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Abstract

I provide a theoretical framework of negotiations and settlements between activist
investors and boards. The activist can demand that his proposal be implemented right
away or demand board seats. If rejected, the activist can launch a proxy fight. Contrary
to common concerns, value-destroying projects are typically not implemented following
settlements, but rather after the activist wins proxy fights with shareholders’ endogenous
support. Yet, shareholders would be better off by committing to supporting the activist
more. Nevertheless, banning settlements may still benefit shareholders even if the activist
implements only value-creating projects. The model yields many predictions consistent

with existing empirical evidence.
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1 Introduction

Shareholder activism has become widespread over the recent decades. Under many jurisdictions,
one path utilized by activist investors to exert control on firms is to challenge boards with a
“proxy fight” (i.e., a contested election for board seats). However, there is another path that an
activist can pursue to exert influence: The activist can negotiate directly with the incumbent
board, and if the incumbent agrees to the activist’s demands, they reach a settlement, thereby
effectively sidestepping the shareholders. As documented by Gow et al. (2023), Bebchuk et al.
(2020), Schoenfeld (2020), and Klein and Zur (2009), such settlements are common and their
number has surpassed the number of proxy fights.!

Importantly, there have been a lot debates and concerns about activist settlements, the
lack of shareholders’ say in them, and whether these settlements should be allowed in the first
place. In a summary of its survey of large shareholders, referring to the settlements where the
activist obtains board seats, Ernst & Young stated that “some (institutional investors) feel
that board seats should not be a bargaining chip, as this practice distorts the board’s election
process.”? BlackRock, the world’s largest asset manager, has expressed that “there is a real
concern among investors that standard negotiated settlements—such as giving board seats to
a dissident or announcing a stock buyback—may favor short-term gains at the expense of

’ voicing its worry about not only settlements that give board seats to

long-term performance,’
activists but also those that implement activists’ proposal outright, such as a share buyback.?
However, in spite of the prevalence of activist settlements and the concerns surrounding
them, they have not received much attention in the theoretical literature. The objective of this
paper is to provide a theoretical framework to study implications of settlements for sharehold-
ers, as well as to compare different kind of settlements.
To that end, I develop a model of negotiations and settlements between activists and

incumbent boards, where the activist can run a proxy fight if the negotiations fail. I find that

'Klein and Zur (2009) document that in 81-86% of the cases where activists have obtained board represen-
tation, they have obtained it through settlements rather than proxy fights. Gow et al. (2023) and Bebchuk et
al. (2020) report similar statistics, where the latter also emphasize the upward trend in settlements. For more
details on these papers, see Section 3.2.2.

2See Reuters, “Big Funds Push Back Against Activist Investor Settlements,” 7/18/2016.

3See HLS Forum on Corporate Governance and Financial Regulation, “Getting Along with BlackRock”,
11/06/2017. Another large asset manager, State Street, has stated that “settlement agreements entered into
rapidly between boards and activists and without the voice of long-term shareholders concern us, as we see
evidence of short-term priorities compromising longer-term interests.” (see State Street Global Advisors, “Pro-
tecting Long-Term Shareholder Interests In Activist Engagements,” April 2020). Besides institutional investors,
the SEC and policymakers have expressed concerns about activist short-termism as well, and they have sug-
gested rule changes to combat it. For details, see the footnote in Section 5.4.



even though shareholders are left out of settlement negotiations, contrary to common concerns,
value-destroying projects are typically not implemented following settlements, but rather after
the activist (endogenously) wins a proxy fight with shareholders’ support. However, almost
paradoxically, the level of support that shareholders give to the activist in a proxy fight is
lower than the level of support that maximizes ex-ante shareholder value. Yet, allowing for
settlements can still harm shareholders, and this is true even if the activist’s interests are
aligned with those of shareholders.

As alluded to in BlackRock’s quote above, there are two types of settlements that can be
reached between activists and incumbent boards. In a “board settlement,” the activist obtains
board seats and hence acquires some control in the boardroom to execute his agenda.* On
the other hand, in what I call an “action settlement”, the incumbent agrees to implement
the activist’s proposal right away.® I show that comparing action and board settlements not
only yields many predictions that are consistent with the existing empirical evidence, but also
generates further implications for shareholder value: Even though the ex-post shareholder value
upon reaching a board settlement is lower, demanding a board settlement can yield a higher
ex-ante shareholder value.

The model is as follows. There is an activist and a firm that is run by its incumbent board.
The activist can either settle with the incumbent board or run a proxy fight to replace it. There
is a project that the firm can implement. The incumbent board is privately informed about the
value of the project but it also enjoys private benefits from keeping the status quo. The activist
is uninformed about the project’s value but he is more willing to implement the project than the
incumbent. That said, the activist can have a bias of his own regarding the project. The novel
feature of my model is that the activist can demand a settlement. Specifically, he can demand
an action settlement or a board settlement. The latter provides the activist not only with some
decision authority over the project, but also (through his position on the board) with better
information regarding the value of the project. To the best of my knowledge, not only this is the

first paper in the blockholder theory literature that models board settlements, but also more

4For example, in 2016, the activist hedge fund Starboard Value approached Yahoo with the aim of selling
its core business, reached a settlement that gave it four seats on the board, and then succeeded in the sale.
Yahoo’s core business was sold to Verizon later that year for $4.8 bn. See CNBC, “Yahoo adds 4 directors in
settlement with activist investor Starboard”, 4/27/2016; The New York Times, “Yahoo’s Sale to Verizon Ends
an Era for a Web Pioneer”, 7/24/2016.

SFor example, in 2020, after being pressured by the hedge fund Third Point, Walt Disney agreed to pri-
oritize its streaming service Disney+ and substantially increase the investment in it by undergoing a major
reorganization, although Third Point did not have any presence on the board of Walt Disney. See Wall Street
Journal, “Disney Elevates Streaming Business in Major Reorganization”, 10/12/2020; CNN, “Disney+ is up
to nearly 74 million subscribers”, 11/12/2020.



generally, it is the first theoretical paper in the economics literature on bargaining that studies
negotiations over access to information and decision making authority. Importantly, board
settlements are very common: Bebchuk et al. (2020) document that 84% of the settlement
contracts with activist hedge funds between 2000-2013 resulted in the appointment of new
directors to the board.

I start the analysis in Section 3 by considering the subgame where the activist has demanded
a board settlement (with the goal of potentially implementing the project after taking board
seat(s)). The incumbent accepts the board settlement demand both when the project’s NPV
is sufficiently high and when the NPV is very low, as illustrated in Figure 1. The reason the
incumbent is willing to accept giving board seats to the activist in the latter case is that an
activist who joins the board and learns that the NPV is very low will choose not to implement
the project. Similarly, the incumbent also accepts the settlement when the NPV is high (even
though in this case, the activist implements the project whenever he achieves decision authority
after joining the board), because compared to facing the risk of a proxy fight, the incumbent
suffers less from the implementation of the project (due to the shares it owns in the firm).® On
the other hand, if the project’s NPV is moderate, then the incumbent’s private benefits from
keeping the status quo dominate, and as a result, the incumbent rejects the board settlement

and the activist sometimes runs a proxy fight.

Board settlementl Rejection l Board settlement
Activist’s bias A% Project"s NPV

Figure 1 - The incumbent’s equilibrium behavior if the activist demands a board settlement.

The dynamics described above have several key implications for shareholder value. The
main insight behind these implications (as well as behind the rest of the results in the paper) is
that the information conveyed by the incumbent’s response to the activist’s demand is a critical
factor that determines both the activist’s decision to run a proxy fight and shareholders’ support
for the activist.

First, despite common concerns mentioned earlier, value-destroying projects are never im-
plemented following board settlements, but they are implemented with positive probability
after the activist wins a proxy fight, even though winning the proxy fight requires getting

sufficient support from the shareholders. This result follows due to the shareholders’ inference

6As I show in the analysis, all results in the paper continue to hold even if the incumbent owns very few
shares of the firm.



about the project from the incumbent’s decision to reject the settlement. Intuitively, for a neg-
ative NPV project to be implemented following a settlement, it has to be that the incumbent’s
rejection threshold (A% in Figure 1) is negative. However, the shareholders would then never
support the activist in a proxy fight, which would invalidate the activist’s proxy fight threat
and in turn eliminate any incentive of the incumbent to accept the settlement in the first
place. Therefore, in equilibrium, for any negative NPV project that the activist is willing to
implement, the incumbent rejects the settlement (i.e., A% > 0), and the activist runs a proxy
fight with positive probability.

Moreover, the activist sometimes wins this proxy fight, resulting in implementation of value-
destroying projects. The reason the activist can win a proxy fight is because the incumbent
rejects the settlement also for some positive NPV projects (again, because A} > 0), and
hence shareholders support the activist with positive probability in a proxy fight. This is why
negative NPV projects are not implemented upon reaching a settlement, but rather after the
activist wins a proxy fight with the endogenous support of the shareholders. Therefore, the
common argument that compared to proxy fights, the lack of shareholders’ say in settlements
makes it more likely for activists to implement value-destroying projects after a settlement is
significantly flawed.

In fact, I also find that shareholders’ ability to vote in the proxy contest may harm ex-ante
shareholder value, even though shareholders behave rationally and do not have any bias in my
model: In particular, in any activist campaign that takes place in equilibrium, shareholders
would be better off by committing to always supporting the activist in a proxy fight. This is
because such a commitment would increase the likelihood of a settlement (i.e., result in a lower
A%), and thereby result in a larger increase in the probability that the project is implemented
when it has a high NPV.

Nevertheless, I also show that even if the activist’s interests are aligned with shareholders’
interests (i.e., even if he prefers to implement the project if and only if its NPV is positive),
his ability to reach settlements can harm ex-ante shareholder value, because it may reduce the
probability that the project is implemented. For example, this occurs if a board settlement
does not give the activist a high level of control on the board or the activist’s cost of the proxy
fight is high, both of which are consistent with the empirical evidence documented in the
literature (Gantchev (2013), Bebchuk et al. (2020)). Therefore, it is true that the existence of
settlements may destroy shareholder value, although it does not occur because of the common
concerns described earlier.

Next, to derive empirical predictions and further policy implications, I compare action and



board settlements in Section 4.” I show that the model yields many predictions consistent
with the existing empirical evidence: First, the likelihood of reaching a settlement is higher
when the activist demands a board settlement than when he demands an action settlement, as
documented by Gantchev (2013). Second, as information asymmetry increases, the likelihood
that an activist campaign results in a board (action) settlement increases (decreases). Bebchuk
et al. (2020) explicitly test this prediction and point out that their finding is consistent with
my model. Third, the average ex-post shareholder value conditional on reaching an action
settlement is larger compared to conditional on reaching a board settlement. This finding is
not only consistent with the evidence in Bebchuk et al. (2020), as again pointed out in their
paper, but also consistent with Becht et al. (2009). I derive further predictions in Section 4.
Then, I focus on the additional implications for shareholder value, and I show that abnormal
stock returns around settlements may not be an accurate measure to evaluate the implications
of settlements for shareholder value. In particular, note that the last empirical prediction
described above might give the impression that the type of settlement that the activist can
demand should be restricted to an action settlement (e.g., by prohibiting board settlements),
consistently with institutional investors’ concern that “board seats should not be a bargaining
chip.” However, despite the lower ex-post shareholder return after reaching a board settlement,
demanding a board settlement can result in higher ex-ante shareholder value than demanding
an action settlement. This is because demanding a board settlement not only leads to a
higher likelihood of reaching a settlement, but it can also increase the likelihood of the activist
launching a proxy fight upon the incumbent’s rejection of the settlement. As a result, making
it harder for activists to acquire board representation via settlements can hurt shareholders.
Finally, in Section 5, I consider several extensions, which include: (7) micro-founding the
activist’s bias via short-termism, (7i) the activist not always learning the value of the project
upon joining the board, (ii1) allowing the incumbent to make a counter-offer to the activist’s
settlement demand, (iv) adding a stage at the beginning of the game where the incumbent
can voluntarily choose to disclose the project’s NPV to the activist (e.g., via an information
sharing agreement), (v) allowing the incumbent to have a bias in favor of implementing the
project, and (vi) allowing for shareholder proposals and short sales. These extensions show

robustness of the results and generate further implications.

"I also show that all of the implications for shareholder value that were derived above (where it was assumed
that the activist demands a board settlement) continue to be valid in the case where the activist demands an
action settlement, and the intuition behind these implications are the same.



1.1 Related literature

My paper is related to the literature on corporate governance and shareholder activism. In
general, there are two kinds of governance mechanisms: voice and exit.®* My paper belongs
to the strand of literature that focuses on voice. Typically, this strand does not distinguish
between different types of intervention methods and builds on the notion that the activist
can force his intervention on the firm without persuading the incumbent or shareholders (e.g.,
Admati et al. (1994), Burkart et al. (1997), Maug (1998), Noe (2002), Edmans and Manso
(2011), Back et al. (2018), Edmans et al. (2019), and Burkart and Lee (2022)).!° In contrast,
my paper includes settlements as a form of voice mechanism, alongside a proxy fight. Moreover,
in my model, the success of the activist’s intervention attempts depends on the belief of the
incumbent regarding the activist’s threat of running a proxy fight and on the belief of the
shareholders regarding the value the activist will create in the event of a proxy fight. The
role of proxy fights in exerting control is extensively studied in literature (e.g., Shleifer and
Vishny (1986), Harris and Raviv (1988), Jarrow and Leach (1989, 1991), Bhattacharya (1997),
Maug (1999), Yilmaz (1999), Bebchuk and Hart (2001), Gilson and Schwartz (2001), Levit
and Malenko (2011), and Corum and Levit (2019)). Differently from this literature, my paper
focuses on settlements and their interaction with the activist’s decision to run a proxy fight.
The closest papers to mine are other papers that model activist interventions as a sequence
of escalating steps (e.g., Song (2017), Levit (2019), Pi (2021)), which are surprisingly few
relative to the large size of the overall voice literature. These models and my paper share
the idea that voice (i.e., a proxy fight) is an outcome of a failure to resolve the conflict by
other means. Song (2017) studies the effects of different degrees of reputation concerns on the
activist’s threat of intervention and exit; Levit (2019) combines voice and exit but focuses on
persuasion (i.e., communication of private information) by the activist; and Pi (2021) analyzes
the activist’s choice of coalition size. In contrast, my model focuses on settlements as a form of

bargaining: I include a board settlement in the set of the activist’s possible demands along with

8For surveys on voice and exit, see, e.g., Edmans (2014) and Edmans and Holderness (2017). For a survey
that is focused on financial intermediaries as blockholders, see Dasgupta, Fos, and Sautner (2021).

9Broadly speaking, the exit literature studies how a blockholder can influence the decisions of the manager
of a firm, not through voice, but because the exit of the blockholder can reveal negative information about
the firm, thereby punishing the manager. For the literature on exit, see, e.g., Admati and Pfleiderer (2009),
Edmans (2009), Dasgupta and Piacentino (2015), and Cvijanovic, Dasgupta, and Zachariadis (2022). For other
models related to exit, where again a blockholder’s trading impacts the manager’s decisions, see, e.g., Khanna
and Mathews (2012) and Goldman and Strobl (2013).

10For further papers, see the surveys in footnote 8 above.
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an action settlement, and I show that the information content of the incumbent’s response to
the activist’s settlement demand is a key factor behind the activist’s choice of his demand, his
incentives to run a proxy fight, and shareholders’ voting behavior in a proxy fight. In addition,
contrary to these papers, an important focus of my paper is the implications of settlements for
shareholders.

In the structural estimation literature, Gantchev (2013) and Johnson and Swem (2021)
also model interventions by activists as escalating steps. In particular, to estimate the costs
of various stages of activism, Gantchev (2013) builds a sequential decision model where the
activist decides at each stage whether to exit or escalate his intervention tactic. Johnson and
Swem (2021) quantify the dynamic effects of the activist’s reputation over time. In contrast to
these papers, a novel feature of my framework is that I explicitly model the critical differences
between a proxy fight and settlements, as well as within settlements.

Cohn and Rajan (2013) also study the effect of an activist investor on the board’s decision-
making. However, in their model the role of the activist is to produce information, and the
board acts as an unbiased arbitrator between the management and the activist with the aim of
maximizing shareholder value. In contrast, my model treats the board and management as a
monolithic entity whose interests are not fully aligned with those of shareholders, and I study
the relation among different kind of intervention methods (i.e., settlements and proxy fight)
the activist can utilize.

My paper is also related to the literature on bargaining under asymmetric information
(see Kennan and Wilson (1993) for an early survey). A novel aspect of my paper relative to
this literature is that I allow the parties to negotiate on two different dimensions, as opposed
to one dimension: actions and board composition. The latter is effectively bargaining over
rights on access to information and decision making authority, which is a novel aspect of my
paper relative to the bargaining literature. In this sense, my paper is related to Eraslan and
Yilmaz (2007) who consider bargaining with securities that allow eventual payoffs to depend
on privately held information at the time of negotiations. More generally, the theoretical
framework in my paper is relevant for any setting that shares a similar bargaining protocol

(e.g., applications in political science).



2 Setup

Consider a model with (i) an activist investor, (i) a publicly traded firm which is targeted
by the activist and is initially run by its incumbent board of directors, and (7ii) shareholders
of the target firm. The activist (incumbent) owns n® (n') fraction of the shares of the firm,
and shareholders own the rest of the shares. There is no constraint on dispersion of these
shareholders, i.e., they can be a continuum of atomistic shareholders, a single shareholder, or
anything in between. The total number of shares is normalized to one. While I assume n® > 0
and n' > 0, Section 5.5 allows activist short-selling by considering n® < 0.

There is a project (e.g., a spin-off) that the firm can implement. I use “project” and
“action” interchangeably. Denote by x = 1 if the project is implemented, and x = 0 otherwise
(i.e., status quo). Relative to the status quo, the project creates a value of A per share for
the shareholders (I assume that all shareholders are aligned). In contrast, the incumbent’s and
activist’s payoff from implementation is n’A — B® and n®A — B%, respectively.

Here, B® > 0 represents the private benefits that the incumbent board loses if the project

11! For example, if a division of the

is implemented, which is an important friction in the mode
firm is spun off, the incumbent board may lose some of its private benefits since it will manage
a smaller firm. More generally, these private benefits can represent perks, perquisites, salary,
etc. the incumbent obtains from keeping the status quo. While I assume B® > 0 in the main
analysis, I show in Section 5.4 that the model also applies to the cases where B* < 0 with a
slight change in the interpretation of the setup.

Similarly, B represents the private benefits that the activist loses in the target if the project
is implemented. While I do not make an assumption about the sign of B?, as I show in the
analysis, the more interesting effects of this bias arises when B* < 0 (i.e., the activist has some
bias in favor of implementing the project, as opposed to the incumbent).!? Moreover, I show
in Section 5.4 that negative B arises endogenously under activist short-termism (which is a
common concern as mentioned in the introduction and further elaborated in Section 5.4).

When referring to A, I use “NPV”, “value”, and “return” of the project interchangeably.

A is distributed according to a continuous probability density function f (and cumulative dis-

HIfniA < B* < A, then implementing the project is the efficient outcome even when the incumbent’s private
benefits are considered.

12See Anabtawi and Stout (2008) for a detailed discussion regarding common conflicts of interest between an
activist and other shareholders (short-termism, self-dealing, etc.).
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tribution function F') with full support on (I, B‘/n').!* Here, the distribution f also represents
the activist’s and shareholders’ prior information about A. On the other hand, the incumbent
privately knows A (e.g., since it has access to confidential information) and the activist cannot
learn A unless he joins the board, which is another key friction in the model. Note that A
represents the shareholder value created by the project relative to the status quo, and therefore
the source of the incumbent’s private information may stem from the shareholder value created
(i) by implementing the project, as well as (i) by keeping the status quo, where the latter
captures any plan that the incumbent may be formulating to pursue instead of the project.
Importantly, any of these two may involve nonpublic information. I introduce an extension in
Section 5.2 where the incumbent can voluntarily disclose A to the activist at the beginning of
the game (e.g., via information sharing agreements).

The timeline of the game consists of three phases, as summarized in Figure 2. In the
first phase (i.e., “negotiations” phase), the activist and the incumbent negotiate. This phase
consists of two stages: “demand” and “response” stages. (i) First, at the demand stage, the
activist decides whether to demand an action settlement or a board settlement. Demanding an
action settlement means that the activist demands that the incumbent implement the project.
In contrast, demanding a board settlement means that the activist demands board seat(s)
which give him an “authority” of ap € (0,1] on the board. I define the activist’s authority
ap as the probability that he has decision authority in the board decision-making phase, as
explained below. (ii) Second, at the response stage, the incumbent decides whether to accept
or reject the activist’s settlement demand. If the incumbent accepts a settlement, the activist
cannot run a proxy fight due to the standstill provisions of the settlement.!* If the incumbent
accepts an action settlement, then the project is implemented, payoffs are realized, and the

game ends. While I assume in the main model that the incumbent cannot make a counter

13Note that the distribution of A implies that A < B?/n‘. Indeed, if n'A > B? then it is straightforward to
see that the incumbent would implement the project without any pressure, even before the firm is targeted by
an activist. Therefore, I do not consider n*A > B? in the model.

"Indeed, 92-97% of settlements between activists and firms in 2020-2022 have prohibited activists from
launching proxy fights due to standstill provisions. See Section “Standstill Provisions” in HLS Forum on
Corporate Governance, “2022 U.S. Shareholder Activism and Activist Settlement Agreements,” 1/5/2023.
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settlement offer to the activist, I relax this assumption in Section 5.3.

Negotiations Activist

Action sett. Board sett. with authority o,

Incumbent Incumbent
reject reject accept
——— - A
Proxy fight Activit Board decision-making
t )
aceep * A proxy fight is for a; level of authority Wins e Activist learns A
» The activist’s cost of proxy fight is C* o Activist is the decision-maker
o If the activist runs a proxy fight, the with probability agor o,
shareholders vote endogenously
No proxy fight, or
activist loses
v v

[ Project implemented ] [ Status quo ] [ Project implemented ]

Figure 2 - The timeline

The second phase (i.e., “proxy fight” phase) occurs if no settlement is reached in the first
phase, and it consists of two stages as well: “proxy fight” and “voting” stages. (i) First, at the
proxy fight stage, the activist decides whether to launch a proxy fight for a board authority
of ap € (0,1]. If the activist runs a proxy fight, then he incurs a cost of C* > 0,'5 and the
incumbent incurs a cost of C* > 0. (i) Second, at the “voting stage”, shareholders vote if the
activist has launched a proxy fight, and the activist’s proxy fight succeeds if and only if the
activist receives at least 7 fraction of all shareholder votes, where 7 € (0,1). In other words,
the voting of shareholders is endogenous. Note that an implicit assumption is that the activist
(incumbent) does not hold enough shares to get elected if everyone else votes for the incumbent
(activist). I focus on equilibria where the shareholders do not play weakly dominated strategies,
as standard in literature. If the activist wins a proxy fight, then he obtains an authority of ap
on the board. If the activist has not launched a proxy fight or loses it, the payoffs are realized,
and the game ends.

The third and final phase (i.e., “board decision-making” phase) takes place if the activist
has achieved some board authority of o > 0, either through board settlement or proxy fight.

15The parameter C* can also be interpreted as the opportunity cost the activist incurs by not liquidating
the stake in the target. This opportunity cost can be due to forgoing other new investment opportunities, or
alternatively, it can also be due to having to liquidate other existing investments to meet investor outflows (i.e.,
liquidity shock). In either case, if this cost is too high, then the activist will choose not to run a proxy fight
and instead will choose to liquidate his stake in the firm.
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This phase also consists of two stages: “learning” and “implementation” stages. () First, at the
“learning stage”, the activist learns A, because he obtains access to confidential information
that the incumbent has (in Section 5.1, I relax this assumption and instead assume that the
activist does not always learn A upon obtaining board seats). I assume that with positive
probability, the NPV A is low, i.e.,

P[A <min {B*/n", (B' = C") /n'}] > 0. (1)

(i) Second, at the “implementation stage”, the activist obtains decision authority with prob-
ability o, and the incumbent obtains decision authority otherwise.!® Whoever has the decision

authority decides whether to implement the project. Payoffs are realized, and the game ends.

Payoffs. Denote by e = 1 if a proxy fight is launched, and e = 0 otherwise. Recall that
x = 1 if the project is implemented, and = = 0 otherwise. Therefore, the shareholders’ payoff
is II*(A, e) = x - A per share they own in the firm. Given that the incumbent and the activist
own a stake of n’ and n?, respectively, their payoffs are II'(A,e) = z - (n'A — B") —e - C* and
I*(A,e) =z - (n*A — B*) —e-C“

Illustration of frictions: Jana Partners vs. Qualcomm. As described above, two of
the important frictions of the model are that (I) the incumbent board is biased against the
project, but (II) the incumbent has some private information about A, which the activist may
learn after joining the board. One of the examples to illustrate both of these frictions is the
activist campaign by the hedge fund Jana Partners against Qualcomm in 2015. Specifically,
in this campaign, Jana Partners approached the company with the proposal of considering
a split of the firm, even though Qualcomm stated that “it looks at its corporate structure
from time to time but that earlier reviews have concluded shareholders are better off with
the current configuration.”!” However, Jana stated that “What we think they ought to do is
just a transparent review of the client businesses,” also adding that “so we are not definitely
saying that they should split it up.”'® These statements by Jana demonstrate that the activist

was both (I) trying to pressure the incumbent to take whichever is the right decision for the

16Note that in practice, « is a function of the number of the board seats that the activist obtains. To simplify
the exposition, I do not directly model the number of seats the activist acquires. Instead, via «, I capture the
decision making authority that these seats give to the activist.

17See Wall Street Journal, “Activist Puts Pressure on Qualcomm”, 4/13/2015; and Wall Street Journal,
“Qualcomm to Conduct Strategic Review, May Consider Breakup”, 7/20/2015.

18See CNBC, “Qualcomm should consider breakup: Jana Partners founder”, 4/13/2015.
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shareholders, and (II) simultaneously admitting that he did not know which one was the right
decision himself but the incumbent should know, which are consistent with the first and second
frictions above, respectively. Moreover, also consistently with the second friction, even though
two Jana-backed directors joined Qualcomm’s board in a settlement afterwards, upon a careful
review these directors also concluded that it was best not to split the firm, suggesting that

they obtained new information after joining the board.'’

2.1 Preliminary analysis and parameter restrictions

Before analyzing each settlement seperately, in this section I provide some preliminary results,
followed by parameter specifications. Throughout the paper, I solve for the Perfect Bayesian
Equilibria of the game, where I allow for mixed strategies. The proofs of the propositions
in Section 3 are in Appendix A. The rest of the proofs (including proofs of all lemmas and

corollaries) are in the online appendix.

Lemma 1 At the implementation stage:

(1) If the activist has obtained the decision authority (i.e., by acquiring board seats via a
proxy fight or a board settlement), then he implements the project if A > b* and does not
implement it if A < b®, where b* = B*/n"”.

(ii) If the incumbent board has kept its decision authority and an action settlement has not

been reached, then the incumbent does not implement the project.

The activist’s payoff from implementing the project is n*A — B, or equivalently, A — b*
per share he owns in the firm, where b* = B®/n®. Therefore, at the implementation stage, the
activist strictly prefers implementing the project if and only if A < 4%, i.e., the change A in
the share value from implementing the project is larger than his bias b per share he owns.
Similarly, the incumbent’s payoff if the project is implemented is n‘A — B, or equivalently,
A — b per share it owns, where b* = B?/n’. Since in addition A is always strictly smaller than
its private benefits b’ per share from keeping the status quo, the incumbent strictly prefers not

to implement the project.?’

19See Wall Street Journal, “Qualcomm Decides Against Breakup”, 12/15/2015. In particular, the article
reports that “the six-member committee that evaluated prospects for a breakup included the two Jana-backed
board members ... but the committee and board of directors unanimously concluded that the current structure
worked best” (emphasis added).

20For the motivation behind the assumption A < b7, see footnote 13 in Section 2.
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Next, I specify the parameters of the model. In particular, throughout the paper I assume

C* < C"=apn®FE[max{0,A —b*}], (2)
0 < E[AJAZ=b, (3)

because whenever any of these two conditions is violated, the activist has no impact on the firm
whatsoever if he demands an action settlement or if settlements are not allowed: In particular,
in equilibrium, no settlement is reached, the activist never runs a proxy fight, and the project
is never implemented. In Lemma 3 in Online Appendix D, I show that this is the unique
equilibrium if the activist has demanded an action settlement or if no settlement is allowed, for
the reasons I discuss below. While there might be other equilibria if the activist has demanded
a board settlement, this is still the reasonable equilibrium, as I also explain below and in more
detail in Online Appendix D.?!

Intuitively, if (2) or (3) is violated, the incumbent has no incentive to accept any settlement.
This is because even if the incumbent rejects the activist’s settlement demand for all A, then
the activist does not run a proxy fight: If (3) is violated, then the shareholders do not elect the
activist in a proxy fight, because the activist destroys shareholder value on average if he wins
a proxy fight. Similarly, if (2) is violated, then the activist’s cost of proxy fight C'* is too high
or his stake n® is too small for him to make a profit from running a proxy fight, even if the
shareholders always support him. Therefore, (2) and (3) are necessary conditions to ensure
that the activist has an impact on the firm with positive probability. Note that (2) also implies
that b* < b, i.e., the activist is more willing to implement to project than the incumbent is.??
Otherwise, the project is never implemented, and the activist again has no effect on the firm.

Throughout the paper, I denote the probability that the activist runs a proxy fight if no
settlement is reached by p. I also refer to p as the activist’s “proxy fight threat”. Conditional

on running a proxy fight, I denote the probability that the activist wins by o.

21To begin with, when (2) or (3) is violated, the only equilibrium that always exists is the one where the
project is never implemented (because the activist never runs a proxy fight), as shown in parts (i) and (ii) of
Proposition 11 in Online Appendix D. Moreover, it is the unique equilibrium if C' is sufficiently high. Similarly,
as shown in parts (i) and (iii) of the same proposition, if 0 > F [A]A > b%], then it is the unique equilibrium
that satisfies the Grossman and Perry (1986) criterion.

22This is because if b* > b, then apn®E [max {0, A — b%}] = 0 since A < b for all b*. However, this would
yield a contradiction with (2) since C* > 0.
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3 Analysis: Board settlement

In this section, I analyze the subgame where the activist has demanded a board settlement. In

Section 4, I analyze action settlements and compare with board settlements.

3.1 Equilibrium Characterization

The proposition below characterizes the equilibrium. Recall that if the incumbent accepts
the board settlement, then the activist learns A, and with probability a g the activist decides

whether to implement the project.

Proposition 1 Suppose that the activist has demanded a board settlement. Then, an equilib-
rium of this subgame where a proxy fight is on the equilibrium path exists, it is unique, and in

this equilibrium:

(i) The incumbent accepts the settlement if and only if A € (1,0%) U (A%, b"), where A% €
(b, %) is given by

)
ag/pp — opap

AL =1 —

(4)

(13) Upon rejection, the activist runs a prozy fight with probability p* = p > 0, where

oy = min {1, ap/[ohap + C/ [0 (6 = Ap(op)]} (5)
and Ag(0) is given by the unique solution of %
C% = gapn®E[A — b0 < A < Agl. (6)

(23i) If the activist Tuns a proxy fight, he wins with some probability 0% € (0, 1], where o is

UNIQUE.

Besides the equilibrium described in Proposition 1 above, the only other equilibrium that
may exist is the one where the incumbent accepts the board settlement for all A. However, as I

show in Online Appendix E, this equilibrium does not always exist. In contrast, the equilibrium

23As 1 show in the last step of the proof of Proposition 1, in equilibrium o always satisfies C* <
opapn?E[A — b2b* < A < b']. Therefore, Ag(o%) € (b%,b).
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in Proposition 1, where a proxy fight is on the equilibrium path, always exists. Indeed, empir-
ically, Gantchev (2013) documents that activists’ demand for board seats is rejected in about
61% of the time and activists often run a proxy fight afterwards.?! Nevertheless, in Online
Appendix E, I also show that even if the equilibrium where the board settlement is accepted
for all A exists, it is not robust to the perfect sequential equilibrium criterion of Grossman
and Perry (1986), while the equilibrium in Proposition 1 is robust. Therefore, throughout the
analysis, if the activist demands a board settlement, then I focus on the equilibrium described
in Proposition 1 above.

