Monitoring the Monitor:
Evaluating CalPERSOA ctivism

BradM. Barber
bmbarber @ucdavis.edu

www.gsm.ucdavis.edu/~bmbarber

November 2006

" Barber is a Professor of Finance at the Graduate School of Management, UC Davis, and the Director of
the Center for Investor Welfare and Corporate Responsibility at UC Davis. This paper received the 2006
Moskowitz prize for best paper on socially responsible investing. Amanda Kimball provided valuable
researh assistanceHo Ho (CalPERS)Craig Rhines (CalPERS), Ryoko Kita (UC Davis MBA student),
and Paul Teng (Wilshire Associates) were very helpful gathering and understanding the data used in this
study. Bill Gebhardt, Michael Maher, Terrance Odean, Chris Solich, Dennis Trujillo, Robert Y etman, and
Michelle Y etman provided valuable comments. All errors are my own.



Monitoring the Monitor:
Evaluating CaPERS Activism

Many public pension funds engage in institutional activism. These funds use the power of their
pooled ownership of publicly traded stocks to affect changes in the corporations they own. |
review the theoryandenmpirical evidenceundering the motivation for institutional activism. In
theory, the merits of institutional activism hinge critically on two agencycosts:(1) the conflicts
of interestbetweencorporatemanagerand shardolders, and (2) the conflicts of interest between
portfolio managers and investors. This leads to two types of institutional activism: shareholder
activism and social activism. While portfolio managers can use their position to monitor conflicts
that might arise between managers and shareholders (shareholdeactiviam), they canalsoabue
their position by pursuing actions that advance their own moral values or political interests at the
expense of investors (socia activism). Which of these effectsdominatesthe actions of portfolio
managerswil| detemine the value of activism andis an empiricd issue.Perhgs the most high
profile activism has been pursued by CalPERS with their annual focus list. | document that
CalPERShas pursuedreforms at focus list firms that would increag sharellder rights and
(imprecisely) estimate the total wealth creation from this shareholder activism to be $3.1 billion
between 1992 and 2005. Unrelated to the focus list program, CalPERS has also pursued socia
activism (e.g., the divestment of tobacco stocks). In general, | argue that institutional activism
should be limited shareholder activism where there is strong theoretical and empirical evidence
indicating the proposed reforms will increase shareholder value. At times, institutions will be
forced to take engage in social activism and take positions on sensitive issues. In these situations,
| argue portfolio managers should pursue the moral values or political interests of their investors
rather than themselves.



Does institutional activism create value for shareholders? Proponents of activism argue
that ingtitutions are merely providing necessary monitoring of corporations with poor
performance. In contrastcritics view activism as the actionsof meddlesone portfolio managers

spending investorsOmoney to interferein corporate policy. Who isright?

To answer this question, | begin from basic economic principles and analyze a simple
framework where a portfolio manager has the unfettered objective of maximizing the value of an
investment portfolio. | argue that the benefits of institutional activism Bnarrowly for the investors
at the institution and broadly for society B hinge critically on the prevalence of two agency costs.
The first agency cost is the well known conflicts of interest between shareholders and corporate
managersgorporatemanagersmay pursueprojectsthat benefit themselves, but not shareholders.
Effective monitoring by institutions can reduce these agency costs B benefiting not only their
investors, but raising the value of stocks for all investors. | refer to this type of ingtitutiona

activism as Ghareholder activism.O

The secondagencycost, lesswidely discussedhanthe first, is the conflicts of interest
between portfolio managers and investors. Portfolio managers may pursue investment policies
that benefit their own objectives, but not those of investors. The large block of voting rights under
the control of institutional portfolio managers presents the most obvious potential source of
agency costs. Just as this voting power can be used to benefit shareholders through effective
monitoring of corporations, the voting power can be abusedby advancingthe interestsof
portfolio managers' that are different from those of their investors and reduce the value of the
portfolio they manage. Generally, ingtitutional activism in this arena centers around social issues,
such as disclosure of greenhouse gas emissions, divestment in Sudan or tobacco firms. Thus, |

refer to this type of institutional activism as Gocial activism.O

Social activism may lead to desirable or important social benefits. For example,
ingtitutional pressure may cause corporations to reduce pollution or be more vigilant in
monitoring child labor practices. But pollution abatement technologies and the monitoring of
labor practicesis costly. Consequentlythe sccial gains will often hurt the bottom line and

potential returns earned by shareholders. Thus, a portfolio manager who is attempting to

1| use the phrase portfolio manager for expositional convenience. In practice, the portfolio manager may
not bethe sourceof theseagency costs. For exanple, boardsthat oversegortfolio manageramay
encourage investment practices to advance board interests rather than investor interests.



maximize the value of an investment portfolio would not pursuesocial activism whenit forces
corporations to incur avoidable costs. Many investors choose socially responsible mutual funds
precisely becausethesefunds investin firms that are consistent with their personal values.
However, most institutions (e.g., public pension funds) are not provided with sucha clear moral

mandategrom theirinvestos.

The two agencycostscreatea tensionthat renders the ultimate gains of institutional
activism an empirical question. While admittedly imprecise, | argue that simple empirica
methods B short-run event studies and the long-run returns of portfolios of targeted stocks B are

the bestmethodsavailableto estmatethe net benefits of institutional activism.

While institutional activism is widespread, my enpirical analysesfocus on the efficacy
and prudence of CalPERS activism D a long-time leader in the ingtitutional activism. For almost
two decades,CalPERShas beenactive in pursuing corporatereforms. In recent years, this
activism hascome underincreasedscrutiry as CalPERS took public stands on a wide range of
issues including corporate governance, greenhouse gas emissions, auto fuel efficiency, labor
negotiations, investments in tobacco firms, Sudan, South Africa, and the independence of audit

committees.

Using simple empirical methods, | estimate the gains to the high profile activism of
CaPERS focus list firms over the period 1992 to 2005. My short-run analysis indicates that
CalPERSactivism yieldssmall, but positive,market reactions of 23 basis points (bps) on the date
focuslist firms arepublidly announcedThis transhtes into a total wealth creation of $3.1 billion

($224 million annually) over the 14 year period that | analyze.

