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Introduction

R-E-S-P-E-C-T... One year down in UPC!

UPC, also known as Universal Proxy Card, has surely
garnered “respect” from both issuers and activists
alike. FTI Consulting’s Activism and M&A Solutions
team touches on this, as well as how a culture
change in Japan is igniting a surge of activism, in our
September 2023 Activism Vulnerability Report. This
iteration presents our 2Q23 Activism Vulnerability
Screener results, as well as our commentary on
notable trends in the world of shareholder activism.

Industry Movers
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During the first half of 2023, financial institutions
faced their most challenging period in more than a
decade, even calling into question the viability of the
regional banking model. At the same time, activist
campaigns targeting financial institutions increased
by more than 60% year-over-year during the first
half of the year. By the end of 2Q23, fundamental
concerns for the sector waned with the Regional
Banks and Savings Banks industries appearing
substantially less vulnerable in our rankings.

By contrast, Utilities’ vulnerability increased
dramatically, moving from number 14 last quarter
(out of 36 industries) to the industry most vulnerable
to activism. Additionally, industries in the Healthcare
Services sector, including the Life Sciences,
Pharmaceuticals and Health Services industries, all
increased in vulnerability during 2Q23.



Market Update

Coming off the midst of the banking crisis in March,
consensus opinion regarding the near-term health
of the economy was looking less than favorable;
however, as inflation started to cool in the summer,
so too did the fear and pessimism in the market.!
Moderating inflation, higher consumer confidence
and spending, and favorable labor markets have
caused economists and banks to dial back their calls
for a near-term recession, something the equity
markets welcomed with open arms. Whispers of soft
landings are on the rise once again, but the risk of a
recession is still very relevant, mainly due to the Fed
potentially increasing rates further in the future.?3

The credit markets are far from convinced, regardless
of Wall Street’s optimism, as a New York Federal
Reserve indicator, which tracks the difference between
the three-month and 10-year Treasury yields, points
to a 66% chance of a contraction within the next 12
months.* Unlike its more mature older brother, the
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equity markets are signaling a different story, seemingly
sharing in the optimism, as markets have performed
well year-to-date. The S&P 500 has returned 19.0%,
while the Dow Jones Industrial Average and NASDAQ
were in the green by 6.7% and 34.9%, respectively.®

While the Fed paused rate hikes at its June meeting,

it raised rates by 25 basis points in July, bringing the
target rate range to 5.25%-5.50%, the highest rates
have been in 22 years.®” Fed Chairman Jerome Powell
signaled that future rate hikes are still on the table.®

In recent months, long-term interest rates have

also been rising. The U.S. Treasury 10-year bond
yielded 4.2% as of September 1, 2023, remaining

at elevated levels.? This has pressured demand for
interest rate-sensitive sectors. For example, sales

of previously owned homes in July 2023 were lower
than during any July since 2010.* Delinquency rates
for automobile loans in June 2023 were higher than
during any June since at least 2013."



Year-to-Date Performance (2023)*?

While the equity markets have rebounded from
last year’s lows, mergers and acquisitions have
remained sluggish year-to-date. Globally, M&A
activity declined in both transaction volume and
value during 2Q23. The number of transactions
dropped by 27.5% year-over-year to 8,364, while
the value of transactions fell by more than 44%
year-over-year to $501 billion in 2Q23.1* The
situation in the U.S. and Canada has not fared
any better. Transactions by value fell by nearly
40% year-over-year in 2Q23 to $267.1 billion.**
Notably, 2Q23 weakened sequentially from 1Q23
and there are limited signs of this reversing in the
near term.

Nasdaq: 34.1%

DJIA: 5.1%

The most active sectors involved in M&A were Financial
Institutions, Healthcare & Life Sciences, Industrials, Energy,
Power & Products and Real Estate.’® Rising interest rates
and continued uncertainty surrounding Fed rate hikes
appear to have deterred would-be suitors from actively
pursuing opportunities. Overall, we believe that M&A
activity is likely to remain tepid over the near-term for most
companies. As issuers adjust to the higher interest rate
environment and increased costs of capital, transaction
activity will likely be muted with the exception of interest
rate-sensitive industries.