Let us start by analyzing the equilibrium for a given o, which is the probability that the
activist wins a proxy fight if he launches one. As long as the activist runs a proxy fight with
positive probability, the incumbent’s strategy follows the structure described in Proposition 1,
which is illustrated in Figure 3. To understand this strategy, there are two cases to consider.
First, suppose that A < b*. Then, the incumbent does not have anything to fear from having
the activist on the board, since the activist will learn that A < b* and hence will not push
to implement the project. On the other hand, the incumbent faces the risk of a proxy fight
if it rejects. Therefore, the incumbent strictly prefers to accept the board settlement for all
A < b*. For a detailed example to illustrate these dynamics for A < b*, see Jana Partners vs.
Qualcomm in Section 2.

The project is never implemented | The project is implemented iff the activist achieves the decision authority in the board
A : A

— . ~
Rejection
Board settlement , J , . Board settlement
(proxy fight with prob. p}) R
b* A% Project NPV A

Figure 3 - Illustration of the equilibrium if the activist demands a board settlement.

Next, consider the other case, i.e., A > b*. Then, as described in Proposition 1, the
incumbent follows a threshold strategy, as again depicted in Figure 3. To see why, note that
the incumbent knows that if the activist gets the decision authority on the board then he will
implement the project. For given project value A and probability p that the activist runs a
proxy fight upon rejection, accepting the board settlement gives the incumbent a payoff of
agn'(A —b"), while rejecting gives it an expected payoff of p[—C* +oapn’(A —b')]. The latter

follows because the incumbent incurs a cost of C* due to the proxy fight itself, and whenever

?4See panel B of table 3 in Gantchev (2013).
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A > b, the activist implements the project with probability ap upon winning a proxy fight.
Also recall that A — b* < 0 for all A.

Let us take a closer look at the trade-off that the incumbent faces when it decides to accept
the board settlement for a given A > b*: On the one hand, rejecting it bears the risk of facing
a proxy fight and hence the associated expected cost of pC?, while accepting the settlement
eliminates the risk that the activist will launch a proxy fight (due to the settlement’s standstill
provisions, which empirically exist in almost every settlement).?” On the other hand, the
probability that the project will be implemented following a rejection, poap, is smaller than
the probability it will be implemented following a settlement, ap (indeed, if it were poap > ap,
then the incumbent would accept the board settlement for all A, which cannot take place in
the equilibrium where proxy fight is on the equilibrium path).?® As a result, the incumbent’s
incentive to accept the settlement is strictly increasing for all A > b*. Therefore, for A values
that are sufficiently large, the incumbent is better off by accepting the board settlement instead
facing the risk of proxy fight. In contrast, for smaller A, the incumbent is willing to incur the
cost C' of a proxy fight in exchange for a lower probability that the project is eventually
implemented. To be precise, for any A > b*, the incumbent accepts the board settlement if
and only if agn’(A—10b") > p[—C'+oapn’(A—0b")], or equivalently if and only if A > Ag (p; o),

where

C/n’

Ag(po)=b — —————
B(p ) OZB/p_O-O-/P

(7)

which is higher than 0* as long as the activist’s proxy fight threat p is not too high. Although
Apg could become lower than b® if p were to be very high, this would imply that the incumbent
accepts for all A, which is again not possible in an equilibrium with a proxy fight is on the
equilibrium path.?” Indeed, note that Ap is decreasing in the probability p of a proxy fight
upon rejection.

To see how the equilibrium level of proxy fight threat p* is pinned down for a given o, note
that upon rejection of board settlement, the activist infers that the project’s NPV A is in the
interval [b*, Ag]. The activist is willing to run a proxy fight upon rejection if and only if there

is sufficient potential to increase the value of the firm. This is because the activist’s payoff

25For statistics on standstill provisions, see footnote 14 in Section 2.
20Formally, p*o*ap < ap follows from the next footnote.
27To put it formally, in this equilibrium, A% > b® because p* < 0*ap+C'iC;j[3ni(bi—b“)] as I show in steps 4 and

5 of the proof of Proposition 1. Note that this condition on p* also ensures that p* < —¢

denominator in (7) is always positive in equilibrium.

2, implying that the

[e3
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is given by capn®max{0,A — b*} — C® upon running a proxy fight. In particular, if Ag is
higher, the expected value of A upon the incumbent’s rejection is larger. Therefore, if Ag is
higher, the expected profit of the activist from running a proxy fight is larger, increasing the
activist’s incentives to run a proxy fight upon rejection. On the other hand, as explained above,
the incumbent’s rejection threshold Ap itself is decreasing in the likelihood p of a proxy fight
upon rejection. For these reasons, Apg and p together constitute a fixed point equation for any
given o.

Indeed, as I show in the proof of Proposition 1, as long as ¢ is not below a certain threshold
op € (0,1), the solution to the fixed point equation mentioned above is uniquely given by
p* = pg(o) > 0, which is identical to (5) with the exception that o3 is replaced with . In
turn, pg(o) pins down Ag(o), resulting in (4) (again, with the exception that o%; is replaced
with o).

Finally, to see how ¢ is determined, note that as the probability o that the activist wins a
proxy fight decreases, the incumbent becomes less willing to accept the settlement, resulting
in an increase in Apg(c).?® As a result, as o decreases, the expected shareholder value if the
activist wins a proxy fight increases (which is given by ap E[A|A € [b%, Ag]]), in turn increasing
the shareholders’ incentives to vote for the activist. Therefore, Ag and o together constitute
their own fixed point equation, yielding a unique ¢* in equilibrium, denoted by o}. More
details on how o* is determined in equilibrium are provided in Section 3.2.1 below. Moreover,
as shown in the proof of Proposition 1, o}; is always larger than the threshold o5 mentioned

above, resulting in o > 0.2

Remark regarding voting. Note that while o represents the probability that the activist
wins conditional on running a proxy fight, it can also be interpreted as the probability that
shareholders vote for the activist as a block. To be more precise, for any equilibrium throughout
the paper where the activist wins a proxy fight with probability o* € [0, 1], there exists an

identical equilibrium where with probability ¢* all shareholders vote for the activist, and with

28More formally, this is because for Ag(c) to not increase, p would have to increase to compensate for
the decrease in 0. However, if Ap(c) does not increase as o decreases, then the activist’s expected payoff
capn®E [A — b*|A € [b*, Ag]] — C* from running a proxy fight would decrease as well, which would yield a
contradiction with an increase in p.

29This is because if 0% < gp (i.e., the shareholder support for the activist is too low), then the activist
would never run a proxy fight in equilibrium. However, then the incumbent would reject the settlement for all
A > b%, and hence the shareholders would strictly prefer to support the activist in a proxy fight, because their
expected payoff from electing the activist would be weakly larger than apE[l{a>pe) - A] > 0, which is positive
due to (3). Importantly, since this payoff is positive, it would yield a contradiction with % < 1.
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probability 1 — ¢* all shareholders vote for the incumbent (if o* € (0,1) then shareholders
are indifferent between these two options). However, I do not assume anywhere in the paper
that shareholders vote as a block, because such an assumption is not required for any of
the results. While this implies that there might be multiple voting strategy profiles that
lead to the same o when shareholders are indifferent between electing the activist and the
incumbent,?’ this multiplicity has no material effect on the equilibrium. Instead, the relevant
aspect of shareholders’ voting for the equilibrium characterization is that they do not play
weakly dominated strategies, as mentioned in the setup. In other words, they vote as if they are
pivotal: Whenever the expected shareholder value is strictly larger if the activist (incumbent)

wins, all of them vote for the activist (incumbent).

3.2 Implications for shareholder value

In this section, I derive the implications of board settlements for shareholder value. As I show
and elaborate in Online Appendix B, these implications also hold for action settlements due

to the same intuition discussed below.

3.2.1 Activist’s bias and shareholder voting

A common concern expressed by institutional investors is that settlements may harm share-
holders. In particular, as mentioned in the introduction, this concern usually relies on the
argument that activists effectively bypass other shareholders in settlements and hence may use
these settlements to force firms to implement value-destroying projects due to their (e.g., short-
termist) motives. However, in this section, I show that negative NPV projects are typically not
implemented following board settlements, but rather after the activist wins proxy fights with
shareholders’ endogenous support. Despite this result, I also find that shareholders would be
better off by supporting the activist more in a proxy fight compared to their equilibrium level
of support, even though shareholders vote rationally in the model and do not have any bias.
Importantly, in all of these results, the inference that shareholders make from the incumbent’s
rejection of the settlement plays a critical role.

I start with the first result in the following proposition. Recall from Proposition 1 that o7
denotes the likelihood that the activist wins a proxy fight conditional on launching a proxy

fight after the rejection of a board settlement.

30For example, if the shareholder base is completely dispersed, indexing each shareholder by j € J and
denoting the probability that shareholder j votes for the activist by o, for any given o there is a continuum
of voting strategy profiles {0} ;e that yield the same o.
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Proposition 2 Suppose that the activist has demanded a board settlement. Then, a negative

NPV project is implemented only if b, < 0. Specifically, if b, < 0, then:
(1) The activist runs and wins a proxy fight with positive probability.

(i) The probability that a negative NPV project is implemented is zero after a settlement is

reached, but it is positive after the activist wins a proxy fight.

Moreover, there is by, < 0 such that o’ < 1 if and only if b, < b,.

The proposition above states that, interestingly, a negative NPV project is never imple-
mented after a board settlement is reached, but almost paradoxically, if 6* < 0 then it is
implemented by the activist with positive probability after winning a proxy fight with the
support of the shareholders (in Section 5.4, I show that b* < 0 arises endogenously under ac-
tivist short-termism). To understand this result, recall that the incumbent follows the rejection
strategy illustrated in Figure 4 below. Importantly, the threshold A% is positive in equilibrium.
This is because otherwise (i.e., if A} < 0), the shareholders would infer in a proxy fight that
the NPV is negative, and therefore they would never support the activist. However, this would
completely eliminate the credibility of the activist to run a proxy fight, and in turn, eliminate
any incentive of the incumbent to accept the settlement for any A > b in the first place.?!
Therefore, the endogenous voting behavior of the shareholders ensures that A} > 0. Moreover,
the incumbent’s other threshold is at %, as also shown in Figure 4. This is because the reason
why this second threshold (which is lower than A%) exists is that the incumbent knows that
if the NPV is very low (i.e., smaller than "), then the activist will not implement the project
upon joining the board.

- The activist implements a value-destroying project only in this region

| o (and thus, only upon winning a proxy fight)

Board s. l R;bjection l Board settlement
>

be 0 A% Project NPV A

Figure 4 - Illustration of the equilibrium if the activist has a bias b*< 0.

Therefore, for any A € [b%,0), the incumbent never accepts the settlement demand of

the activist. Moreover, upon rejection, the activist runs and wins a proxy fight with positive

31Tn other words, this would yield a contradiction with A% < 0.
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probability. This result follows immediately from Proposition 1, which states that p* > 0
and o* > 0. Nevertheless, let us take a moment to understand this result better, as well as
why o* < 1 if and only if b* is low, which will also be helpful for understanding other results
further below. Simplifying the notation of the incumbent’s rejection threshold Ag(pg(0); o)
for a given o to Ag(o), note that Ag(o) is decreasing in o, because the incumbent becomes
more incentivized the accept a settlement if the activist is more likely to win a proxy fight.
Therefore, in a proxy fight, the shareholders’ expected payoff 7%(c) from electing the activist

is strictly lower if o is higher, where
m5(0) = apE[AV* < A < Ag(o)]. (8)

Indeed, if o is too low, then the activist never runs a proxy fight, and hence Ag(c) = ¥,
resulting in 7% > 0 (due to (3)), making it strictly profitable for the shareholders to elect the

t.32 Therefore, o has to be sufficiently high such that the activist runs a proxy fight

activis
with positive probability. As o increases further, Ag(o) strictly decreases, reducing 7% (o)
as a result and yielding a unique o} > 0 in equilibrium. In particular, as also described in
Proposition 2 above, if the bias % of the activist is not too negative (i.e., b* > b%), then
m5(0) > 0 even if ¢ = 1, resulting in % = 1 in equilibrium.?®> However, if the activist is
highly biased in favor of implementing the project (i.e., b* < b?), then 7%(c) < 0 if 0 = 1,
and hence the equilibrium o7 is uniquely given by 7% (0};) = 0 and satisfies 0%, € (0,1). To
put it differently, the shareholders always support the activist in a proxy fight if their payoff
from doing so is positive (which occurs when b is not too low), and they must be indifferent
between electing him and re-electing the incumbent if they do not fully support the activist
(which occurs when b® < b%).

To summarize, going to back to Figure 4 above, for any negative NPV for which the activist
is willing to implement the project (i.e., for any A € [b%,0)), the incumbent always rejects the

board settlement, and the activist runs and wins the proxy fight with positive probability. This

32Note that if the activist never runs a proxy fight, then the incumbent may reject the board settlement for
some or all A < b®. However, the incumbent’s rejection strategy for any A < b® is irrelevant for shareholders’
voting decision at a proxy fight, because if A < b® then the project is never implemented anyway (regardless
of whether the activist acquires board control).

33 Note that if b* > b%, then 7%(0) > 0 even if b® is negative and o = 1, because Ap(0) is sufficiently large
compared to b®. Indeed, for all o, Ap(o) satisfies Ag(o) > b* + C*/n®, because otherwise the activist would
never run a proxy fight upon the incumbent’s rejection (since A < Apg(o) would imply that A is too low for
him to make a profit, or more formally, apn®E[A — b*[b* < A < Ag] < C%), in turn eliminating any incentive
of the incumbent to accept the settlement for any A > 6% in the first place.
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implies that a negative NPV project is implemented with positive likelihood in equilibrium,
but only following a successful proxy fight. Therefore, contrary to common arguments, the
lack of shareholders’ say in settlements does not actually hurt them.

Moreover, due to the interaction between settlements and proxy fights, I find that the share-
holders’ ability to vote in a proxy fight can actually harm them, even though the shareholders
act rationally as described above. In particular, as I elaborate below, I show that the ex-ante
shareholder value would be larger if shareholders were to commit to electing the activist with
higher probability than the equilibrium probability, even though this would result in a negative
average ex-post shareholder return upon the activist’s successful proxy fight. In other words,
in equilibrium, the shareholders undersupport the activist in a proxy fight. This result, which
is in a strong contrast with the result above that the activist implements value-destroying
projects only after winning a proxy fight (as explained following Proposition 2), is formalized

in the following proposition.

Proposition 3 Consider any campaign where the activist has demanded a board settlement.

If the shareholders commit to any o > o, then compared to any o < o;:

(1) The ex-ante shareholder value is strictly larger.

(13) The expected ex-post shareholder value conditional on the activist winning a proxy fight is
strictly smaller. More specifically, it is negative for any o > o, while it is nonnegative

for any o < 0.

To understand this result, note that if the shareholders do not always support the activist in
a proxy fight upon the incumbent’s rejection (i.e., o3 < 1), then it must be o%; € (0, 1), as ex-
plained following (8) above. In other words, the shareholders are indifferent between supporting
the activist and supporting the incumbent. Therefore, the expected ex-post shareholder value
if the incumbent wins the proxy fight (which is zero) and if the activist wins the proxy fight
should be equal. Since the incumbent rejects the settlement if and only if A € [b* Ag(cy)],
this implies that the expected value of A within this interval should be equal to zero, i.e.,
E[A* < A < Ag(c})] = 0 as illustrated in Figure 5. Moreover, as also shown in Figure 5
with blue solid line, in this interval of A, the probability that the project is implemented is
pp(ot)osap, i.e., the probability that the activist runs and wins a proxy fight and he achieves

decision authority on the board (recall that for a given o, pg(c) represents the probability that
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the activist runs a proxy fight upon rejection of a board settlement).

The probability that forany 0 > o
T the project is implemented
ap

(e ey T
pp(oB)opap
‘ >

. 4 - >
b* Ap(o) Ap(o) b Project NPV A

o
E[A b <A< Ap(oy)]=0

Figure 5 - The probability that the projected is implemented if the activist demands a board settlement:

for equilibrium o3 < 1 (blue solid line), and for any higher 0 > 0% (red dashed line).

Now, instead suppose that the shareholders committed to supporting the activist more, i.e.,
the activist wins the proxy fight with probability o > o7, if he runs a proxy fight. Then, this
would incentivize the incumbent to accept the settlement more in the first place, leading to a
lower Ag(c), and if the incumbent rejects, it would also result in a higher probability of project
implementation pgz(0)oap. The resulting probability of project implementation as a function
of A is illustrated with red dashed line in Figure 5. Importantly, compared to o7, o leads
to a strictly larger increase in the likelihood that the project is implemented for higher NPV
region A € (Ag(0),Ap(o%)] than for the lower NPV region A € [b*, Ag(c)].>* Combining
this with the fact that the expectation of A in the combination of these two regions is zero
(i.e., E[A]b* < A < Ap(o%)] = 0 as mentioned above), the ez-ante expected shareholder value
is always strictly larger for o than for o}. However, this also implies that for o, the ex-post
expected shareholder value conditional on the activist winning a proxy fight is negative (i.e.,
m5(0) = apE[A]D* < A < Ag(0)] < 0), while it is zero for 0.

The intuition behind these results is as follows. For A > 6%, in equilibrium the probability
with which the project is implemented is larger if a settlement is reached than if a settlement is

not reached, because the only the reason why the incumbent rejects a settlement and faces the

31 Note that pg(o)oap < ap always holds, because otherwise the incumbent would accept the board settle-
ment for all A. This is because if pg(c)oap > ap, then for any A > b*, rejecting the board settlement would
result in a higher probability that the project is implemented, compared to accepting the settlement (more
specifically, this probability is pg(o)oap in the former case, and it is ap in the latter). Since the incumbent
also saves the cost of a proxy fight by accepting the settlement, it would always accept.
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risk of a proxy fight is to reduce the probability that the project is implemented. Moreover,
(again for A > b*) the settlement is reached for higher A and a proxy fight is realized only for
smaller A. Since in addition A is equal to zero on average in the combination of these two re-
gions, compared to 0%, commitment to any o > o results in a strictly larger ex-ante expected
shareholder value by expanding the region of A where a settlement is reached.?® However, in
the absence of commitment, the shareholders do not elect the activist with a higher likelihood
than the equilibrium likelihood. This is because if they did, then the incumbent’s rejection
threshold would decrease, and hence the shareholders would anticipate that the activist will
destroy value on average upon winning the proxy fight.

The takeaway in this section is that in any activist campaign realized in equilibrium, if
the shareholders could commit to not making any inference from the incumbent’s rejection
and instead always support the activist in a proxy fight, this would benefit the shareholders
due to its effect on the incentives of the incumbent to accept the settlement. In other words,
shareholders’ rational behavior in a proxy contest may end up hurting themselves. Moreover,
Proposition 2 further above implies that this problem occurs only if b® is sufficiently lower than
zero (i.e., the activist prefers to implement the project even if it destroys a lot of shareholder

value), because only then the shareholders do not always support the activist in a proxy fight.

Robustness to parameter specifications. A question of interest might be whether Propo-
sition 3 above continues to hold if F' [A|A > b*] < 0 (i.e., the activist is so much biased that b*
violates the parameter restriction (3)). Then, if the shareholders commit to supporting such an
activist in a proxy fight, the expected shareholder value created after the activist runs and wins
a proxy fight might be so low that it might potentially result in a negative ex-ante shareholder
value,?® even though it is still true that no value-destroying project would be implemented
following a settlement. In contrast, in the absence of shareholder commitment, such an ac-
tivist never runs a proxy fight in equilibrium,*” because he would always lose (i.e., o% = 0).
However, this eliminates any credibility the activist would have against the incumbent, and

hence in equilibrium, the activist would not incur any cost to negotiate a settlement with the

35Note that a board settlement is also reached if A < b, where the project is never implemented. However,
this is true under both o3 and any o > o%. Therefore, to compare the differential effect of o to ¢ on the
ex-ante shareholder value, it is sufficient to focus on A > b®.

36 Nevertheless, the opposite might also occur: That is, committing to support the activist can still result in a
higher ex-ante shareholder value even if (3) is violated, due to the same reason explained following Proposition
3 (i.e., due to the shareholder value created following a settlement).

37This result is formalized by parts (i) and (iii) of Proposition 11 in Online Appendix D.
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incumbent or to launch an activist campaign in the first place.>® This is the reason behind the
qualifier “in any activist campaign realized in equilibrium” in the first statement of the previous
paragraph and “Consider any campaign” at the beginning of Proposition 3. Importantly, it is
also why Proposition 3 continues to be valid regardless of whether (3) holds. Therefore, it is

also still true that shareholders (weakly) undersupport the activist in a proxy fight, regardless
of (3).%

3.2.2 Does the existence of settlements benefit shareholders?

Proposition 2 in the previous section and the discussion following it describe how board settle-
ments do not destroy value ex-post. Proposition 8 in Online Appendix B shows that the same
result holds for action settlements as well. This may give the impression that the existence of
settlements should benefit shareholders. However, I show that even if the activist’s interests
aligned with those of shareholders (i.e., b* = 0), allowing for settlements may not be good
for shareholders, because it may reduce the probability that the project is implemented. The
proposition below shows that if the activist has demanded a board settlement, then this occurs
when apg is low or C* is high, both of which are consistent with the existing empirical evidence
as discussed below (recall that ap represents the level of decision authority that the activist
obtains if the incumbent agrees to a board settlement, and C'* denotes the activist’s cost of a
proxy fight). Proposition 10 in Online Appendix B shows that the same result holds for action

settlements if C'* is high (note that ap is not applicable in the case of an action settlement).

Proposition 4 Denote the ex-ante shareholder value (the ex-ante payoff of the activist) by 118
(113 ) if the activist has demanded a board settlement, and by 112 (112 ) if settlements are not

allowed.

(i) There exists g > 0 such that 12 < 112 if ag < ap. In addition, for any ap, conditional

on the activist demanding a board settlement, as ap decreases:

(i.a) The likelihood of reaching a settlement increases.

38 Gantchev (2013) reports that the demand negotiations stage is highly expensive, with average costs of $2.94
million for the activist. Becht et al. (2009) also suggest that activists’ unobservable costs play an important
role in negotiations with the incumbent (see their discussion on p. 3096).

39This is because if (3) is violated, then as explained above the shareholders never support the activist in
equilibrium anyway (i.e., o = 0), and if (3) is satisfied, then Proposition 3 implies that the shareholders are
strictly better off by committing to supporting the activist more than their equilibrium support and are never
better off by supporting him less.
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(1.b) The likelihood of a proxy fight decreases, and it goes to zero as ag — 0.
(i1) There exists C, such that TI? < TI? if and only if Cy > Cy. %0

(iii) There exists C, such that 1P > T1? if C, > C,. 1!

Let us begin with part (i). Before discussing the intuition behind the results, let us take
a look at how the existing empirical evidence maps to part (i). Indeed, the evidence in the
literature suggests it is possible that the reality falls in the region where 113 < IIZ: To begin
with, Bebchuk et al. (2020) document that while the mean board size is about 8-9 directors,
on average activist hedge funds obtain only about 2 seats in board settlements, indicating

42 Moreover, the empirical evidence documented in the literature is also consistent

low ap.
with the implications of low ap described in parts (i.a) and (i.b) of Proposition 4: Klein and
Zur (2009) analyze 2003-2005 and report that conditional on obtaining board representation,
activist hedge funds as well as other kinds of activists have obtained it without even filing for
a proxy fight in an overwhelming majority of their campaigns (81% and 86%, respectively).*?
Gow et al. (2023) report that between 2004 and 2016, activist hedge funds obtained 1,245
board seats though settlements, in contrast with only 378 seats through director elections.*
In addition, Bebchuk et al. (2020) document that, over the second half their data sample (i.e.,
between 2007-2013), the number of activist hedge fund campaigns ending with a settlement
is about 3.5 times the number of campaigns ending with a voted proxy fight (recall that the
vast majority of the settlements in their sample are board settlements).*® Moreover, they also
document that this ratio is about 2 in the first half of their sample (2000-2006), leading the
authors to emphasize the upward trend in settlements.

Even though Proposition 4 applies for any bias b* of the activist (as also shown in the
proof), to understand the intuition as clearly as possible, let us focus on the case where the
activist’s interests are aligned with those of shareholders (i.e., b* = 0) since b* does not play a

major role for the results in this section. If hypothetically settlements were not an option, then

40Moreover, I show in the proof of the proposition that there exists &g > 0 such that if g < &g then
Co < C*, where C* is given by (2).

“'Moreover, C* < C* as I show in the proof.

12See panel C of table 5 and Section 6.2 in Bebchuk et al. (2020).

#3See table VI in Klein and Zur (2009).

#4Gee table 3 in Gow et al. (2023).

45For the number of proxy fights and settlements in Bebchuk et al. (2020), see table 1.
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the activist would always run a proxy fight,*® because the expected value of the project would
be high and there would be no additional information that the activist would learn before
deciding to launch a proxy fight. Thus, whenever A > 0, the project would be implemented
with probability ap.

Compared to this hypothetical scenario, demanding a board settlement results in a lower
ex-ante shareholder value for two reasons if ap is low: (a) Conditional on reaching a board
settlement, if A > A%, it reduces the likelihood that the activist can implement the project
from ap to ap, and also (b) for A € [0, A%], it reduces the likelihood p* of a proxy fight
upon the incumbent’s rejection, in turn again decreasing the probability that the project is
implemented from ap to p*ap. In particular, the shareholders prefer that the activist always
runs a proxy fight, because they do not internalize the cost of a proxy fight but the activist
does. However, as ap decreases, p* decreases as well, because the incumbent becomes more
willing to accept the board settlement, signalling lower A to the activist upon rejection. This
also explains parts (i.a) and (i.b) of Proposition 4.

The intuition behind part (ii) is the same: Upon the incumbent’s rejection of settlement,
the activist will often choose not to launch a proxy fight even though it is better to do so for
the shareholders, because the activist infers that A is not high and avoids incurring the cost of
a proxy fight by not launching one. This is why in part (ii), I find that if the activist’s cost of
proxy fight is high, the ex-ante shareholder value is lower when the activist demands a board
settlement compared to the case where settlements are not allowed. Indeed, Gantchev (2013)
finds that proxy fights are highly costly for activists: He reports that a campaign ending in a
proxy fight has average costs of $10.7 million for the activist and that these costs are equal to
the two-thirds of the mean abnormal activist return.

Figure 6 below provides a numerical example: Even though b* = 0, the ex-ante shareholder
value when the activist demands a board settlement is smaller than in the case where settle-
ments are not allowed, as depicted in panel (a). However, even though the shareholders are
worse off, panel (b) shows that if the activist’s cost of proxy fight is high, then he is strictly bet-
ter off by demanding a board settlement (compared to not demanding any settlement), since

it reduces the need for a proxy fight. This is also shown formally by part (iii) of Proposition 4.

46 Formally, for any b%, this is because the shareholders would always support the activist in a proxy fight due
to (3), and hence the activist’s expected payoff from running a proxy fight (apn®FE [max {0, A — b*}]—C*) would
be positive due to (2).
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Figure 6 - As a function of C%: (a) ex-ante shareholder value, and (b) activist’s ex-ante payoff.

Parameters: b= 0, b'= 100, = —20,n%= 10%, C"/n'= 5, ap= 0.5, az= 0.3, and A ~ U(—20, 100).

Remark. Note that while activists obtain two seats on average in board settlements (Bebchuk
et al. (2020)) and this implies that s is low as mentioned above, it does not imply that ap = 0.
This is because even one or two seats might change the tide in the boardroom. For example,
suppose that the true NPV satisfies A > max{0, b}, and also suppose that the board consists
of 9 directors, where 5 directors are against implementing the project because they will lose
private benefits, and 4 directors are in favor of implementing it because they have no or little
private benefits from keeping the status quo. Then, in the absence of the activist, the majority
of the board votes against implementing the project. However, if the activist acquires two
seats in the board, then the majority of the board votes in favor of implementing the project.
Also note that while this may give the impression that either ag = 1 or ag = 0, this is not
true: If there is any uncertainty about how individual directors will vote (for example, their

preferences are not fully clear or might change over time), this implies ag € (0,1).

4 Analysis: Action settlement and comparison with board

settlement

In this section, I analyze action settlements and then compare them with board settlements.
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4.1 Action settlement

The proposition below characterizes the equilibrium for the case where the activist has de-

manded an action settlement.

Proposition 5 Suppose that the activist has demanded an action settlement. Then, an equi-

librium of this subgame exists, it is unique, and in equilibrium:
(i) The incumbent accepts the action settlement if and only if A > A%, where

At =b — ——
. 1/py — ohop

c (b, 07, (9)

(73) Upon rejection, the activist runs a proxzy fight with probability p* = p% > 0, where

g = min {1,1/[0%ap + C'/ [ (4 — Aa(o2)]]} (10)
and A (o) is given by the unique solution of *7
C% = capn®Elmax {0,A — 0"} |A < Ay]. (11)

(23i) If the activist runs a proxy fight, he wins with some probability o € (0, 1], where o is

UNIQUE.

Proposition 5 states that the incumbent follows a threshold strategy, as illustrated in Figure
7 below. To see why, note that the incumbent faces the following trade-off: Rejecting the
action settlement reduces the probability that the project is implemented, but it also entails
an additional expected cost of pC* because the activist launches a proxy fight with probability
p. Therefore, the incumbent’s incentive to accept the action settlement is monotonic with
respect to the project’s value. As a result, the incumbent accepts the action settlement if and
only if the project’s NPV A is higher than the threshold A, because only then the incumbent’s
payoff from implementing the project is higher (due to the shares it owns in the firm) than
facing the risk of a proxy fight.

In turn, how p’ and o7 are determined in equilibrium is similar to the case where the activist
demands a board settlement. For a more detailed discussion of Proposition 5, including how

p* and 0% are determined, see Online Appendix B.

17As 1 show in the last step of the proof of Proposition 5, in equilibrium o% always satisfies C* <
o*apn®Elmax {0, A — b} |A < b']. Therefore, Ay(c) € (b%,b°).
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Figure 7 - Illustration of the equilibrium if the activist demands an action settlement.

Robustness of the implications for shareholder value. Section 3.2 formalized and dis-
cussed many implications of board settlements for shareholder value. As I formally show and
elaborate in Online Appendix B, all of these implications continue to hold for the case where
the activist demands an action settlement as well, due to the same intuition discussed in Section
3.2.

4.2 Comparison of board and action settlements

In this section, I compare board and action settlements to derive empirical predictions and
additional implications for shareholder value. To that end, I first discuss the trade-offs between
board and action settlements by comparing the subgames in Section 3.1 and Section 4.1.
To begin with the advantages of board settlements, comparing these two subgames yields a
key result of this section: The incumbent’s rejection of board settlement reveals its private
information about the project’s value more precisely than the rejection of action settlement
reveals. The following corollary formalizes this result, which follows from Propositions 1 and 5.
Note that while I assume in the main model that the incumbent cannot make a counter-offer

to the activist, I relax this assumption in Section 5.3.

Corollary 1 The incumbent board rejects an action settlement if and only if A < A%, and it
rejects a board settlement if and only if A € [b,, A%], where A% < A¥.

Comparing action and board settlements, the difference in the activist’s inference between
these two cases is important, because the activist’s threat of a proxy fight depends on the
information revealed by the incumbent. Upon rejection of an action settlement, the activist
infers that the project’s NPV might be lower than his bias 0%, as illustrated in Figure 8 below.
For this reason, the activist does not have much incentive to run a proxy fight upon rejection.

Since the incumbent is aware of this dynamic, it is not very likely to accept the action settlement
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in the first place (i.e., A% is high).

Rejection lAction settlement
® >
b* A% Project NPV A
Board settlement l Rejection l Board settlement
b® A% Project NPV A

Figure 8 - Ilustration of the incumbent’s equilibrium behavior under different settlement demands.

In contrast, if a board settlement is rejected, then the activist infers that the project’s NPV
must be higher than his bias b*. Therefore, demanding a board settlement can create a more
credible threat of running a proxy fight upon rejection, in turn leading to a higher likelihood of
reaching a settlement in the first place (i.e., low A%). Importantly, the gap A% — A% is larger
when demanding a board settlement plays a stronger role in increasing the credibility of the
activist’s proxy fight threat, as we will see in Proposition 6 below.