My long-run analysis yields intriguing, but inconclusiveresults.Portfolios of focus list
firms earn annualized abnormal returns ranging from 2.4 to 4.8 percentage points annualy at
holding periods ranging from 6 months to 5 years. If these abnormal returns are causaly linked
to the activismof CalPERS, the wealth creationis enormous-- as much as20 timesgreater than
the short-run benefits and as large as $89.5 billion through December 2005. Unfortunately, while
economically large and positive, the estimates of long-run abnormal returns are not reliably
positive. Long-run returns are simply too volatile to conclude that the long-run performance of

focus list firms is unusual. | argue that previous studies, which document reliably positive long-



run abnormal returns for focus list firms, either fail to accountfor the characteisticsof focus list

firms and/or rely on faulty statistics.

Having established reasmableestmate of the value of CalPERSactivitiessurtounding
focus list firms, | review the nature of reforms tha CalPERSpublicly pursuesat these firms
through shareholder proposals sponsored by CalPERS at focus list firms. Without exception, the
CaPERS proposals increase shareholder rights. Empirical researchestblishesa strong link
between shareholder rights and firm value and provides strong support for prudence of CalPERSO
initiatives designed to improve shareholder rights. Thus, thesegovernance-relatedeforms at

focuslist firms are uniformly shareholde(ratherthansocial)activism.

However, CaPERS has also pursued socia activism unrelated to their annual focus list
firms. | review same of the high profile decsionsmadeby CalPERS Many of thesedecisions
lack clear evidence B empirical or theoretica B that CalPERS activism would improve
shareholdewalue.CalPERSmanageshe assetf over a million public employees, retirees, and
their families. When there is no clear link to improvements in shareholder value, whether
CaPERS activism is in the best interests of those whose money they manage depends critically

onthepersonapreference of investors.

The remainderof this paperis organizedasfollows. In section 1, | provide an overview
of the theory underhing institutional activism. In section 2, | provide empirical evidence
regarding the short-run and long-run performance of CalPERS focus list firms. In section 3, |
review the natureof reformspursuedat focus list firms and provide anecdotes regarding other

activism pursued by CalPERS outside of their focus list initiative.

1 Institutional Activism: Theory
In this sectia, | formally lay out a simple framework to analyze the expecté effects of

institutional activism.

1.1 Shareholders v. Managers
It is well known that conflicts of interest may arise betweenshaeholderswho seekto

maximize firm value, and firm managers, who may have interests other than value maximization
(e.g., empire building or maximizing compensation packages). Theseconflicts create a costfor
shareholders that lead to lower firm valuations. Absenttheseagency costs,the market would

reachsame maximum agercy-cost-freevaluation,call it V*.



Absent any monitoring by investors, agency costs(A) takea (relatively) large percentage
of this maximum valuation. Investors can reduce the agency cost bite taken out of the valuation
pie by monitoring corporations, but monitoring is costly, varies in effectiveness, and, no doubt,
has diminishing marginal returns. In the top graph, figure 1, | representagencycostsas a

decreasing, convex function of monitoring resources (M).

Large institutional investors invest tens of billions of dollars in stocks B generally in an
index fund or at leastan equity portfolio that tracksthe market reasonablywell. Nonetheless
even the largest ingtitutional investors own only a small percentage of the total market. For
example, CalPERS, with U.S. equity investments of $79 billion in mid-2005, owns approximately
0.5 percent of the total market, which is valued at approximately $16 trillion in July 2005. For
CalPERS to justify investment in the monitoring of corporate managers as a value enhancing
proposition, a dollar spent on monitoring must increase the value of monitored firms by at least
$200 = $1 / 0.5%, since CaPERS only owns a small dlice of the monitored firms. If CaAPERS
prudently spends $1,000,000 on monitoring each year, the expenditure would lead to a minimum
increase in firm value of $200,000,000.

This analysis presumes the benefitsof activiam arelimited to the firms that are directly
pursuedby an institution. But widespread monitoring by institutions can also deter corporate
malfeasance. If corporations know that institutions stand ready to publicly excoriate firms that
engage in practices that reduce shareholder value, corporations will be less likely to engage in
these practices in the first place. The deterrence bendfits of activism are exceethgly difficult to

measure, but nonetheless provide additional justification for institutional activism.

In general, a savvy portfolio manager will choose a monitoring cost (M*) that maximizes
the value of his portfolio (P*). In the bottom graph of figure 1, | depict the manager® portfolio
value as a function of the monitoring costs that he incurs. In principle, the optimal level of
monitoring (M*) will be achieved when the marginal cost of monitoring equals the marginal
benefit (i.e., reduction in agency costs realized in the manager@ portfolio). Unfortunately, in
practice,it is nearlyimpossibleto estimate precigly the marginal benefit of monitoring. Thus, it
is difficult to deternine ex-antewhether institutions are investing in an optimal amount of

monitoring. Even with the benefit of over a deca@ of hindsight, it is difficult to precisely



estmate the total value of the gainsresultingfrom CalPERSacivism. | discussthis isste at

length in the empirical section of this paper.

1.2 Free Riders
As the above analysis makesclear, while large investorsincur monitoring costs, all

investors enjoy the benefits of monitoring. On one hand, this is a positive externality created by
the monitoring of the large investor. On the other hand, that others benefit from the actions of the
large investor creates a free rider problem (Admati, Pfleiderer, and Zechner, 1994). To see this
immediately, assume all investorschoosea market index, but only the large investor incurs
monitoring costs. It isimmediately obvious that small investors, who incur no monitoring costs
but enjoy the benefits of monitoring by large investors,will outperform the large investor. An
investor who delegates the management of his moneyto the large investorwould flee the large
investor and choose to manage his own money. And, of course, as the portfolio of the large

investor shrinks, the incentive to monitor corporate actionsis reduced.

