involvement 

is needed to improve corporate governance and to maximize shareholder value. Therefore, the relevant 

question shifts from whether or not shareholder activism is needed to what forms of activism are 

efficient and what forms are destructive. The increasing involvement of shareholders, alongside high 

levels of hedge fund activism, warrants determination as to what extent shareholders should play an 

active role in corporate affairs. This change in the landscape of shareholder activism in the U.S. has led 

to calls from academia, practitioners, and the legislature for potential regulatory reform aimed at 

addressing the increase in activism. 

  

… 

II. SHAREHOLDER ACTIVISM IN THE U.S. 

A. General Overview 

In the U.S., with its widely held public corporations, the steering of the corporate ship is in the hands 

of management and the board of directors. Adolf Berle and Gardiner Means introduced their agency 

theory of the publicly traded U.S. corporation’s dispersed ownership scheme over eighty years ago, 

identifying an acute agency cost between management and shareholders in publicly held American 

corporations. Under the traditional view, shareholders’ dispersed ownership led to small economic 

interests in specific firms. Because a potential shareholder-monitor’s share of improved corporate 

efficiency would be too small to cover the sunk costs of monitoring, the shareholder would be unlikely 

to supervise management in the first place. These collective action concerns effectively led to a 



manager-dominated corporate structure. Having no significant monitoring or removal concerns, 

managers could divert corporate resources into their own hands, receive high compensation not 

correlated with their performance, and engage in inefficient activities such as empire-building.  

  

Due to the way that current law intersects with the structure of shareholders’ equity interests, 

shareholders face several obstacles that often result in their passive approach. However, some 

shareholders try to challenge the discretion of the board of directors and management by actively using 

their rights to create some form of a checks-and-balances structure. The need for shareholder 

involvement and supervision stems from the potential misalignment of management’s interests and 

those of the shareholders, often referred to as the agency problem. The board of directors, though 

charged with representing shareholder interests, is not always effective at mitigating this disparity of 

interests.  

  

Thus, a principal concern of many academics, legislatures, and courts over the last thirty years has been 

how to reduce the agency costs created by the disparity of interests between shareholders and 

management. Some parties have relied upon external free market mechanisms, such as the markets for 

corporate control, for new shares, for trading shares, for managers, and for products, as being sufficient 

to minimize this agency cost problem. Others have relied on debt financing as an effective constraint 

on this agency concern by reducing the available cash flow a manager can play with and by 

subordinating managers to debtors’ rights. Some scholars have thought that the increasing involvement 

of traditional institutional investors in the capital markets could mitigate these agency costs. Finally, 

some have relied on the improved financial incentives that might be given to upper management in a 

fashion that would align their interests with those of shareholders. 

  

Despite academics’ hopes, the traditional institutional investors failed to mitigate the ill-effects 

associated with the agency problem. A complex set of circumstances, including regulation and fee 

structure, led those traditional institutions to take a generally passive approach to governing 

corporations in their portfolios. The passivity of those institutions led to a new movement seeking to 

decrease monitoring costs of small shareholders and to induce them to take an active role in the 

governance of the corporation and the shifting of the power from the managers to shareholders.  

  

In conjunction with this new movement, activism has begun to flourish over the last ten years. The 

emergence of hedge funds and private equity firms has created a surge in the activism movement in the 

U.S. This surge, coupled with vocal academics supporting the shareholder franchise and calling for 

more shareholder involvement in corporate life, has led to a highly charged debate on the merits of 

increased shareholder activism in the governance of widely held corporations.  

B. Shareholder Activism: From Theory to Practice 

1. Identifying the Overarching Elements That Affect Activism 

As a practical matter, there are two different factors that determine the likelihood that shareholder 

activism will play a substantive role in the corporate governance of a widely held corporation. The first 

is the incentive of shareholders to be active. This incentive is a function of the benefits that these 

shareholders expect to realize from their activism, balanced against the costs (monetary and other) such 

actions incur. The second factor is the predetermined rules of the game or, as this paper terms them, 

““exogenous factors,” such as the presence of legal and economic obstacles that impact a shareholder’s 

willingness to become active. Certainly, these two elements interact with each other and cannot be 

treated as independent. For instance, there is a need for more incentivized shareholders in an 

environment with high exogenous obstacles for activism and vice versa. While these elements can 

complement each other, they might also restrain each other. For instance, while reducing the exogenous 

barriers to shareholder involvement will help new institutions become more active, it will also enable 

small equity holders to have their voices heard, thereby diluting the power and influence (and possibly 

the profits) of the large active players, and thus possibly reducing large players’ initial incentive to be 

active.  