Overall, the advantages of board settlements described above show why activists may prefer
to demand board settlements over action settlements. Indeed, Bebchuk et al. (2020) report
that 84% of the settlement contracts in their sample resulted in the appointment of new
directors to the board. However, the discussion above does not imply that it is always optimal
for the activist to demand a board settlement instead of an action settlement. This is because
an important drawback of board settlement is that it may not give the activist full decision
authority on the board (which corresponds to the cases where ap < 1). There are several
reasons why this might be the case: (a) First, the activist may not be able to or may not want
to get too many seats on the board. Indeed, empirically, activists do not get the full control
of the board in board settlements, and they obtain 2 seats on average as mentioned earlier
(Bebchuk et al. (2020)). This might be because, for example, valuable information might be
lost in the boardroom if too many incumbent directors leave, hurting the firm value as a result.
Or, alternatively, the activist may be under too much legal liability if he acquires too many
seats. (b) Second, the activist may not always be able to exercise his decision authority after
a board settlement even if he obtains full control. In particular, this is a result that arises

endogenously in the extension of Section 5.1.
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Importantly, whenever ag < 1, the project is less likely to be implemented after reaching a
board settlement than after reaching an action settlement, even if A > 0. As a result, despite
the other advantages of board settlement mentioned above, the activist may nevertheless choose

to demand an action settlement instead, as we will see next.

4.2.1 The type of settlement in equilibrium

This section endogenizes the kind of settlement that the activist demands in equilibrium. As
discussed above, compared to action settlement, a disadvantage of board settlement is that
conditional on reaching a settlement, it may lead to a lower probability of implementing the
project (in particular, when ap < 1). However, as also highlighted above, a key advantage of
demanding board settlement (over action settlement) is that it can create a higher credibility
of a proxy fight threat, in turn incentivizing the incumbent to accept the settlement more
often. Importantly, this advantage of board settlement plays a stronger role as the information
asymmetry between the activist and the incumbent increases, because then it becomes more
difficult for the activist to convince the incumbent that he has sufficient incentives to run a
proxy fight upon rejection of an action settlement. Therefore, as I show in the proposition
below, the activist demands a board settlement if and only if information asymmetry is high.
As T elaborate when discussing empirical predictions later, the implications of this proposition
are consistent with the empirical evidence provided in the literature, including Bebchuk et al.

(2020), who test multiple predictions of my model.
Proposition 6 Suppose that A is uniformly distributed over (1,b),*® and let] = b"—ozp%.49
Then,

(i) Asl decreases, py does not change, p% decreases, and lim,); p* = 0.

. X

(17) Asl decreases, A does not change, A% increases, and lim;; A%

(i1i) There exists a threshold lo > 1 such that the activist demands a board settlement if | < I,

and demands an action settlement otherwise.

where A%, py, A%, and p¥y are given by (4), (5), (9), and (10), respectively.

48While I impose a uniform distribution on A, this is because it significantly simplifies the exposition. In an
unreported analysis, I confirm that Proposition 6 as well as other results continue to hold for any distribution
of A.

49 As T show at the beginning of the proof of Proposition 6, (2) implies that [ < b°.
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Note that a lower [ captures higher information asymmetry between the activist and the
incumbent. I impose the restriction that the upperbound of A stays fixed at b* = B'/n’ as
information asymmetry increases, because B’ represents the private benefits of the incumbent
from keeping the status quo and n' represents its stake in the firm, and hence the agency
problem of the incumbent is not relevant if n'A > B, which is equivalent to A > b°. In other
words, the actual range of A might expand beyond ?, but then the incumbent will implement
the project himself anyway, before the activist even shows up. Therefore, when the activist
arrives, the distribution of A will be bounded from above by b.

Also note that I show at the end of the proof of Proposition 6 that if ag is not too high, then
L specified in the proposition is not too large. In other words, I show that there is ay € (0, 1)
such that if ap < ap, then there always exists some values of [ for which the activist demands
an action settlement.®

As alluded to above, the intuition behind Proposition 6 is that as information asymmetry
increases, the relative credibility of a proxy fight threat created by demanding a board settle-
ment (instead of an action settlement), pj;/p%, gets higher. In turn, this increases the relative
likelihood of reaching a settlement if the activist demands a board settlement (i.e., the gap

A% — A% widens), as illustrated in Figure 9 below.

«— Rejection (o} V) '_>l Action s.
— H o i . >
) b A% bi Project NPV A
<€—— Board s.l _ Rejection l Board s.
- (o5 does not change)
— L g >
l e A% b Project NPV A

Figure 9 - Changes in settlement regions and proxy fight likelihoods as information asymmetry increases.

To understand this intuition better, first suppose that the activist has demanded an action
settlement. Then, as information asymmetry increases, the likelihood that the project has a
low NPV conditional on the incumbent’s rejection increases, and therefore the likelihood p%
that the activist runs a proxy fight upon rejection decreases (all the way down to zero as [
decreases to [). As a result, as again shown in Figure 9, the incumbent becomes less likely to

accept the action settlement, that is, A¥ increases (all the way up to b’ as | decreases to [).

50For instance, the numerical example in Figure 10 in Section 4.2.3 satisfies this property.
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Therefore, as information asymmetry increases, the activist’s profit from demanding an action
settlement decreases (all the way down to zero as [ decreases to [).

Next, suppose that the activist has demanded a board settlement instead. Then, since the
board settlement is accepted when the NPV is low, the information revealed by the incumbent’s
rejection about the NPV is not affected by higher information asymmetry. This implies that the
activist’s likelihood p}; of running a proxy fight upon rejection does not change as information
asymmetry increases. In turn, the incumbent’s incentives to reject the settlement does not
change either (i.e., A% does not change). As a result, demanding a board settlement dampens
the negative effect of higher information asymmetry on the activist’s profit. To see this more
clearly, note that the activist’s payoff from demanding a board settlement is zero if A < b%,
where a board settlement is always reached and the project is never implemented. Moreover,
as information asymmetry increases, conditional on A > b*, the activist’s expected payoff
from demanding a board settlement does not change (because A% and p3 do not change).
Thus, as information asymmetry increases, the activist’s expected payoff from demanding a
board settlement decreases proportionally with P(A > 5%),°! but it does not converge to zero
(unlike his expected payoff from demanding an action settlement, which decreases faster with
information asymmetry and hence converges to zero as [ decreases to [, as explained above).
Therefore, as information asymmetry increases, the activist switches from demanding an action
settlement to demanding a board settlement.

As T discuss next, the results above yield many predictions consistent with the empirical

evidence documented in literature.

4.2.2 Empirical Predictions

In this section, I present and discuss the empirical predictions of the model. I start with some

of the predictions implied by Proposition 6.

Empirical prediction 1.

(1) As information asymmetry increases, the probability that the activist runs a prozy fight

conditional on rejection of an action (board) settlement decreases (does not change).

5INote that this payoff is always positive, because the activist obtains a positive expected payoff from reaching
a board settlement and a nonnegative expected payoff from running a proxy fight (if the latter were negative,
he would never run a proxy fight).
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(17) Conditional on the activist demanding a board (action) settlement, the likelihood that the

incumbent accepts strictly increases (decreases) with information asymmetry.

(1ii) The activist demands a board (action) settlement if information asymmetry is high (low).

Parts (i), (ii), and (iii) of this prediction are implied by parts (i), (ii), (iii) of Proposition
6, respectively. Parts (i) and (iii) follow immediately. To better understand part (ii) of the
prediction, note that part (ii) of Proposition 6 states that as information asymmetry increases,
% increases and A%} does not change. Therefore, as information asymmetry increases, the set
of NPV A where an action settlement is reached shrinks, while the set of A where a board
settlement is reached expands, as also illustrated by Figure 9 in the previous section. This
observation results in part (ii) of the prediction above.
Note that the prediction above utilizes the type of settlement demanded by the activist.
However, by combining parts (ii) and (iii) of this prediction, it is possible to make a separate
prediction about the unconditional likelihood that a board or action settlement is reached

without relying on which one the activist has demanded:

Empirical prediction 2. As information asymmetry increases, the likelihood that an activist

campaign results in a board (action) settlement increases (decreases).

Importantly, this prediction is consistent with Bebchuk et al. (2020), who explicitly test my
prediction: Indeed, across several specifications, they find a negative relation between the extent
of information asymmetry and the probability that a settlement directly specifies actions (e.g.,
the sale or merger of the firm, CEO departure), leading the authors to point out the consistency
of their finding with my model.??

All of the predictions so far have been with respect to different levels of information asym-
metry, and they are direct implications of Proposition 6. The next set of empirical predictions
go one step further and utilize a different result. In particular, as discussed at the beginning
of Section 4.2, another important advantage of demanding a board settlement (over action
settlement) is that it increases the incumbent’s incentives to accept the settlement even when
A > b®. This relative advantage of board settlement was formalized by A} < A% in Corollary

1, which continues to hold under endogeneity of the settlement type.’®> The next two empirical

2Gee Sections 5.1.3 and 5.2.3 in Bebchuk et al. (2020) for details of this empirical finding and a discussion
of how their finding fits my model.
31n particular, note that Corollary 1 established the inequality A% (I) < A% (1) for a given [ (by comparing

36



predictions utilize this result.

Empirical prediction 3. The likelihood of reaching a settlement is strictly higher when the

activist demands a board settlement than when he demands an action settlement.

This prediction is consistent with Gantchev (2013), who documents that activists succeed
in only about 7% of the cases where they aim to reach a settlement over the action they
are demanding, in a stark contrast to 39% of the cases where they aim to reach a board
settlement.?*

Moreover, Gantchev (2013) also finds that between the two types of settlements, the number
of cases where the activist demands a board settlement is smaller (i.e., 203 vs. 342). However,
Bebchuk et al. (2020) find that an overwhelming majority (84%) of settlements reached between
activists and boards specify director additions. The strong contrast between these two findings
might be seemingly puzzling, especially considering that both papers focus on the campaigns by
hedge fund activists and significantly overlap in their sample periods.” However, the prediction

above helps reconcile the empirical evidence in these two papers.

The second prediction implied by A} < A’ relates to shareholder value and is as follows.

Empirical prediction 4. The average ex-post shareholder value is strictly larger upon reaching

an action settlement than upon reaching a board settlement or upon a proxy fight by the activist.

This empirical prediction compares the average ex-post shareholder value conditional on
various outcomes: board settlement, action settlement, and proxy fight. An important dif-
ference between action and board settlements is that while an action settlement takes place
if and only if A > A%, a board settlement takes place if and only if A < 0* or A > A7
Moreover, A} < A%. In other words, reaching an action settlement bears the positive news
that the project NPV is high, while reaching a board settlement bears the negative news that
the project might actually have a lower NPV, or even worse, might be worthless.

For these reasons, the shareholder value upon reaching an action settlement is strictly larger

two subgames). Because A% (l) does not change with respect to [ (by part (ii) of Proposition 6), this implies
that A% (1) = A% (le) < A% (l2) for any two values I; and [y that [ can take. Therefore, under the endogeneity
of the settlement type, the incumbent’s rejection thresholds realized on the equilibrium path always satisfy
AL < A% as well.

4See panel B of table 3 in Gantchev (2013).

%5 Specifically, the sample period in Gantchev (2013) is 2000-2007, and it is 2000-2013 in Bebchuk et al.
(2020).
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than both upon reaching a board settlement and upon a successful proxy fight. This result
is also consistent with the existing empirical evidence. Bebchuk et al. (2020) find that the
average announcement return for all settlements in their sample is about 1.2% (as noted earlier,
vast majority of these settlements specify director additions). In contrast, they also find that
the average announcement return for settlements that contract actions (e.g., CEO departure,
strategic transactions) is 2.6-8.9% higher compared to settlements that do not contract such
actions, again leading the authors to point out the consistency with my model for this finding as
well.?S Becht et al. (2009) document that in their study of activist campaigns, announcement of
the implementation of an action demanded by the activist (e.g., restructuring, CEO turnover,
payout) results in statistically significant positive abnormal returns, while announcement of
director turnover results in negative and insignificant returns.’”

Finally, the next empirical prediction is again regarding the average ex-post shareholder

value, but it is with respect to information asymmetry and follows from Proposition 6.

Empirical prediction 5. As information asymmetry increases, the average ex-post share-

holder value conditional on reaching a board (action) settlement decreases (increases).

The intuition behind this prediction can be understood once again from Figure 9 in the
previous section. Indeed, as information asymmetry increases, the project’s NPV needs to be
higher for the incumbent to accept an action settlement (i.e., A% increases), and therefore
reaching an action settlement bears even better news. In contrast, the incumbent accepts a
board settlement for the same set of positive NPVs (i.e., A} does not change), and in addition
it also accepts for the whole set of NPVs A < 0%, where the project is never implemented. Since
the latter set becomes larger as information asymmetry increases, reaching a board settlement

bears even worse news.

%6Gee table 10 and the accompanying discussion in Section 7 in Bebchuk et al. (2020). Specifically, they
find that the average announcement return is 8.1-8.9% higher if the settlement contracts merging or selling the
target firm or selling part of its asset, and 2.6-2.7% higher if the settlement contracts departure of the CEQ.

TSee table 8 in Becht et al. (2009). Note that although the UK fund that they study does not typically
launch a proxy contest to acquire board seats, the risk of losing director seats still exists for the incumbent
board due to the difference of governance rules in the UK compared to the US: As Becht et al. (2009) puts, “At
annual general meetings, the statutory rule in the United Kingdom is cumulative majority voting, meaning that
each and every director must receive a majority of the ‘yes’ votes cast to be elected (excluding abstentions).”
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4.2.3 Further implications for shareholder value

As discussed in the previous section, one of the model’s predictions (specifically, prediction
4) is that the average ex-post shareholder value conditional on reaching a board settlement
is lower compared to conditional on reaching an action settlement. This prediction, which is
consistent with various empirical evidences listed following prediction 4, can also be seen in
panel (b) of Figure 10 below. Therefore, combined with institutional investors’ concern that
“board seats should not be a bargaining chip” in settlements,’® a relevant question is whether
shareholders would be better off if activists were incentivized to demand an action settlement
instead of a board settlement (e.g., by making it harder for activists to obtain board seats via
settlements). Note that this question is different than the one that was studied back in Section
3.2.2, which compared the case where the activist demands a board settlement with the case
where neither board settlements nor action settlements are allowed.

In contrast with the criticisms of board settlements, I find that if information asymmetry
is high, then (i) compared to action settlement, demanding a board settlement results in
higher ex-ante shareholder value, even though (ii) the ez-post shareholder value conditional
on reaching a board settlement is at its lowest level, both in absolute terms as well as relative
to an action settlement. I begin with the former result, which is formalized by the proposition
below for any bias b” of the activist (also recall that lower [ represents higher information

asymmetry).

Proposition 7 Suppose that A is uniformly distributed over (1,0%).>? There exists a threshold
Iy > 1 such that TI5 > 115, if | < I, and IT3, < IT%, otherwise.%

This result is also illustrated in panel (a) of Figure 10 below. Intuitively, even though
the shareholders’ threshold I typically does not coincide with the activist’s threshold Za,ﬁl the
advantages of demanding a board settlement (over action settlement) increase with information
asymmetry for the shareholders as well, due to the same reason explained in Section 4.2.1:
That is, as information asymmetry increases, the activist can keep his proxy fight threat
stable by demanding a board settlement, but this threat gets weaker if he demands an action

settlement. This matters for the shareholders through its impact on the probability that the

%8See Reuters, “Big Funds Push Back Against Activist Investor Settlements,” 7/18/2016.

59 Again, I impose a uniform distribution on A in order to simplify the exposition, and I verify in an unreported
analysis that Proposition 7 continues to hold under any distribution of A.

60Recall that [ was defined in Proposition 6.

61Recall that I, was defined in Proposition 6 as well.
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project is implemented. In particular, as information asymmetry increases, Proposition 6
implies that conditional on the project’s NPV being positive: (i) if the activist has demanded
an action settlement, then the probability that the project is implemented decreases down to
zero,%% however, (ii) if the activist has demanded a board settlement, this probability does
not change.’® For these reasons, the shareholders prefer that the activist demand a board

settlement if and only if information asymmetry is higher than a certain threshold (I < l;)
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Figure 10 - As a function of info. asymmetry: (a) ex-ante shareholder value, and

(b) average ex-post shareholder value conditional on reaching a settlement.

Parameters: b= 0, b'= 100, C®/n"= 20, C* /n'= 5, ap= 0.5, 5= 0.3, and A ~ U(I, b").

However, if information asymmetry is high (i.e., if [ < I, which implies that board settle-
ments do benefit shareholders more than action settlements), then the average ex-post share-
holder value conditional on reaching a board (action) settlement is at its lowest (highest) level,
as again can be observed in panel (b) of Figure 10 above. This result is not specific to this
example, and it holds generally, as formalized by the corollary below (which directly follows
from Corollary 1 and Proposition 6; for further intuition see the discussions after empirical
predictions 4 and 5 in Section 4.2.2). Therefore, for evaluating when board settlements are
better for shareholders than action settlements, abnormal stock returns around settlements

may not be an accurate measure, and they might actually point to the opposite conclusion.

62 Formally, this is because the settlement region converges to an empty set (i.e., A% converges to b) and the
likelihood of a proxy fight p% converges to zero.

63While the activist may implement a negative NPV project (specifically, after winning a proxy fight), note
that the ex-ante shareholder value cannot be negative, because if it were than the activist would never win a
proxy fight.
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Corollary 2 Denote the average ex-post shareholder value upon reaching an action (board)

settlement by 75 (7% ). Then, for any two values ly and ly that | can take, if Iy < I, < Iy, then
mi(la) < 7p(h) < miy(h) < 75 ().

5 Extensions

I study several extensions of the main model in order to show robustness of the results and to
generate further implications. In this section, I summarize these extensions. For a complete
description of the extensions, more detailed discussions, and formalization of the results, refer

to Online Appendix F.

5.1 Imperfect learning upon joining the board

In Online Appendix F.1, I relax the assumption that the activist always learns the value of the
project if he joins the board, and I instead assume that he learns it with probability ¢ € (0,1).
I find that the results from the main model continue to hold, becase the equilibrium structure
is preserved both for the case where the activist demands a board settlement and for the case
where he demands an action settlement.

To start with the former case, the equilibrium described in Proposition 1 continues to be
valid, with the exception that ap is replaced with apq. Intuitively, upon reaching a board
settlement, the activist cannot distinguish whether the NPV A is higher or lower than his bias
b*, and thus he implements the project only if he learns that A > b*. An additional implication
of this result is that the activist is not able to exercise his decision authority after reaching a
board settlement even if he obtains full control, that is, even if ag = 1.

Regarding the latter case, the equilibrium in Proposition 5 continues to be valid as well,
where the only change is that ap is replaced with apg. This is because upon winning a proxy
fight upon rejection of an action settlement, the activist again implements the project only if
he learns that A > .64

Moreover, as I also discuss in the online appendix, the empirical predictions of the main
model get even stronger under this extension, because the dynamics described above amplify

the forces that were already present in Section 4.2.

64 Note that if the activist wins a proxy fight upon rejection of a board settlement, then ap remains unchanged,
because the activist infers from the rejection of board settlement that the project’s NPV is higher than his bias
b, even when he is unable to directly observe the NPV.
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5.2 Incumbent’s disclosure and information sharing agreements

In Online Appendix F.2, I study an extension where I add a disclosure stage at the very
beginning of the game: I assume that, with some probability ¢, the incumbent has the option
to voluntarily disclose the NPV to the activist (e.g., via information sharing agreements), where
this disclosure is also verifiable. I find that under reasonable parameter specifications, there
exists a threshold such that the incumbent discloses the NPV if and only if the NPV is lower
than this threshold, and moreover, the activist ends his campaign following disclosure (i.e.,
he does not demand any settlement and does not run a proxy fight). Intuitively, disclosure
eliminates the activist’s incentives to run a proxy fight since it shows that the NPV is low.
Following nondisclosure, however, the equilibrium is exactly as it was for the main model (i.e.,
as described in Propositions 1 and 5). As a result, as long as it is not always possible for the
incumbent to disclose a given NPV (i.e., ¢ < 1, for example due to Regulation Fair Disclosure,
as elaborated in Online Appendix F.2.1), the results and empirical predictions from the main

model continue to hold in this extension as well.

5.3 Incumbent’s counter-offer

An assumption made in the main model is that when demanding a settlement, the activist
makes a take-it-or-leave-it offer to the incumbent board. However, in practice, sometimes
boards make counter-offers to the activist. Therefore, in Online Appendix F.3, I assume that
after the activist makes his demand, the incumbent can make a counter-offer to the activist.

First of all, I find that if the activist demands a board settlement, there is always an
equilibrium that is identical to the one in Proposition 1 (and therefore all of the other results
in Section 3 continue to hold without any change whatsoever). The reason is that the incumbent
has no incentive to counter with an action settlement offer, because the probability that the
project is implemented is lower after a board settlement reached, and thus the incumbent
always prefers a board settlement over an action settlement.%

Next, consider the case where the activist demands an action settlement. The discussion
above may give the impression that whenever A < b, the incumbent will always counter with
a board settlement (because the activist never implements the project upon joining the board
when A < b*). However, this is not true: In fact, I find that if ap is low (which is consistent

with the existing empirical evidence, e.g., Bebchuk et al. (2020)), then there always exists an

65 Moreover, for the same reason, if ag < 1 then there exists no equilibrium where the incumbent counters
with an action settlement. For reasons why it might be ap < 1, refer to the discussion in Section 4.2.
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equilibrium that is identical to the equilibrium characterized by Proposition 5 (and thus all
of the other results and predictions in Section 4 continue to hold as well). This is because
even though the incumbent and the activist are aligned when the NPV is low, this does not
imply that they will reach a board settlement (when the activist’s initial demand is an action
settlement), because such a settlement would affect the incentives of the incumbent to counter
with a board settlement when the NPV is high, and in turn the incentives of the activist to
accept the counter-offer.

To see this more clearly, suppose for a moment that if the activist demands an action
settlement, the incumbent counters with a board settlement when A < 6%, and the activist
accepts. However, as I also formally show in the online appendix, then the incumbent would
never accept the action settlement, and instead it would counter with a board settlement when
A is high as well, because the incumbent prefers it to an action settlement.’® Importantly,
accepting the board settlement prevents the activist from running a proxy fight later on, due
to the standstill provision of the settlement as mentioned earlier. Therefore, if ap is low, the
activist prefers rejecting a board settlement counter-offer, and instead runs a proxy fight. As a
result, the incumbent’s decision boils down to either accepting the activist’s initial settlement
demand or rejecting it, as in the main model.

In turn, the activist continues to make his settlement demand as specified in Proposition 6.
Note that regardless of how small ag is, the activist continues to demand a board settlement

if information asymmetry is high, due to reasons explained following Proposition 6.

5.4 Incumbent with ¥’ < 0 and micro-foundation of activist’s b* < 0

Another set of assumptions of the main model was about the incumbent’s and activist’s biases,
B' and B®. First, relative to the status quo, the incumbent was assumed to be biased against
the project on the table (i.e., B > 0, or equivalently, b’ = B’/n’ > 0), however it could be that
the incumbent is biased in favor of the project (i.e., B < 0). Indeed, as I explain in Online
Appendix F.4, if B* < 0 then the main model and its analysis continue to hold if the labels of
“status quo” and “project” are simply switched.

Second, it was also assumed in the main model that the activist has an exogenous bias B¢,
and it was shown in Section 3.2.1 as well as Online Appendix B.2 that this bias has interesting

implications if B* < 0 (or equivalently, if b* = B®/n® < 0). In Online Appendix F.5, motivated

66Note that if A is high, then the incumbent prefers reaching board settlement over the risk of facing a proxy
fight as well, due to the costs of a proxy fight as explained after Proposition 1.
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by the concerns expressed by institutional investors, policymakers, and the SEC about activist
short-termism,” I micro-found the activist’s bias under short-termism. In addition, in the same
online appendix, I discuss a second extension where there is uncertainty about the activist’s
skills. Importantly, in both of these extensions, the activist’s bias B® arises endogenously and
indeed satisfies B* < 0.

5.5 Shareholder proposals, short sales, and greenmail

In this section, I consider other actions that might be available to activists in their campaigns.
To begin with, shareholder proposals were not considered in the main model, because they
are typically nonbinding. Nevertheless, I study an extension in Online Appendix F.6 where
a proxy fight is replaced with a binding shareholder proposal, and I show the robustness of
the results as well as empirical predictions to this modification. Similarly, another potential
concern could be whether short selling would affect the results in the paper. However, I do not
find this to be the case in the extension I analyze in Online Appendix F.7, where I allow short

sales.

Remark regarding greenmail. Another concern could be whether activists utilize green-
mailing. In the context of activism, greenmail refers to the practice where the target firm buys
back the activist’s stake at a premium in order to convince the activist to give up his campaign.
However, empirical literature documents that greenmail is very rare in activism.%® Therefore,

I do not incorporate greenmailing in the model.

67For such concerns raised by institutional investors, see the second paragraph in the introduction. For
concerns expressed by the SEC and policymakers about activist short-termism, as well as rule changes they
have suggested to combat it, see sec.gov, “Activism, Short-Termism, and the SEC: Remarks at the 21st Annual
Stanford Directors,” 6/23/2015; and baldwin.state.gov, “U.S. Senator Tammy Baldwin Introduces Bipartisan
Legislation to Strengthen Oversight of Predatory Hedge Funds,” 8/31/2017. Indeed, many of these rule changes
were formally proposed by the SEC in 2022 (see, e.g., WSJ, “SEC Proposes Giving Activist Investors Less Time
to Report Positions,”2/10/2022; and HLS Forum on Corporate Governance and Financial Regulation, “SEC
Proposes Updates to Schedule 13D/G Reporting,” 2/15/2022).

68See, e.g., Section 8.5.2 in Bebchuk et al. (2020). In particular, they find that only 2% of the settlements
during their sample period were followed by a privately negotiated buyback that enabled the activist to sell
shares to the issuer. Furthermore, they report that in a large majority of these cases, the buyback was executed
without a premium to the market price, concluding that they find no evidence supporting the greenmail concern.
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6 Conclusion

In this paper, I provide a theoretical framework of settlements between activist investors and
boards. The activist can demand that his proposal be implemented right away (“action set-
tlement”) or demand board seats (“board settlement”), which also gives the activist access to
better information. The key insight in my findings is that the information conveyed by the
incumbent’s response is a critical factor that determines both the activist’s decision to run a
proxy fight and shareholders’ support for the activist.

The model delivers many interesting implications of settlements for shareholders. To begin
with, contrary to common concerns, value-destroying projects are typically not implemented
following settlements, but rather after the activist wins a proxy fight with the endogenous
support of shareholders. However, in any activist campaign that takes place in equilibrium,
shareholders would be better off by always supporting the activist in a proxy fight, even though
it would also result in the average ex-post shareholder return of proxy fights being negative. 1
also show that even if the activist is unbiased (i.e., he prefers to implement the project if and
only if doing so increases shareholder value), allowing for settlements can harm shareholders.

Moreover, comparing action and board settlements yields many empirical predictions con-
sistent with the existing empirical evidence (Becht et al. (2009), Gantchev (2013), Bebchuk
et al. (2020)) and further implications for shareholder value: Among other results, I find that
compared to action settlement, the average ex-post shareholder value conditional on reaching
a board settlement is smaller, but demanding a board settlement can result in higher ex-ante
shareholder value.

While the application chosen in my paper is shareholder activism, the theoretical framework
is relevant for any setting that has a similar bargaining protocol. For instance, after a general
election in many countries, a coalition government needs to be formed if the leading party has
not received sufficient votes. When the political parties negotiate how to form such a coalition,
they can negotiate over allocation of control on certain policies (akin to board settlement in
my model) or negotiate directly over implementing these policies (akin to action settlement).
Moreover, if this negotiation fails and a coalition is not formed, then the parties go to a re-
election (akin to a proxy fight), demonstrating the relevance of the model presented in this
paper for settings outside of shareholder activism. Therefore, one of the potential routes for

future research is to tailor and study the model in this paper for such applications.
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A Appendix: Proofs for the propositions in Section 3

This appendix provides the proofs of the propositions in Section 3. The results that are men-
tioned but not formalized in these sections are formalized and proven in the online appendix.
Proofs for lemmas and corollaries are provided in Online Appendix C.1.

Proof of Proposition 1. I first solve for the equilibrium for any given o € [0, 1], which is a
major part of the proof. Then, I endogenize o.

Note that the incumbent’s payoff from accepting the board settlement is agn;(A — b;) if
A > b,, and zero if A < b,. This is because upon reaching a board settlement, the activist
implements the project with probability ag if A > b,, and he never implements it if A < b,,.
The likelihood that the project is implemented is similar if the activist wins a proxy fight, with
the exception that ap is replaced by ap. Therefore, for any given p, the incumbent’s payoff
from rejecting the settlement is p [—C; + capn;(A — b;)] if A > b,, and —pC; otherwise. The
proof consists of the following steps.

Step 1: First, note that if p = 0, then due to the arguments above, the incumbent always
rejects the settlement if A > b,.

Step 2: Second, I characterize the incumbent’s strategy for any given o € [0,1] and p >
0. Note that then, again by the arguments made above, the incumbent accepts the board
settlement for all A < b,. Therefore, it remains to derive the incumbent’s response for A > b,.
Note that if A > b,, the incumbent accepts the board settlement if and only if

apni(A —b;) > p[—C; + oapn;(A —1b)]. (12)

If p < cora/bmao then (12) is equivalent to A > Ag(p;0), where Ag (p;0) is given
by (7) and satisfies Ap (p;0) € (ba,b;] (due to p <

be p*

Indeed, it cannot

UaP+Ci7[ﬁz‘(bz‘*ba)] )
in any equilibrium where proxy fight is on the equilibrium path

2 oca +C’iaﬁi bi—bg
(Which is thg tyl/a[e (of e(ﬂlilibrium that is considered in this proposition). This is because if

> carTonm oy then either (a) the incumbent rejects board settlement with positive
probablhty 1‘rZ and only if A = b,, which yields a contradiction with p* > 0 because the activist
would never run a proxy fight upon rejection, or (b) the incumbent accepts board settlement
for all A, which again yields a contradiction because it would imply that there is no proxy
fight on the equilibrium path.

Step 3: Third, I show that for any given o < g, where

0y = Cu/{apnaE [A — by A > b}, (13)

there is no equilibrium where a proxy fight is on the equilibrium path. Suppose there is.
Then, p* > 0, and hence by the second step above, the incumbent accepts the settlement
for all A < b,, and if A > b,, then the incumbent rejects the settlement if and only if
A € [b,, Ap(p*;0)], where Ag(p*;0) < b; since p* > 0. Therefore, the activist’s expected
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payoff from running a proxy fight upon rejection is given by m,, where
Ta(0) = capn,E[A — by |A € [by, Ap(p*;0)]] — Cl, (14)

which is negative because 0 < g5 and Ag(p*;0) < b;. However, this yields a contradiction
with p* > 0.

Step 4: Fourth, I show that for any given o0 > g5 (note that oz < 1 due to (2)), there
always exists an equilibrium where a proxy fight is on the equilibrium path, it is unique, and
this equilibrium is given by parts (i) and (ii) of the proposition, where 0% is simply replaced
with 0. Note that to show this result, it is sufficient to prove that for any given o > o,
there indeed exists an equilibrium where a proxy fight is on the equilibrium path, and in this
equilibrium, p* is uniquely given by

ps(0) = min {1, ap/(vap + Ci/ [ni(b; — Ap(@)))) } (15)

and it satisfies p* € (0, Uap+c7[ﬁ,(b;ba”
incumbent’s equilibrium threshold is simply equal to Ag(p*;0), and Ag(p*;0) € (ba,bi)).