To solve the free rider problem such that monitoring occurs in equilibrium, there must be
either economiesof scak to investment management or an institutional framework that
encouragepooledinvestnents? Certainly, both conditions are true in today( financial markets.
With economiesf scaleto investnent managemet (e.g., reduced transaction costs or improved
diversification), the equilibrium size of a portfolio will be determined such that the transaction
costs savings are exactly offset by the cost of monitoring (Admati et al., p. 1118). Furthermore,
current investment practices encourage pooled investments. Corporations (or municipalities)
provide employeeswith (generally limited invesment options for their retirement portfolios or
manage a large investment portfolio that is intended to cover the beneficiaries of a corporate (or

municipal) defined-benefit retirement plan.

1.3 Portfolio Manager v. Investor
Conflicts of interestcanarise betweerinvesbrs and those who manage their money (e.g.,

portfolio managers). While investorsseekto maximize the value of their investedwealth,
portfolio managers may have incentives that are not fully aligned with this objective.In the
context of shareholder activism, it is possible that a portfolio manager might have an interest in
pursuing a political agenda (Romano, 1993a, 1993b, 1995). Some argue that aspects of CaPERS

activism are politically motivated. Perhapghe greatestcontroversywas raisedwhen CalPERS

2 Thaler (1992) summarizes evidencethat the strongfreerider hypothesisis violated in many contexts (e.g.,
we contributeto public radio, we tip servers at places we will never visit again,we votein electionswhen
the chance that a single vote will sway an election is exceedingly small).



votedto oustSafewayd CEO, StevenBurd, from Safeway® board of directors in May 2004 for
his harsh dealing with employee unions. | discuss this and related issues in detail later when |

examine the nature of CalPERS activism.

It is important to note that the conflicts of interestthat arise betweeninvestorsand
portfolio managers hinge critically on the objectives of investors in the portfolio. Consider a
simple example: A CEO pursues a policy of manufacturing the firm@ products in the US rather
than overseagsiespitethe fact that oversasmanufgcturing would be less costly. As a portfolio
manageryou havea sizablestakein the company. Y ou could attempt to rally support for ousting
the CEO and replacing him with a CEO that would move the firm@ manufacturing operations
overseas,; if successful, this would undoubtedly increasethe value of the firm@ stock. However,
the investors in your portfolio uniformly oppose the wealth-maximizing initiative for moral
reasons (e.g., perhaps the foreign manufacturers have lax labor or environmental standards and
American jobs would be lost). If the portfolio manager were to pursue wealth maximization, he

would not be serving the interests of hisinvestors.

Heterogeneity in the moral or political views of investors in the institutional portfolio
further conplicatesmattes. Given the different objectivesof investorswithin the portfolio, the
portfolio manager cannot hope to satisfy everyone. These moral issues are invariably sensitive,
but the point is simple: Once considerations other than wealth maximization are relevant for
investors, aligning the interests of portfolio manages andinvestorsbecomesextranely difficult.
Given the delicatenatureof many of theseethical considerations, portfolio managers generaly
pursue policies that attempt to maximize shareholder value and avoid taking stands on sensitive
moral issues.As the aboveexanple illustrates,whether this maximizes the utility, rather than

wealth, of investors depends on their shared objectives.

1.4 Oversight of the Portfolio Manager
Strong oversight of the portfolio manager could prevent him from pursuing a political

agenda that destroys the wealth of investors in his portfolio. In public pension funds, like those
run by CalPERS and CaSTRS, this oversight comes in the form of a boad. Presunably, an
effective board would remove a portfolio manager who pursues his own interests at the expense

of investors.

But boardsare often political in nature.Indeed, CalPERSOboard members started many
of CaPERSO controversial initiatives. If the portfolio manager and board share political



objectives, the board@ oversight may be ineffective. Equally pernicious, a board may have a

political interest in squel ching prudent activism by a portfolio manager.

Consider the following example: A portfolio manager regularly pursues shareholder
initiatives with strong and demonstrably positive effects on shareholder wealth. However, these
initiatives tend to weaken the position and influence of top CEOs, who are strong supporters of
members of the boardthat are assignedto overseethe portfolio manager.The corporateCEOs
might use their influence with the board to put an end to the portfolio manager@ shareholder

activism.

Not surprisingly, politics are a double-edged sword. Infusing politics into shareholder
activism can lead to suboptimal outcomes in two ways. On one hand, politically-motivated boards
could thwart valuable shareholder activism by a portfolio manager. On the other hand, lax
oversight might enable a politically-motivated portfolio manageto pursuehis socialactivismthat

reduces shareholder value and is not aligned with the values of hisinvestors.

1.5 Evaluating the Portfolio Manager
Traditionally, portfolio managers are evaluated relative to an appropriate benchmark

(e.g., the S& P 500 or Russell 2000). Fancier evaluation tools might calculate alphas or abnormal
returns relative to multiple benchmarks (or factors). Unfortunately, all of these methods miss the
benefits of shareholder activism. Consider an index fund manager who invests in the S&P 500
and, by construction, is unable to earn a positive apha. However, the fund manager pursues
numerous shareholder initiatives that have demonstrably positive effects on shareprices. This
manager has improved the returns of his investors. Howeve, since all investorsin the
marketplacebenefit(the freerider isswe discussd above), this performance boost does not show

up in the form of a positive alpha

A simple and effective method for evaluating the activities of the portfolio manager isto
measure the abnormal returns around the announcement of events related to shareholder activism.
In an efficient market, the expected benefits of shareholder activism would be reflected in stock
prices. Thus, the announcement of a shareholder initiative by an institutional investor should lead
to share price changes if the announcement is unanticipated and leads to material changes in
shareholder value. If prices do not react immediately to the announcement of a shareholder

activisminitiative, price effectsmay continuefor sometime after the announcement date. Given



the controversy surrounding the degree of market efficiency in financial markets,it seems

reasonabl¢o analyze boththe short-andlong-runevidence.
2 The CalPERS Evidence

2.1 CalPERS Activism
CaPERS formally began its corporate governance activies in 1987 under the leadership

of then-CEODale Hanson. Between 1987 and 1992, CalPERSOstaff would select companies to
target. Many of the early reforms were targeted at the repeal of poison pills and staggered boards
(Crutchley, Hudson, and Jensen, 1998). Subject to CalPERS Board approval, |etters were sent to
the targeted company@ CEO (Nesbitt, 1994).