FTI Consulting, Inc. 3



Shareholder Activism Update

A total of 233 campaigns involving U.S. and Canadian-
based companies were launched in 1H23.1* The
number of campaigns in 1H23 was up 4.5% compared
to 1H22."" The Financial Institutions sector was the
sector most targeted by shareholder activists in 1H23,
representing 23% of all U.S. and Canadian campaigns
in the first half of the year, followed by the TMT sector
(16%) and the Industrials sector (13%).® The increase
in activist campaigns against the Financial Institutions
sector may be attributed to the sector’s sustained
underperformance, as the KBW Regional Bank Index

is down 16.1% year-to-date and has underperformed
the Russell 2000 by 25.2% since the year began.*
Recent threats of increased capital regulation and
downgraded credit ratings across 10 small and midsize
institutions may have contributed to this campaign
surge.? 2 Although there were a number of campaigns
in the sector, the overall vulnerability has gone

down due to favorable increase in short-term total
shareholder return (“TSR”) and operating performance
metrics. Notably, TSR is still a concern for the sector,
but underperformance has lessened slightly since the
previous quarter’s data was released.

When compared to 1H22, the Real Estate sector
witnessed the biggest percentage jump in campaigns
initiated, while the Agriculture sector experienced
the largest decrease in campaigns, dropping 78%
from nine campaigns in 1H22 to only two in 1H23.22
Rising interest rates and increased construction costs
have tempered investor expectations for shareholder
returns in the Real Estate sector. Commercial real
estate in particular has fared poorly, with office
vacancy rates creeping to record highs, as companies
manage employees’ increasing demands for remote
work.% With more than 67% of all outstanding
commercial real estate loans being held by small and
midsized domestic banks, industry weakness and
heightened loan defaults could further impact regional
banks.*

FTI Consulting, Inc. 4



Activist Targets by Sector - 1Q23 Year-Over-Year Change®
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Though total seats won in the United States in 1H23

is down 15.9% compared to 1H22, total seats won in
Canada increased a robust 31.6% from 1H22, with
seats won by Starboard Value, Legion Partners and

K2 & Associates, among others.? The increase in

seats gained up North is not terribly surprising, as we
continued to observe heightened activist activity in
Canada quarter-over-quarter, likely due to its favorable
regulatory environment for shareholders.?" 2

Since the implementation of UPC on September 1, 2022,
there has been extensive debate about how impactful
the rule would be on proxy contests moving forward.
After one full proxy cycle, we observed some interesting
developments. Anecdotally, we saw more early-

stage settlements during the year. While this could

be attributed to a number of factors, it appears that
companies are more eager to settle with activists quickly
to avoid the frustrations of a public, and costly, proxy
battle under this new process. As an example, only about
48 hours after Engaged Capital reported a position in
the burger chain Shake Shack, Inc. in May, the company
quickly added a mutually agreed-upon independent
director to its Board.* While this is only one instance,

we also observed quick settlements in other activist
situations this year, perhaps suggesting that activists are
either using the threat of UPC to their advantage when
negotiating a settlement or are being more conservative

with their capital in these uncertain economic times.*°
In response to UPC, Glass Lewis reported that 685
companies amended advanced notice bylaws. The
proxy advisor recommended against directors at nine
companies this proxy season who implemented the
defense mechanism.** And despite all the anticipation
that UPC would make campaigns easier and cheaper
to run, thus provoking record numbers of first-time
activists, results show it to be a misapprehension.*

One campaign that did go all the way to a vote this
season was Carl Icahn’s crusade against life sciences
company Illumina, Inc., which manufactures tools and
systems used in gene research. This campaign ended

in the removal the company’s Chairman, as well as the
installation of one of Mr. Icahn’s nominees.® This victory
came at an opportunistic time for Mr. Icahn; only weeks
before Illumina’s annual meeting, Hindenburg Research
issued a short report on Icahn Enterprises, accusing the
company of operating a “Ponzi-like” structure to pay
dividends.* This situation has unveiled a rare moment
of weakness for the formidable investor, as Icahn
Enterprises recently cut its dividend in half, and its stock
is down 53.9% year-to-date.* This is another example
demonstrating that activists themselves are not
immune to shareholder activism, a topic we explored in
our September 2022 Activism Vulnerability Report.