Note that pg, which is given by (15), is equivalent to

) (because then, due to the second step above, the

pp(0) =min{l,ap/dL(0)}, (16)

where

ar(o) = oap + C;/[ni(b; — Ap(0))], (17)

where, in turn, Ap is given by (6) and satisfies Ag € (by, b;) due to o > o and C, > 0. Also
recall that upon rejection of the board settlement, the activist infers that A € [b,, Ap(p*; 0)],
and hence the activist’s expected payoff from running a proxy fight upon rejection is given by
(14) above. Importantly, this payoff 7,(o) is strictly positive if Ag(p*;0) > Ap, it is equal to
zero if Ap(p*;0) = Ap, and it is negative if Ag(p*;0) < Ap. With this observation in mind,
there are two cases to consider in order to show that there exists an equilibrium where a proxy
fight is on the equilibrium path, it is unique, and in this equilibrium p* is equal to (15) and
satisfies p* € (0, ;o7& e ba)])

First, suppose that ap > éy. Then, plugging (17) in for &, this 1mphes that ap > cap
and Ap < b, — —Gilni Therefore, Ap < Ag(p;o) if p = 1, and Ap < Ag(p;o) for all

agp—oap’

€ [0,1). Importantly, then it has to be p* = 1. Indeed, if p* = 1, then Ap < Ag(p*;0),
and therefore m, > 0 (i.e., the activist’s expected payoff from running a proxy fight upon
rejection is nonnegative). On the other hand, if any p* € (0,1) were to be an equilibrium,
then it would imply that Ap < Ap (p*; o). However, this would yield a contradiction, because
m, > 0. Similarly, it cannot be p* = 0, because then a proxy fight would not be on the
equilibrium path. Therefore, p* = 1 is the unique equilibrium where proxy fight is on the
equilibrium path. Note that p* = 1 < where the inequality follows from

ap
ocap +C7,/[nl (bi —ba)} )
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N A . A . . OCB
Ap > b, and ag > &, (since ap > ¢, implies that 1 < UaP'f‘Ci/[ni(bi_A?)]). Moreover, also note

that Ag(p*;0) = b; — _Gi/mi o (ba, b;), because ap > ocap and b, < Ap < b; — _Cifni

agp—oap ag—oap’

Second, suppose that ap < &j. Note that a;de —oap > 0 and Ag(ag/ap;o) = AB €

(ba, b;). Importantly, then it must be p* = ag/dr. Indeed, if p* = ap/ay, then Ag(p*;0) =
AB, and therefore m, = 0, and hence p = ap/&y is a best response of the activist. On
the other hand, if p* < ap/dar, then it would imply that Ap < Ap(p*;0). However, then
7o > 0, yielding a contradiction with p* < 1. Similarly, p* > ap/d&y is not possible either.
This is because if p* > ap/dar, then either (a) p* > s +C¢7[ﬁi(bfba)}’ which is not possible
in any equilibrium where proxy fight is on the equilibrium path (as explained in the second
step above), or, (b) ap/dr < p* < ar 1O m oy and hence Ag(p*;0) € (b, Ap), implying
o < 0 and therefore yielding a contradiction with p* > 0.  Therefore, p* = ap/dp is
the unique equilibrium where proxy fight is on the equilibrium path. Finally, also note that
p* = ap/ar < O'QP“!‘Ci;l[’fB;i(bi—ba)}’ where the inequality follows from &, > cap+C;/[n; (b; — b,)].
This completes the characterization of the equilibrium for any given o > o 5.

Step 5: Finally, I endogenize o, and I show that there exists a unique o} that yields
an equilibrium where proxy fight is on the equilibrium path. Note that by the third step
above, if 0 < g5 then such an equilibrium does not exist. Therefore, it is sufficient to focus
attention on ¢ > g5 (note that o5 < 1 due to (2)). Then, due to the fourth step above,
for any given o > op, if the activist wins a proxy fight upon incumbent’s rejection then the
expected shareholder value is apE [A|A € [by, Ag(pg(0);0)]], which is strictly decreasing in o
(this is because Ag(pg(0);0) € (ba, b;) by the fourth step above, and Ag(pg(0); o) is strictly
decreasing in o due to the arguments in Section 3.1). Since the shareholders’ expected payoff
is zero if the activist loses a proxy fight upon rejection, to show that there exists a unique

equilibrium o7, it is sufficient to prove lim,|,, apE [A|A € [by, Ap(pp(0);0)]] > 0. Indeed,

this always holds, because lim, |, A p(0) = b; by the definitions of ¢ and A B, which in turn
imply that limy|,, pg(c) = 0 (where pp is given by (15)). Therefore, lim,,, Ap(pp(c);0) =
b, which implies lim, |, , apE [A|A € [by, Ap(pp(0);0)]] > 0 as desired, due to (3). Also note
that the equilibrium A% has to satisfy Aj > 0, because otherwise apE [A|A € [b,, A%]] < 0
(since A% > b,) and hence the shareholders would deviate to always supporting the incumbent
in a proxy fight (i.e., deviate to 0 = 0). =

Proof of Proposition 2. Note that except for the last statement, all of the statements
in the proposition follows directly from combining Lemma 1 with Proposition 1. Note that
A% > 0, because otherwise Proposition 1 implies that it must be that b, < A} < 0, which
would imply a contradiction with o} > 0 (since the shareholders would be strictly worse off
by electing the activist in a proxy fight, compared to re-electing the incumbent). Therefore, it
remains to show that there exists b, < 0 such that oy < 1if and only if b, < b,. To show this
result, I actually prove a stronger result: I show that that o} weakly decreases as b, decreases.

Suppose that there exists 0 < b, such that o (b)) > o}(b,). Note that the expected
shareholder value conditional on the activist winning a proxy fight after incumbent’s rejection
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of a board settlement is given by 72 = apE [A|A € [b,, A%]], where A% > b, by part (i) of
Proposition 1. Since the shareholder value is zero if the incumbent is re-elected, and since
o% > 0 again by Proposition 1, 0 < o%(b,) < o%(b?) < 1 implies 72(b)) = 0 < 7B(¥!),
which in turn implies b, < A%(b,) < A%L(D)) (since Ay > b, as mentioned above). Note that
the activist’s expected payoff from running a proxy fight upon the incumbent’s rejection of a
board settlement is given by 72 = oapn,FE [A — by|A € [by, A%]] — C,. Then, b, < A%R(Y,) <
A%(B!) and (b)) < ok(b!) imply that #2(0)) > wB(1,), resulting in pH(0)) > pi(bl).
However, combining p§(b7) > pi(b),) with o(b)) > o5(b,), part (i) of Proposition 1 implies
ALY < AR(D,) (because Af; € (b, b;)), yielding a contradiction. m

Proof of Proposition 3. Below, steps 6-7 prove part (i), and steps 8-9 prove part (ii). The
rest of the steps are preliminary steps.

Step 1: First, given that the activist has demanded a board settlement, for any given
o € [0,1], T derive the expected shareholder value I1?(s). By the fourth step in the proof of
Proposition 1, for any given o > g5 (where g is given by (13) and g < 1 due to (2)), there
always exists an equilibrium where a proxy fight is on the equilibrium path, it is unique, and
this equilibrium is given by parts (i) and (ii) of Proposition 1, where o7% is simply replaced
with o. Therefore, for any o > o,

M5 (0) = py(o) [ apAdF(A) + [} apAdF(A), (18)

where Ag(0) and pg(o) are given by (4) and (5), respectively, and where 0% is again replaced
with 0. Note that Ag(o) € (b,, b;) by the fourth step of the proof of Proposition 1. Also note
that in equilibrium, o7 > o by the fifth step in the proof of Proposition 1.

In contrast, if ¢ < op, then by the third step in the proof of Proposition 1, there is no
equilibrium where a proxy fight is on the equilibrium path. However, given 0 < ¢p, there
always exists an equilibrium where the incumbent always rejects the settlement for all A > b,
and the activist never runs a proxy fight. Indeed, this is an equilibrium because then the
activist’s expected payoff from running a proxy fight upon rejection is weakly smaller than
oapn,E[A — b,|A > b,] — C,, which is nonpositive due to o < gz and (13). Therefore, it
is a best response of the activist to never run a proxy fight (i.e., p(¢) = 0). In turn, it is a
best response for the incumbent to reject the settlement for all A > b,.99 Therefore, in this
equilibrium, I12(s) = 0.

Note that given o < oy, even though there might also exist an equilibrium where the
incumbent accepts the board settlement for all A, I choose the equilibrium described above
(i.e., where the incumbent rejects the settlement for all A > b,) for three reasons: (a) First

69Note that for all A < b,, the incumbent is indifferent between accepting and rejecting the settlement,
because the activist does not implement the project upon reaching a board settlement. Therefore, there is
actually a continuum of equilibria, where the incumbent accepts the settlement with any probability for any
A < b,, while it rejects with certainty for all A > b,. However, the differences in these equilibria has no
material impact, because for any A < b,, regardless of whether the incumbent accepts the settlement or not,
the project is never implemented.
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of all, recall that in the proof of Proposition 1, for any ¢ > o5, the equilibrium described
by parts (i) and (ii) of Proposition 1 is chosen (for the reasons for this selection, please see
the discussion right after Proposition 1), where ¢7; is again replaced with o. Importantly, in
this equilibrium, plugging (5) in (4) implies that A%(c) > Ap(o), where Ag(o) > b, + Cy/n,
due to (6). Therefore, for any o > op, the incumbent rejects the settlement at least for
A € [by,b, + Cy/ng], which is a set with nonzero measure. For this reason, for the region
where shareholder support for the activist is lower (i.e., 0 < o), it would not be reasonable
to choose the equilibrium where the incumbent accepts the settlement for all A. (b) Second,
the equilibrium where the incumbent always accepts the settlement does not always exist:
In particular, it does not exist if C;/n; < (ap —agap)(b; — b,). This is because by the
arguments made at the beginning of the proof of Proposition 1, for any A > b,, the incumbent
strictly prefers to reject the board settlement if agn;(A —b;) < p[—C; + ocapn;(A —b;)], or
equivalently, pC; < (ap — poap)n;(b; — A). In contrast, the equilibrium where the incumbent
rejects the settlement for all A > b, always exists (as shown above). (c) Third, if the equilibrium
where the incumbent rejects the settlement for all A > b, is chosen for the region where
o < o, then, p(c) and I1Z(0) in this region is continuous with pgz(c) and 1% (o) in the region
where 0 > o5 (again derived from the fourth step in the proof of Proposition 1), because
(6) and (13) imply that lim, 4, Ag(0) = b;, in turn (4) and (5) yield limy|,, pp(0) = 0 and
limy )y, Ap(o) = b;, and thus, (18) implies lim, |, IIZ(c) = 0. However, this continuity at
o = ogp cannot be achieved with the equilibrium where the incumbent always accepts the
settlement, because the latter equilibrium yields I (o) = apE[l{asp1A] > 0 (where the
inequality follows from (3)).

Step 2: 1 show that Ag(c) is strictly decreasing in o if 0 > g5. Recall from step 1 that
for any 0 > g5, Ag(o) and pg(o) are given by (4) and (5), respectively, where o%; is simply
replaced with o. In turn, (5) implies that another way to express Ag (o) is

b; — M, if ap > oap + M,
Aplo)={ & as—oor B TN ) (19)
Ag(o), otherwise.

Therefore, there are three cases to consider: First, suppose that ap < o« p+C;i/[ni(b; —A B(0))].
Then, Ag(c) = Ap(o), where Ag(0) is strictly decreasing in ¢ for all 0 > g, due to (1), (2),
and (13). Second, suppose that ap > oap + Ci/[n;(b; — Ap(0))]. Then, Ag(c) = b; — —Zimi

agp—oap
is again strictly decreasing in o. Third, suppose that az = cap 4+ C;/[n;(b; — Ap(0))]. Then,
Ap(0) is again strictly decreasing in o, because both Agz(c) and b; — %
decreasing in o.

Step 3: For any two values 09,07 of ¢ such that o3 > 01 > gp, I show that it must
be pp(o2) - 09 > pg(oy) - 01. Suppose that there exist oo > o1 > gz such that pz(os) -
0o < pg(o1) - 1. Then, it must be that pg(o2) < pg(o1). In turn, since the fourth step
of the proof of Proposition 1 implies that Ag(c) = b; — _ppCi/ni o (ba, b;), it follows that

ap—ppoap

pp(o2) -2 < pg(oy) -0y and pg(os) < pg(oy) together imply that Ag(o2) > Ap(0y), yielding

are strictly
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a contradiction with step 2 above.

Step 4: Note that for o = 0%, [1%(0%) > 0 and the first term in (18) is nonnegative. To see
this, note that if the first term in (18) were to be negative, then the shareholders would deviate
to always supporting the incumbent in a proxy fight, yielding a contradiction with o3 > 0
(which was shown in Proposition 1). In turn, since the first term in (18) is nonnegative, this
implies that I12(o%) > 0, because Ap(o%) < b; by Proposition 1.

Step 5: 1 show that for 0 > o, it must be pg(c)oap < ap. Suppose that there exists o >
o such that pg(o)oap > ap. However, then, (4) yields a contradiction with Ag(o) € (b, b;)
(recall by step 1 above that Ag(o) is given by (4) where o7; is simply replaced with o, and
also that Ag (o) € (by, b;)).

Step 6: 1 show that for any o > o%, it must be [12(0) > 118 (0%). Recall that 0% > o5 (as
noted in step 1). Therefore, for any o > 0%,

5(5) = pylo fb apAdF )+ SarP apAdF(A) + [ . apAdF(A)
> pglo fb apAdF(A) + pglo fA UB apAdF(A) + fziB(g%) agAdF(A)
> pplos)oy fba 2 G AAF(A) + pyloty)oy fAB(:)B apAdF(A) +f£i3(o*3) apAdF(A)
=117 (o%5)

where the first and last equalities follow from (18); the first inequality follows from combin-
ing fAB 7B o pAdF(A) > 0 (by step 4), pg(o)oap < ap (by step 5), Ag(o) < Apg(c})
(by step 2), and b, < Ag(c) (by step 1); and the second inequality follows from combining

fbe(U*B) apAdF(A) > 0 and pg(o)o > pg(og)os (by step 3).

Step 7: 1 show that for any o < 0%, it must be I1(0%) > [12(0). Again, recall that o% >
o - There are two cases to consider. First, suppose that ¢ < o5. Then, [12(0%) > 0 = [15(0),
where the inequality follows from step 4, and 1% (o) = 0 follows from step 1. Second, suppose

that 0 > op5. Then,

P (0%) = ps(0h)oh f, " apAdF(A) + [L55) apAdF(A) + [y ) apAdF(A)
> pp(05)0% o, " apAdF (D) + pB(JB aB fA B((, apAdF (D) + [3 0y aBAAF(A)
> pg(o)o [, 2505 0 p AdF(A) + pglo fA 0h) apAdF )+ fﬁiB(U) apAdF(A)
=117 (o)

where the first and last equalities follow from (18); the first inequality follows from combining

S22 apAdF(A) > 0 (by step 4), pp(05)ohar < ag (by step 5), and Ap(o%) < Ag(o) (by

step 2); and the second inequality follows from combining fbe “5) o p AdF (A) >0, Ag(oy) <
Ap(0), and py(0%)0% > py()o (by step 3).

Step 8: Denoting by 72 the expected ex-post shareholder value conditional on the activist
winning a proxy fight upon rejection of a board settlement, I show that 7Z(c) > 0 for all
o < 0%. Since o) > op by step 1, there are two cases to consider: First, suppose that
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0 < ogp. Then, the incumbent always rejects the settlement by step 1, and hence 72(0) =
apE[la>p,} - A], which is positive due to (3). Second, suppose that 05 < 0 < o%. Then,
by step 1, 78(c) = apE[A|A € [bs, Ap(0)]] and Ap(c) > b,. Importantly, step 4 implies

fbe(ag) apAdF(A) > 0, because o5 > 0, pg(of) > 0, and Ag(o}) > b, due to Proposition

1. Combining L?B(UTB) apAdF(A) > 0 and Ag(o%) > b, with step 2 implies 72(0) > 0 for all
op<o<og

Step 9: 1 show that 78(c) < 0 for all ¢ > 0%, where 72 is defined in the previous step.
Note that for there to be any o > ¢, it must be that ¢}, < 1. Combining this with part (iii)
of Proposition 1 implies o% € (0, 1). In other words, in a proxy fight upon rejection of a board
settlement, the shareholders are indifferent between electing the activist and re-electing the
incumbent. Since the shareholder value is zero if the incumbent is re-elected, it must be that
7B8(0%) = 0. Combining this with 72(0) = apE[A|A € [b,, Ap(c)]] (which again follows from
step 1 due to o > o} > op, where Ap(c) > b,) and step 2 implies 72(0) < 0 for all o > o7%.
|

Proof of Proposition 4. The proof consists of several steps. Among these steps, steps 8-13
prove part (ii), steps 14-17 prove part (i), and step 18 proves part (iii). The rest of the steps
are preliminary steps. The steps are as follows.

Step 1: First, note that if the activist demands a board settlement, the equilibrium is given
by Proposition 1, and hence I1Z is given by

[P (Cl) = 05(Ca)pi(Ca) [, 2 apAdF(A) + [, () aBAdF(A). (20)

Step 2: Second, I derive II?. To that end, suppose that the activist cannot make any
settlement demand. Note that if the activist runs and wins a proxy fight, then the expected
shareholder value is given by fb(: apAdF(A), which is positive due to (3). Therefore, the
shareholders always support the activist in a proxy fight. As a result, the activist’s expected
payoff from running a proxy fight is given by I1Z = n, fbl; ap (A —b,)dF(A) — C,, which is
also positive due to (2). Therefore, the activist always runs a proxy fight. As a result,

12 = [ apAdF(A) > 0. (21)

Step 3: Note that if ¢, < 1, this implies that when the activist runs a proxy fight upon
rejection of a board settlement, shareholders are indifferent between supporting the activist
and supporting the incumbent, because also ¢ > 0 by Proposition 1. Therefore, the expected
shareholder value if the activist runs and wins a proxy fight upon rejection of a board settlement
must be zero. As a result, it also follows that A} satisfies the equation E[A|A € [b,, A%]] = 0.
Note that since A% > b, by part (i) of Proposition 1, (3) implies that there exists a unique
Ag € (bg, b;) such that A% = Ag. Also note that b, < 0 due to o < 1, because if b, > 0 then
in any equilibrium upon the rejection of a board settlement, the shareholders strictly prefer
that the activist is elected in a proxy fight, resulting in 0% = 1. Finally, also note that Ay > 0.
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Step 4: 1 show that if 0, < 1 for any C, = C}, then o} < 1 for any C, = CV < C!.
Note that for any C,, the activist’s expected payoff from running a proxy fight upon rejection
of a board settlement is given by 7%(C,) = nohapE [A — by|b, < A < A%] — C,. Moreover,
for any C,, pj; > 0 due to Proposition 1, and hence it must be 7%(C,) > 0. Suppose that
there exists C?” < C! such that o5(C?) < 1 and o5(C?”) = 1. Then, at C, = C7, the
expected shareholder value if the activist runs and wins a proxy fight upon rejection of a
board settlement must be nonnegative, i.e., E[A|A € [b,, A (CY)]] > 0. When combined with
05(C) < 1 and step 3 above, this implies that A} (CY) > AL(CY). Then, due to 7(C%) > 0
and o5(C!) < o5(CY) = 1, this implies that 7*(C”) > 0 and hence pj(CY) =1 > pi(CY).
However, since 0%(C") < o%(C”), due to Proposition 1, this implies that A% (CY) < A% (CY),
yielding a contradiction.

Step 5: Note that if 0% < 1, then 117 = fzo apAdF(A), where A is as defined in step 3.
Note that this expression for IIZ follows from the definition of I1Z in step 1, and the result in
step 3 that A% satisfies the equation F[A|A € [b,, A%]] = 0.

Step 6: Note that if o, = 1, then it must be that A}, > Ay, because otherwise, the definition
of Ag in step 3 implies that in a proxy fight, the shareholders always support the incumbent,
yielding a contradiction with o} = 1.

Step 7: Note that if o5 = 1 for some C, = C”, then for all C, > C”: (a) Step 4 implies
that 0% = 1, and hence (b) (20) implies that I12(C,) is continuous in C,, because given that
oy =1, A3(C,) and p(C,) given by (4) and (5) are continuous in C,.

Step 8: In this step, I start the proof of part (ii). In particular, in this step, I show that
if 0%(C’) < 1 for some C, = C’, then I12(C,) < TIZ(C") for all C, > C". Since IIZ(C") =
fﬁo apAdF(A) due to step 5, and in addition I12(C,) = fzo apAdF(A) if 0%(C,) < 1 (again
due to step b), it is sufficient to show this result for C, that satisfies 0% (C,) = 1. Indeed, for
any such C,, (20) implies

M2(C) = pp(Ca) [27 apAdF(A) + SR iy BAF(A)
= Pp(Ca) [SP apAdF(A) + [3: ) apAdF(A) (22)

< [y apAdF(A) = TIE(CY),
where the second equality follows from the definition of Ag in step 3 and A% (C,) > Ay by step
6; the inequality follows from Ay > 0 in step 3 and p};(C,)ap < ap due to (5) and o (C,) = 1;
and the last equality follows from step 5.

Step 9: 1 show that if 05(C’) = 1 for some C, = C!, then IZ(C?) < HE(C’) for all
C” > C!. This result follows because 05(C!) = o5(C?) =1 (by step 4), and hence

I2C) = pp(C) [N apAdF (D) + [ o) anAIF(A)
p(Ch) [SF ) apAdF(A) + [, (o)) apAdF(A) = TTE(CY),

IN
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where the first and last equalities follow from (22) in step 8, and the inequality follows because
whenever 0% (C,) = 1: (a) p§;(C,) is weakly decreasing in C, due to (5), (b) A%(C,) is weakly
increasing in C, due to (4), (c) pi(Cy)ap < ap due to (5), and (d) Ay > 0 by step 3.

Step 10: T show that I12(C,) is continuous for all C,. Note that if 0% (C,) < 1 for all C,,
this holds due to step 5, and if 0% (C,) = 1 for all C,, then it holds due to step 7b. Therefore,
it remains to prove this result for the case where o%(C,) < 1 for some C, and o%(C,) =1 for
some C,. Let C, = inf{C, : 05;(C,) = 1}, which exists due to step 4. Moreover, steps 4, 5, and
7b together directly imply that T1Z(C,) is continuous for all C, # C,. Therefore, it remains
to show that I12(C,) is continuous at C, = C, as well. Since (4) and (5) imply that (20) is
continuous w.r.t. ¢} (holding C, constant) and C, (holding o7 constant), it is sufficient to
show that o%(C,) is continuous at C, = C,. I show this result in two substeps: (a) First, I
prove that o3 (C,) is continuous for all C, < C,. To see why, note that step 4 implies that
o5 < 1forall C, < C,, and thus step 3 implies that A% (C,) = Ap for all C, < C,. In turn, for
A%(C,) to remain constant for all C, < C,, it follows from (4) and (5) that 0% (C,) has to be
continuous for all C, < C,, because not only (4) is continuous w.r.t. C, (holding % constant)
but it is also strictly decreasing w.r.t. o% (holding C, constant) due to the arguments in
Section 3.1. (b) Second, I show that lim¢, ¢, 05(Ca) = 1. Suppose that lime, ¢, 05(Ca) # 1,
which implies that lim¢, ;¢ 05(Ca) < 1 (note that the limit exists due to the previous substep).
Recall that A% (C,) = Ay for all C, < C, due to step 3. Since o}(C,) is continuous for all
C, < C, (by the last substep) and thus (4) is continuous in C, for all C, < C, as well, this
implies that (4) evaluated at the pair of C, = C, and o} = lim¢,1¢, 05(Ca) < 1 is equal to
Ay as well. Since (4) is strictly decreasing w.r.t. o3 (holding C, constant) as noted in the
previous substep and (4) is continuous w.r.t. C, (holding o% constant), this in turn implies
that there exists § > 0 such that A% (C,) < Ag for all C, € (C,,C, + ) (because 05(C,) =1
for all such C,). However, then for all C, € (C,,C, + ¢), the shareholders are strictly worse
off by electing the activist in a proxy fight upon the rejection of a board settlement (because
E[A|IA € [b,, A%(C,)]] < 0 due to combining the definition of Ay in step 3 with A} > b, in
Proposition 1), yielding a contradiction with o%(C,) = 1.

Step 11: IB(C,) is weakly decreasing in C,, which immediately follows from steps 7a and
8-10.

Step 12: Steps 10 and 11 imply there exists C, such that 12 < 117 if and only if C, > C,.

Step 13: While step 12 above completes the proof of part (ii), in this step I also show that
there exists @z > 0 such that if ap < @z, then C, < C,, where C, is given by (2). Note that
due to (21) and step 12, it is sufficient to show that for any given C,, lim,, o IIZ(C,) = 0.
Indeed, this result follows from (20) because for any 6 > 0, (5) implies that there exists a’y > 0
such that if ap < oy, then pi(ap) < 0 (note that —co < b, < Ag(o(ag)) < b < oo is
always satisfied in equilibrium due to part (ii) of Proposition 1).

Step 14: In this step, I start proving part (i). To begin with, note that (21) and the result
lim,,, 1o [T? = 0 in step 13 imply that there exists &g > 0 such that 112 < 117 if ap < az.

Step 15: 1 prove part (i.a) by showing that conditional on the activist demanding a board
settlement, as ap decreases, A} weakly decreases. To prove by contradiction, suppose that
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there exist o/3 and o such that o < o/ and Aj(alh) > Aj(alz). Then, of(af) =1 >
0% (a/y) due to the same arguments made in steps 3 and 6. In turn, the activist’s expected payoff
7% (given in step 4) from running a proxy fight upon rejection of a board settlement satisfies
() > 7k (a’y). Therefore, pi(a’y) > pi(ay). Combining this with o (ah) > o (a’y) and
alf, < o'y, part (i) of Proposition 1 yields a contradiction with A% (a/}) > Aj(aly).

Step 16: Next, I show that conditional on the activist demanding a board settlement, p}
weakly decreases as ap decreases. To prove by contradiction, suppose that there exist o’y and
o'y, such that o/} < o’y and p(a’y) > pi(a’y). Note that then, p(a’s) € (0,1) by part (ii) of
Proposition 1. Also note that the activist’s expected payoff 77 from running a proxy fight upon
rejection of a board settlement was given in step 4, and p§(a’y) € (0,1) implies 7% (a/y) = 0.
Since Aj(a’y) < Aj(aly) (by the previous step), there are two subcases to consider:

Step 16a: Suppose that Aj(a/s) = Aj(ag). Then, ph(a) > ph(ay) implies o5 (a/;) >
oi(as) (because if o () < oh(az) then k(o)) < 0 due to 7i(a’y) = 0, yielding a con-
tradiction with pi(a/;) > 0). However, combining o%;(a’;) > oi(a'y), pi(a’s) > pi(a’y), and
alf, < o'y, part (i) of Proposition 1 yields a contradiction with A% (a/}) = Aj(aly).

Step 16b: Suppose that A% (a}) < A%(aly). Then, pi(a’y) > ph(aly) implies o3 (o)) >
o5 (aly) (because if o (a’y) < of(aly) then 7% (a’y) < 0 due to 7% (a’z) = 0, yielding a contra-
diction with pj(a/;) > 0). Then o%(az) < 1, and hence step 3 implies that A% (az) = Ay.
However, then Af(a/}) < Ah(a'y) implies Aj(a;) < Ay, yielding a contradiction with steps
3 and 6 (since these steps imply that it must be A% (a’s) > Ay).

Step 17: Next, I complete the proof of part (i.b). To that end, since the incumbent accepts
the board settlement if and only if A € (I,b,) U (A%, b;) (due to part (i) of Proposition 1),
combining with steps 15 and 16 implies that conditional on the activist demanding a board
settlement, the likelihood of a proxy fight decreases as ap decreases. Therefore, to complete
the proof of part (i.b), it is sufficient to show that lim,, o pj(ep) = 0. Indeed, this result
holds because as it was shown in step 13 above, for any § > 0, there exists o’y > 0 such that
if ap < o'y, then ph(ap) < 9.

Step 18: In this step, I prove part (iii), which consists of the two substeps below. Note that
I also show in step 18b below that C~’a < C,.

Step 18a: Note that if the activist does not make any settlement demand, then his expected
payoff is II? = —C, + n,apFE [max {0, A — b,}], where the shareholders always support the
activist in a proxy fight due to step 2 above. Importantly, limq ;¢, I17(C,) = 0 due to (2).

Step 18b: To complete the proof of part (iii), there are two cases to consider: (I) First,
suppose that o%(C,) < 1 for all C, < C,. Then, step 3 above implies that A%(C,) = A
for all C, < C,, where Ay < b;. Since the activist’s payoff when the incumbent rejects a
board settlement is nonnegative (because not running a proxy fight is always an option for
the activist), this implies that IIZ(C,) > n, fz"O ap(A — b,)dF(A) for all C, < C,. In turn,
since Ag € (ba, b;) again by step 3, this implies that I12(C,) > 0 for all C, < C,, and also
lime,1e, [13(C,) > 0. Combining with step 18a, this implies that there exists C, < C, such
that IIZ > 117 if C, > C,, as desired. (II) Second, suppose that there exists ¢’ < C, such that
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0% (C") = 1. Then, step 7a above implies that o%(C,) = 1 for all C, € (C’,C,). Recall from
step 2 of the proof of Proposition 3 that another way to express A% is (19), where o is replaced
with ¢% in equilibrium. This implies that for all C, € (C’,C,), A%(C,) = b; — % if ag >

O‘P—i_#/(nﬂca) and A%(C,) = Ag(1|C,) otherwise. In turn, since (1), (2), and C, > 0 together

imply that Ag(1|C,) € (ba,b;) for all C, € (C',C,) and also lime, e, Ap(1C,) € (ba,b;)
(where Ap(1|C,) is given by part (i) of Proposition 1), this implies that A%(C,) € (ba, b;)
for all C, € (C},C,), and also limg, 16, A3(Ca) € (ba,bi). Since the activist’s payoff when
the incumbent rejects a board settlement is nonnegative (because not running a proxy fight is
always an option for the activist), this implies that I17(C,) > n, [ Abi*B () @B(A=bg)dF(A) > 0
for all C, € (C.,C,), and also limg, ¢, IIZ(C,) > 0. Combining with step 18a, this implies
that there exists C,, < C, such that s > 12 if C, > C,, as desired. m

61



INTERNET APPENDIX

B Online appendix for action settlement (Section 4.1)

Recall that in Section 4.1, the subgame where the activist has demanded an action settle-
ment was analyzed. This appendix provides additional discussion for this section, as well as
formalization of the results that were not formalized in the main text. Below, I start with a
more detailed discussion of Proposition 5, and then show and discuss the robustness of the
implications for shareholder value.

B.1 Discussion of Proposition 5

If the activist demands an action settlement, then the incumbent follows a threshold strategy,
as described by Proposition 5 and depicted in Figure 7. To see why, let us start by analyzing
the equilibrium for a given o. Note if the incumbent accepts the action settlement, then the
incumbent’s payoff is n’(A — b'), because the project is implemented with certainty. Also
note that if the incumbent accepts the action settlement, the activist does not launch a proxy
fight.”™ In contrast, if the activist rejects the action settlement, then the incumbent’s expected
payoff is p[—C" + capn’(A —b')] whenever A > b, because the activist runs a proxy fight with
probability p and implements the project with probability poap (which is the probability that
the activist runs and wins a proxy fight and acquires the decision authority on the board),
where poap < 1 always holds in equilibrium.”™ Moreover, if A < b?, the activist does not
implement the project upon winning a proxy fight, and therefore the incumbent’s incentive to
reject the settlement is larger. Therefore, the incumbent’s incentive to accept the settlement
is strictly increasing for all A. As a result, for any p, there is a threshold A, (p; o) such that
the incumbent accepts the action settlement if and only if A > Ay (p; o), where

1/p—oap’
which is higher than 0* as long as the activist’s proxy fight threat p is not too high. Although
A 4 could become equal to or lower than b* if p were to be very high, this never takes place in
equilibrium (because otherwise, the activist would have no incentive to launch a proxy fight
upon rejection). Indeed, note that A4 is decreasing in the probability p of a proxy fight upon
rejection.

Aa(po) =0~ (23)

"0 An important reason is the standstill provisions, which are very common in settlements (see footnote 15
in Section 2 for some statistics). Another reason is that once the incumbent agrees to implement the activist’s
proposal, there is no reason left for the activist to run a proxy fight.

" Formally, this is because (10) implies that in equilibrium, if o%ap = 1, then p% < 1. Intuitively, it is
because if it were p*c*ap = 1 in equilibrium, then the incumbent would accept the action settlement for all
A > b%, however this would yield a contradiction as described in the discussion following (23).
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In turn, again for a given o, p* is determined in a similar fashion to the case where the
activist demands a board settlement. In particular, as A 4 increases, the activist’s incentives to
run a proxy fight upon rejection increases. At the same time, A 4 is decreasing in the activist’s
proxy fight threat p. Therefore, A4 and p together form a fixed point equation.

As a result, for any given o, if o is not too low (which always holds in equilibrium),” then
this fixed point equation uniquely pins down p* as p* = p,(0) > 0, which is given by (10), and
in turn, A4(0) is given by (9), where the only exception is that % everywhere is replaced with
0. Moreover, due to the same intuition described in the Section 3.1, a decrease in o results
in an increase in A4(c) and hence increases apE [1aspy - A|A < Ay (which is the expected
payoff of the shareholders from electing the activist in a proxy fight). This yields a unique o*
in equilibrium, which is denoted by ¢ and is positive.

B.2 Robustness of the implications for shareholder value

Section 3.2 formalized and discussed many implications of board settlements for shareholder
value. As I formally show and elaborate below, all of these implications continue to be hold
for the case where the activist demands an action settlement as well, due to the same intuition
discussed in Section 3.2.