In theseearly years, there was no formal announcement of the targeted companies.
CalPERS activism would only become public when CalPERS formally sponsored a shareholder
resolution. However, in 1992 CalPERS began publicly announcing its focus list in an effort to

apply public pressurdo targetedcompanies.

My enmpirical analysesconcentate on these focus list firms. It is important to note that
CaPERS activism is not limited to these firms. As| discussn detail at the closeof this section,

Ca PERS has taken public stands on awide range of issues.

2.2 Short-Run Returns
| begin with an analysis of the short-run returns around the public announcement of focus

list for the 115 firms targeted by CalPERS over the period 1992 to 2005. Some firms appear on

the focus list in multiple years.

Before summarizing the short-run evidence, it is useful to consider the conditions under
which the short-run analysis would provide a reasonabl e approximation of the valuation impact of
CaPERS activism. First, financial markets must be efficient; the information contained in the

CalPERS announcement must be fully and immediately reflected in price.

Second, the announcement must be, to some extent, unanticipated. 1f market participants
arefully awarethat CalPERSplansto targetthe identified firms prior to the announcement, the
press release would contain no new information. Similarly, if the announcerant is partially

anticipated,the short-run analysis aroundthe pressreleasedate will undeestmate the total



valuation impact. Since CalPERS carefully guards the identity of focus list firms prior to the

pressrelease this assunption seens reaonable.

Third, the information contained in the CalPERS announcement must be the revelation
that CalPERS plans to work for change in the focus list firms. If CalPERS has information about
targetcompaniesthat is unavailableto market participants, the announcement might revea this
private information. For example, CalPERS might have attempted to effect change with target
companiesprior to the pressrelease.lf theseattempts aresucesgul, the firm might be removed
from thefocus list prior to the pressrelease.Thus,to some extent, firms that remain on the focus
list might have management that is unusualy reticent to changecorporatepractices.Thus, the
announcement of the focus list would have two bits of information: (1) CaPERS intentions to
reform the focuslist firms, and (2) management@ reluctanceto reform prior to the pressrelease
date. Assuming CalPERS pursues prudent corporate reforms, the former is likely positive news,
while the latter is negatve news. The mixture of positive and negative news in the public

announcerart would causehereseacherto undeestimate the benefits of CalPERS activism.

Finally, the value of CalPERS activism must be limited to those firms that they publicly
pursue.lf CalPERSIis able to successfullynegotiate behind-the-scexs changesin corporate
policy that redound to the benefit of shareholders, an analysis of only publicly announced
intervention will underestimate the total value of activism. Similarly, monitoring may deter
corporatemalfeasane. It is impossibleto preciselyestimate the benefitsof behind-the-scenes

negotiations or deterrence, though both of these effeds cancontributeto the valueof activism®

In summary, the short-runanalysis leans on the assumption of market efficiency and
might underestimate the total benefit of CalPERS activism if the announcement is either partially
anticipated or conveys some information about managerial entrenchment. In addition, the analysis
misses auxiliary benefits of activism that might accrie from private negotiationsor the potential
deterrenceof corporatemalfeasince.For theserea®ns, short-runeventtime analysis yields a
conservative estimate of the total benefits of Cal PERS activism.

3 For example, Qiu (2003) documents public pension fund ownership decreases the probability that afirm
will become an acquirer. Several studies argue many acquisitions are motivated by managerial, rather than
shareholder, interests. Thus, the decreased acquisitiveness of firms owned by public pension funds arguably
redounds to sharehol dersChenefit.



Severa prior studies analyze the short-run returns around the public release of CaPERS
focus list firms or CalPERS proxy initiatives. Wahal (1996), Smith (1996), and Del Guercio and
Hawkins (1999) all analyze a small number of firms targeted by CaPERS in the 1987 to 1993
period and document short-run returns that are not reliably different from zero. Unfortunately,
identifying a clean announcement date during this period is problematic, since CaPERS did not
formally anrouncethe focus list. Thus,the small sample size and the ambiguous announcement
dates yield unreliable estimates of short-run abnormal returns.

English et al. (2004) and Anson et al. (2003) solve the announcement date problem by
analyzing the period beginning in 1992, when CalPERS began announcing the constituents of
their focus list firms in a formal press release. English et al. document reliably positive and
economically large short-run returns of 0.98% for 63 focus list firms targeted between 1992 to
1997, while Anson et al. (2003) find positive, but statistically insignificant, returnsof 0.26%for
the 96 focus list firms targeted between 1992 and 2001.

| update the short-run results for the 115 firms targeted between 1992 and 2005 and
document reliably positive market-adjusted returns of 0.23%. For the short-run analysis, |
calculatemaiket-adjustedeturnsfor eachfirm on the announcement day using a CRSP value-
weightedmarket index. For eachyear, | calculatean average market-adjusted return weighting
eachfirm equallyor by marketcap.All dataarefrom the Centerfor Researchn Security Prices
(CRSP)dataset. Table 1 presentsthe resultsof the short-runanalysis by year. Theserestuts
provide solid evidencethat CalPERSshareholde activism, on average, improves shareholder
value. In the typical year, targeted firms experience a small, but reliably positive, market reaction

of 23 basis points (equally-weighted) or 35 basis points (value-weighted).*

A reasonablesstmate of the total shareholdewealth createdby the CalPERSactiviam
canbe calcubtedby multiplying the market-adjustd return for each firm by its market cap. In
eachyear, the market cap of all firms targetedand the total shareholderwealth createdby
CalPERSactivism are preentedin the lasttwo columns of table 1. Over the last fourteenyears,
CaPERS activism improved shareholder wealth by nearly $3.1 billion. This trandates into an
average annual wealth creation of $224 million.

* Eachyearis considered an independentobservation sincethe eventdayis common for all firmswithin a
year. Thus, the reader can calculate the t-statistics by taking the ratio of the mean abnormal return across
years and dividing by the standard deviation of the mean annual return.