  

The interaction between various mechanisms of governance and the different players utilizing them is 

complex. The emergence of one might come at the expense of the other, and at other times one will 

drive the emergence of the other. Thus, an optimal equilibrium allowing for the right mix of players 

and shareholder empowerment tools is much more complicated to design than it might seem at first 

glance. 

2. Examining Changes in Shareholders’ Incentives: The Failure of Traditional Institutions and the 

Emergence of the New Wave of Activism 

As noted above, prior to the emergence of the new activist investors, it was hoped that traditional 

institutional investors would act as shareholders’ safeguards. In reality, however, their active 

involvement was barely noticed. Most traditional institutions were limited in the amount of equity stake 

they could hold in a single corporation and in the composition of their financial compensation structure. 

The traditional institutions suffered from conflicts of interest and political influence that prevented or 

decreased their level of activism, and these factors reduced their incentives to invest in improving 

governance.  

  

Hedge funds and private equity funds, on the other hand, are free from these regulatory limitations: they 

are not limited in the amount of equity they can acquire in one corporation; they have incentive-based 

fee structures; and they are not bound by political or business constraints. The presence of these players 

has enabled activism to transform from a limited occurrence to a reality that dominates both corporate 

governance scholarly debates and the business arena. The increasing involvement of these new 

institutions and the emergence of proxy advisory firms have also stimulated the activism conducted by 

traditional institutions, leading to an increase in the number of shareholders willing to take an active 

role in the governance of the corporation. 

3. Examining Changes to the Exogenous Factors: The Shareholder Franchise Approach 

Alongside the emergence of new players engaging in activism, a second element receiving increasing 

attention is the call to break down some of the barriers limiting shareholder intervention in corporate 

governance. Among those barriers are the legal and proxy rules regarding board elections and 

shareholders’ resolutions, the staggered board, and the poison pill. The proponents of breaking down 

these barriers, led by Professor Lucian Bebchuk, assert that giving shareholders an effective say in 

corporate governance will limit managerial slack and lead to more efficient corporations. 

  

Indeed, such movements have seen some success in recent years. The SEC has implemented a reform 

to its proxy rules easing the ability of shareholders to voice their opinion and elect board members. 

Congress has passed an extensive bill that has continued the trend of the shareholder franchise (but to 

some extent, also regulates sophisticated financial players and thus potentially limits their incentives 

and tools for activism).  

  

While the call for increased shareholder activism was never a subject of consensus, the excessive risk-

taking and short-term actions that contributed to the collapse of major financial institutions have 

bolstered the critique against shareholder empowerment. Some scholars have even argued that 

increasing shareholder control is bound to increase the likelihood of another major financial crisis.  

C. Shareholder Activism as Mitigating Different Agency Costs 

The agency cost between managers and shareholders is particularly serious in the U.S., where most 

public companies do not have shareholders with sufficient economic interest to supervise and monitor 

management. A second agency cost that is less common in the U.S. but much more common elsewhere 

is the agency cost between majority and minority shareholders, where the majority shareholder extracts 

private benefits of control. In that respect, minority shareholder activism can also play a crucial part in 

mitigating this second agency cost. This requires constructing a means of empowering minority 

shareholders that would not merely have the effect of equally increasing the majority shareholders’ 



power over corporate affairs. A more nuanced understanding of shareholder activism would thus play 

a crucial role in mitigating the agency costs that prevail not only in the U.S. but also in other countries 

where the agency concerns are different. 

__________________________________________________________________________________ 

Reading Two  

This reading deals with both shareholder activism and the purpose of corporations.  

CAN FINANCIAL INSTITUTIONAL INVESTORS LEGALLY SAFEGUARD AMERICAN 

STOCKHOLDERS? 
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I. 

Corporate Governance, Legal Traditions and the Rule of Law 

In a general sense, in the American view, the primary purpose of the corporation is to make money and 

increase shareholder value. However, for the majority of the rest of the world, corporate governance 

has a much broader stakeholder point of view. This view is reflective in the recent Organization for 

Economic Co-operation and Development (“OECD”) report on corporate governance - the general 

objective of corporate governance is to align the interests of firms with those of society, to balance 

entrepreneurship with accountability and to enable companies to earn a rate of return on investment that 

generates additional capital.  