To begin with, a negative NPV project is never implemented after an action settlement
is reached. This is because A% > 0 always holds in equilibrium, since shareholders would
never support the activist in a proxy fight if it were A% < 0, which would eliminate the
activist’s incentives to run a proxy fight and thus the incumbent’s incentives to accept the
settlement. Therefore, for any negative NPV project that the activist is willing to implement
(i.e., A € [b%,0)), in equilibrium the incumbent rejects the action settlement, and hence the
activist implements the project with positive probability after running and winning a proxy
fight.

As a result, a negative NPV project is implemented with positive probability after the
activist runs and wins a proxy fight with the (endogenous) support of the shareholders. Indeed,
if the activist were to never run or win a proxy fight,” then the incumbent would always reject
the action settlement, making it profitable for shareholders to elect the activist and in turn
making it profitable for the activist to run a proxy fight.™

"2Formally, this condition corresponds to o being larger a certain threshold o 4 € (0,1). Indeed, as I show
in the proof of Proposition 5, 0% > g4 always holds in equilibrium. This is because, similar to the intuition
described in footnote 30 in Section 3.1, if 0% < o, then the incumbent never accepts the settlement, and
as a result, it becomes strictly profitable for the shareholders to elect the activist in a proxy fight, yielding a
contradiction with o% < 1.

"3 Note that if the activist were to never win a proxy fight, he would have no incentive to launch a proxy
fight.

™This is because if the incumbent were to always reject the settlement, then (3) implies that shareholders
would be strictly better off by electing the activist. In turn, (2) implies that the activist would strictly prefer
to run a proxy fight.
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The results above are formalized in the proposition below.

Proposition 8 Suppose that the activist has demanded an action settlement. Then, a negative
NPV project is implemented only if b, < 0. Specifically, if b, < 0, then:

(1) The activist runs and wins a proxy fight with positive probability.

(13) The probability that a negative NPV project is implemented is zero after a settlement is
reached, but it is positive after the activist wins a proxy fight.

Moreover, there is b2 < 0 such that 0%, < 1 if and only if b, < b2.

Next, in any activist campaign realized in equilibrium, shareholders would be better off by
committing to supporting the activist in a proxy fight more, as shown in the proposition below.
This is because such a commitment would increase the incumbent’s incentives to accept the
action settlement (i.e., reduce the rejection threshold from A% to some A’y < A%), and as a
result, it would yield a larger increase in the probability that the project is implemented when
it has a high NPV (i.e., A € (A’;, A%]) compared to lower NPV (i.e., A € [b*, A)))).

However, whenever such a commitment changes the voting outcome (i.e., whenever % < 1),
it also results in 7% (the average ex-post shareholder return conditional on the activist’s victory
in the proxy fight) being negative, as also formalized by the proposition below. The reason is
that 0% < 1 implies 7% is already nonpositive without such a commitment, and this in turn
implies that 7% becomes negative under such a commitment since A% decreases.

Proposition 9 Consider any campaign where the activist has demanded an action settlement.
If the shareholders commit to any o4 > %, then compared to any o4 < o’ :

(1) The ex-ante shareholder value is strictly larger.

(i) The expected ex-post shareholder value conditional on the activist winning a proxy fight is
strictly smaller. More specifically, it is negative for any o4 > o, while it is nonnegative
for any o4 < 0.

Finally, despite the results above, I show in part (i) of the proposition below that even if the
activist is unbiased (i.e., b* = 0) and he demands an action settlement, allowing for settlements
can destroy ex-ante shareholder value, because it can reduce the overall probability that the
project is implemented (note that this result is not limited to b* = 0, and it applies for any
bias of the activist). Specifically, this happens if the activist’s cost of a proxy fight C, is
high, because then the activist often does not run a proxy fight upon the rejection of the
action settlement (even though shareholders prefer that he always runs a proxy fight), as the
incumbent’s rejection signals to the activist that A is not high. In contrast, he always runs a
proxy fight in the hypothetical scenario where settlements were not allowed.”

Moreover, as shown in parts (i) and (iii) below, if settlements are allowed, and C, is high
or b, = 0, then the activist strictly prefers demanding an action settlement over making no
settlement demand, due to saving the cost of a proxy fight.

75See footnote 47 in Section 3.2.2.
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Proposition 10 Denote the ex-ante shareholder value (the ex-ante payoff of the activist) by
I3 (I17!) if the activist has demanded a board settlement, and by 117 (117 ) if settlements are
not allowed. Recall that C, is given by (2).

(i) There exists C2 such that TI* < 112 if and only if C, > C4, where C < C,.

a

(i1) There exists C2 such that T2 > 112 if C, > C2, where CA < C,.

a

(4ii) If by = 0, then 112t > 112 for any C, < C,,.

B.3 Proofs for action settlement (Section 4.1)

Proof of Proposition 5. I first solve for the equilibrium for any given o € [0, 1], which is a
major part of the proof. Then, I endogenize o.

Step 1: First, for any given o € [0, 1], I characterize the incumbent’s strategy at the response
stage. Note that the incumbent’s payoff from accepting the action settlement is n;(A — b;)
for all A. On the other hand, if the incumbent rejects, then for any given p, its payoff is
p[—C; + oapn; (A —b)] if A > b,, and —pC; otherwise. This is because if the incumbent
rejects the settlement, the activist runs a proxy fight with probability p (which the activist
wins with probability ¢), and upon winning a proxy fight, the activist implements the project
only if A > b, (in which case he implements it with probability ap).

As a result, the incumbent accepts the settlement if and only if the NPV A is larger than
a certain threshold. In particular, if p < e /[lni(bi_ba)], then the incumbent accepts the
action settlement if and only if A > b, and n;(A — b;) > p[—C; + ocapn;(A —b;)]. Note
that the latter inequality is equivalent to A > A4 (p; o), where Ay (p; o) is given by (23) and

Ay (p;o) > b, is satisfied if p < MP+C'/[1n,(b,7ba)}. Even though the incumbent’s threshold
becomes lower and satisfies Ay (p;0) < b, if p were so high that p > Jozp—i-C"/[ln'(b'—ba)]’ this

never happens in equilibrium, because if it did then the activist would never run a proxy fight
upon rejection (since he would infer with certainty that A < b, upon rejection), contradicting
with p > ——& /[1ni(bz-—ba)]' Indeed, it is verified below that As(p*;0) > b, always holds in
equilibrium.

Related, also note that the incumbent rejects the action settlement for some A € (I, b;).
To see this, recall from above that when A € (I, b,), the incumbent’s payoff is n;(A — b;) if it
accepts the action settlement, and it is —pC; if it rejects. Therefore, a necessary condition for
the incumbent to accept the action settlement for all A is [ — b; > —C;/n;, which contradicts
with (1).

Step 2: Second, note that in any equilibrium for any given o € [0, 1], due to arguments
made above, upon rejection of the action settlement the activist infers that the project return
A is smaller than the incumbent’s threshold A4(p*; o), where p*(o) denotes the probability
that the activist runs a proxy fight upon rejection of action settlement. Therefore, the activist’s
expected payoff from running a proxy fight upon rejection is given by m,, where

To = oapnE [max {0, A — b, } |A < Au(p*;0)] — C.
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Step 3: Third, I show that if 0 < o, where
o, =Cyu/{apn,FE [max{0,A —b,}|}, (24)

then the equilibrium exists, it is unique, and in equilibrium, the incumbent always rejects the
settlement and the activist never runs a proxy fight. Note that to show this, it is sufficient to
prove that if o < g4, then p*(c) = 0 (i.e., the activist never runs a proxy fight upon rejection).
This is because then, due to the arguments made in the first step above, the incumbent always
rejects the settlement. The proof of this step consists of two substeps: First, note that p*(c) =0
indeed constitutes an equilibrium given o, because A4(0;0) = b; and hence 7, < 0. Second,
it cannot be that p*(c) > 0. This is because if p* > 0, then A4(p*;0) < b;, and hence 7, < 0,
which yields a contradiction with p* > 0.

Step 4: Fourth, I show that for any given 0 > o, (note that ¢, < 1 due to (2)), the
equilibrium exists, it is unique, and it is given by parts (i) and (ii) of the proposition, where
o’ is simply replaced with 0. Note that to show this result, it is sufficient to prove that for
any given o > g4, an equilibrium exists, and in equilibrium, p* is uniquely given by

pa(0) = min{1,1/(cap + C;/[ni(b — Aa(0))])} (25)

and it satisfies p* € (0, mp+c./[1n.

step above, the incumbent’s equilibrium rejection threshold is simply equal to A4(p*; o), and
Ay(p*;0) € (by,b;)). Note that p,, which is given by (25), is equivalent to

(b,fba)}) (because then, due to the arguments made in the first

palo) = 1 : (26)
e O oA © (0,1), otherwise,

{1, ifAASbi—%andaap<l,

where A 4(0) is given by (11) and satisfies A (o) € (b,, b;) due to o > g, and C, > 0. Recall
by the second step above that the activist’s expected payoff from running a proxy fight upon
rejection is given by 7,. Importantly, this payoff 7, is strictly positive if Ay(p*;0) > A A, it is
equal to zero if Ag(p*;0) = Ay, and it is negative if Ay(p*;0) < A4, With this observation
in mind, there are three cases to consider in order to show that p* is equal to (25) and satisfies

pre (0’ 00P+Ci/[1ni(bz‘*ba)})'

First, suppose that A, < b; — % and ocap < 1. Then, Ay < Au(p;o) if p = 1, and
Ay < A4(p; o) for all p € [0,1). Importantly, then it has to be p* = 1. Indeed, if p* = 1, then
Ay <A A(p*; o), and therefore m, > 0 (i.e., the activist’s expected payoff from running a proxy
fight upon rejection is nonnegative). On the other hand, if any p* < 1 were to be an equilibrium,
then it would imply that Ay < A a(p*;0). However, then 7, > 0, which would yield a
contradiction with p* < 1. These arguments confirm that p* = 1. Note that p* = 1 satisfies

pF < gap+Ci/[1m(bi—ba)}’ because Ay < b; — —f_%Z; implies that 1 < a_aP_i_Ci/[iLi(bi—AA)}, where A
satisfies A4 > b,. Also note that A4(p*;0) > by, because Ay(p*;0) = b; — % > A4 > b,
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Second, suppose that cap = 1. Then, it cannot be p* = 1 in equilibrium. This is because
if p* = 1, then the incumbent would accept action settlement for all A > b, (since n;(A—0b;) >
[—p*Ci+ p*oapn;(A—1;)] for all A > b,), and hence the activist would never run a proxy fight
upon rejection, yielding a contradiction (recall from the first step that the incumbent rejects
the action settlement for some A € (I,b;)). Therefore, it has to be that p* < 1. Moreover, it
must be Aq(p*; o) = A 4. This is because if Au(p*5o) > A4, then 7, > 0, which implies that
p* = 1, yielding a contradiction. On the other hand, if Ay(p*;0) < Ay, then 7, < 0, and
hence p* = 0. However, this would imply that A4(p*;0) = b;, yielding a contradiction with
Aa(p*;0) < Ay < b;. Therefore, it must be that Ax(p*;0) = A, (which makes the activist
indifferent between running and not running a proxy fight upon rejection). In turn, due to

. . . . * . . . * o 1
(23), this equality uniquely pins down p*, which is given by p*(0) = ror O A Note

7 and p* € (0,1) since cap =1 and Ay € (by, b;).

that this implies p* <

1
oap+Ci/[ni(bi—ba)
Third, suppose that b; — C/ "< Ay and oap < 1. Then, the proof is almost identical

to the previous case. In partlcular, it must be that A,(p*50) = A,. This is because if
A4(p*;0) > Ay, then m, > 0, which implies that p* = 1. However, this would imply that
Ay(p*50) =b;— Ci/""’ and thus A4(p*;0) < A,, yielding a contradiction. On the other hand,

if Ag(p*;0) < AA, then 7, < 0, and hence p* = 0. However, this would imply that A4 (p*;0) =
b;, yielding a contradiction with A4 (p*;0) < A 4. Therefore, it must be that A, (p*; o) = Ay,

In turn, this equality uniquely pins down p*, which is again given by p*(o) = p— /[711_ WL

since Ay € (by, b;)) and also implies p* € (0,1)

Note that this implies p* < 7arTC, /[1nz(bi—ba)] (
Ci/ni_

(since b; — an < A 4 and A 4 < b;). This completes the characterization of the equilibrium
for any given o > o 4.

Step 5: Fifth, note that for any given o0 > o,, in equilibrium the incumbent’s rejection
threshold can be also expressed as

Axs(pylo);0) :maX{AA(U),bi—M}. (27)

1—ocap

Indeed, this follows from plugging (26) in (23).

Step 6: Finally, I endogenize o, and I show that there exists a unique o% that yields
an equilibrium. Note that by the third step above, if 0 < o, then the incumbent always
rejects the settlement. In turn, if the activist runs a proxy fight upon rejection, then the
shareholders deviate to always supporting the activist, because the expected shareholder value
is apl [1{A2ba} . A] if the activist wins a proxy fight, which is positive due to (3). However,
this yields a contradiction with o < 1, which is implied by ¢ < g4 due to (2).

Therefore, it is sufficient to focus attention on o > ¢ 4. Then, due to the fourth step above,
for any given o > 0 ,, if the activist wins a proxy fight upon incumbent’s rejection then the
expected shareholder value is apE [1{asp,} - AJA < Ay(py(0); 0)]], which is strictly decreasing
in o (as it can be seen from the fifth step above). Since the shareholders’ expected payoft is zero
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if the activist loses a proxy fight upon rejection, to show that there exists a unique equilibrium
0%, it is sufficient to prove lim,|,, apE [L{asp,} - A|A < Au(py(o);0)]] > 0. Indeed, this
always holds, because lim, |, , A 4(0) = b; by the definitions of ¢ 4, and A A, which in turn implies
that limy |, , p4(0) = 0 (where p, is given by (25)). Therefore, lim,|,, As(p4(0); o) = b;, which
implies limy |5, @pE [Liass,} - AJA < Au(py(0);0)]] > 0 as desired, due to (3). Also note that
the equilibrium A% has to satisfy A% > 0, because otherwise apE [Liass,} - A|A < A3]] <0
(since A% > b,) and hence the shareholders would deviate to always supporting the incumbent
in a proxy fight (i.e., deviate to 0 = 0). =

Proof of Proposition 8. Note that except for the last statement, all of the statements
in the proposition follows directly from combining Lemma 1 with Proposition 5. Note that
A* > 0, because otherwise Proposition 5 implies that it must be that b, < A% < 0, which
would imply a contradiction with ¢% > 0 (since the shareholders would be strictly worse off
by electing the activist in a proxy fight, compared to re-electing the incumbent). Therefore, it
remains to show that there exists b < 0 such that o* < 1 if and only if b, < b”'. To show this
result, I actually prove a stronger result: I show that that o% weakly decreases as b, decreases.

Suppose that there exists b < b/, such that ¢% (b)) > o%(b,). Note that the expected
shareholder value conditional on the activist winning a proxy fight after the incumbent’s re-
jection of an action settlement is given by 74 = apFE [1{A2ba} -AJA < Az], where A% > b,
by (9). Since the shareholder value is zero if the incumbent is re-elected, and since o% > 0 by
Proposition 5, 0 < 0% (¥,) < o%(b!) < 1 implies 72(0,) = 0 < 72(V”), which in turn implies
ba < A% (b)) < A% (b)) (since A% > b, as mentioned above). Note that the activist’s expected
payoff from running a proxy fight upon the incumbent’s rejection of an action settlement is
given by 72 = 0% apn.F [max {0,A — b,} |A < A¥%] — C,. Then, b, < A% (b)) < A%(b") and
o* (b)) < o (b") imply that 72(b") > 72(b), resulting in p* (b") > p* (b,). However, combining
P (B7) > ph (b)) with o (b)) > o* (b)), (9) implies A% (b7) < A% (b)), yielding a contradiction.
]

Proof of Proposition 9. Below, steps 6-7 prove part (i), and steps 8-9 prove part (ii). The
rest of the steps are preliminary steps.

Step 1: First, given that the activist has demanded an action settlement, for any given
o € [0,1], T derive the expected shareholder value IT4(c). By the fourth step in the proof
of Proposition 5, for any ¢ > o, (where o, is given by (24) and g, < 1 due to (2)), the
equilibrium exists, it is unique, and it is given by parts (i) and (ii) of Proposition 5, where o
is simply replaced with o. Therefore, for any o > o4,

(o) = pa(o)o [ "7 apAdF(A) + [} ) AdF(A), (28)

where A 4(0) and p4 (o) are given by (9) and (10), respectively, and where o% is again replaced
with 0. Note that A4(o) € (ba, b;) by the fourth step of the proof of Proposition 5. Also note
that in equilibrium, ¢% > o4 by the sixth step in the proof of Proposition 5.

In contrast, if 0 < 0,4, then by the third step in the proof of Proposition 5, the equilibrium
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exists, it is unique, and in equilibrium, the incumbent always rejects the settlement and the
activist never runs a proxy fight. Therefore, for any o < g 4, [I4(0) = 0.

Step 2: 1 show that A,(o) is strictly decreasing in o if 0 > g 4. Indeed, this follows from
(27), which is the alternative expression for A 4(o) that was derived in the fifth step of the proof
of Proposition 5 (note that 11 implies that A4(c) is strictly decreasing in ¢ for all o > ¢,
due to (1), (2), and (24)).

Step 3: For any two values 09,07 of o such that oo > 07 > oy, I show that it must
be p4(02) - 02 > py(01) - 01. Suppose that there exist o9 > 01 > g4 such that p,(o2) - 02 <
p4(o1)-01. Then, it must be that p,(03) < p4(o1). In turn, since the fourth step of the proof of
Proposition 5 implies that A 4 (o) = bi_% € (by, b;), it follows that p 4(02)-02 < py(01)-01
and p4(02) < pa(o1) together imply that As(o2) > Aa(oq), yielding a contradiction with step
2 above.

Step 4: Note that for o = 0%, IT2(c%) > 0 and the first term in (28) is nonnegative. To see
this, note that if the first term in (28) were to be negative, then the shareholders would deviate
to always supporting the incumbent in a proxy fight, yielding a contradiction with ¢% > 0
(which was shown in Proposition 5). In turn, since the first term in (28) is nonnegative, this
implies that T14(c%) > 0, because A 4(c%) < b; by Proposition 5.

Step 5: 1 show that for any o > g4, it must be p,(0)oap < 1. Suppose that there exists
o > o, such that py(c)oap = 1. However, then p,(c) = 0 = ap = 1, which yields a
contradiction with (26) in the proof of Proposition 5.

Step 6: 1 show that for any o > o7, it must be [1{(c) > I4(0%). Recall that 0% > o4 (as
noted in step 1). Therefore, for any o > o%,

(o) = palo)o 24 apAdF fAA(W AdF(A + JA oy AF(A)
> palo)o [24 apAdF(A +pa(0)0 [V apAdF(A) + SR oy AAF (D)
> paloa)oy f O‘PAdF(A) + paloa)oy fAA(UA) apAdF(A) + filg(ai;) AdF(A)
=11 (0%)

where the first and last equalities follow from (28); the first inequality follows from com-
bining fAA 74 o pAdF(A) > 0 (by step 4), pa(o)oap < 1 (by step 5), Aa(o) < Ax(ch)
(by step 2), and b, < Aa(o) (by step 1); and the second inequality follows from combining

fbf“(gi‘) apAdF(A) >0 and py(o)o > pa(ch)o’y (by step 3).
Step 7: 1 show that for any o < o, it must be I1{(c%) > IT%(0). Again, recall that 0% > o .
There are two cases to consider. First, suppose that o < ¢,. Then, II4(¢%) > 0 = I14(0),

where the inequality follows from step 4, and I1#(0) = 0 follows from step 1. Second, suppose
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that o > 0 4. Then,

T (0%) = pa(0%)os [N apAdF(A) + [49) AdF(A) + [2 ) AdF(A)
> palo)o fbAA“’A) apAdF(A) + pA(UA aA fA Alo) apAdF (A)+ [, ) AdF(A)
> pa(0)o [ apAdF(A) + pa(0)o [0 PAdF )+ [ o) AdF(A)
= 1II(0)

where the first and last equalities follow from (28); the first inequality follows from combining
fbf“(ai‘) apAdF(A) > 0 (by step 4), pa(c%)ofap < 1 (by step 5), and Ay(c%) < Aa(o) (by
step 2); and the second inequality follows from combining fbfA(Uf“) apAdF(A) >0, Aa(oh) <
Au(0), and py(0%y)oy > palo)o (by step 3).

Step 8: Denoting by 72 the expected ex-post shareholder value conditional on the activist
winning a proxy fight upon rejection of an action settlement, I show that 7%(s) > 0 for all
o < 0%. Since 0% > g4 by step 1, there are two cases to consider: First, suppose that
o < o4. Then, the incumbent always rejects the settlement by step 1, and hence 74(0) =
OZPE[l{AZba} - A], which is positive due to (3). Second, suppose that 0, < o < ¢%. Then, by
step 1, 72(0) = apE[liass,) - A|JA < Ay(0)] and Au(o) > b,. Importantly, step 4 implies
fbf“ "W apAdF(A) > 0, because 0% > 0, p4(c%) > 0, and Ay(c%) > b, due to Proposition

5. Combining fba Al%) apAdF(A) > 0 and As(c%) > b, with step 2 implies 77(c) > 0 for all
oy <o < 0%

Step 9: 1 show that 7/(0) < 0 for all ¢ > %, where 72 is defined in the previous step.
Note that for there to be any o > o, it must be that ¢% < 1. Combining this with part
(iii) of Proposition 5 implies ¢ € (0,1). In other words, in a proxy fight upon rejection of an
action settlement, the shareholders are indifferent between electing the activist and re-electing
the incumbent. Since the shareholder value is zero if the incumbent is re-elected, it must be
that 72'(c%) = 0. Combining this with 72 () = apE[l{ass,} - A|A < Au(o)] (Which again
follows from step 1 due to o > 0% > o4, where Ay (o) > b,) and step 2 implies 72(c) < 0 for
allo>o0%. =

Proof of Proposition 10. The proof consists of several steps. Among these steps, steps
8-13 prove part (i), step 14 proves part (ii), and step 15 proves part (iii). The rest of the steps
are preliminary steps. The steps are as follows.

Step 1: First, note that if the activist demands an action settlement, the equilibrium is
given by Proposition 5, and hence 112 is given by

MA(Co) = 04(Ca)pa(Ca) M apAdF(A) + [, o) AdF(A), (29)
Step 2: Second, note that by the second step in the proof of Proposition 4, IT? is given by

(21).
Step 3: Note that if 0% < 1, this implies that when the activist runs a proxy fight upon
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rejection of an action settlement, shareholders are indifferent between supporting the activist
and supporting the incumbent, because also ¢% > 0 by Proposition 5. Therefore, the ex-
pected shareholder value if the activist runs and wins a proxy fight upon rejection of an
action settlement must be zero. As a result, it also follows that A% satisfies the equation
E[A|A € [b,, A%]] = 0. Note that since A% > b, by part (i) of Proposition 5, (3) implies
that there exists a unique Ay € (by,b;) such that A% = Agy. Also note that b, < 0 due to
0% < 1, because if b, > 0 then in any equilibrium upon the rejection of an action settlement,
the shareholders strictly prefer that the activist is elected in a proxy fight, resulting in 0% = 1.
Finally, also note that Ag > 0.

Step 4: 1 show that if 0% < 1 for any C, = C!, then ¢% < 1 for any C, = C” < C". Note
that for any C,, the activist’s expected payoff from running a proxy fight upon rejection of an
action settlement is given by 7*(C,) = n,oapFE [max{0,A — b, }|A < A%] — C,. Moreover,
for any C,, p% > 0 due to Proposition 5, and hence it must be 7%(C,) > 0. Suppose that
there exists C? < C! such that ¢%(C’) < 1 and ¢%(C”) = 1. Then, at C, = C7, the
expected shareholder value if the activist runs and wins a proxy fight upon rejection of an
action settlement must be nonnegative, i.e., E[A|A € [b,, A% (C?)]] > 0. When combined with
0% (C") < 1 and step 3 above, this implies that A% (C”) > A%(C"). Then, due to 7£(C’) > 0
and 0% (C!) < o%(C!) = 1, this implies that 7%(C”) > 0 and hence p%(CY) =1 > p%(C’).
However, since o%(C") < ¢%(C"), due to Proposition 5, this implies that A% (C?) < A%(CY),
yielding a contradiction.

Step 5: Note that if 0% < 1, then IT4 = fAb’O AdF(A), where Ag is as defined in step 3.
Note that this expression for IT4 follows from the definition of I1# in step 1, and the result in
step 3 that A% satisfies the equation E[A|A € [b,, A%]] = 0.

Step 6: Note that if 0% = 1, then it must be that A% > A, because otherwise, the definition
of Ay in step 3 implies that in a proxy fight, the shareholders always support the incumbent,
yielding a contradiction with ¢% = 1.

Step 7: Note that if 0% = 1 for some C, = C’, then for all C, > C’: (a) Step 4 implies
that 0% = 1, and hence (b) (29) implies that [12(C,) is continuous in C,, because given that
o =1, A%(C,) and p%(C,) given by (9) and (10) are continuous in C,.

Step 8: In this step, I start the proof of part (i). In particular, in this step, I show
that if 0% (C’) < 1 for some C, = C!, then II}(C,) < IIA(C!) for all C, > C’. Since
A(Ch) = [y AdF(A) due to step 5, and in addition TT4(C,) = [\ AdF(A) if 0%(C,) < 1
(again due to step 5), it is sufficient to show this result for C, that satisfies 0% (C,) = 1. Indeed,
for any such C,, (29) implies

DG = palCa) [y, apAdF(A) + [, AAF(A)
" A% (Cq b;
= p5(C) [aM 9 apAdF(A) + SR 0y AdF(A) (30)
< [ AdF(A) = TINCY),

where the second equality follows from the definition of Ag in step 3 and A% (C,) > Ay by
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step 6; the inequality follows from Ay > 0 in step 3 and p% (C,)ap < 1; and the last equality
follows from step 5.

Step 9: 1 show that if 0% (C”) = 1 for some C, = C’, then II4(C”) < IIA(C?) for all
C” > C!. This result follows because 0% (C") = % (C?”) =1 (by step 4), and hence

TG = pal(Co) [ apAdF(A) + [, oy AAF(A)
< PO SN apAdF(A) + [1. o) AdF(A) = TIACY),

S

where the first and last equalities follow from (30) in step 8, and the inequality follows because
whenever ¢ (C,) = 1: (a) p%(C,) is weakly decreasing in C,, due to (10), (b) A% (C,) is weakly
increasing in C, due to (9), (c) p%(Cy)ap <1, and (d) Ay > 0 by step 3.

Step 10: 1 show that I12(C,) is continuous for all C,. Note that if 0% (C,) < 1 for all C,,
this holds due to step 5, and if 0% (C,) = 1 for all C,, then it holds due to step 7b. Therefore,
it remains to prove this result for the case where 0% (C,) < 1 for some C, and ¢%(C,) =1 for
some C,. Let C, = inf{C, : 6% (C,) = 1}, which exists due to step 4. Moreover, steps 4, 5, and
7b together directly imply that IT12(C,) is continuous for all C, # C,. Therefore, it remains
to show that I1%(C,) is continuous at C, = C, as well. Since (9) and (10) imply that (29) is
continuous w.r.t. ¢% (holding C, constant) and C, (holding ¢ constant), it is sufficient to
show that o%(C,) is continuous at C, = C,. I show this result in two substeps: (a) First, I
prove that ¢%(C,) is continuous for all C, < C,. To see why, note that step 4 implies that
% < 1for all C, < C,, and thus step 3 implies that A% (C,) = A, for all C, < C,. In turn,
for A% (C,) to remain constant for all C, < C,, it follows from (9) and (10) that ¢%(C,) has
to be continuous for all C, < C,, because not only (9) is continuous w.r.t. C, (holding o
constant) but it is also strictly decreasing w.r.t. ¢% (holding C, constant) since (9) is given by
plugging ¢ in (27) in step 5 of the proof of Proposition 5 (where o% > o, by step 6 of the
same proof). (b) Second, I show that lim¢, ¢, 0% (Ca) = 1. Suppose that lime, ¢, 0%(Ca) # 1,
which implies that lim¢, ;¢ 0%(C,) < 1 (note that the limit exists due to the previous substep).
Recall that A% (C,) = Ag for all C, < C, due to step 3. Since ¢%(C,) is continuous for all
C, < C, (by the last substep) and thus (9) is continuous in C, for all C, < C, as well, this
implies that (9) evaluated at the pair of C, = C, and 0% = limg,1¢, 07(C,) < 1 is equal to
Ay as well. Since (9) is strictly decreasing w.r.t. ¢% (holding C, constant) as noted in the
previous substep and (9) is continuous w.r.t. C, (holding ¢% constant), this in turn implies

that there exists > 0 such that A% (C,) < Ag for all C, € (C,,C, + ) (because o%(C,) =1
for all such C,). However, then for all C, € (C,,C, + ¢), the shareholders are strictly worse
off by electing the activist in a proxy fight upon the rejection of an action settlement (because
E[AIA € [b,, A%(C,)]] < 0 due to combining the definition of Ay in step 3 with A% > b, in
Proposition 5), yielding a contradiction with ¢%(C,) = 1.

Step 11: TI4(C,) is weakly decreasing in C,, which immediately follows from steps 7a and
8-10.

Step 12: Steps 10 and 11 imply there exists C4 such that T4 < II? if and only if C, > CA.
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Step 13: Next, I complete the proof of part (i) by showing that C’f < C,, where C, is
given by (2). Note that due to steps 10 and 11 above and (21), it is sufficient to show that
lime,1e, 14(C,) = 0. In turn, the proof of this limit consists of two substeps:

Step 13a: First, I show that there exists C, < C, such that o%(C,) =1 for all C, > C..
Note that if b, > 0, then C, = 0 by the arguments made in step 3. Instead, if b, < 0, let
C, be the value of C, that satisfies A4(1|C,) = Aq, where A4(c|C,) is given by part (i) of
Proposition 5 and A, was defined in step 3 above. Note that such C, exists and is unique since
Ag € (bg,b;). Moreover, C, < C, due to (2). Importantly, then for all C, > C., (27) in the
proof of Proposition 5 implies that A% (C,) > Ay. Hence, due to the same arguments made
in step 3 above, for all C, > C, the shareholders strictly prefer the activist to be elected in a
proxy fight, yielding % (C,) = 1 as desired.

Step 13b: Since ¢%(C,) = 1 for all C, € (C,,C,) (by step 13a), parts (i) and (ii) of
Proposition 5 imply that for all C, € (C,,C,), A%(C,) and p%(C,) are continuous in C,.
Moreover, limg, ¢, AA(1|C,) = b; due to (2) and the definition of A4(c|C,) in part (i) of
Proposition 5. Therefore, (10) implies that lim¢, ¢, p%(Cs) = 0, and hence in turn (9) implies
that limg 1, A%(C,) = b;. As a result, (29) implies that limg, ¢, II2(C,) = 0, as desired.

Step 14: In this step, I prove part (ii). Proof of this result has three substeps:

Step 14a: First, due to step 2 in the proof of Proposition 4,

M2 = —Cy + 1 [, ap(A = by)dF(A) > 0 (31)

and the shareholders always support the activist in a proxy fight.

Step 14b: Second, note that due to step 13a above, there exists C!, < C, such that ¢ (C,) =
1 (i.e., when the activist demands an action settlement) for all C, > C/.

Step 14c: Third, I prove part (i) by showing that II4(C,) > M12(C,) for all C, > C".
Combining step 14b with Proposition 5 implies that for all C, > C,

I = 5 fy, % (naap(A = ba) = Ca) dF(A) +n [3 (A = b)AF(A). (32)

Importantly, (32) is strictly larger than (31), because b, < A% < b; (by (9) in Proposition 5)
and py =1 if fbfj‘ (neap(A —b,) — Cy) dF(A) > 0 (because then the activist strictly prefers
to run a proxy fight upon rejection of an action settlement), concluding the proof of part (ii).

Step 15: In this step, I prove part (iii). Proof of this result is similar to the proof of part
(ii), and it also has three substeps:

Step 15a: First, I1Z is again given by (31), where b, = 0.

Step 15b: Second, note that due to b, = 0, the arguments made in step 3 imply that o% =1
(i.e., when the activist demands an action settlement) for any C, < C,,.