10



Even this estimate of the wealth creation, though reasonable, is sensitive to the method
used. | test whether the results are sensitive to the exclusion of firms with earnings
announcements within two, five, or ten days of the focus list announcement. The results for firms
without earnings announcements, though not reliably positive, are qualitatively similar to the full
sample results. Calculating abnormal returns using market model parameters estimated after the
announcerart dateyields generallylargerandreliably positive abnormal returns, while including
returns on the day before and after the announcementdatereducesthe estmatedabnorna returns
and renders them indistinguishable from zero. Ultimately, | prefer the smple method of using
market-adjusted returns on the announcement day for two reasons. First, market-adjusted returns
do not require the estimation of parameters (e.g., betas)which areoftensensitiveto the estimation
window selected. Second, there is no uncertainty regarding the focus list announcement date to

warrant the extension of the event window.

While the short-run analysis provides solid evidene that CalPERSactivian create
shareholder value, does this activism benefit CalPERS investors? In other words, do the benefits
that accrueto CalPERSinvestorsjustify CalPERS expenditures on activism? Using the $3.1
billion estimate provided above, the annualincrease in CalPERS portfolio is $1.12 million.”
Given a staff of three full-time professionals devotedto issuesrelated to the comporatefocuslist,
it is likely that the expenditures on this staff are justified by the record to date. One might argue
thatthe benefitthat accriesto CalPERS investorsis small relative to an investment portfolio of
$170 hillion (i.e., less than 7 bps annually = $1.12 million / $170 billion). This is an overly
simplistic view for two reasons.First, the CalPERS benefit is only the tip of the iceberg P all
market participants benefit from CalPERS activism. Second, as discussed throughout the paper,
the short-run reaction to focus list announcements underestimates the total benefits to CalPERS

activism.

®In July 2005, CalPERS held US equity investments with a market value of $79 billion (out of
$194.6 billion in assets under management). In July 2005, the total market value of stocks trading
on the New Y ork, American, and Nasdag exchanges was $16.4 trillion. Thus, CalPERS owns
approximately 0.5% of all outstanding US equity, andCalPERSnvestorswould accrueaveiage
annual benefits of roughly $1.12 million dollars (mean market-wide annual benefits of $224
million * 0.5% CalPERS ownership). Of course, these back-of-the-envel ope calculations assume
CalPERS investment in focus list firms are roughly in line with their weighting in the overall
marketportfolio; if focuslist firms are overweghted in the CalPERS portfolio, the benefits for
CaPERS investors would exceed $1.12 million.

11



2.3 Long-Run Returns
Of course,the analysis of short-tem returns discussed above leans heavily on the

assumption that marketsrespondmmediatelyto the release of the CalPERS focus list. If markets
are slow to respond to full implications of CaPERS activism, more information might be

revealedn theanalysis of long-runreturns.

Several studies attenpt to analyze long-run returns following the announcement of
CaPERS focus list. Unfortunately, al of thesestudiesfocus on event-timereturns, which are
well-known to yield biased test statistics, and/or employ benchmarks that do not fully account for
the charactestics of firms appearingon CalPERSfocuslist.? | elaborate on both of these issues

below.’

To getaninitial sensefor the long-run performanceof the focus list firms, consider a
simple event-time anaysis, where day 0 is defined as the date of the CalPERS announcement of
thefocuslist firms. Figure2, presentdhe meancumulative market-adjustedreturns(firm return
less a value-weighted market index) for focus list firms for the three yearsleadingup to the
announcement date and for the five years following the announcement date. The focus list firms
lag the market by a substantial margin in the years leading up to the announcement date. Thisis
not surprising, since CalPERS explicitly uses poor stock performance to identify corporations that

might require more careful monitoring.

What is more intriguing is the strong performance of these stocks following the
announcement date. After five years, the average focus list firm has outperformed the market by
almost 32%. This is an impressivetradk record, but thereare two problens with ascribingthis
strong performance to CalPERS activism. First, there is a benchmark problem. Clearly, the
market index is not the appropriate benchmark for focuslist firms. CalPERStargetsfirms with

® These studies include Neshitt (1994), Del Guercio and Hawkins (1999), Crutchley et al. (1998), Prevost et
al. (2000), English et a. (2004), and Anson et al. (2004). All but Del Guercio (1999) conclude the returns
of focuslist firms atlong horizonsarereliably positive. Of these studies, only Anson et al. (2004)
explicitly control for the cross-sectional dependence. Del Guercio and Hawkins (1999) and English et al.
(2004) control for size and value characteristics of focus list firms, which tend to be large value firms with
poor recent returns. Crutchley et al. (1998) and Anson et al. (2003, 2004) rely on a market model, where
parameters are estimated in the period before the focus list announcement. Using parameter estimates from
the pre-announcement period will yield expected returns that are biased downward, since focus list firms
perform poorly prior to the announcement. Downwardly biased expected returns will yield upwardly biased
estimates of abnormal returns (see Nelson (2006)).

7 See also Barber and Lyon (1997), Kothari and Warner (1997), Lyon et al. (1999), Fama (1998), and
Mitchell and Stafford (2000) for a discussion of these issues.
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poor performance, which B as we will see in subsequent analyses Btend to be value rather than
growth stocks. It is well known that value stocks tend to outperform growth stocks over long
horizons,so clearly this firm chamcterstic must be carefully accounted for when assessing the

long-run performance of the focus list firms.

Second, how do we assess whether the admittedly large long-run returns earned by focus
list firms are aresultof CdPERSactivismor a mere chanceoutcome. To do so,we formally test
the null hypothesisthat the long-run returnsare zero and lean heavily on statisticalanal/ses.
Unfortunately, statistics basedon event-tine retuns such as those depictedin figure 1 are
notoriously unreliable (i.e., they tend to reject the null hypothesis more than they should). Though
thereare numerousissues perhapsthe most obviousis the explicit assumption that the returns
earned by each focus list firm are independent. Security returns tend to be positively correlated.
Thus, unless one can identify all factorsthatinfluence the cross-setion of returnsba Herculea

task Bthis assumption is almost certainly false.