  

The corporate governance systems used throughout the world are generally rooted in either the stock 

market based Anglo-Saxon (outsider) or the more traditional bank-based (insider) European and 

Japanese governance systems. At present, the Anglo-Saxon system is primarily used in the United 

States and, with modifications, in the United Kingdom and Ireland. The European system, with country-

to-country variations, is practiced in the other EU nations while different versions of the Japanese 

system are used throughout the Pacific Basin Region. Again it should be mentioned that the concept of 

corporate governance in the United States, or even in the United Kingdom, that is, in the Anglo-Saxon 

type of system, is considerably narrower than that in many other countries, especially that of Europe. 

  

There is an extensive literature providing legal, economic and other definitions of corporate governance 

systems. In this article such systems are understood in a broader sense, consisting of a set of internal 

and external arrangements and processes that are shaped by the political, economic, legal and social 

characteristics and values of societies. 

  

The internal arrangements are comprised of: the type and structure of ownership, company objectives, 

the nature of the internal decision-making processes, the role of shareholders and other stakeholders, 

sources of financing, the monitoring, reporting requirements and the managerial incentive system. 

  

The external arrangements consist of political-institutional features, such as the location and distribution 

of power and the nature of the decision-making processes. They also encompass the economic and, to 

some extent, the social structures, particularly the degree of competition and flexibility in the product, 

service, capital and labor markets and the extent of the social safety net. Additional features are the 

legal traditions, rule of law, and regulatory requirements governing business activities. 

  

Corporate governance can be viewed as the mechanism to minimize the loss of the foregone value of 

the separation of ownership from the management. Through the institution of the joint-stock company 

or publicly held corporation, investors are separated from management and, while this separation 



provides benefits such as the specialization of management functions and diversification of risk across 

the investor-stakeholder base, there are some significant costs that result from this separation. These 

costs are associated with the amount of foregone value resulting from the separation of ownership from 

management and are minimized through effective corporate governance. Investors and other 

stakeholders use the governance systems to influence managers to take action that allows such 

stakeholders to realize their particular goals through effective monitoring and incentive systems. These 

systems may be economically or socially based or be a combination thereof. It is in this sense that 

corporate governance systems reflect social values. 

 

… 

 

In the narrow sense, corporate governance concerns itself with the relationships among corporate 

management, the board of directors, and the investors or shareholders. But corporate governance can 

also consider the relationship between the corporation and other stakeholders, in addition to investors. 

In a broader sense, corporate governance is formulated and disciplined by laws, regulations, stock 

market listing rules, commercial customs and public opinion. Differences exist from country to country 

as to how companies are governed, and the question “whom do we govern the corporation for?” is 

answered differently. 

… 

Shareholder Activism Summary 

Summary Of Empirical Findings Of “The Impact Of Shareholder Activism On Target Companies: A 

Survey Of Empirical Findings” 

 

“8.a. What we know about shareholder activism:  

 

Many researchers, investors, and managers disagree over the impacts of shareholder activism on 

target companies. In this paper I summarize the evidence from 20 empirical studies on the two 

predominate forms of such activism: shareholder proxy resolutions and informal negotiations with 

target firm managers. The empirical findings imply the following generalizations: 

 

1. Firms attracting activist efforts tend to be large and have high levels of institutional ownership. 

There is some evidence that these firms also have poor prior stock returns and earnings 

performance. 

 

2. Activists have been successful at prompting some firms to adopt limited changes in their 

governance structures. The rate of activists’ success in prompting some change in target companies 

has increased over time. 

 

3. When averaged over all time periods, sponsor types, and proposal types, shareholder proposals 

have negligible and statistically insignificant short-run effects on share values. 

 

4. Announcements of non-proposal targetings and negotiated settlements between activist 

shareholders and target companies are associated with an average increase in share values. In some 

tests, the increase is statistically significant. 

 

5. The average abnormal stock return is non-zero for some subsets of proposal and non-proposal 

targetings. For example, 1990-91 proposals sponsored by public pension funds at firms that 

previously had not received proposals, and 1990-93 proposals that were publicized in the financial 

press before proxy materials were distributed, are associated with share value increases. Proposals 

by CalPERS in its early period of activism (e.g., 1987-88), in contrast, as associated with share 

value decreases. These subsample results, however, may reflect data-snooping biases. 

 

6. Shareholder activism is not associated with subsequent changes in earnings, capital expenditures, 



earnings payout, CEO turnover, CEO compensation, or likelihood of a control change, although it 

appears to be followed by an unusually high rate of asset divestitures and/or company restructurings. 