FTI Consulting, Inc. 5
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Unveiling the Surge of Shareholder
Activism in Japan

In the June 2023 Activism Vulnerability Report,

our team analyzed the increasing trend of activists
targeting companies in foreign markets. This trend
has been particularly notable in Japan. In 1H23, the
quantity of proposals subject to a vote increased

by a staggering 103.6% from two years ago, 1H21
(448 vs. 220).%¢ Not only has Warren Buffett poured
money into Japan’s top trading companies, but the
Tokyo Stock Exchange is one of the best performing
stock markets in 2023.3"-% This has attracted activist
investors looking for opportunities.* Japan’s culture
appears to be shifting, with today’s corporate
managers more receptive to investor pressure and
foreign practices, unlike traditional Japanese-

style managers who tended to place more value

on hierarchy and developing mutually beneficial
corporate relationships.*>*

In March 2023, the Tokyo Exchange Group released
market restructuring rules to provoke sustainable
growth and increase mid- to long-term corporate
value by focusing on the cost of capital, profitability,
improved governance practices and increased
investor engagement.*? One new measure was

that companies who are trading below a price-to-
book of 1.0x, an indicator that use of capital may be
inefficient, must comply or explain a concrete action
plan to achieve compliance.” Further, the exchange
laid out rules for delisting by March 2026 if market
capitalization is below 10 billion yen (approximately
$67.7 million). By 2030, companies are expected to
have at least 30% female representation on their
boards.* The potential for Japanese companies to
change their approaches is attracting foreign investors
and helping to keep Japanese capital inside its borders.

The main upside for activists is capital allocation, as
many Japanese companies sit on enormous piles of
cash. Japanese companies have been increasingly
returning capital to shareholders, while notching record
levels in share buybacks.* In Japanese corporate
culture, peer pressure plays a factor in defining trends.
Now that some companies have started making
changes, others are more likely to follow.*

In pursuit of sustainable growth, many investors

in Japan believe that more can be done. One
governance measure that could help is diminishing
cross-shareholdings. Cross-shareholdings, a
common trait of traditional Japanese corporate
management, is when two or more firms hold

the shares of each other’s firms.*"-* This tactic
allows companies to maximize control through
voting power and is often used to resist hostile
takeovers.*” Naturally, the dynamic runs contrary

to the interests of independent shareholders and
can hinder consolidation and M&A, which decreases
the ability to promote better returns on capital.
Beginning in 2022, Institutional Shareholder Services
has recommended voting against a company’s top
executive if the company has more than 20% of its
net assets in cross-shareholdings.® The decrease or
removal of the existing cross-shareholdings would
not only improve competitiveness across the market
but could also improve capital efficiency and attract
more foreign investors.

FTI Consulting, Inc. 6
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The activist approach is now changing from focusing
on share buybacks to more detailed conversations
about shifts in capital allocation, climate policy and
transparency. Japanese companies by convention do
not have staggered boards, which results in directors,
including the CEO, being put to a shareholder vote
each year. In the past, companies defended against
this by forming allied shareholder bases through
corporate relationships in an attempt to ensure
support rates above 85%. An influx of foreign investors
and new stewardship obligations in pension funds
and life insurers have created a less docile investor
base that is more likely to vote against long tenured
corporate leaders. Fijio Mitarai, the CEO of Canon and
a prestigious corporate figure, nearly lost his position
due to a lack of a single female director on the

Board, narrowly surviving with 50.6% support.>* The
dwindling of corporate invincibility in Japan, along
with increased reception to foreign investors, could
allow for the mere threat of an activist to provoke
improvement. Taken together, these changes should
lead to better-governed Japanese companies.>

Observations
and Insights

The tide of shareholder activism remains high
and continues to gain momentum. This proxy
season, despite fear-mongering about universal
proxy, well-advised boards and management
teams can still defeat even the most experienced
activists in their control contests. We have also
seen an uptick in hostile M&A. As we expect

the capital and financing markets to open up
heading into next proxy season, companies and
their Boards should be prepared for an uptick in
M&A contests.

Shareholders submitted a record number of
proposals, targeting companies across industries
and market caps. Not only did we see an increase
in the quantity of proposals, but shareholders’
proposals were bold and shareholders used
aggressive tactics. However, this trend did not
necessarily equate to success as support declined
overall and for most proposal types, including
ESG-related proposals.