Fortunately thereis a simple way to overcane the shortcomings of event-time analyses.
The solutionis simple: constructa calendar-timeportfolio thatinvestsin focuslist firms. Firms
are placedinto the focuslist portfolio at the closeof tradingon the dateof the CalPERSpres
release. On any day, the return on the portfolio is merely a weightedaverageof returnson the
focus list firms, where weights are proportional to each firm@ market capitalization. This value-
weighted portfolio can be thought of as a GliceO of the market portfolio (or the CaPERS
portfolio), which assunes varying invesiment holding periods in each focus list firm. In the

analysis thatfollows, | vary the holding period from two weeksto five years.

The focus of the empirical analysis is the time series of daily returns on the focus list
portfolio. Note that this analysis garners power from alonger time series (i.e., more daily returns)
ratherthanmorefocuslist firms. Thus,the arelysisimplicitly relies on the reasonable assumption
that returns are independent over time. In contrast, the typical eventtime analysis, usedin all
prior analyses of the long-run returns of focus list firms, assume each firm generats an
independent observation and relies on the dubious assumption that returns are independent across

firms.

13



The abnormal returns on this portfolio can be calculated using standard asset pricing
techniques. It is now common practice in financial economics to estimate abnormal returns using
the following four-factor model:

IR," R,"( %&8IR," R,"&sSMB&hHML, &uUUMD, &%,

WhereRy, is the returnon the focuslist portfolio, Ry is the return on one-month T-Bills, Ry is the
return on a value-weighted market portfolio, SMB; is the spreadn returnsbetweensmall and big
firms, HML is the spread in returns between high and low book-to-market firms, and UMD is
the spread in returns between stocks recently up andstocksrecenty down (a momentunfacbor)®
The daily excessreturnson the focuslist portfolio is regressedn the daily realizationsof the
four factors. Positive coefficients on the size (SMB), book-to-market (HML), and momentum
(UMD) factors represent tilts toward small firms, high book-to-market firms, and stocks recently
up (respectively), while negative coefficients represent tilts toward big firms, low book-to-market
firms, and stocks recently down. The parameter of interest in this regression is the intercept,
which represents the daily portfolio GilphaOor abnormal return after controlling for the style tilts

of the portfolio.

Thefactormodelregressnsalsoaddessthe second issue that plagues many of the prior
studies of the long-run returns on focus list firms: the use of benchmarks that do not adequately
control for the characeristics of focus list firms. The independent variables provide explicit

controls for the size, value, and momentum characteristics of the focus list portfolio.

Factor regression results for the period 1992 to 2005are presentedn table2. Focuslist
firms areaddedto the portfolio at the closeof tradingon the dateof the CalPERSpressrelease’
Coefficient estimates from the four-factor model are presentedn PanelA, while t-statistics are
presented in Panel B. Each row of numbers represetted the returnsfor a different holding period
Pranging from two weeks to five years. The results of the daily regressionyield a daily alpha.
To simplify the discussion, the daily alpha is annualized by multiplying the daily alpha by 252
(the number of trading daysin ayear).

8 The factor data and the details of their construction are available on Ken French@® web site:
http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/.

% Several firms are included on the CalPERS focus list in multiple years. Each firm is represented in the
focus list portfolio only once. For example, in 1992 the focus list portfolio begins with a position in
Chrydler. In 1993, Chrysler isagain included on the CalPERS focuslist. Thefocuslist portfolio that
assumes a holding period of two years would contain only one position in Chrysler, which would be
divested two years after Chrysler@ last inclusion on the CalPERS focus list.
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The style tilts of the focus list portfolio are not surprising. Relative to the market
portfolio, focus list firms have dlightly greater than averagemarket risk (i.e., betasgreater than
one), and are small (s>0)1° value firms (h>0) with poor recentreturns (u<0). The value ard
momentum tilts of the portfolio are consistent with CalPERS targeting poorly performing firms.
During the period of analysis, the mean daily return on the market, size, value, and momentum
portfolios were 3.0, 0.5, 2.2, and 4.4 bps (respectively). It is immediatelyobviousthatthe style
tilts are important considerations when analyzing the long-run returns of focus list firms. For
exanple, the coefficientedimateon the value (HML ) factor of 0.51 at a one year holding period
indicatesthat0.51x 2.2= 1.1 bpsof thedaily return on the focuslist portfolio can be ascribedo

the valuettilt of the portfolio.

The abnormal returns (alphas) of the focus list portfolio are generally positive, but not
reliably different from zero. At short horizons of two weeks and one month, the focus list
portfolio earns impressive daily aphas of 18.4 and 9.3 bps per day (46.4 and 9.3 percentage
points annually). At longer horizons of six months to five years,the daily alphas are consistatly
positive, though smaller B ranging from 2.4 percentage pointsannuallyto 4.8 percentageoints
annually. Note that these portfolio returns exclude the announcement return analyzed in table 1
and thus would represent additional benefit to shareholder activism if we can conclude these

returnsarecaused by the CaPERS intervention.

It is straightforward to estimate the cumulative abnormal gains on the focus list portfolio

by summing the product of the size of the portfolio (V;) and sumof the estimded interceptand

residualfrom equation(1): ) Vt!%&#{ " In figure 3, we presentthe resultof this estimaton
t

over holding periods ranging from 2 weeks to 5 years based on the returns of the focus list
portfolio from 1992 through December 2005. For comparison purposesthe one-dayvaluation
effects of $3.1 billion estimated in table 1 are presented on the far left side of the graph. The
estimates of long horizon gains on the focus list firms are uniformly positive. In addition, the long
horizon gains often are orders of magnitude larger than the one-day valuation effects. For
example, the estimated gain at a two week holding period is $10.5 hillion, but grows to $89.5

billion dollars assuming benefits accrue over five years following the Cal PERS intervention.

10 At the two week horizon, the size factor is negative but not reliably different from zero.
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While long-run returns on the focus list firms are economically large, they are not
reliably positive. None of the t-statisticsfor the alphaspresentedn Table2, PanelB arecloseto
conventional levels of statistical significance. This underscoreshe Achilles heelof the analysis
of long-run returns D volatility. While the alphas that we estimate are uniformly positive and

economically large, we cannot conclude that they are unusual based on the available evidence.