Step 15c: Third, I show that IT4(C,) > I12(C,) for all C, < C,. This holds because
combining step 15b with Proposition 5 implies that for all C, < C,, ITIZ/(C,) is given by (32)
where b, = 0. In particular, (32) is strictly larger than (31) due to the same reasons described
in step 14c, concluding the proof of part (iii). m
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C Online appendix: Proofs for the propositions in Sec-
tion 4.2

Proof of Proposition 6. Note that [ satisfies the parameter restrictions (1) and (2) if and

only if [ € (I,1), where [ is defined in the statement of Proposition 6 and
[ = min{b*, b — cp}. (33)

To see why, note that under uniform distribution of A, the parameter restrictions (2) and
[ < b* (which is implied by (1)) are equivalent to b — Oép% < 1 < .7 Combining with
(1), this yields I € (I,1). Also note that again due to uniform distribution, (3) is satisfied if
and only if —b < b* (because [ < b* as mentioned above).

I start by proving parts (i) and (ii). First, I show that p} and A% do not change with .
To see this, note that by part (i) of Lemma 2 in Online Appendix C.2, %, does not change in
I. In addition, Ag(o%(1)|l) (which is given by (6)) does not change with I, because (1) implies
[ < b*. Combining these, (5) implies that p}; does not change with [, and in turn, (4) implies
that A} does not change with /.

Second, I show that lim;|; p% = 0 and lim;; A% = b. Part (ii) of Lemma 2 shows that there
exists I, > [ such that 0% = 1if I < I,. Moreover, given 0% (l) = 1, A4 (which is given by (11))
strictly decreases with [ (again, due to [ < b%). In addition, given o*(I) = 1, lim;; Ay = b,
because lim;; apF' [max {0, A — b*}] = k, where F'[-] denotes the expectation for a given .
Combining these, (10) implies that lim,;|; p% = 0 and that p* weakly decreases as [ decreases if
1 <1,, and in turn (9) implies that lim;;; A% = b and that A% weakly increases as [ decreases
if 1 <1,

Third, I show that as [ decreases, p* weakly decreases and A* weakly increases. Note
that due to arguments made at the end of the previous step, it is sufficient to show this result
for | > I,. Note that again by part (ii) of Lemma 2, % is continuous w.r.t. [, o% < 1 if
[ > ZJ, and o7 weakly increases as [ decreases. Since % > 0 by Proposition 5, this implies
that 0% € (0,1). In other words, when the activist runs a proxy fight upon rejection of an
action settlement, shareholders are indifferent between supporting the activist and supporting
the incumbent. Therefore, it must be that the shareholders’ expected payoff if the activist
wins a proxy fight is equal to zero. Since Proposition 5 implies that this payoff is given by
apE' 1aspey - A|A < A%] where A% > b, it must be that as [ changes, A% stays constant so
that this payoff remains equal to zero. Combining this with the earlier result that o% weakly
increases as | decreases, (9) implies that p* weakly decreases as [ decreases.

Next, I prove part (iii), which consists of several steps. To that end, as the first step, I make
a few notes. Denote by I1%(l) (II4(1)) the activist’s expected payoff from demanding action
settlement (board settlement) for a given [. If the activist demands an action settlement (board

"6This is because if A has a uniform distribution, then x < apFE [max{0,A —b*}] & k < apProb(A >

P)E[A — 1A > b9 & k< aph=bt (B _pe) o b —ap 0 o)
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settlement), the equilibrium is given by Proposition 5 (Proposition 1), where ¢% and o} are
continuous w.r.t. | due to Lemma 2. Therefore, for all [ € (1,1), TI%(1) (I1%(1)) is continuous
w.r.t [. This is because the probability density function f (A) = ﬁ is continuous in [ for all
A € (1,b), and as a result, all of A (1), p%(I) and A*%(I) are continuous in [, while Ag(1),
pi(1), and A% (1) do not change with [ (recall that 0% does not change with 7). Also note that
if p% (1) < 7, then the activist’s expected payoff upon the rejection of the incumbent is zero,
because if k£ = k then he is indifferent between running a proxy fight and not, where the latter
yields a payoff of zero. In the remainder of the proof, consider any two values [y, ls of [ such
that Iy < l;. Recall that {1 < b* due to (33).

Second, note that combining parts (i) and (ii) with Proposition 1 and the result that o
does not change with [ implies that I1%(ly) = Z—H“ ({1).This is because pi(l1) = pi(la),
Aj(l) = A(l2), op(l) = 05(l2), and

B(l) b
I8 (1) = piy() / ((Dap(d —b) — k) LdA + / RIS B dn,  (34)

for any [, where the term b_ in the integrals stems from the uniform distribution of A (that
is, for any given [, f(A) = ;= for all A € (1,b)).

Third, I show that Hj(lg) < %Hj(ll). To that end, Proposition 5 implies

* 240 * a 1 ’ a 1
W [ Ciara =) - n) s [ (a-pzaa

40
(35)

for any [ (where the term bi in the integrals again stems from the uniform distribution of A).

Recall that by Lemma 2, 07 is weakly decreasing in [, and there exists I, > [ such that o* =1
if | <1, and 0% < 1if I > I,. Note that to prove IT%(l5) <= llH“ 4(ly), it is sufficient to show
(b —Io)I%(l2) < (b — 11)[1%(ly) for any [ and I; that satlsfes I, <ly <l and for any [y and [
that satisfies Is < I; <.

[ start with I, < Iy < [;. Recall that for any [ > L, 0% < 1 and o% > 0 (where the
latter follows from Proposition 5). Then, as shown in the third step of the proof of parts
(i) and (ii) above, it must be that A%(I) stays constant w.r.t. [ if [ > [, (the reason this
statement holds for | = [, is because A* () is continuous w.r.t. ). There are two subcases
to consider: (a) First, suppose that % (I2) = 0% (I1). Since A% (la) = A% (1), then (9) implies
that p% (Io) = p% (l1) > 0 (where the inequality follows from A% < b by Proposition 5).
Hence, Iy < l; < b* implies that (b —l3) [1%(ls) < (b—11)11%(l1). (b) Second, suppose that
0% (I2) > o* (I1). Then, since A%(ls) = A%(l1), (9) implies that pA (lg) < p% (I2). This implies
that p% (I2) < v, and hence (35) reduces to I1%(l) fA* 1) — b 5 dA, because the
activist’s expected payoff upon the rejection of the 1ncumbent is zero, as noted in the first step
above. Note that the latter payoff (which is represented by the sum of the first two terms in
(35)) is always nonnegative for any [, because otherwise the activist would deviate to never

,
0 =40 [ (1) 5
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running a proxy fight (i.e., p%(I) = 0), which would yield a contradiction with this payoff being
negative. Hence, comparing the above expression for I1%(l2) with I1%(l;) which is given by (35)
implies (b — l2) I1%(l2) < (b— 1) 1% (L)-

Next, suppose that I, < l; < I,. Note that for any | < I, 0% (1) = 1 as mentioned above.
Therefore, p% (1) given by (10) in Proposition 5 is weakly increasing in [, and strictly increasing
in [ if p% (I) < 7 (because A is strictly decreasing in ). There are three cases to consider:
(a) First, suppose that p* (l2) = 7. Then, p% (I1) = v as well, and hence A% (I5) = A% (I1) by
(9). Therefore, (35) and Iy < I3 < b® imply that (b — o) II%(l2) < (b — ll)Ha (l1). (b) Next,
suppose that p% (l3) < v and p% (I;) < . Then, (35) reduces to I1%(I; fA* (1 (A— b*) 2 dA
for any I; € {l1,1>}, because the activist’s expected payoff upon the reJectlon of the incumbent
is zero, as noted in the first step above. Moreover, (9) implies that b* < A% (I;) < A% (I2) < b,
because p% (1) is strictly increasing in [ when p% (1) < 7. Therefore, again (b — ly) 11%(l) <
(b—11)11%(l1). (c) Finally, suppose that p% (o) < v and p% (1) = 7. Then, since p% (1) is
increasing in | as mentioned above, there exists | € (I, 1] such that p% (1) <~ for all I € [I, 1)
and p* (1) = 7 for all | € [, 1;]. Hence,

(b~ 1) T (1) < Ty (b — D TI4 (1) = Ly (b DI4() < (b— W) TG (1),  (36)

where the first inequality follows from the substep (b) above, the equality follows from the
continuity of I1%(l) w.r.t. [ for all I € (I,1), and the last inequality follows from substep (a),
in turn yielding (b — I) I1%(l3) < (b — {1) I1%(l;) again (note that the last inequality in (36) is
weak because it could be that [ = [1). This completes the third step of the proof of part (iii).

Fourth, I show that I1% (1) > 0 and 11%(1) > 0 for any [ € (I,1). As mentioned at the begin-
ning of the proof, any [ € (I, 1) satisfies the parameter restrictions of the model. Therefore, for
all [ € (,1), Propositions 5 and 1 imply that A% () € (b%,b) and A% (1) € (b%,b), respectively.
Since the activist’s expected payoff conditional on the incumbent’s rejection cannot be negative
(because not running a proxy fight is always an option, which gives the activist a payoff of
zero), it must be that I1% (1) > 0 and II%(1) > 0.

Fifth, I show that lim;j; II% (1) > 0. As mentioned in the previous step, A% (1) € (b%,b) for
all I € (I,1). Moreover, also note that due to part (i), A% (I') = A% (I") for any I,1" that
satisfy [ < I” < I' < I. Therefore, it must be lim;;; A% (I) < b. Since |I| < oo and the activist’s
expected payoff upon the rejection of the incumbent can never be negative (as also mentioned
in the previous step), this implies that lim,; I[1%(1) > 0.

Sixth, note that lim;|; I1%({) = 0, which directly follows from lim,; p%(I) = 0 (part (i)) and
lim;; A% (1) = b (part (ii)).

Finally, I show there exists a threshold [, € (1,1] such that the activist demands a board
settlement if and only if | < I,. Indeed, combining steps 2-6 above implies that either (a)
11%(1) > 11%(1) for all I € (1,1) (i.e., [, = [, that is, the threshold I, is higher than all values that
| can take), or (b) there exists a unique I, € (1) such that I1%(1) > TI9(1) for all I € (L,1,),
and T1%(1) < 119(1) for all I € [I,,1).

While the final argument above completes the proof of part (iii), I also show that if ap is
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sufficiently small, then case (a) described in the previous step never holds. More formally, there

exists ap > 0 such that if ap < ap, then [, € ([,1). To see this result, recall that by the fourth
step above, I1%(l) > 0 and II%(l;ap) > 0 for any given [ € (I,/) and ap > 0 (the argument
ap was not made explicit in the fourth step, because it was not relevant until now). Note that

it is sufficient to show that for any given [ € ([,[), there exists o’z > 0 such that if ap < o3,
then 1% (I; ap) < 1T%(1). Indeed, this result holds due to (34), because for any [ € (I,1) and
d > 0, (5) implies that there exists o/ > 0 such that if ap < o'y, then p(l; ap) < § (note that
Ap(o%(l;ap)|l, ap) < b < oo is always satisfied in equilibrium due to the footnote in part (ii)
of Proposition 1, and b* < Ag(o%(l; ap)|l, ap) due to (6)). =
Proof of Proposition 7. As the first step, recall from the proof of Proposition 6 that [
satisfies the parameter restrictions (1) and (2) if and only if [ € (I,1), where [ is given by (33)
and [ is defined in the statement of Proposition 6. Recall that (1) implies I < b*. Also note
that again uniform distribution implies that (3) is satisfied if and only if —b < b* (because
[ < b* as mentioned above).

Second, denoting by I1% (1) (II%(1)) the ex-ante shareholder value from demanding an action
settlement (board settlement) for a given [, Proposition 5 and Proposition 1 imply

s * * A%
IE (1) = (Do (1) fbaA(l) O‘PAﬁdA + fﬁ;(l) AﬁdAv (37)
M5(1) = pp(os() 2" apAgdd + [3, o apAghdA, (38)

oy *

respectively. Note that the term ﬁ in the integrals stems from the uniform distribution of A,

that is, f(A) = ;& for all A € (I,b). Moreover, both II% (1) and IT3;(I) are continuous in I for
all 1 € (I,1) (because o*(l) and o%(l) are continuous w.r.t. [ by Lemma 2 in Online Appendix
C.2, and hence p% (1), A% (1), pi(1), and A%(l) are continuous w.r.t. [ by Propositions 5 and
1).

Third, I show that for any two values [; and l; that [ can take such that [ < [y, it must be
115 (Iy) < =011 (). (39)

Recall that by Lemma 2, ¢7% is weakly decreasing in [, and there exists I, > [ such that
0% = 1if | <, and 0% < 11if [ > I,. Note that to prove (39), it is sufficient to show
(b — )15 (l2) < (b — 13)II%(1y) for any Iy and [, that satisfes I, <ly <1 and for any I, and [y
that satisfies Iy < l; < I,.

I start with [, < I, < l;. Recall that for any [ > [, % < 1 and o% > 0 (where the latter
follows from Proposition 5). This implies that the expected shareholder value if the activist
wins a proxy fight upon the incumbent’s rejection of an action settlement demand is equal to
zero. Hence, fbff“(l) apAr5dA = 0. Moreover, it must be that A% (I) stays constant w.r.t. [

if [ > I, (the reason this statement holds for [ = I, is because A% (l) is continuous w.r.t. [).
Therefore, for all [ > 1,, (37) implies that II5(l) = fﬁz(l) A75dA. Since A% (1) is constant
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w.r.t. 1if [ > I,, in turn it must be that (b — o) I1%(ly) = (b — 1) II%, ().

Next, suppose that l» < l; < [,. Note that for any [ < L, 0% (l) = 1 as mentioned
above. Moreover, p%(la) < p’(l1) and A% (l2) > A%(l;) by parts (i) and (ii) of Proposition 6,
respectively, and the first term in (37) is nonnegative for any [; € {l;,ls} (because this term
represents the expected shareholder value upon the incumbent’s rejection, and this payoff has
to be weakly greater than zero since the shareholders receive a payoft of zero if they re-elect
the incumbent in a proxy fight or if the activist does not run a proxy fight). Note that this
also implies A% (l;) > 0. Combining these with (37) implies (b — l2) IT5 (I2) < (b —Iy) II% (1).

Fourth, note that for any two values [; and [, that [ can take such that [y < [, it must be

55(ly) = =T (I). (40)

Indeed, this follows from combining (38) with the results that p}(l) and A%(l) do not change
with [ (by parts (i) and (ii) of Proposition 6) and o%(1) does not change with [ (by part (i) of
Lemma 2).

Fifth, I show that IT% (1) > 0 and [1%(I) > 0 for any I € (I,). As mentioned at the beginning
of the proof, any I € (I,1) satisfies the parameter restrictions of the model. Therefore, for all
I € (I,1), Propositions 5 and 1 imply that A% (1) € (b%,b) and A% (I) € (b%,b), respectively.
Importantly, the first term in (37) and (38) cannot be negative, because they represent the
shareholders’ payoff upon the incumbent’s rejection of a settlement (if these terms were nega-
tive, then the shareholders would always support the incumbent in a proxy fight, which would
give them a payoff of zero instead). Since in addition —b < b* (as noted at the beginning of
the proof), it follows that II%(l) > 0 and II%(/) > 0.

Sixth, I show that lim;|; IT%({) > 0. As mentioned in the previous step, A% (1) € (b%,b) for
all [ € (I,1). Moreover, also note that by part (ii) of Proposition 6, A% (I') = A% (I") for any
I')1" that satisfy [ < " < I’ < [. Therefore, it must be lim;;; A% (I) € (b%,b). Since |I| < oo,
—b < b*, and the shareholders’ expected payoff upon the rejection of the incumbent can never
be negative (as also mentioned in the previous step), this implies that lim;; I3 (1) > 0.

Seventh, note that lim;; IT%(l) = 0, which directly follows from combining (37) with
limy; p% (1) = 0 and lim;; A% (I) = b. Note that these limits follow from part (i) and part
(ii) of Proposition 6, respectively.

Finally, eighth, I show there exists a threshold I, € ({,1] such that II5(1) > II5,(1) if I < I,
and TI5(1) < I1%(1) if I > I,. Indeed, combining steps 3-7 above implies that either (a)
I15,(1) > I15,(1) for all € (L, 1) (i.e., I, = I, that is, the threshold I, is higher than all values that
I can take), or (b) there exists a unique I, € (I,1) such that II%(1) > II%(1) for all [ € (I,1,),
and T15(1) < 115,(1) for all I € [I,,1).

While the final argument above completes the proof of the proposition, before concluding,
I also show that if ap is sufficiently small, then case (a) described in the previous step never
holds. More formally, there exists oy > 0 such that if ap < ag, then I, € (1,1). To see this
result, recall that by the fifth step above, IT% (1) > 0 and II5(; ag) > 0 for any given I € (1,1)
and ap > 0 (the argument ap was not made explicit in the fifth step, because it was not
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relevant until now). Note that it is sufficient to show that for any given [ € (I,1), there exists
o/t > 0 such that if ap < of, then II5(l; ap) < IT%(1). Indeed, this result holds due to (38),
because for any [ € (I,1) and J > 0, (5) implies that there exists a/; > 0 such that if ap < o},
then p%(l;ap) < § (note that Ag(o%(l; ap)|l,ap) < b < oo is always satisfied in equilibrium

due to the footnote in part (i) of Proposition 1, and b* < Ag(o%(I; ap)|l, ap) due to (6)). m

C.1 Proofs for the corollaries in Section 4.2

Proof of Corollary 1.

Note that it directly follows from Proposition 5 and Proposition 1 that the incumbent board
rejects an action settlement if and only if A < A%, and it rejects a board settlement if and
only if A € [b,, Aj].

I prove A% < A% by contradiction. Suppose that A} > A%. Note that by part (iii) of
Proposition 5, 0% > 0. This implies that the expected shareholder value if the activist wins
a proxy fight upon the incumbent’s rejection of an action settlement is nonnegative, which in
turn implies that apE [1ass,} - AJA < A%4] > 0. Since | < b, (due to (1)), b, < A% (due to
Proposition 5), and A% < A%, then it must be that apE [A|A € [b,, A%]] > 0, which is the
expected shareholder value if the activist wins a proxy fight upon the incumbent’s rejection of
a board settlement. Therefore, if the activist runs a proxy fight upon the incumbent’s rejection
of a board settlement, the shareholders always support the activist, i.e., o = 1.

Next, note (5) implies that another way to express (4) is (19), where 0 = o%. Also note
that in equilibrium, by steps 5-6 in the proof of Proposition 5, A% can also be expressed as
(27), where o = ¢%. Since in addition 0% =1 > ¢%, (11) and (6) imply that Ag(c7};) given by
(19) is weakly smaller than A 4(c%) given by (27), because Ag(c%) < A4(c% ). However, this
yields a contradiction with A} > A%. =

Proof of Corollary 2. Note that due to Propositions 5 and 1, 7% = EF[A|A > A%] and
s = apE[liaspe) - AJA < b* or A > A%]. Suppose that A is uniformly distributed over (I, b).
Then, for any [, 7% and 7% becomes

(1) = 242, (41)
b—A%  AL+b
mp(l) = ap bALTbl 2 (42)
where the term #ﬁ%@_l in 7%, represents the conditional probability P(A > A% | A < b* or

A > A%). Also recall that [ < b* due to (1).

To prove the corollary, first note that 7% (ls) < 75(ly) if l» < I, < l;. This directly follows
from (42), because part (ii) of Proposition 6 implies that A% does not change with [, and
Proposition 2 implies that A} > 0.

Second, note that 7% (l1) < 7% (l1). This again directly follows from (41) and (42), because
A% (1) < A% (ly) due to Corollary 1, and A% > 0 and [ < b* as noted above.

Finally, 7% (l1) < 7%(l2) due to part (ii) of Proposition 6. m
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C.2 Supplemental results for proofs

This appendix provides the supplemental results that are utilized by some of the proofs in
Online Appendix C.

Lemma 2 Suppose that A is uniformly distributed over (1,b), and let | = b — $2(b — b*)>.7"
Then:

(1) Asl decreases, o does not change for any given ap € (0,1].

(i1) There exists I, > | such that 0% = 1 if | < I, and 0% < 1 if | > I,. Moreover, o is
continuous and weakly decreasing in .

Proof of Lemma 2. First, note that [ satisfies the parameter restrictions (1) and (2) if and

only if [ € (I,1), where [ is defined in the statement of Lemma 2 and
[ = min{b",b — cp}. (43)

To see why, note that under uniform distribution of A, the parameter restrictions (2) and
I < b* (which is implied by (1)) are equivalent to b — $2(b — b%)* < I < b*.” Combining with
(1), this yields [ € (I,{). Also note that again due to uniform distribution, (3) is satisfied if
and only if —b < b* (because [ < b* as mentioned above).

Second, I make a few notes. Denote by I1%(l) (II%(1)) the activist’s expected payoff from
demanding an action settlement (board settlement) for a given [. If the activist demands an
action settlement (board settlement), the equilibrium is given by Proposition 5 (Proposition
1). In the remainder of the proof, consider any two values Iy, [y of [ such that I < [;.

Third, I prove part (i) by contradiction. Suppose that o%;(l2) # 0%(l1). Then, Proposition 1
implies that the pair (A% (l2), p5(l2)) is not equal to the pair (A% (l1), p5(l1)). Since Proposition
1 also implies that the equilibrium where proxy fight is on the equilibrium path is unique, it is
sufficient to show that (A% (l2), p5(l2), 0% (l2)) constitutes an equilibrium for [ = [; as well.

Indeed, since I, < I; < b%, the fourth and fifth steps in the proof of Proposition 1 imply
that given [ = [;, A%(l) and p%(ls) are best responses to 0 = o7(l2) as well as to each other
(because they are also best reponses at [ = [1). In turn, given [ = [, 0 = o}(l2) is also a
best response to (A% (ls), pi(la)) (because given (A%(ls), pi(l2)), the shareholder’s expected
payoff if the activist wins a proxy fight is the same regardless of [ = [; or [ = [y, and in
particular, it is given by « pw due to uniform distribution of A). Therefore, the strategy
profile (A% (l2), pi(l2), 0% (l2)) constitutes an equilibrium for [ = [; as well, yielding the desired
contradiction and concluding the proof of part (i).

"TAs I show at the beginning of the proof of Lemma 2, (2) implies that [ < b.
"8This is because if A has a uniform distribution, then x < apFE [max{0,A —b%}] & k < apProb(A >

B)E[A —b9A > 7] & k< apbtt (B —pe) & b—ap S <.
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Fourth, note that due to Proposition 5, for a given [, the shareholders’ expected payoff if
the activist wins the proxy fight upon rejection of an action settlement is given by

75 (1) = apE1{aspy - AJA < A%] = apRa=” 204 (44)
where E'[-] denotes the expectation for a given I, and the last equality in (44) follows from the
uniform distribution of A. Also note that b* < A%, again by Proposition 5.

Fifth, I show that 0% weakly decreases in [. I prove by contradiction. Suppose that there
exists two values [1,ly of [ such that [ < [; and o%(l;) > o%(l2). Note that this implies
also 0% (l3) < 1. Then, by part (iii) of Proposition 5, it must be ¢%(ly) € (0,1). Hence,
this implies that 7% (l) = 0, where 7% is given by (44). Moreover, 0% (l1) > o%(l2) implies
that A% (l1) < A%(ls) due to (27), which is given in the fifth step of proof of Proposition 5
(note that by the last step of the same proof, in equilibrium ¢ always satisfies 0% > g ,).
However, A%(l;) < A%(l3) in turn implies that 7%(l;) < 7%(l2), which yields a contradiction
with 75 (l2) = 0 and 0% (l;) > 0.

Sixth, I show that ¢% is continuous in /. Suppose that it is not. Then, there exist some
e > 0 and a value of [, denoted by !’, such that there is no ¢ > 0 where [ € (I'— 4,1’ +¢) implies
that 0% (1) € (6% (l') — €,0%(I') + €). Since o weakly decreases in [ (which was shown in the
previous step), this implies that letting

~

(where A 4(o]l) is given by (11) in Proposition 5), there are two possible cases: (a) There exists
" e (I'= 4§ ,1") such that o%(I") > o*(I') + ¢, or (b) there exists I” € (I',]' + §') such that

o4(1") < o4(l) —c. A A
Consider case (a). I start by showing that A4(c%(1")|l =1") < A, is satisfied. To see why
this inequality holds, note that (11) implies that for any [ and o,

2

&1 =Au0|l) — o2 [A4(o]l) — b2 (46)

k = capE'max {0,A — b} |A < AA(O'”)] = UOszAA L (M — ba) (45)

Since this has to hold for any [, plugging [ = I’ yields
= A = o4 (1) 5o IA — b (47)
2K
Combining this with [ > I’ — § yields

A A 2 / / x (71 ap A/ a
s =8 = Ay — o ()2 [A’A—b“] — 8 = Ay — ok () + ] 22 [AY, — b,
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and this inequality implies that (due to the equivalence in (45)-(46))
k< [o%(I') + ] apE" max {0, A — b} |A < A] < o' (I"apE" [max {0, A — b} |A < A],

where last inequality follows because 07 (I") > 0% (I') +e. Since A A(0;1) is unique for any given
land o, k < o3 (I")apE" [max {0, A — b} |A < A’,] implies that AA(JA(Z”)U =" < A,

Due to definition of A/, this implies that A4 (c%(I")|l = I") < Aa(o*(I')|l = '), which in
turn implies A% (I") < A% (l’) due to (27) and o%(I") > ¢%(I'). Then, due to (44), it must be
that 75 (") < 75 (). However, 0% (') < 0% (") < 1 implies that 7%(l') < 0, and hence this
implies 7% ({") < 0, yielding a contradiction with ¢ (I"”) > 0 in part (iii) of Proposition 5.

Next, consider case (b). The proof for this case is very similar to the previous case. In
particular, I start by showing that A,(c*%(1”)]l = I") > A/, is satisfied. To see why this
inequality holds, note that (47) again holds, and hence combining it with I” <’ + ¢’ yields

V<48 = A — o (1) — b 48 = A — o () —  S2[AY — b,
and this inequality implies that (due to the equivalence in (45)-(46))
k> [0% (") — €] apE" [max {0, A — b} |A < A)] > o, (I")apE" [max {0, A — 0} |A < A}],

where last inequality follows because o (I') — € > o (1"). Since A 4(0;1) is unique for any given
land o, k > O'A(l”)OépEl [max {0, A — b*} |A < A,] implies A4 (o AU =1") > Al

Due to definition of A’,, this implies that A4(o*(1")|l = I") > Ax(c* ()|l = I), which in
turn implies A% (") > A% (l) due to (27) and 0% (I") < 0% (!'). Then, due to (44), it must be
that 75, (I") > 75 (I"). However, % (") < ¢%(I') < 1 implies that 7% (") < 0, and hence this
implies 7% (I') < 0, yielding a contradiction with ¢%(I') > 0 in part (iii) of Proposition 5. This
completes the proof of the sixth step.

Finally, I prove that there exists ic, > [ such that 0% =11if [ < li, and 0% < 1ifl > ZU. Note
that if b* > 0, then this result is straightforward, because % = 1 for all [ since in equilibrium
it has to be 7% > 0 due to (44) and A% > b® (where the latter follows from Proposition 5).
Therefore, it remains to show the result for 4* < 0. In turn, since it is already shown that o7
is continuous and weakly decreasing in [, it is sufficient to show that I’ > [ and ¢%(l) = 1 for
all I € (I,1"), where

= —b0 — 492 (b9)%.

First, I show that I’ > [. Indeed,

l =p— ap (b _ ba)2 < —bho — 4ap (ba)2
0> bt b — S2(— )b+ 59) & 0 > 1 — 52(5 - 3) > apl) >

where the second equivalence follows from the first equivalence because due to (1) and uniform
distribution of A, (3) is equivalent to b + b* > 0; and the last equivalence holds because due
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to b* < 0, (1), and uniform distribution of A, (2) implies « p% > k. Therefore, I’ > [ holds.

Second, I show that 0% (1) = 1 for all I € (I,I'). Suppose that there exists I € (I,') such
that 0% (I') # 1. Then, it must be o* (') < 1. Importantly, A (c% ()]l = I') > —b* (where
again A4 is given by (27)), because

k> apE"[max {0, A — b} A < =0 & k> ap=0=0 (F5HE —b7) & k> 20p (b:)i/ sl <l
which holds. In turn, A4(o* ()|l = I') > —b* implies A*(I') > —b* due to (27), which is given
in the fifth step of the proof of Proposition 5 (note that by the last step of the same proof, in
equilibrium 0% always satisfies 0% > ¢ ,). However, then, (44) implies that 7% (I') > 0, yielding
a contradiction with ¢%(I') < 1. m

D Online appendix for parameter restrictions (Section
2.1)

In this appendix, I provide further details as well as formal results regarding the parameter
restrictions (2) and (3) made in Section 2.1. I begin with the case where (a) the activist has
demanded an action settlement or (b) settlements are not allowed.

Lemma 3 Suppose that (2) or (8) is violated, and either (a) the activist has demanded an
action settlement, or (b) settlements are not allowed. Then, the equilibrium is unique, and in
equilibrium, no settlement is reached, the activist never runs a proxy fight, and the project is
never implemented.™

Proof of Lemma 3. First, note that regardless of whether (2) and (3) hold, Lemma 1
continues to hold.

Second, note that if the activist never runs a proxy fight upon incumbent’s rejection, then
the incumbent never accepts the settlement (and hence the project is never implemented).
This is because the incumbent’s payoff from accepting the action settlement is negative (since
A < b), while its payoff is zero if it rejects and the activist does not run a proxy fight.

Third, I show that the strategy profile described in the lemma indeed constitutes an equi-
librium. Given that the activist never runs a proxy fight upon rejection, it is a best response
for the incumbent to reject the settlement for all A (and hence the project is never imple-
mented). This is because then, its payoff from rejecting is zero, while its payoff from accepting
is always nonpositive. In turn, if (2) is violated, then given that the incumbent always rejects
the settlement, it is a best response for the activist to never run a proxy fight (because the
activist’s expected payoff from running a proxy fight is then capFE [max{0,A — b} — k <

T91f settlements are not allowed, then other equilibria exist in the knife-edge cases where 0 = E [A|A > b9
or C* = C. However, none of these other equilibria exist if 0 > E [A|A > b?] or C® > C%. Therefore, as the
distribution of A converges from 0 > E[A|A > b%] to 0 = E [A]A > b?] (or from C* > C? to C* = C%), the
equilibrium described in Lemma 3 is the unique continuous equilibrium.
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capE [max{0,A —b*}| — k < 0). Similarly, if (3) is violated, then again given that the in-
cumbent always rejects the settlement, it is a best response for the shareholders to never elect
the activist in a proxy fight (because their payoff is zero if the incumbent wins, and it is
apE[liaspey - A] < 0 if the activist wins), and hence in turn it is a best response for the
activist to never run a proxy fight.

Fourth, finally, I show that there exists no other equilibrium than the one described in
the lemma. Note that due to the second step above, it is sufficient to show that there is no
equilibrium where p* > 0 (i.e., there is no equilibrium where if the incumbent rejects, the
activist runs a proxy fight with positive probability). To prove by contradiction, suppose that
there exists such an equilibrium. Then due to the same arguments made in the first step of the
proof of Proposition 5 (note that the arguments made in this step do not rely on parameter
assumptions (2) and (3)), the incumbent rejects if and only if A < Ay for some Ay € (b9, b).
Moreover, since (1) implies I < b%, it has to be that proxy fight is on the equilibrium path. There
are two subcases to consider: First, suppose that (2) is violated. However, then this implies that
upon the incumbent’s rejection, the activist’s expected payoff from running a proxy fight (which
is given by capF [max{0,A — 0} |A < Au]l — k < oapE [max{0,A — b} |A < Ay] — k) is
negative because | < b* < Ay < b. Hence, the activist never runs a proxy fight upon the
incumbent’s rejection, yielding a contradiction with p* > 0. Second, suppose that (3) is
violated. However, then this implies that upon the incumbent’s rejection, the shareholders’
payoff from electing the activist (which is given by apE[liaspe} - AJA < Ay]) is negative,
because again [ < b* < A4 < b. In contrast, their payoff is zero if the incumbent wins. Hence,
the shareholders never support the activist, which yields a contradiction with p* > 0, because
the activist never incurs the cost of a proxy fight that he will always lose. =

For the intuition behind this lemma, see the discussion after (2) and (3) in Section 2.1.