Many companies have proactively made
meaningful progress in areas where activists had
previously raised concerns. And with respect to
ESG-related campaigns, institutional investors
have not felt as much pressure to get behind
them. We have seen the anti-ESG movement

play out; although the number of proposals
supportive of ESG vastly outnumber anti-ESG
efforts, the relative number of anti-ESG proposals
rose substantially this season.

Lawrence S. Elbaum,
Co-Head of the Shareholder Activism Practice,
Vinson & Elkins LLP



Screener Results

Rank EQ:Engoig FTI Consulting Industry FTI Consulting Sector Vulnerazlgiﬁi’y Score Vulneraltgﬁfy Score
1 A13 Utilities Energy, Power & Products 612 529
2 - Biotechnology Healthcare & Life Sciences 59.7 59.7
3 - Telecommunications TMT 59.1 57.8
4 A4 Pharmaceuticals Healthcare & Life Sciences 57.6 54.7
5 vi Aviation &Airlines Industrials 57.0 56.9
6 vl Media & Publishing T™MT 56.2 56.0
7 \A! Real Estate Real Estate 55.9 55.3
8 A3 Healthcare Services Healthcare & Life Sciences 54.5 532
9 v2 Agriculture & Chemical Products Agriculture 54.0 54.8
10 A12 Life Sciences Healthcare & Life Sciences 53.8 50.6
11 A8 REITs Real Estate 53.7 51.3
12 A8 Hospitality & Gaming Hospitality, Gaming & Leisure 53.6 50.9
13 - Business Services Services 53.4 53.0
14 A3 Consumer Non-Durables Retail & Consumer Products 53.0 513
15 - Technology-Software TMT 52.6 52.8
16 A5 Consumer Durables Retail & Consumer Products 523 50.6
17 A6 Chemicals Agriculture 51.6 50.6
18 v2 Professional Services Services 513 523
19 v7 Insurance Financial Institutions 50.9 53.1
20 v 19 Savings Banks Financial Institutions 50.6 60.2
21 v1ii Automotive Industrials 50.2 53.5
22 A8 Restaurants Hospitality, Gaming & Leisure 49.0 46.1
23 Al Consumer Finance Financial Institutions 48.4 49.5
24 Al Aerospace and Defense Industrials 483 49.3
25 A8 Mining Industrials 48.0 452
26 Al Industrial Equipment Industrials 47.0 47.1
27 A5 Industrial Distributors Industrials 46.8 45.7
28 Al Technology-Hardware T™MT 46.6 46.2
29 v 20 Regional Banks Financial Institutions 46.3 54.0
30 vi2 Banks Financial Institutions 45.9 51.3
31 v5 Financial Conglomerates Financial Institutions 45.7 47.8
32 vl Construction Industrials 44.6 45.8
33 A2 Transportation Industrials 43.5 41.1
34 veé Power Energy, Power & Products 43.1 46.6
35 vi Investment Managers Financial Institutions 42.1 449
36 - Energy Energy, Power & Products 375 39.6

FTI Consulting, Inc.
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In stark contrast to what we witnessed last quarter,
where no industries moved 10 or more spots in

our rankings, we saw substantial changes in 2Q23;
six industries moved 10 or more spots. The most
vulnerable industry in 1Q23 had been the Savings
Banks industry, which fell 19 spots from last quarter
as fundamental concerns eased despite further
interest rate increases.

The Utilities industry climbed 13 spots to the top of the
list as the most vulnerable industry to activism. Utilities
historically have been viewed as a relatively stable
equity investment. However, rising fuel costs, supply
chain problems and rising inflation and interest rates
have challenged the Utilities industry this year, with
the S&P 500 Utilities Sector ETF underperforming the
S&P 500 by 28.8% year-to-date.>® Utilities’ dividends are
struggling to compete with higher U.S. Treasury yields
at the same time as the industry has tried to manage
rising costs along with growing demand for innovation
in renewables and distributed energy.>*