3 The Nature of CalPERS Activism
Instead of leaning on return analyses to evaluatethe activism of CalPERS,onecanalso

analyze the nature of the reforms pursued by CaPERS. | identify 17 shareholder proposals
sponsored by CalPERS that appear on the proxy statements of focus list firms in the five years
aftertheyearafirm is placedon the focuslist. All shareholdeproposalssponsredby CalPERS
attempted to expand shareholder rights, most often by declassifying boards (seven proposals) or

requiring independent board committees or directors (five proposals).

There is solid empirical evidence that firms with strong shareholder rights have higher
valuations. Gompers, Ishii, and Metrick (2003) analyze the valuation of firms with varying levels
of shareholder rights by constructing a shareholder rights score based on a number of firm
practicesincluding, for example, the presenceof classified boards, unequal shareholder voting
rights, and the presence of poison pills. They document that firms with strong shareholder rights
(democraticfirms) havemeanvaluationsthatare 33 percent greater than va uations of firms with
few shareholder rights (dictatorial firms). La Porta et al. (2002) document higher va uations for
firms in countries with better protection of investor rights. This evidence provides strong support
thatthe natureof reformspursuedby CalPERSwhich are clearly designed to expand shareholder
rights, should improve shareholder value.

While CalPERS activism connected with focus list firms can be broadly justified from
the scientific evidence cited above, CalPERS activism is not limited to focus list firms. Two

exanplesaresalient™

M There are other examples of activism unrelated to shareholder rights. CACI international has also been
criticizedby a CalPFERS board member for having three civilian interrogators who are under Army
investigation for their roles at Abu Graib prison. CalPERS was also widely criticized for voting against the
appointment of Warren Buffett to Coca-Cola@ board of directors. The vote againsBuffett wasa result of
apolicy of voting against audit committee members who approved significant non-audit contracts for the
companies auditors. This policy has been subsequently changed. CalPERS has also criticized auto
companies for filing suit over California® clean car regulations.
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In 2000, CalPERS board voted 7 to 5 to divest all of its holdingsin tobaccofirms.
CaPERS staff did not support the divestiture. Press accounts indicated that Philip Angelides,
CaPERS board member and the California State Treasurer, was a strong advocate for this
divestiture. Though this decision took place at a time when tobaccostockswere performing
poorly, the decision was amost certainly motivated by moral, rather than investment,
considerations. There is no evidence P theoretical or empirical Dthat tobacco firms should or do
earn subpar rates of return. And, past performance is not a reliable indicator of future
performance.n fact, recent evidencesuggestssin stocks, like tobacco, earn superior returns
preciselybecausedhey are spurnedby large segnents of the investment community (Hong and
Kacperczyk, 2005). According to press accounts of this decision, the CaPERS board did not
consider the political or moral values of CalPERS investors when arriving at their decision. The
decision has proven costly for CalPERS investors. From October 2000 to June 2006, a dollar
invested in tobacco stocks has grown to $2.77 while a dollar invested in the S&P 500 has
decreased to 98 cents. Given CalPERS divested of $365 million of tobacco stocks, it(3 reasonable

to assume the CalPERS portfolio has taken a performance hit of over $650 million.*

In 2004, Sean Harrigan, then-president of CalPERS board, was a key player in CaPERS
involvement in a Safeway labor dispute. In 2003, United Food and Commercial Workers
(UFCW) union organizeda strike aganst Safewayover cuts in employeesOhealth care benefits.
In December 2003, acting at HarriganOsliredion, CaPERS wrote Safeway CEO Steven Burd
and urged Mr. Burd to wrap up union negotiations Gairly and expeditiouslyOQadding that Gair
treatment of employees is a critical element in creating long-term value for shareholders.G®
Besides being CalPERS president, Mr. Harrigan also served as the executive director of the
UFCW®@ Southern California council. If CalPERSintervenedn the Safeway caseto maximize
shareholder value, there is little theory or empirical evidence to support their position. In stark
contrast, there is a strong body of economic research supporting alink between sharehol der rights

and firm value Bthe main focus of many of CalPERS corporate reform efforts. To be sure, deft

12 This estimate assumes: (1) Cal PERS tobacco holdings earned returns similar to the industry returns, (2)
divested tobacco stocks were invested in the S& P 500, and (3) divestment occurred month-end Octaber,
2000. Tobacco industry returns are from Ken French@ data library of industry returns using 30 industry
portfolios.

13 See GBadfly activism at Cal PERS leads to possible ousterof presidat,OWall StreetJournal, Decenber
1, 2004, p. A1, and Moving the Market,OWall StreetJournal,Decenber2, 2004,p. C3.

4 pyblic pension funds for Illinois, Connecticut, California, and the city and state of New Y ork withheld
support for Burd. Some published reports indicate the reason for their lack of support was Safeway@ poor
corporate performance, Burd@ joint position as CEO and board Chairman, and the lack of independence of
Safeway@ board.
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handling of labor relations clearly has implications for shareholder value. Unfortunately, there is
no scientific evidence that provides an objective measure of good labor relations. This lack of
scientific evidence and Harrigan® UFCW conrections present obvious concerns about this
particular intervention. Ultimately, only 17% of shareholders voted against appointing Burd to
Safeway®@ board. The CalPERS board voted to remove Harrigan as a board member in
December 2004.

When activism cannotbe justified as a mechanism to improve shareholder value, the
moral or political objectives of investors, not fund managers, should be considered paramount. It
seans reasonablao askwhetherthe millions of peoplewhoseassetsare mangedby CalPERS

would choose to hold tobacco stocks or intervene in labor negotiations.

4 Conclusion

Institutional activism is a double-edged sword. When prudently applied, shareholder
activism can provide effective monitoring of publicly traded corpostions. When abused,
portfolio managers can pursue social activism to advance their personal agendas at the expense of

those whose money they manage.