Next, consider the case where the activist has demanded a board settlement. Suppose that
the incumbent always rejects the activist’s board settlement demand. Then, under certain
parameter conditions, there is a unique equilibrium: In this equilibrium, the activist never runs
a proxy fight upon the incumbent’s rejection, and as a result, the project is never implemented.
Specifically, this is the unique equilibrium if any of the following conditions hold: (a) C* >
apn®E [max {0, A — b*}], (b) b* > b, or (¢) E[A]A > b"] < 0. Intuitively, Lemma 1 implies
that the activist’s expected payoff if he runs and wins a proxy fight is apn®E [max {0, A — b*}|—
C®, which is negative if (a) holds. If instead condition (b) or (c) holds, then the activist’s
interests are too misaligned with those of shareholders: Specifically, if b* is so high that b* > b,
then the activist’s bias against the project is even stronger than the incumbent’s, and hence
the activist never implements the project even if he obtains decision authority. If b* is so low
that E'[A]A > b%] < 0, then the activist destroys shareholder value on average after winning a
proxy fight (because he is too much in favor of the project), and as a result the shareholders
never elect him in a proxy fight. As a result, the activist never runs a proxy fight if any of the
conditions (a)-(c) above holds.
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In turn, since the only reason why the incumbent may accept the activist’s settlement
demand is to avoid a proxy fight, this implies that if any of the conditions (a)-(c¢) holds, the
reasonable equilibrium is the one described above: The incumbent always rejects the settlement
demand, and as a result, due to the arguments above, the activist never runs a proxy fight
upon the incumbent’s rejection, and the project is never implemented. Indeed, part (i) of the
lemma below shows that this equilibrium exists if any of (a)-(c) holds, or more generally, if (2)
or (3) is violated.

Moreover, parts (i) and (ii) of the same lemma shows that if C is sufficiently high, then
the unique equilibrium is the one where the activist has no impact on the firm whatsoever
(i.e., he does not run any campaign): The project is never implemented because the activist
never runs a proxy fight upon the incumbent’s rejection of the settlement. Similarly, parts (i)
and (iii) of the lemma shows that if 0 > E [A|A > b%], then this is the unique equilibrium that
satisfies the Grossman and Perry (1986) criterion.

Proposition 11 If (2) or (3) is violated, and the activist has demanded a board settlement:

(1) There always ezists an equilibrium where the incumbent always rejects the activist’s board
settlement demand, the activist never runs a proxy fight upon rejection, and the project is
never implemented. Moreover, this equilibrium always satisfies the Grossman and Perry
(1986) criterion.

(i1) If C* > apn®(b* — b), then in any equilibrium, the activist never runs a proxy fight and
the project is never implemented.

(1ii) If E[AJA > 0% < 0, then the activist never runs a prozy fight in any equilibrium, and
any equilibrium where the project is implemented with positive probability does not satisfy
the Grossman and Perry (1986) criterion.

Proof of Proposition 11.

Note that regardless of whether (2) and (3) hold, Lemma 1 continues to hold.

First, I prove part (i). The proof of the existence of this equilibrium is identical to the third
step of the proof Lemma 3, and hence is not repeated here. Also note that this equilibrium
satisfies the Grossman and Perry (1986) criterion, since the activist’s proxy fight decision does
not rely on off-equilibrium beliefs about A. This is because the incumbent’s rejection of the
settlement is on the equilibrium path.

Next, I prove part (ii). If kK > ap(b — b%), then for any given A, the activist’s payoff from
running a proxy fight (i.e., capmax {0, A — b*} — k) is always negative (recall that A < b).
Therefore, the activist never runs a proxy fight. In turn, the incumbent never accepts the
board settlement if the activist implements the project with positive probability upon joining
the board. Hence, it has to be that in any equilibrium, the project is never implemented.

Finally, I prove part (iii). Suppose that E [A|A > b*] < 0. I prove part (iii) in three steps.
(a) I begin by showing that the activist never runs a proxy fight in any equilibrium. To prove

85



by contradiction, suppose that there exists an equilibrium where the activist runs a proxy fight
with positive probability. Then, due to the same arguments made in the second step of the
proof of Proposition 1 (note that the arguments made in this step do not rely on any parameter
assumption), the incumbent rejects if and only if A € [b*, Ap] for some Ap < b. Specifically,
for there to be a proxy fight with positive probability on the equilibrium path, it also has to
be that Ag > b%. Then, if the activist runs a proxy fight and wins, the expected shareholder
value is apE [A|A € [b%, Ag]] < apE [A|A > b*] < 0, where the first inequality holds because
Ap < b. In contrast, shareholder value is zero if the incumbent wins. However, then the
shareholders never support the activist, and the activist never incurs the cost of a proxy fight,
yielding a contradiction.

(b) Next, I show that in any equilibrium where the project is implemented with positive
probability, it has to be that the incumbent accepts the board settlement for all A. To prove
by contradiction, suppose that there exists an equilibrium where the project is implemented
with positive probability, and the incumbent rejects the board settlement for some A. Then,
by substep (a) above, it has to be that the activist never runs a proxy fight upon incumbent’s
rejection. Then, it has to be that in equilibrium, for some A the project is implemented
with positive probability after the incumbent accepts the board settlement. However, for any
such A, the incumbent strictly prefers to deviating to rejecting the board settlement, because
then the project is never implemented (since the activist never runs a proxy fight), yielding a
contradiction.

(c) Also note that in any equilibrium where the incumbent accepts the board settlement for
all A, it has to be that p* > 0 (i.e., the activist runs a proxy fight with positive probability if
the incumbent rejects). This is because if p* = 0, then the incumbent strictly prefers to reject
the board settlement for all A > b°.

(d) Finally, I complete the proof of part (iii). Note that due to substeps (a)-(c) above,
it is sufficient to show that the equilibrium where p* > 0 and the incumbent accepts board
settlement for all A does not satisfy the Grossman and Perry (1986) criterion. To that end,
denote by p the activist’s and shareholders’ off-equilibrium belief about A upon the incumbent’s
rejection. Then, according to this criterion, this belief 1+ must be “credible”. To put it more
formally, if there exists any off-equilibrium belief v such that under this belief, the incumbent
weakly prefers to reject the settlement for some A (due to the resulting p(v) and o(v)), then
p must satisfy this property (i.e., u must be equal to one of such v). Therefore, the proof of
this final step consists of two further substeps.

(d.1) First, I show there exists a credible off-equilibrium belief which does not sustain
the equilibrium where p* > 0 and the incumbent accepts board settlement for all A. In
particular, the activist’s and shareholders’ off-equilibrium belief v = (,b) (that is, the belief
that the incumbent rejects for all A) is credible according to the Grossman and Perry (1986)
criterion. This is because under this belief, the resulting p(r) and o(r) indeed makes the
incumbent weakly prefer to reject the settlement for all A, and strictly reject for all A > b%.
More formally, under this belief, the equilibrium of the subgame starting with the incumbent’s
response is given by part (i) of the proposition; specifically, the activist never runs a proxy
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fight (because this is always an equilibrium by part (i) of the proposition, and there cannot be
any other subgame equilibrium by substep (a) above). Therefore, the incumbent indeed weakly
prefers to reject the settlement for all A, and strictly reject for all A > b*. This also implies
that under this credible belief, it is never the case that the incumbent accepts the settlement
for all A.

(d.2) Since the credible belief described in the substep (d.1) above leads to the incumbent’s
rejection of the settlement for some A, the second substep is to show that if the activist’s
and shareholders’ off-equilibrium belief ;1 about A leads to the incumbent’s acceptance for all
A, then p cannot satisfy the credibility criterion of Grossman and Perry (1986). To prove
by contradiction, suppose that u is credible. Then, under the belief p, it has to be that the
incumbent weakly prefers to reject the settlement for some A (for the belief i to be credible),
and it also has to be that the incumbent weakly prefers to accept the settlement for all A (so
that the equilibrium is sustained). Note that under this belief y, the likehood of a proxy fight
p(1) upon the incumbent’s rejection cannot be p(u) = 0, because then the incumbent would
not accept the settlement for any A > b*. Therefore, the only remaining possibility is p(u) > 0.
However, then the incumbent accepts the settlement for all A < b*. Moreover, by the second
step in the proof of Proposition 1, it has to be p(u) < because otherwise either

apB
o(pw)ap+cp/(b—02)7
(I) the incumbent weakly prefers to reject the settlemgﬁt Pif afriéi on)ly if A = b*, which would
imply that © = {b*} and hence p(u) = 0, yielding a contradiction, or (II) the incumbent strictly
prefers to accept the board settlement for all A, which also yields a contradiction. Therefore,
for the belief i to be credible, it must be p(u) < U(M)apf; T However, then, again by
the second step in the proof of Proposition 1, the incumbent would strictly prefer to reject the
settlement for some A. This would imply that the belief 1 does not sustain the equilibrium,
since it is not possible that the incumbent accepts the settlement for all A under this belief.

This yields another contradiction, concluding the proof. m

E Online appendix for Section 3.1: Equilibrium selec-
tion

This appendix provides the formalization and proofs for the equilibrium selection in Section
3.1 that was mentioned following Proposition 1. To that end, I analyze a generalized version
of the model where the activist’s cost of proxy fight has a distribution, rather than being a
constant.

Recall in the main model (Section 2), the activist’s cost of proxy fight was C'*, which was a
constant. The extension in this appendix makes the activist’s cost of proxy fight C'* continuous.
To distinguish the notation from the main model, in this extension denote C* instead by C¥,
and suppose that C¢ is distributed according to a continuous probability density function g
(and cumulative distribution function G) with full support on [C?, (] for some 0 < C < C°.
I also assume that

C* < apnE [max {0, A — b*}], (48)
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which is similar to the parameter restriction (2) imposed in the main model (indeed, as the
distribution of C' converges to C'*, condition (48) reduces to (2)). As in the main model, I
impose this restriction to ensure that the activist has some impact on the firm’s decisions with
positive probability. To simplify the analysis, I let b* > 0.

The results of this appendix are as follows: (a) In Proposition 12, I show that if the activist
demands a board settlement, then the equilibrium where proxy fight is on the equilibrium
path always exists, it survives the Grossman and Perry (1986) criterion, and it converges
to the equilibrium described in Proposition 1 as C® and C converge to C*. (b) On the
other hand, in Proposition 13, I show that if the activist demands a board settlement, then
the only other equilibrium (besides the one described in Proposition 12) is the equilibrium
where the incumbent accepts the board settlement for all A, and this equilibrium exists only if
ap < ap+C"/(n'(b'—b)). However, in the same proposition, I also show that this equilibrium
does not survive the Grossman and Perry (1986) criterion.

I start the formal results with Proposition 12 below.

Proposition 12 Suppose that the activist has demanded a board settlement, and b* > 0. Then,
an equilibrium of this subgame where a proxy fight is on the equilibrium path exists, it is unique,
and in this equilibrium there exists a unique p% € (0,1] such that:

(i) The incumbent accepts the settlement if and only if A € (1,0%) U (A%, b)), where A €
(b, b") is given by
C'/n!

c — 11
AB == b - c c 9
ap/pp — opar

(49)

1) Upon rejection, the activist runs a proxy fight with probability p* = p%.
B
(1ii) If the activist runs a proxy fight, he wins with probability o = 1.

Moreover, this equilibrium always satisfies the Grossman and Perry (1986) criterion, and as
C* and C® converge to C* (i.e., as the distribution of C* converges to C*): p% converges to pl,
0% converges to oy, and A% converges to Ay, where pj;, 0, and Ay are given by Proposition
1.

Next, in Proposition 13 below, I show that if the activist demands a board settlement, then
the only other equilibrium (besides the one described in Proposition 12) is the equilibrium
where the incumbent accepts the board settlement for all A, and this equilibrium exists only
if ap < ap + C?/(n'(b' — b*)). However, in this proposition I also show that this equilibrium
does not survive the Grossman and Perry (1986) criterion.

Proposition 13 Suppose that the activist has demanded a board settlement, and b* > 0. Then,
an equilibrium of this subgame without any proxy fight on the equilibrium path exists only if
apg < ap+C'/(n'(b" —b)). In this equilibrium, the incumbent accepts the board settlement for
all A. However, this equilibrium never satisfies the Grossman and Perry (1986) criterion.
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E.1 Proofs for Online Appendix E

This section provides all the proofs for the results in this extension, that is, all the results listed
in Online Appendix E above.

Proof of Proposition 12. First, note that b#* > 0 implies that in any equilibrium where a
proxy fight is on the equilibrium path, the shareholders always support the activist when he
runs a proxy fight, i.e., 0% = 1. This is because if the activist runs a proxy fight, his expected
payoff from doing so must be nonnegative, which in turn implies that the shareholder value
is positive if the activist wins the proxy fight (because b* > 0 and the activist needs to incur
the cost of a proxy fight but shareholders do not), while the shareholders’ payoff is zero if the
incumbent is re-elected.

Second, the previous step and Lemma 1 imply that in any equilibrium where proxy fight is
on the equilibrium path, for any given p, the incumbent’s payoff from rejecting the settlement
is p[—cp + ap(A — b)] if A > b*, and —pcp otherwise. On the other hand, the incumbent’s
payoff from accepting the board settlement is ag(A — b) if A > 0%, and zero if A < b*.

Third, I start characterizing the incumbent’s strategy at the response stage. To that end,
in this step, I prove that the incumbent accepts the board settlement for all A < b*. Suppose
that this is not true, and the incumbent rejects for some A < b*. Then, due to the incumbent’s
payoff structure described in the previous step, this implies that p* = 0 in equilibrium. In
turn, this implies that the incumbent rejects the board settlement for all A > b*. Therefore, if
k = k¢, then the activist’s expected payoff from running a proxy fight upon rejection is weakly
larger than apFE[max{0,A — b*}] — k. However, (48) implies that this payoff is positive at
least for some x°. In particular, it implies that p* = yG(apE[max{0, A — b*}]) > 0, yielding a
contradiction.

Fourth, I characterize the incumbent’s strategy for A > b%. Note that if A > b%, the
incumbent accepts the board settlement if and only if ag(A —b) > p[—cp + ap(A —b)]. Note
that this inequality is equivalent to A > Ag(p), where Ag(p) is given by (7) and satisfies
Agp(p) € (b%0] if p < arTer o m- Indeed, it cannot be p* > Gz in any equilibrium
where proxy fight is on the equilibrium path (Which is the type of equilibrium that is considered
in this proposition). This is because if p* > — Tor 75y then either (a) the incumbent rejects
board settlement if and only if A = b%, which yiel és a contradiction because then the activist
would never run a proxy fight upon rejection (since £ > 0), or (b) the incumbent accepts board
settlement for all A, which again yields a contradiction because it would imply that there is
no proxy fight on the equilibrium path.

Fifth, I show that there exists a unique p% € (0, #M) such that p* = p% yields
an equilibrium (then, due to the arguments above, the equilibrium where proxy fight is
on the equilibrium path exists, it is unique, in this equilibrium the incumbent’s rejection
threshold Ap is simply equal to Ag(py), and Agp(pg) € (b%b)). Note that upon rejec-
tion of the board settlement, the activist infers that A € [b% Ap]. Therefore, if k =
then the activist’s expected payoff from running a proxy fight upon rejection is given by
7 = apE[A — b*|A € [b*, Ag]] — k. Therefore, whenever k = k€, the activist runs a proxy
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fight if apF [A —b*|A € [b%, Ap]] > k¢ and does not run if apE [A —b*|A € [b*, Ap]] < K°.
As a result, the likelihood of a proxy fight upon rejection of a board settlement is given by

p(Ap) = yProb(apE [A — b*|A € [b*, Ag]] > k%) = yG(apE [A — b*|A € [b*, Agl]).  (50)

Importantly, p(Ap) is continuous and weakly increasing in Ap. Moreover, (48) implies that
p(b) > 0, and £ > 0 implies that p(b*) = 0. On the other hand, Ag(p) is continuous and
strictly decreasing in p at any Ag € (b%,b). Moreover, Ag(0) = b and AB(#‘;‘([)_M)) = 0.
Therefore, there exists a unique p% € (0, ﬁﬁb—b“)) that solves the fixed point equation
p =vG(apE [A —b"A € [b*, Ap(p)]]). Moreover, this solution also satisfies p% < . Hence,
the equilibrium where proxy fight is on the equilibrium path exists, it is unique, and in this
equilibrium p* = p%.

Sixth, note that this equilibrium satisfies the Grossman and Perry (1986) criterion, since
the activist’s proxy fight decision does not rely on off-equilibrium beliefs about A. This is
because the incumbent’s rejection of the settlement is on the equilibrium path.

Seventh, note that due to the arguments made in the first step of this proof, b* > 0 implies
not only ¢ = 1 for this proposition, but it also implies 0% = 1 for Proposition 1. Therefore,
as k and K converge to k, 0% converges to 0.

Eighth, finally, T show that as k and & converges k, p% converges to p% given by (5) (which
implies that A} converges to A} due to the fifth and seventh steps above). Noting that x
satisfies (2), the proof of this step consists of two substeps.

First, I show that if x satisfies ap > v (1), then p% converges to v, where & (-) is given
by (17) in the proof of Proposition 1. Note that due to that proof (and also because o3 = 1
by the seventh step above), ap > véy (1) implies that pj; = . Suppose that p§ converges to
some other value pg # 7. Since p% < 7, then it must be pé < 7. However, then 03 = 1 and
(49) implies that A} converges to

f—p_ cp
Ap=b— (51)
Moreover, note that ap > v, (1) implies that AB(l) <b- aB/‘i/P_aP, and therefore, ,02 <7

in turn implies that A%, > Ap(1). Let ¢ = AL, — Ag(1). Then, there exists some § > 0 such
that if |# — k| < 8, then A > Ag(1) +¢/2 and & < apE[A — 1*|A € [b*, Ag(1) +/2]].
Note that the last inequality follows from (6), 0% = 1, and the fact that & converges to . In
turn, k¢ < & < apF[A — A € [b*, A%]] combined with (50) imply that p(A%) = ~ for all
|k — k| < ¢, yielding a contradiction with pé # 7. Therefore, p} converges to 7.

Second, I show that if x satisfies ap < & (1), then p$ converges to (5), or equivalently,
to ap/ar(l) (since 0% = 1 by the seventh step above). Note that ap < vdy (1) implies that
p = ap/ar(1) < . Suppose that p§ converges to some other value pl, # ap/ar(1). Then,
noting (49) implies that A% converges to (51) (because 0§ = 1 also by the seventh step), there
are further two subcases to consider:
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(a) Suppose that pl, < ap/ar(1). This implies that AL > Ag(1). Let ¢ = AL, — Ag(1).
Then, there exists some § > 0 such that if |& — k| < &, then A} > Ag(1) +¢/2 and & <
apBE[A—b|A € [b*, Ag(1) +¢/2]]. Note that the last inequality follows from (6), 0% = 1, and
the fact that & converges to k. In turn, ¢ < & < apE[A—b*|A € [b*, A%]] combined with (50)
imply that p(A%) = ~ for all | — k| < 8, yielding a contradiction with pl, < ag/ar(1) < 7.

(b) Next, suppose that pf, > ag/ér(1). This implies that AL < Ap(1). Let e = Ag(1) —
AL, Then, there exists some § > 0 such that if |& — k| < §, then AS < Ap(1) — /2 and
k> apBE[A—b|A € [b*, Ag(1) —e/2]]. Note that the last inequality follows from (6), 0% = 1,
and the fact that £ converges to . In turn, k¢ > £ > apE[A —b%|A € [b*, A]] combined with
(50) imply that p(A%) = 0 for all |i—k| < 8, yielding a contradiction with pl, > ag/é (1) > 0.
Therefore, (a) and (b) together imply that p% converges to ag/d&r(1), concluding the proof. m

Proof of Proposition 13. First, note that in any equilibrium where the activist runs a
proxy fight upon the incumbent’s rejection with positive probability (regardless of whether the
incumbent’s rejection is on- or off-the-equilibrium path), the shareholders always support the
activist, i.e., g = 1. This is because if the activist runs a proxy fight, his expected payoff from
doing so must be nonnegative, which in turn implies that the shareholder value is positive if the
activist wins the proxy fight (because 6 > 0 and the activist needs to incur the cost of a proxy
fight but shareholders do not), while the shareholders’ payoff is zero if the incumbent is re-
elected. Note that this result holds even if the incumbent’s rejection is off-the-equilibrium path.
This is because the activist does not have any private information relative to the shareholders
before joining the board, and hence the shareholders’ and the activist’s beliefs about A must
coincide upon the incumbent’s rejection (when the activist is deciding whether to run a proxy
fight).

Second, I show that in any equilibrium, the activist runs a proxy fight with positive proba-
bility upon rejection (i.e., p* > 0). Suppose that p* = 0. Note that the incumbent’s payoff from
accepting the board settlement is ag(A —b) if A > 0%, and zero if A < b*. On the other hand,
for any given p, the incumbent’s payoff from rejecting the settlement is p[—cp + ap(A — b)]
if A > b*, and —pcp otherwise (due to the previous step). Therefore, if p* = 0, then the
incumbent rejects the board settlement for all A > b*. Then, the activist’s expected payoff
from running a proxy fight upon rejection is weakly larger than apE[max{0, A — b*}] — k°.
However, (48) implies that this payoff is positive at least for some x°. In particular, it implies
that p* > vG(apFE[max{0, A — b*}]) > 0, yielding a contradiction.

Third, note that since p* > 0 is satisfied in any equilibrium (due to the previous step), it
immediately follows that in any equilibrium, the incumbent accepts the board settlement for
all A < b*. Moreover, it also follows that in any equilibrium where proxy fight is not on the
equilibrium path, it must be that the incumbent accepts the settlement for all A.

Therefore, as the fourth step, I show that an equilibrium where the incumbent accepts
the board settlement for all A > b exists only if ag < vG(ap(b — b))(ap + cp/(b — b?)).
Recall that if A > 0%, the incumbent weakly prefers to accept the settlement if and only if
ag(A —b) > p[—cp + ap(A —b)]. Therefore, the incumbent weakly prefers to accept for
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all A > b* if and only if ap < p(cp/(b — b*) + ap). This inequality is not satisfied for any
p € [0,7G(ap(b—b"))] if ap > vG(ap(b—b"))(ap+cp/(b—0b")), however it is satisfied for all p €
[#/B(b_ba),vG(ap(b—b“))] ifap <vG(ap(b—0b"))(cp/(b—b*)+ap). Also note that it has to
be p < yG(ap(b—0b*)) in equilibrium (even though the proxy fight is off-the-equilibrium path),
because the activist’s payoff after winning a proxy fight is strictly smaller than ap(b — b*) — k¢
(since A < b for all A). Therefore, there exists an equilibrium where the incumbent weakly
prefers to accept the settlement for all A only if ap < vG(ap(b—b0"))(ap + cp/(b—b%)).

It remains to show that the equilibrium where the incumbent accepts the settlement for
all A never satisfies the Grossman and Perry (1986) criterion. To that end, denote by u
the activist’s and shareholders’ off-equilibrium belief about A upon the incumbent’s rejection.
Then, according to this criterion, this belief 4 must be “credible”. To put it more formally,
if there exists any off-equilibrium belief v such that under this belief, the incumbent weakly
prefers to reject the settlement for some A (due to the resulting p(v) and o(v)), then p must
satisfy this property (i.e., u must be equal to one of such v). Therefore, the proof of this final
step consists of two substeps.

First, I show that there exists a credible off-equilibrium belief which does not sustain the
equilibrium described in this proposition. In particular, the activist’s and shareholders’ off-
equilibrium belief v = [0 A%] (that is, the belief that the incumbent rejects if and only if
A € [b*, A%]) is credible according to the Grossman and Perry (1986) criterion, where A§ is
given by (49). This is because under this belief, the resulting p(r) and o(v) indeed makes
the incumbent weakly prefer to reject the settlement for some A (in particular, if and only if
A € [b*, Ag]). More formally, under this belief, the equilibrium of the subgame starting with
the incumbent’s response is as given by Proposition 12: Specifically, p* = p% and o* = 0%, and
therefore the incumbent rejects if and only if A € [b%, A%]. This also implies that under this
credible belief, it is never the case that the incumbent accepts the settlement for all A.

Since the credible belief described in the first substep above leads to the incumbent’s re-
jection of the settlement for some A, the second substep is to show that if the activist’s
and shareholders’ off-equilibrium belief © about A leads to the incumbent’s acceptance for all
A > b% then pu cannot satisfy the credibility criterion of Grossman and Perry (1986). To
prove by contradiction, suppose that p is credible. Then, under the belief p, it has to be
that the incumbent weakly prefers to reject the settlement for some A (for the belief u to
be credible), and it also has to be that the incumbent weakly prefers to accept the settle-
ment for all A > b* (so that the equilibrium is sustained). Note that under this belief pu,
the likehood of a proxy fight p(u) upon the incumbent’s rejection would be given by p(u) =
vProb(o(p)apFE [max{0,A — b*}|A € pu] > k°) = 7G(o(p)apE [max{0, A —0*}|A € u]). It
cannot be p(u) = 0, because then the incumbent would not accept the settlement for any
A > b*. Therefore, the only remaining possibility is p(x) > 0, which also implies that o(pu) = 1
by the first step. However, then, by the third step, the incumbent accepts the settlement
for all A < b*. Moreover, by the fourth step in the proof of Proposition 12, it has to be
p(k) < gorer i, Pecause otherwise either (a) the incumbent weakly prefers to reject the

settlement if and only if A = 0%, which would imply that ¢ = {b*} and hence p(u) = 0,
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yielding a contradiction, or (b) the incumbent strictly prefers to accept the board settlement
for all A, which also yields a contradiction. Therefore, for the belief i to be credible, it must
be p(p) < #ﬁ(b—ba)' However, then, again by the fourth step in the proof of Proposition
12, the incumbent would strictly prefer to reject the settlement for some A. This would imply
that the belief u does not sustain the equilibrium, since it is not possible that the incumbent
accepts the settlement for all A under this belief. This yields another contradiction, concluding
the proof. m

F Online appendix for Extensions (Section 5)

In this appendix, I study several extensions of the main model. For a summary of these
extensions, see Section 5.

F.1 Imperfect learning upon joining the board (Section 5.1)

In this extension, I relax the assumption that the activist always learns the value of the project
if he joins the board. I show that not only all the results from the main model are robust to
this extension, but also the empirical predictions get even stronger. Moreover, this section also
implies an endogenous upperbound on a g for the main model by showing that the activist may
not always be able to exercise his decision authority after reaching a board settlement even if
he obtains full control.

In terms of the specific assumptions, I assume that if the activist joins the board via winning
a proxy fight or reaching a board settlement, then he receives a signal s = A with probability
q € (0,1), and he does not receive any signal with probability 1 — ¢. Note that if ¢ = 1, then
the model reduces to the main model described in Section 2 (where the activist always learns
A after joining the board). I also assume that if the activist’s beliefs about the NPV at the
implementation stage is equal to the prior distribution, he does not implement the project. To
simplify the analysis below, I achieve this by assuming E [A — 5] < 0.3

I also assume that the activist’s cost of proxy fight C'* satisfies

C* < C" = gqapn®E [max {0, A — b°}], (52)

80However, even if F[A — b > 0, I verify in an unreported analysis that similar results are obtained in a
broader setup where the activist suffers some reputation costs if the project he implements ends up destroying
a lot of firm value. To be specific, in this broader setup, I assume that if the activist implements the project,
n®(A — b*) in the activist’s payoff II*(A, e) in Section 2 is replaced by n*(A — b*) 4+ u(A), where p(A) is the
additional payoff of the activist from the reputation he gains or loses from implementing the project. Here,
I assume that p(A) is weakly increasing in A, u(0) > 0, and E [n*(A — b*) + u(A)] < 0. The last inequality
implies that the activist does not implement the project if his information set is not more precise than the
prior distribution at the implementation stage. Under this broader setup, all results of the extension continue
to hold, where the only additional change is that the activist’s bias 6* per share he owns is replaced with
b — pu (A") /n®, where A’ denotes the unique solution of n®(A — b%) 4+ pu (A) = 0.
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which is the generalization of the parameter restriction made in (2). Indeed, if C* is so large
that (52) is violated, then there always exists an equilibrium where the activist never runs a
proxy fight upon rejection, and hence the incumbent has no incentive to accept any settlement
and the project is never implemented.

Under this modification of the model, the equilibria described in Propositions 1 and 5
continue to be valid, with the exception that ap in the former is replaced with agq, and ap
in the latter is replaced with apq. To understand this, first consider the former case, where
the activist has demanded a board settlement. Then, upon rejection of a board settlement,
the activist infers that A > b*, and therefore implements the project if he wins a proxy fight
and becomes the decision-maker on the board, regardless of whether he receives any signal.
However, upon acceptance of board settlement, the activist cannot immediately infer whether
A > b or A < b* In particular, compared to the prior distribution, the project’s NPV
A is more likely to be lower than b* and the expected NPV is lower. Therefore, even if the
activist achieves decision authority after the incumbent accepts a board settlement, the activist
implements the project if and only if he receives a signal about the project that its NPV is higher
than b*. Since the activist learns the NPV with probability ¢, this means that even though
the activist is the decision-maker on the board with probability ap after reaching a board
settlement, he implements the project only with probability agqg when A > b%. Therefore, the
equilibrium given by Proposition 1 continues to be valid, with the exception that ap is replaced
with apq (hence, it implies an endogenous upperbound on ap for the main model). Compared
to the main model, the activist’s reduced ability to implement the project upon reaching a
board settlement increases the incumbent’s incentives to accept the settlement, resulting in a
lower A%, as illustrated by the top figure in Figure 11.

Board sett. l Rejection l(—- Board sett.
—e : : L

I b A% b Projegt NPV A
Rejection ’_>l Action s.

® ° i ® * >

1 pe A%, b Project NPV A

Figure 11 - The changes in the incumbent’s rejection thresholds w.r.t. to the main model

Next, suppose that the activist has demanded an action settlement instead. Note that
upon rejection of an action settlement (that is, conditional on A < A%), the project’s NPV
is more likely to be lower than 0* and the expected NPV is lower, compared to the prior
distribution. Therefore, even if the activist runs and wins a proxy fight upon rejection and
obtains decision authority over implementation of the project, he implements the project if
and only if he receives a signal about the project that its NPV is higher than 0. For this
reason, after a successful proxy fight, even though the activist is the decision-maker with
probability ap, when A > b he implements the project with probability apq. Therefore, the
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equilibrium given by Proposition 5 still constitutes an equilibrium, with the exception that
ap is replaced with apgq. Compared to the main model where ¢ = 1, the activist’s reduced
ability to implement the project decreases his incentives to run a proxy fight upon rejection
and increases the incumbent board’s incentives to reject the settlement, resulting in a higher
A%, as illustrated by the bottom figure in Figure 11.

Due to preservation of the equilibrium structure as described above, the results from the
main model continue to hold, as elaborated below. Moreover, as also detailed below, the
empirical predictions of the main model get even stronger under this extension. This is because
the changes explained above makes the inequality A} < A% in Corollary 1 stronger, since
they strengthen the insight behind these predictions that was introduced in Section 4.2: That
is, compared to the main model, the incumbent’s rejection of board settlement reveals its
private information about the project’s value even more precisely than the rejection of action
settlement reveals, because A% decreases while A% increases.

The details on the robustness of the results and empirical predictions of the model are as
follows:

(a) As explained above, the equilibrium described in Proposition 1 in Section 3.1 continue
to be valid, with the exception that ap is replaced with agq. As a result, Propositions
2 and 3 in Section 3.2.1 continues to hold without any change, because these results do
not depend on the magnitude of az. Proposition 4 in Section 3.2.2 continues to hold as
well, where the only changes are that C® is replaced with C* due to the generalization
of parameter specification to (52), and «ap is again replaced with apq.

(b) Also also explained above, the equilibrium described in Proposition 5 in Section 4.1
continue to be valid, with the exception that ap is replaced with apg. Therefore, Propo-
sitions 8 and 9 in Online Appendix B continues to hold without any change, because
they do not depend on the magnitude of ap. Proposition 10 in the same appendix con-
tinues to hold as well, where the only change is that C* is replaced with C* due to the
generalization of parameter specification to (52).

(¢) Corollary 1 in Section 4.2 continues to hold, because under this extension A% gets weakly
larger and A% gets weakly smaller, as explained above.

(d) Proposition 6 in Section 4.2.1 continues to hold as well, subject to the only change that
ap in [ is replaced with apg.®! This is because even though ap is replaced with apgq if
the activist demands an action settlement and ap is replaced with apq if the activist
demands a board settlement, the rest of the proof of Proposition 6 continues to hold.

(e) The robustness of the results above from the main model implies that all of the empirical
predictions of the main model (as described in Section 4.2.2) continue to hold. Moreover,
due to (c) above, predictions 3 and 4 get even stronger.

. i a\2
81Tn other words, [ becomes [ = b* — apq%. This is because if A has a uniform distribution, then

(52) is equivalent to C* < apgn®FE [max{0,A —b}] & C* < apqn®Prob(A > b*)E[A —b*A > b &
i pa i pa . i_pay2
C%/n% < ozqubi;_bl (b ng — ba> o — ozpq(zbcal;n)a <.
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(f) Proposition 7 in Section 7 continue to hold as well, where the only change is that ap
in [ is replaced with apq for the same reason stated in (d) above. Finally, Corollary 2
continues to hold without any change.

