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I. INTRODUCTION

On the eightieth anniversary of the attack on Pear]l Harbor, December 7,
2021, Engine No. 1 stormed into the wotld of shareholder activism with its letter®
announcing to the board of directors of ExxonMobil that it was ready to engage the
board in a proxy contest. Engine No. 1’s activism was considered extremely
successful. Despite having only $40 million worth of ExxonMobil common stock in
hand and no specific recommendations to enhance shareholder value or move the
company into profitable low carbon emissions, Engine No. 1 was still able to
convince enough ExxonMobil shareholders to elect three of its four nominees to the
board.?

One would think such success would inspire Engine No. 1 and other hedge
funds to try to use the same type of activism at other publicly traded fossil fuel
companies. Yet, that has not happened and I don’t anticipate that it will. My new
paper, “The Illusion of Success: A Critique of Engine No. 1’s Proxy Fight at
ExxonMobil,” explains why that is so. It finds that Engine No. 1’s activism was
seriously flawed from both a theoretical and empirical perspective. It was not able to
provide ExxonMobil’s management with specific recommendations on how it could
enhance shareholder value, reduce its carbon emissions, or profitably transition from
a global leader in oil and gas production to a global leader in the production of clean
energy. In sum, its success was an illusion.

Moreover, Engine No. 1 may have created a “deadly distraction” in the
global fight against climate change. The only apparent positive result of this
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activism, at least from the perspective of Engine No. 1, is that the entity got a huge
marketing boost in its efforts to raise funding for its newly formed exchanged traded
funds (ETFs).?

II. THE FOUNDATION FOR A THEORY OF HEDGE FUND
ACTIVISM

The foundation of my understanding of hedge fund activism is derived from
Henry Manne’s “Mergers and the Market for Corporate Control.”® In his
pathbreaking article, Manne theorized that “the control of corporations may
constitute a valuable asset” if the acquirer takes control with the expectation of
correcting managerial inefficiencies.’

In the market for corporate control, an important process by which
managerial inefficiencies can be corrected is through a hostile takeover. The lead
actor in a hostile takeover, the hostile bidder, assuming it is well informed about the
target company and seeking to correct managerial inefficiencies, may act as a corrective
mechanism in corporate governance. A corrective mechanism 1s defined as a stakeholder,
including shareholders, or potential stakeholders “of a public company, other than
the current board of directors or executive management, which may have, from time
to time, superior decision-making skills in the making of major corporate decisions.”

Unfortunately, while a vibrant hostile takeover market did exist in the United
States during the sixties, seventies, and eighties, this has not been the case for many
years. Without a vibrant hostile takeover market, the US stock markets no longer
have access to a valuable corrective mechanism. Fortunately, the U.S. stock markets
reacted to the loss of the hostile bidder by encouraging the rise of another corrective
mechanism—the hedge fund activist.
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III. A THEORY OF HEDGE FUND ACTIVISM

Like the hostile bidder, the hedge fund activist seeks ways to correct
managerial inefficiencies in a public company. However, while sharing many of the
same goals, the activist seeks to bring about change within a public company without
trying to gain control.
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Hedge fund activism typically begins with the activist accumulating a
significant amount of a public company’s stock, usually around 5 percent to 10
percent of the shares outstanding. A large position is necessary in order for the
hedge fund to earn a large enough return on the expected increase in the stock price
to cover the costs of its activism—becoming informed about the target company,
creating specific recommendations to correct managerial inefficiencies, and carrying
out its activism. It also helps in enhancing its voting power, giving it a better chance
of eventually getting its way at the target company.

The hedge fund activist believes that if management adopts its recommended
strategies then the value of the company’s common stock would significantly
increase and the company’s performance would improve, allowing the activist hedge
fund’s investors to potentially earn sizable returns. Moreover, based on the large
amount of investment in makes in the target company, the hedge fund activist has a
strong incentive to make sure its specific recommendations will actually be value
enhancing,.

Therefore, given the potential for a hedge fund activist to act as a corrective
mechanism in a similar manner to the hostile bidder, we can extend Manne’s theory of
the market for corporate control to one that applies to hedge fund activism: In the
context of public companies, hedge fund activism may constitute a valuable asset in
and of itself if the goal of such activism is to enhance managerial efficiency.’

Numerous empirical studies'® demonstrate that this type of #ruditional hedge
fund activism increases the wealth of shareholders and improves the performance of
the public companies it targets. These studies support the arguments that hedge
fund activism “is a valuable asset in and of itself” and has the overall effect of being
a corvective mechanism in the governance of public companies.™

IV. THE ANALYSIS OF ENGINE NO. 1’S ACTIVISM

Despite having only a de minimis amount of ExxonMobil common stock in
hand and no specific recommendations to enhance shareholder value or move the
company into profitable low carbon emissions, Engine No. 1 was still able to
convince enough ExxonMobil shareholders to elect three of its four nominees to
ExxonMobil’s board of directors. This was an astonishing accomplishment given
that the lack of specific recommendations was a clear signal to ExxonMobil
shareholders that Engine No. 1 was not informed about the operations and strategies
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of ExxonMobil and what was necessary to make it a more successful company.
How was Engine No. 1 able to accomplish this utilizing a very non-traditional form of
hedge fund activism?

Engine No. 1 succeeded because it was able to garner the votes cast by the
“Big 3” investment advisers to index funds: BlackRock, Vanguard, and State Street
Global Advisors. The Big Three had delegated voting authority for approximately
21% of ExxonMobil’s voting stock."” However, that percentage was most likely a
significant understatement of their actual voting power, given that institutional
investors are much more likely to vote their shatres than retail investors.'* Moreover,
ExxonMobil had a large percentage of retail investors directly holding stock in the
company, 47%."

To garner the Big Three’s support, Engine No. 1 cleverly appealed to their
desire to be perceived as investment advisers who are making a difference in helping
to mitigate climate change, an important issue for millennials.'® So, the Big Three
were arguably in a bind. They were under a lot of pressure to support Engine No. 1’s
efforts or else they would be perceived as not walking the talk on climate change,
especially BlackRock since it had taken the leadership role in espousing the use of
shareholder voting and engagement for purposes of dealing with climate change.'®
Based on their voting, it appears that the need to market to millennials won out over
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the need to actually implement value enhancing change at ExxonMobil, the primary
objective of traditional hedge fund activism. BlackRock ended up supporting three
Engine No. 1 director nominees,'’ while Vanguard and State Street Global Investors
each supported two.'®

V. CONCLUSION

Engine No. 1’s activism did not serve as a corrective mechanism at
ExxonMobil. Instead, its activism resulted in ExxonMobil needlessly spending
significant resources on defending its director nominees and thereby distracting the
company from engaging in its current strategy of focusing on the production of oil
and gas, a strategy that Engine No. 1, as an uninformed shareholder, could not
adequately disprove as being the correct one. Yes, ExxonMobil’s current strategy
may result in the company stranding oil and gas assets or the company eventually
losing its independent existence if the road to decarbonization speeds up, but until
proven otherwise, perhaps by an informed hedge fund, this strategy cannot be
discounted as the one that will maximize the present value of its cash flows.
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