Social activism involves taking public stands on sensitive issues. Most institutions simply
ignore these considerations when investing. Unfortunately, ignoring these considerations is not
necesarily in the bestinterestsof investors.It is possiblethat the vast mgority of investors
would approve of the divestment of tobacco firms. An institution who ignores these
considerations would not be serving investors. It would seen reasmableto requirea high level of
investor support for an institution to engage in social activism. When institutions engage in social
activismthat cannotreasonaly be expectedto maximize shaeholdervalue, the preference®f
investors should be given top priority. Institutions must open lines of communication with

investors; they must understand how investors stand on moral issues that might affect investment

policy.

Moral issues are challenging and nettlesome. But do not throw the baby out with the bath
water. Shareholder activism can provide important and effective monitoring of publicly traded
firms and benefit shareholders. My analysis of announcementeactionof CalPERSfocus list
firms indicates these targeted and well-reasoned interventions have created $3.1 hillion dollars of

shareholdewalue. This is surely an underesimate of the total value of CalPERS activism for
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severalreasons. For example, CalPER®)public announcements may be partially anticipated and
convey negative information about managerial entrenchment. | am also unable to measure the
value of CaPERSOprivate negotiations with firms or the extent to which CaPERS activism
servesasa deterrentto corporatemalfeasance. Finally, though unreliably positive, the long-run
returns of focus list firms are economically large and represent potential long-run gains as high as
$89.5 billion.

With rare exceptions, CalPERS interventions in focus list firms are designed to improve
shareholder rights. All shareholder proposals at focus list firms sponsored by CalPERS were
designed to improve shareholder rights. There is strong empirical evidence that improving

shareholder rights improves shareholder value.

Institutional activism designed to improve shareholder value should be well grounded in
scientific evidenceb eithe theoreticalor enpirical (preferably both). When moral considerations
affect investment policy, investor preferences should be paramount. We need to carefully monitor

institutionsto ensureheylive up to thesestandards.
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Table 1: Announcement Day Market-Adjusted Returns and Valuation Impact for CaPERS Focus
List Firms by Year

The CRSP value-weighted NY SE/ASE/Nasdag market index is the benchmark. The
announcement day isthe date of the CalPERS press release for focus list firms.

MeanM arket-Adjusted

Return (%) Valuation
No. of Equally- Value- Impact Market Cap
Year Firms Weight Weighted ($ Mil) ($Mil)
1992 12 0.32 0.01 13.9 93,763.2
1993 12 0.47 212 1,699.0 80,245.1
1994 10 -0.19 -1.14 -694.2 60,919.1
1995 9 0.20 0.13 20.2 15,341.6
1996 10 0.98 0.34 25.6 7,474.0
1997 10 0.15 -0.05 -6.9 12,950.0
1998 9 0.45 0.08 26.8 35,390.4
1999 9 0.53 0.12 18.6 16,040.5
2000 10 0.25 1.57 739.1 46,930.1
2001 5 0.36 -0.03 -1.0 3,707.6
2002 4 -0.10 1.35 480.6 35,640.6
2003 6 -0.66 -0.34 -45.6 13,323.6
2004 4 0.42 0.53 551.1 103,407.5
2005 5 -0.02 0.19 313.9 169,485.2
MEAN 0.23 0.35 SUM 3,141.4 694,618.4
Std. Dev. 0.39 0.83
t-statistic 2.09 151
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Table 2: Daily Abnormal Returns (Alpha) to Value-Weighted Portfolios of CalPERS Focus List
Firms at Different Holding Periods (through December 2005)

Focus list portfolios are constructed assuming an invesmentin proportionto eachfirm@ market
cap at the close of trading on the date of the CalPERSpressrelease. Theholding periodfor each
investment isvaried. Abnormal returns (alphas) arecalculatedby regressinghe portfolio return
less the riskfree rate on market, size, value, and momentum factors.

Coefficient Estimate on:

Annualized Daily
Holding Alpha Alpha
Period (%) (%) MRP SMB HML UMD Obs
2 weeks 46.4 0.184 1.06 -0.11 0.78 -0.38 140
1 month 9.3 0.037 1.18 0.12 0.64 -0.47 294
6 mths 3.6 0.014 1.30 0.37 0.59 -0.47 1764
1year 24 0.010 131 0.37 0.51 -0.39 3319
2years 2.9 0.011 1.26 0.30 0.40 -0.25 3474
3years 4.8 0.019 121 0.16 0.26 -0.12 3474
4 years 2.7 0.011 1.15 0.07 0.12 -0.04 3474
5years 4.1 0.016 1.12 0.02 0.16 -0.08 3474
t-Statistics

2 weeks 1.43 5.88 -0.43 277 -2.69
1 month 0.45 10.40 0.79 3.45 -5.25

6 mths 0.36 25.25 5.02 6.43 -9.24

1 year 0.34 33.58 6.87 7.51 -10.34

2 years 0.55 44.80 7.71 8.30 -9.18

3years 121 56.56 5.25 7.28 -5.72

4 years 0.78 61.66 2.77 391 -2.45

5years 1.28 64.83 0.88 5.30 -4.85
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Table 3: Figure 1. Relation between Agency Costs, Monitoring Expenditures, and Portfolio Value

Market-Wide Agency Costs (A)

Aggregate Monitoring Expenditures

Portfolio Value (P)

M* Portfolio Expenditures on Monitoring (M)



Figure 2: Cumulative Market-Adjusted Returns for CalPERS Focus List firms through December 2005

Event day 0 is the date of the Cal PERS press release. Market-adjusted returns are calculated as a firmOs

return less the market return. On ead eventday, meanmarket-adjusted retuns are calaulated The graph

presents cumul ative mean market-adjusted returns separately for (1) the period prior to the CalPERS
announcerant(left areg and (2) the period after the CalPERS announcement (right area).
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Figure 3: Cumulative Gains from Ca PERS Shareholder Activism for Different Horizons
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Gainsatonedayarefrom tablel and includefirms targeted from 1992 to 2005. Gains for horizons from 2
weeks to 5 years are based on four-factor abnormal returnsin table 2 and market capitalization of the focus

list porffolio overthe period 1992to Decentoer 2005. Seetext for a conplete descrption of thegain

estimation.
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