 

In short, the empirical literature provides little evidence that t shareholder proposals create value, 

although some negotiation efforts may have. Both proposals and private negotiations have prompted 

some firms to make small changes in their governance rules. But there is little evidence that either 

has increased target firms’ earnings or had much effect on operations.” 

________________________________________________________________________________ 

Reading Three  

This reading summarizes the challenges posed by shareholder activism in modern governance.   

SHAREHOLDER CULTIVATION AND NEW GOVERNANCE 
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I. Introduction 

In a 2012 article in the Harvard Business Review, the authors asked: “What good are shareholders?” 

The traditional response to this question is that shareholders are the owners of the firm, they contribute 

financial capital, in addition to which they serve a monitoring and disciplining function that in theory 

controls managerial shirking. Post 2008, however, there has been an intense focus on the role of 

shareholders in the 2008 financial crisis and a recognition that short-termistic speculative behavior 

played a key role in the global financial market demise. As a result, several formal proposals have been 

made to address these short-termistic and speculative tendencies. These include the imposition of a 

financial transaction tax, changes to the United States (“U.S.”) capital gains tax rate, and the adoption 

of an Investor Stewardship Code in the United Kingdom (“UK”).  

… 

II. The Current State of Play 

The Organisation for Economic Co-operation and Development (the “OECD”) defines corporate 

governance as “the system by which business corporations are directed and controlled,” and notes that 

a “corporate governance structure specifies the distribution of rights and responsibilities among 

different participants in the company, such as the board, managers, shareholders, and other stakeholders, 

and spells out the rules and procedures for making . . . decisions on corporate affairs.” One of the goals 

of corporate governance is to design governance structures and systems which encourage boards and 

managers to make decisions that benefit the long-term interests of the firm and its shareholders. 

However, recurrent episodes of firm actions that proved detrimental to the long-term interests of both 

the firm and its shareholders (and oftentimes, to the economy as a whole) highlight the need for constant 

re-evaluation of the efficacy of corporate governance rules and policies. Examples of such episodes 

include the 1980s saving and loan crisis; the catastrophic demises of companies like Enron, Worldcom, 

and Global Crossing in 2001-2002, largely blamed on abuses of power and lack of accountability, 

transparency, and oversight of corporate executives; and the 2008 financial crisis. As the OECD 

acknowledged in its “Principles of Governance,” “[t]he [2008] financial crisis revealed severe 

shortcomings in corporate governance. When most needed, existing standards failed to provide the 

checks and balances that companies need in order to cultivate sound business practices.” In response to 

these “revealed shortcomings” the OECD developed an “ambitious action plan” which identified four 

“priority areas” for improvement-“remuneration, risk management, board practices, and the exercise of 

shareholder rights.”  

  

… 



  

Furthermore, the notion of shareholders as owners has become more nebulous and attenuated as 

shareholders become more heterogeneous and transient. For example, a single company’s shareholder 

base could include individual shareholders who invest because they like the company’s goods or 

services; institutional investors such as pension funds or mutual funds, whose primary duty is to their 

respective investors; index funds whose managers may not necessarily care about the individual 

company’s performance, but are more concerned about matching the index; short-term speculators who 

benefit from market fluctuations and instability; and “tape readers,” who trade in bursts and have 

minimal interest in understanding the business of the companies behind the shares. Thus the concern 

for companies is that share ownership has become disembodied from the long-term health and interests 

of the firm. Shareholder Cultivation attempts to reconnect ownership to the firm, so that ownership 

becomes what Marjorie Kelly terms more “rooted” in the values and interests of the firm, rather than 

being connected solely in the intangible realm of the Committee on Uniform Securities Identification 

Procedure (“CUSIP”) and stock registers.  

  

Moreover, a larger point emerges from the above picture: the fast-paced, interconnected, and dynamic 

nature of today’s capital markets and share ownership place corporate governance policymakers in the 

uncomfortable position of having constantly to play regulatory catch-up. The capital market landscape, 

like the broader society of which it is a part, is more interconnected, more digitized, more virtual, and 

more dynamic with the result of a gulf widening between regulatory prescriptions and present reality. 

As new technologies, new investment vehicles, and new trading strategies emerge, one can only expect 

that the gap between regulatory responses and perceived on-the-ground problems will continue to widen 

in an unprecedented way.  

  

One solution to filling the gap between problem and response lies in engaging private parties and 

bottom-up, collaborative initiatives that respond to a given problem. Shareholder Cultivation arguably 

serves this gap-filling function and normatively meshes with the new governance paradigm, which 

advocates for a complementary approach in interconnected and dynamic environments, such as the 

corporate governance space. 

  

… 

 