Two notable situations in the Utilities industry this
year include Starboard’s campaign against Algonquin
Power & Utilities Corp. and Elliott’s campaign
against NRG Energy Inc. Starboard sent a letter to
Algonquin’s Board urging it to divest its renewable
assets to reduce debt and improve earnings.>
Following this letter, CEO Arun Banskota resigned

and the company indicated that it was considering

a sale of its renewable energy unit.*® Elliott issued a
public letter that called for a new CEO at NRG, as well
as for a potential sale of the home security business,
Vivint, that NRG purchased earlier in the year.>

The Life Sciences, Pharmaceuticals and Healthcare
Services industries each climbed up the rankings

in vulnerability, increasing 12 spots, four spots and
three spots, respectively, in 2Q23. As older adults
have begun to catch up on elective surgeries that
were delayed during the COVID-19 pandemic, health
insurers that once benefitted from this delay have
witnessed their stocks tumble.*® The Health Care
Select Sector SPDR Fund is down 1.7% year-to-date,
compared to the broader S&P 500 performance of
17.6%.% In one healthcare campaign during the
year, AREX Capital Management urged Enhabit, Inc.,
a home health and hospice company, to consider
exploring a sale and refreshing its board with its two
director candidates.®® Another situation involved
Elliott Management buying shares at Catalent, Inc.,
which manufactures pharmaceuticals, and pushing
for changes to the company’s Board.®! Corvex
Management and Sachem Head Capital Management,
two other well-known activists, disclosed having
bought Catalent in 2Q23 before Elliott’s stake became
publicin July.®?



What This Means

Activists have not been shy thus far in 2023; however,
it seems that the effects of the banking crisis in 1Q23
played a significant role in the increased campaign
activity. In the near term, banks may catch a bit of
reprieve from activists compared to 1H23, which,
combined with rising valuations due to increased
investor sentiment, could lower activist activity. As
always, the Fed’s decisions will continue to be in the
spotlight, although the current consensus is that
rates will not be raised in September. The majority of
economists do not believe the Fed will begin to cut
rates until 2024.%% %

Although it seems that the outlook on the U.S.
economy has lately become more optimistic, it may
still be too early to call this a soft landing. Despite
near-term health looking up, there are still risk
factors at play that have the potential to send the
economy into a contractionary period within the
next 12 months.®® If so, we would not be surprised
to see American activists increasingly indulge in
the opportunities of foreign markets. Further, while
preliminary trends emerged in the first year of the
UPC, you can bet your bottom dollar that activists
are analyzing this past season and searching for
strategies to shake up their campaign approaches.
New trends will emerge moving into the upcoming
proxy season, maybe even trends contradictory

to this past year. Perhaps first-time activists will
stampede as the industry expected after holding
off for a season to understand post-UPC trends.
Nonetheless, activists will continue to keep
themselves busy as macroeconomic trends unfold.

FTI Consulting, Inc.
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FTI Consulting’s Activism Vulnerability
Screener Methodology

The Activism Vulnerability Screener is a proprietary model that measures the vulnerability of public companies in
the U.S. and Canada to shareholder activism by collecting criteria relevant to activist investors and benchmarking

to sector peers.

The criteria are sorted into four categories, scored on a scale of 0-25, (1) Governance, (2) Total Shareholder Return,
(3) Balance Sheet and (4) Operating Performance, which are aggregated to a final Composite Vulnerability Score,

scored on a scale of 0-100.

— By classifying the relevant attributes and performance metrics into broader categories, experts at FTI Consulting
can quickly uncover where vulnerabilities are found, allowing for a more targeted response. FTI Consulting’s
Activism and M&A Solutions team determined these criteria through research of historical activist campaigns in

order to locate themes and characteristics frequently targeted by activist investors.

The following is a selection of themes that are included for each category:

%
Governance Total Shareholder
Return
— Proxy voting standard — Capital gains

— Board composition

— Proxy access

— Dividend and share
repurchase policy

— Relative valuation

=

Balance Sheet

[ === =}

— Capital allocation
— Leverage ratios

— Liquidity

Operating
Performance

— Revenue and
earnings growth

— Profitability margins

— Merger integration

The Activism and M&A Solutions team closely follows the latest trends and developments in the world of
shareholder activism. Due to the constantly evolving activism landscape, FTI Consulting’s Activism and M&A
Solutions team consistently reviews the criteria and their respective weightings to ensure the utmost accuracy and

efficacy of Activism Screener.
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