F.2 Incumbent’s disclosure and information sharing agreements (Sec-
tion 5.2)

Recall that in the main model it is implicitly assumed that the incumbent board cannot disclose
A to the activist unless the activist joins the board. In this extension, I relax this assumption
and show that all the results and empirical predictions from the main model continue to hold.
In particular, in this extension I add a disclosure stage at the very beginning of the game:
I assume that at this stage, with probability ¢ the incumbent can voluntarily choose whether
to disclose A to the activist (e.g., via information sharing agreements), and with probability
1 — ¢, no disclosure can take place. I also assume that disclosure is verifiable. The parameter
restrictions imposed in this extension are as follows: First, ¢ < 1, which means that the
incumbent is not always able to disclose A to the activist, and second, if ap < 1 then
Gy o GG e (53)

1—Oép ap 1—Ozp

which means that a proxy fight is highly costly to the activist and/or to the incumbent. This
condition is consistent with the empirical evidence in Gantchev (2013) and Fos and Tsoutsoura
(2014).%2 For the discussion of the assumption ¢ < 1, see Section F.2.1 below. Before that
discussion, however, I first present and discuss the results.

Proposition 14 Let d = max{0, %L"aqu“}. Then, d € (b%,b"), and there exists an equilibrium
where:®

(1) If the incumbent is able to disclose A to the activist, it discloses if and only if A < d.

(i1) If the incumbent discloses A < d, then no material outcome occurs (i.e., no settlement
is reached, no prozy fight is launched, and the project is never implemented).

82 Consistently with high C%, Gantchev (2013) reports that the activist’s cost of a campaign ending with a
proxy fight accounts for two thirds of the average abnormal return of the activist, implying that these costs are
significant. Consistently with high C*, Fos and Tsoutsoura (2014) find that facing a direct threat of removal is
associated with $1.3-2.9 million in foregone income until retirement for the median incumbent director. They
also find that after a proxy fight, not only incumbent directors that were up for re-election during the proxy fight
lose on average 0.71 on other boards, but also the other incumbent directors (who were not up for re-election)
lose on average 0.45 seats on other boards.

83While the equilibrium is not necessarily unique, the potential multiplicity of equilibria stems from the
indifference conditions of the incumbent, and it can be shown that the described equilibrium becomes the
unique equilibrium if some small costs are incorporated to break these indifference conditions. An example of
such costs would be disclosure costs, as well as costs that the incumbent suffers from conceding board seats to
the activist.
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(23i) If the incumbent does not disclose A, then the equilibrium of this subgame is as described
i Propositions 5 and 1.

The proof of the proposition above is provided in Section F.2.2 below. The proposition
states that there exists a threshold d = max{0, CZJ " 4 b2} e (b, b') such that the incumbent
discloses A if and only if A < d. Intuitively, if no settlement is reached, then the activist
never runs a proxy fight when A < d (because then his payoff from running a proxy fight is
o*apn®max{0,A — b*} — C* < 0, where 0* = 0 if A < 0), and he always runs a proxy fight
if A > d (because then he always wins a proxy fight, implying that his payoff from running a
proxy fight is apn®(A —b*) — C* > 0). In particular, when A < d, the incumbent fends off the
activist by disclosing that the project is worthless or does not have enough value to make a
proxy fight profitable for the activist. Therefore, if A < d and the incumbent is able to disclose,
the game practically ends after the disclosure, resulting in no action or board settlement (as
well as no proxy fight). In contrast, if A > d were to be disclosed, then the activist would
always run and win a proxy fight if no settlement is reached, and since the activist knows that
this is costly for the incumbent, he would demand an action settlement after the disclosure
(which the incumbent would end up accepting). Therefore, this incentivizes the incumbent not
to disclose when A > d. Indeed, since the incumbent is not always able to disclose a given A
(that is, ¢ < 1, as also elaborated in Section F.2.1 below), by not disclosing when A > d, the
incumbent can pool with the cases where the incumbent was not able to disclose A < d.

Therefore, the results and empirical predictions of main model are robust to this extension
as well. This is because as Proposition 14 above states, if A < d then with probability ¢ no
material outcome occurs; and in all other cases (i.e., with probability 1 if A > d, and with
probability 1 — ¢ if A < d), the equilibrium is as described in Propositions 5 and 1.

F.2.1 Motivating imperfect disclosure

Here, I motivate the assumption ¢ < 1 made above, that is, with some positive probability,
the incumbent will not be able to disclose A to the activist. Indeed, this assumption can be
motivated by several arguments, which are detailed as follows:

Disclosing the value of the project: Note that for the incumbent to be able to disclose A
to the activist, the incumbent may need to disclose information that was not disclosed publicly
before. However, due to Regulation Fair Disclosure (Reg FD), the incumbent may then have
to make this informaton public. This is because due to Reg FD, the incumbent has to make
public disclosure of any material information disclosed outside the board to a shareholder that
is likely to trade, such as an activist. However, public disclosure of such information may harm
firm value (e.g., by giving an informational advantage to the competitors of the firm), especially
considering that the incumbent had originally found it optimal not to share such information
with the public. Moreover, if such a disclosure hurts firm value, it may also result in the breach
of fiduciary duty of the incumbent. Therefore, such costs may make it prohibitively costly for
the incumbent to disclose A to the activist.
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Disclosing the value of the incumbent’s preferred plans (i.e., “status quo”): More-
over, note that A represents the shareholder value created by the project relative to the “status
quo”’, where status quo represents any plan the incumbent board prefers to pursue over the
project. Importantly, since the incumbent may be formulating new plans to pursue, the source
of the incumbent’s private information about A may stem from the shareholder value created
by pursuing these plans. Indeed, the details of such plans may not be available to the public.
Therefore, if the incumbent were to share these plans with the activist (so that the activist can
evaluate A), the incumbent may have to make public disclosure of some of this information,
again due to Reg FD. However, due to the same arguments above, such a disclosure can have
very costly consequences for the firm as well as for the incumbent board.

Information sharing agreeements: An imperfect solution for this problem is sometimes the
incumbent can make such disclosures to the activist via exclusive information sharing agree-
ments that can be made between the activist and the firm. However, such agreements are
not without their problems: First, it is not fully clear whether such agreements legally satisfy
Reg FD, which may make activists more hesitant with such agreements. Indeed, Schoenfeld
(2020) tests this hypothesis and reports that shareholder contracts with information sharing
covenants has dropped significantly with the introduction of Reg FD. Second, the informa-
tion the activist can acquire via such agreements is likely to be more limited and less precise
compared to the information he can acquire by having board seats. For these reasons, infor-
mation sharing agreements are unlikely to be a perfect solution to eliminate the information
asymmetry between the incumbent board and the activist. Indeed, Schoenfeld (2020) reports
that higher information asymmetry is a key predictor of activist shareholder agreements and
documents that the most common covenant type in the agreements is directorship covenants,
surpassing the number of information sharing covenants.®*

F.2.2 Proofs for incumbent’s disclosure and information sharing agreements

Proof of Proposition 14. Note that d < b since ;% + b* < b due to (2) and A < b, and
d > b* holds because d = ot b* and Kk > 0.

If the incumbent discloses A, then the activist’s payoff from running a proxy fight is nonpos-
itive if ap max{0, A — b} — k < 0, or equivalently, if A < 2% + ). Similarly, if the incumbent
discloses that A < 0, then it is a best response for the shareholders to never elect the activist
in a proxy fight. In turn, if A < max{0, o+ b}, then it is a best response for the incumbent
to disclose A and reject any settlement, and no proxy fight is launched as a result. As a result,
the project is never implemented following such a disclosure due to Lemma 1. This completes
part (ii).

The proof of parts (i) and (iii) consists of several steps. First, note that if the incumbent

84Moreover, since many board settlements also contain information sharing covenants, the num-
ber of information sharing agreements that do not grant the activist a board seat is even lower.
E.g., see: http://clsbluesky.law.columbia.edu/2016/12/15/sullivan-cromwell-reviews-and-analyzes-2016-u-s-
shareholder-activism/
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discloses that A > d and no settlement is reached, then the activist always runs a proxy fight
if k = k (because ap max{0,A — b*} — k > 0) and wins it (because A > 0).

Second, if the incumbent has disclosed that A > d and the activist demands an action
settlement, then the incumbent always accepts. This is because the incumbent’s payoff from
accepting the action settlement is strictly larger than rejecting it, that is, A —b > —cp +
ap(A —b) for all A > d, where the inequality holds because if ap < 1 then (53) holds.

Third, if the incumbent has disclosed that A > d, the activist weakly prefers demanding an
action settlement over demanding a board settlement. This is because his payoff if an action
settlement is reached is A — b, which is weakly larger than his payoff if a board settlement is
reached (ap(A — 0%)) as well as than his payoff if no settlement is reached (ap (A —0%) — k),
because d > b as noted at the beginning of the proof.

Fourth, if A > d, then the incumbent weakly prefers not to disclose A. To show this result,
due to the second and third steps above, it is sufficient to show that the incumbent weakly
prefers nondisclosure over disclosing and accepting an action settlement. Indeed, if it does not
disclose, then a lowerbound on its payoff is A — b, since at worst the activist will demand an
action settlement (the incumbent’s payoff from reaching a board settlement is weakly higher,
since ag(A —b) > A —b). However, the incumbent’s payoff from disclosing and accepting an
action settlement is A — b. Combining with the result in part (ii), this completes the proof of
parts (i) and (iii).

Although the proof is complete, I also show that the results do not change even if the
activist is prohibited from making any settlement demand. Note that then, the proof of part
(ii) above does not change. Therefore, it remains to show the robustness of parts (i) and (iii).
Indeed, as noted above, if the incumbent discloses A > d and no settlement is reached, then
the activist always runs a proxy fight if & = k (because ap max{0,A — b*} — k > 0) and
wins it (because A > 0). Therefore, the incumbent’s expected payoff from disclosing A > d is
ap(A — b) — cp. Note that if the incumbent does not disclose A, then his expected payoff is
weakly larger, i.e., it is p(cap(A —b) — cp) > ap(A — b) — cp. Therefore, for all A > d, the
incumbent weakly prefers nondisclosure over disclosing. =

F.3 Incumbent’s counter-offer (Section 5.3)

An assumption made in the main model is that when demanding a settlement, the activist
makes a take-it-or-leave-it offer to the incumbent board. However, in practice, sometimes
boards make counter-offers to the activist. Therefore, in this extension I assume that after
the activist makes his demand, the incumbent can make a counter-offer to the activist. If no
agreement is reached, then as in the main model, the activist decides whether to run a proxy
fight, and in the case of a proxy fight, the shareholders decide whom to support.

The propositions below formalize the results described in Section 5.3. Intuition for these
results are provided in Section 5.3 as well.

Proposition 15 (i) Suppose that the activist has demanded a board settlement. Then, there
always exists an equilibrium that is identical to the equilibrium in Proposition 1. In this
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equilibrium, the incumbent never makes a counter-offer. Moreover, if ag < 1, then there
exists no equilibrium where the incumbent counters with an action settlement.

(13) Suppose that the activist has demanded an action settlement. There exists ag > 0 such
that if ap < ag, then there always exists an equilibrium that is identical to the equilibrium
i Proposition 5. In this equilibrium, the incumbent never makes a counter-offer.

(ii7) Suppose that the activist has demanded an action settlement and ap < 1.%° Suppose
that there exists an equilibrium where the incumbent counters with a board settlement
if A < b*, and the activist accepts this counter-offer. Then, in this equilibrium, the
incumbent never accepts the action settlement, and there ewists Ag < b such that the
incumbent counters with a board settlement if A > Ap.

Proof of Proposition 15. In the proof below, first I show that given the activist’s settlement
demand, each player’s action described in the proposition constitutes a best response to each
other. To that end, steps 1-3 prove part (i), and step 4 proves part (ii). Finally, in step 5,
I show that the activist’s settlement demand described at the beginning of the proposition
constitutes a best response as well.

Step 1: First, suppose that the incumbent cannot make any counter-offer. Then, the in-
cumbent’s decision boils down to accepting or rejecting the activist’s settlement demand, just
as in the main model. Moreover, note that the equilibrium characterization implies that upon
no settlement, p* (the probability that the activist runs a proxy fight) as well as o* (the proba-
bility that he wins) are as characterized in Proposition 5 if the activist has demanded an action
settlement and as in Proposition 1 if the activist has demanded a board settlement. Therefore,
the incumbent’s strategy described in Propositions 5 and 1 indeed constitutes a best-response
for the incumbent. As a result, p* (¢*) characterized in Propositions 5 and 1 constitute a best
response for the activist (shareholders) as well.

Step 2: Next, suppose that the activist has demanded a board settlement and the incumbent
can counter. Note that the incumbent weakly prefers accepting the board settlement over
deviating to countering with an action settlement if the activist’s off-equilibrium beliefs about
A upon such a deviation satisfies A > b®. This is because under such a deviation, the activist
always accepts the action settlement, yielding a weakly lower payoff to the incumbent than
accepting the activist’s board settlement demand outright.

Also suppose that the activist and shareholders’ off-equilibrium beliefs conditional on the
incumbent rejecting and countering with a board settlement are A € [b*, A%], where A% is
given in Proposition 1 (i.e., these off-equilibrium beliefs are the same with on-the-equilibrium-
path beliefs conditional on the incumbent rejecting and not making any counter-offer). Then,
if no settlement has been reached (regardless of whether the incumbent counters with a board
settlement or makes no counter-offer after rejecting the activist’s settlement demand), the
same p* and o as those characterized in Proposition 1 indeed constitute a best response for

85Recall that reasons for ap < 1 were discussed after Corollary 1 in Section 4.2.
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the activist and shareholders, respectively. As a result, it is a best response for the incumbent
to make no counter-offer, and instead behave as described in Proposition 1 as well. This is
because Proposition 1 implies that given p* and ¢*, the incumbent weakly prefers reaching a
board settlement over not reaching such a settlement if A € (I,0%) U (A%, b), and it weakly
prefers not reaching a board settlement over reaching such a settlement if A € [b%, A%l

Step 3: Finally, to complete the proof of part (i), suppose that the activist has demanded
an action settlement, the incumbent can counter, and ap < yap — v375:. Also suppose that
the activist and shareholders’ off-equilibrium beliefs are such that if the incumbent rejects the
activist’s action settlement demand and counters with a board settlement, then A is sufficiently
high (specifically, it satisfies A > 0 and ap (A — b%) < yap (A —b*) —yk).3¢ Then, it is a best
response for the activist to reject this counter-offer (and run a proxy fight whenever k£ = x) and
for the shareholders to always elect the activist. Therefore, in turn, it is a best response for
the incumbent to never counter with a board settlement, because instead it can simply reject
the activist’s action settlement demand and make no counter-offer, which would yield weakly
greater payoff to the incumbent since p <~y and o < 1.

In addition, in a similar spirit with the last step, suppose that the activist and shareholders’
off-equilibrium beliefs conditional on the incumbent rejecting and countering with an action
settlement are A < A%, where A% is given in Proposition 5 (i.e., these off-equilibrium beliefs
are the same with on-the-equilibrium-path beliefs conditional on the incumbent rejecting and
not making any counter-offer). Then, if no settlement is reached (regardless of whether the
incumbent counters with an action settlement or makes no counter-offer after rejecting the
activist’s settlement demand), the same p* and o* as those characterized in Proposition 5
indeed constitute a best response for the activist and shareholders, respectively. As a result, it
is a best response for the incumbent to make no counter-offer, and instead behave as described
in Proposition 5 as well. This is because Proposition 5 implies that given p* and ¢*, the
incumbent weakly prefers reaching an action settlement over not reaching such a settlement
it A > A%, and it weakly prefers not reaching an action settlement over reaching such a
settlement if A < A%,.

Step 4: Next, I prove part (ii). To that end, suppose that the activist has demanded
an action settlement, the incumbent can counter, and ap > yap — v;55:. Then, it is a
best response for the activist to never run a proxy fight when the incumbent counters with
a board settlement, because for any A, p’, and o', the activist’s payoff from accepting the
board settlement is weakly higher than his payoff from rejecting and running a proxy fight,
i.e., agmax{0, A — b*} > p'o’apmax{0, A — b*} — p'k.8" Moreover, note that the equilibrium

86Note that there exists A’ € (b, b) such that the inequality ap (A — b)) < yap (A — b*) — vk is satisfied if
and only if A > A’. That is because: (a) both sides of the inequality are linear in A, (b) the inequality is not
satisfied for A = b, (c) the inequality is satisfied for A = b due to ap < yap —v;%5, and (d) b* < b due to
(2).

87This inequality is satisfied for all A < b because: (a) both sides of the inequality are linear in A, (b) the
inequality is satisfied for A < b%, (c) the inequality is satisfied for A = b due to ap > yap — v3%5, and
(d) b* < b due to (2).
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characterization implies that upon no settlement, p* as well as ¢* are as characterized in
Proposition 1. Therefore, Proposition 1 implies that the incumbent weakly prefers reaching
a board settlement over reaching no settlement if A € (1,0%) U (A%, b), and it weakly prefers
reaching no settlement over reaching such a settlement if A € [b*, A%]. Since in addition the
incumbent weakly prefers reaching a board settlement over reaching an action settlement, it
is a best response for the incumbent to always reject the action settlement, and counter with
a board settlement if A € ([,b%) U (A%, b) and make no counter-offer if A € [b*, A%]. In turn,
the same p* and o* as those characterized in Proposition 1 indeed constitute a best response
for the activist and shareholders, respectively.

Step 5: Finally, I complete the proof of the proposition by showing that given the strategy
profile described in Proposition 15, the activist’s choice of settlement demand characterized
at the beginning of the proposition is best response as well. Note that part (i) implies that
in the case where ap < yap — 7375, the subgame equilibria after the activist makes his
settlement demand are identical with those in the main model (i.e., those in Propositions 5
and 1). Therefore, when deciding what settlement demand to make, the strategy described in
Proposition 6 continues to maximize the activist’s expected payoff.

Moreover, if ap > yap — 7555, then parts (i) and (ii) imply that the activist’s settlement
demand is irrelevant in the cases where the incumbent is able to make a counter-offer: Because
then, regardless of the activist’s demand, the activist’s expected payoff is equal to his expected
payoff in Proposition 1. Therefore, when choosing what settlement to demand, the activist
only takes into account the case where the incumbent will not be able to make a counter-offer.
In turn, since part (i) again implies that in this case (i.e., the incumbent is unable to counter),
the subgame equilibria after the activist makes his settlement demand are identical with those
in the main model (i.e., those in Propositions 5 and 1), the strategy described in Proposition
6 continues to maximize the activist’s expected payoff. m

F.4 Incumbent with b’ < 0 (Section 5.4)

Recall that an assumption of the main model was that the incumbent is biased against the
project on the table. Specifically, relative to the status quo, if the project is implemented then
the incumbent’s payoff was assumed to be A — b® per share because it loses private benefits
b* > 0, as motivated in the setup (Section 2). However, it could also be that compared to
keeping the status quo, the incumbent is biased in favor of the project (i.e., b* < 0).8% Suppose
that this is the case. Then, letting A, = —A and b’ = —b’, the incumbent’s payoff per share
from keeping the status quo (relative to implementing the project) can be expressed as A, — b,
where 0. > 0.3 Therefore, the main model and its analysis continue to hold if the labels of

88 Also note that then the distribution of A would satisfy A > b’. This is because if A < b%, then the
incumbent would prefer not to implement this project, and therefore it would not have or announce any
intention to implement this project. Hence, it would not prompt any activist campaign in the first place
(because the activist and the shareholders would infer that A < 0 from A < b?).

89Moreover, the previous footnote implies that A, < be.
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“status quo” and “project” are simply switched.

For example, consider the case where in the original model, the firm can undertake a spin-
off but the incumbent is opposed to it (i.e., b > 0). Then, the project represents “the spin-off”
while the status quo represents “not doing the spin-off,” where the incumbent is in favor of
the status quo. Now, consider the opposite case, where the incumbent is in favor of a spin-off
(i.e., b < 0). Then, the original model and its results continue to hold, where the only change
is that the project now represents “not doing the spin-off” and the status quo represents “the
spin-off” (note that again, the status quo represents the action that the incumbent is in favor
of ). Therefore, the model applies just as well in the instances of b* < 0.

F.5 Micro-foundation of the activist’s bias v* < 0 (Section 5.4)

In the main model, it was assumed that the activist has an exogenous bias b for the project,
and it was shown in Section 3.2.1 and Online Appendix B.2 that this bias has interesting
implications if b* < 0 (i.e., the activist’s bias is in favor of implementing the project). In the
extensions below, such a bias b* arises endogenously and indeed satisfies b* < 0.

F.5.1 Short-termism

Motivated by the concerns expressed by institutional investors, policymakers, and the SEC
about activist short-termism,” in this section I micro-found the activist’s bias under short-
termism. More specifically, in this extension, I assume that after the project is implemented,
with probability ¢ € (0,1) the activist can sell his stake in the firm before the project’s NPV
A becomes public information. The market is perfectly liquid and hence the market maker
does not infer any information about the activist’s trading.

Consistent with the criticism against short-termism, the activist’s ability to sell his stake
before the NPV becomes public information creates incentives for the activist to focus on the
short-term stock price at the expense of the long-term value. As a result, there exists a unique
b such that the activist implements the project if and only if A > b**; and moreover b** < 0.
Note that even if A is negative, the activist can still get a positive payoff from implementing the
project and selling his stake, because with probability ¢, A does not become public information
by then and hence the stock price incorporates the possibility that A is positive (in contrast,
if the activist does not implement the project, then the market observes this and the activist
receives a payoff of zero). The following proposition formalizes the results, and its proof is
provided in Section F.5.3 further below.

Proposition 16 Suppose that the activist has achieved the decision-making authority in the
board (through a board settlement or a successful proxy fight), and denote the cumulative prob-
ability distribution of A conditional on this event by G(-), where G(0) < 1 (i.e, the probability

9For such concerns raised by institutional investors, see the second paragraph in the introduction. For
concerns expressed by the SEC and policymakers about activist short-termism, as well as rule changes they
have suggested to combat it, see the footnote in Section 5.4.
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that A > 0 is positive). Then, for any such G(-), there exists a unique b** such that the activist
implements the project if and only if A > b**. Moreover, b** < 0.

F.5.2 The activist’s reputation about his skills

The activist’s bias 0* < 0 emerges endogenously also when there is uncertainty about the
activist’s ability to implement the project. To that end, consider an extension where there
are two types of activists: skilled and unskilled. In particular, suppose that when the activist
achieves decision authority on the board, he can implement the project if and only if he is
skilled. To keep the modification simple, also suppose that the activist learns his skill when
he attempts to implement the project (which avoids further signalling complications). Note
that if it is revealed that the activist is unskilled, then he would lose his credibility to run a
proxy fight, and hence he would lose his ability to affect firm value. However, if the activist
implements the project, then the market infers that the activist is skilled, which would benefit
the activist in his future campaigns by giving him more credibility. Therefore, when there is
uncertainty about the activist’s skill, implementing the project gives the activist a payoff of
A — b® per share he owns, where —b* > 0 due to the benefit he receives from revealing that he
is skilled.

F.5.3 Proofs for micro-foundation of the activist’s bias b* < 0

Proof of Proposition 16. As described in the statement of the proposition, suppose that
the activist has achieved the decision-making authority in the board. First, I show that the
activist follows a threshold strategy. In particular, the activist’s payoff from keeping the status
quo (i.e., not implementing the project) is zero, since the market observes that the project
is not implemented and the stock price reflects this information. In contrast, per share the
activist owns in the firm, the activist’s payoff implementing the project is A if he keeps his
stake until the NPV is revealed (i.e., until it becomes public information). Therefore, for any
A > 0, the activist strictly prefers to implement the project, since his payoff by doing so and
keeping his stake is A per share, which is positive and hence strictly greater than his payoff
from not implementing the project, which is zero. Also note that per share the activist owns
in the firm, his payoff implementing the project is V* if he sells his stake before the NPV
is revealed, where V* is the market’s expectation of the NPV conditional on the activist’s
implementation of the project. Therefore, if A < 0, then the activist implements the project
if and only if pV* 4 (1 — ¢)A > 0, which is his expected payoff from implementing the project
and then selling his stake with probability ¢ before the NPV is revealed. As a result, there
exists some b** such that the activist implements the project if and only if A > b**.

Second, note that b** < 0. This is because for any A > 0, the activist strictly prefers to
implement the project as noted in the previous step.

Third, note that the steps above imply that V* = #(b“) Joe AAG(A), where G(b™) < 1
due to the previous step.
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Fourth, note that b is unique. This is because due to the third step, ¢V* + (1 — ¢)A is
strictly increasing in A and b**.

Fifth, finally I show that b** < 0. To prove by contradiction, suppose that b6** > 0. Then,
V* > 0. However, then there exists some A < 0 such that ¢V* + (1 — ¢)A > 0, and hence the
activist strictly prefers implementing a project with such an NPV over not implementing it,
yielding a contradiction with 0** > 0. m

F.6 Shareholder proposals (Section 5.5)

This section provides the shareholder proposal extension mentioned in Section 5.5 (for the short
sales extension mentioned in the same section, see Online Appendix F.7). Shareholder proposals
were not considered in the main model, because they are nonbinding in many jurisdictions.
That said, in cases where they are binding, if the incumbent rejects settling then the activist
might consider making a shareholder proposal for the project to be implemented instead of
running a proxy fight for board seats.

However, I show below that even if the proxy fight is replaced with such a shareholder
proposal, the main results as well as predictions of the model continue to hold. To see why,
note that if a board settlement is rejected, then making a binding shareholder proposal would
be akin to running a proxy fight for a board control of ap = 1, because in both cases the
project is implemented with probability one if the activist wins.”! Therefore, letting ap = 1
in Proposition 1, all of the results derived in Section 3 continue to hold without any change
whatsoever.

Moreover, if the activist demands an action settlement then the incumbent follows a thresh-
old strategy under this extension similar to the strategy it follows in the main model.”? There-
fore, the only difference compared to the main model is that upon rejection of an action
settlement, if the shareholders vote for the activist’s proposal then the project is implemented
even if A < b®. Since this is an outcome that neither the activist nor the shareholders pre-
fer, it reduces the credibility of the activist’s threat (more specifically, the threat to make a
shareholder proposal in this extension) upon rejection of an action settlement, in turn pushing
up the incumbent’s rejection threshold. Therefore, as elaborated below, these changes amplify
the differences that are already present between an action and a board settlement in the main
model, leading to the robustness of all of the results and predictions derived in Section 4 as
well. In fact, for this reason some of the predictions get even stronger, as also explained below.

F.6.1 Modification of the setup

In this extension, I replace the proxy fight with a binding shareholder proposal for the project
to be implemented. Therefore, the difference in this setup compared to the setup of the main

91Recall that Proposition 1 implies that in equilibrium, the incumbent rejects a board settlement only if
A > b*.

92More specifically, under this extension, there again exists A% such that the incumbent accepts the action
settlement if and only if A > A%.
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model is that if the shareholders vote for the activist’s shareholder proposal, then the project
is implemented with probability one. To keep the notation parallel with the setup of the
main model, if the activist decides to make a shareholder proposal, I denote the cost that the
incumbent incurs by C* > 0, and the cost that the activist incurs by C* > 0. While C* and
C* are likely to be smaller under this extension than in the main model, note that none of the
parameter specifications made in the main model ((1), (2), and (3)) prevent lower C* and C*.%
Therefore, none of the parameterizations made in the main model is violated in this extension.
If the activist makes a shareholder proposal, the shareholders choose between voting for it and
voting against it.

Note that if E[A] < 0 or n*E[A] — B* < C%, then there always exits an equilibrium
where the incumbent always rejects any settlement, the activist never makes a shareholder
proposal, and therefore the project is never implemented. This is because in this equilibrium,
if E[A] < 0, then never supporting the activist’s proposal is always a best response for the
shareholders, and if n*E[A] — B* < (% then never making a shareholder proposal is a best
response for the activist. Therefore, to focus the attention on the parameter region where the
activist has some impact on the firm’s decisions with positive probability in any equilibrium,
I assume that F [A] > 0 and n*E[A] — B* > C“.

F.6.2 Equilibrium characterization

To begin with the analysis, note that if a board settlement is rejected, then making a binding
shareholder proposal would be akin to running a proxy fight for a board control of ap = 1.
More specifically, if the activist demands a board settlement, the same equilibrium described
in Proposition 1 continues to exist, where ap is set to ap = 1. This is because if the activist
wins a proxy fight in the equilibrium characterized by Proposition 1 (where ap = 1), then the
project is always implemented, which is also true if the activist’s shareholder proposal wins.
Next, consider the case where the activist has demanded an action settlement. Then, the
equilibrium described in Proposition 5 continues to exist, where ap is set to ap = 1 and (11)
is replaced with
C/n® = 0 E[A — b2|A < Ay, (54)

because if the shareholders vote for the activist’s proposal then the project is implemented
even if A < b (recall that b* = B*/n®). The derivation behind the equilibrium is very similar
to the derivation in the main model as well: For any given p and o, the incumbent’s payoff
from accepting the action settlement is n*A — B¢, while its payoff from rejecting and facing the
risk of a shareholder proposal is p (o(n'A — B?) — C*%). Therefore, the incumbent accepts the
action settlement if and only if A > A, (p;0), where A4 (p; o) is again given by (23) (where
ap is again set to ap = 1), and A4 (p; o) is strictly decreasing in p.°* In turn, for a given A4

93 Also recall that the parameter C can also be interpreted as the cost the activist incurs by not liquidating
the stake in the target (e.g., due to the opportunity cost of forgoing other new investments) or by not meeting
investor outflows. In either case, if this cost is too high, then the activist will choose not to make a shareholder
proposal and instead will choose to liquidate his stake.

% Note that the incumbent’s threshold A, again satisfies A4 > b%. This is because for A4 to become
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and o, the activist’s expected payoff from making a shareholder proposal upon rejection of an
action settlement is given by on*E[A — b*|A < A,] — C% which is strictly increasing in A 4.
Therefore, A4 and p together constitute a fixed point equation for any given o, and unless o
is too low,” the solution to this fixed point equation is given by (9) and (10) as a function
of o, where again the only difference is that ap is set to ap = 1 and (11) is replaced with
(54). Since A4(0) is also decreasing in o, this in turn implies that the expected shareholder
value conditional on the activist’s shareholder proposal becoming successful (where this payoff
is given by E[A|A < A4(0)]) is decreasing in o, and hence A4(0) and o together constitute
their own fixed point equation, yielding a unique o7 in equilibrium.

F.6.3 Robustness of the results of the main model

In this extension, the results and empirical predictions from the main model continue to hold,
and in fact the empirical predictions of the main model get even stronger. To see why, first
note that as explained in Section F.6.2 above, if the activist demands a board settlement, the
same equilibrium described in Proposition 1 continues to exist, where ap is set to ap = 1.
Therefore, all of the results derived in Section 3 (Propositions 1-4) continue to hold without
any change, except that “proxy fight” everywhere is replaced with “shareholder proposal”.

Second, as also explained in Section F.6.2 above, the equilibrium described in Proposition
5 continues to exist, where ap is set to ap = 1 and (11) is replaced with (54). Due to this
preservation of the equilibrium structure, Propositions 2-10 in Online Appendix B continue to
hold without any change as well (except that again, “proxy fight” everywhere is replaced with
“shareholder proposal”), due to the same intuition discussed for these propositions.

Finally, as also described in Section F.6.2 above, the only difference compared to the main
model is that upon rejection of an action settlement, if the shareholders vote for the activist’s
proposal then the project is implemented even if A < b*. Since this is an outcome that neither
the activist nor the shareholders prefer, it reduces the credibility of the activist’s threat to
make a shareholder proposal upon rejection of an action settlement, in turn (weakly) pushing
up the incumbent’s rejection threshold A¥. Therefore, these changes amplify the differences
that are already present between an action and a board settlement in the main model, which
not only leads to to the robustness of the results and predictions derived in the Section 4.2,
but also makes some of these predictions even stronger:

(a) Corollary 1 continues to hold, because under this extension A% gets weakly larger while
A%, does not change (as explained in Section F.6.2 above).

equal to or lower than b®, p would have to be high, but this never takes place in an equilibrium where a
shareholder proposal is on the equilibrium path (because otherwise, the activist would have no incentive to
make a shareholder proposal upon the incumbent’s rejection of the action settlement).

91Indeed, in equilibrium, o* satisfies this constaint and is not too low. This is because if o* were too low,
then the activist would never make a shareholer proposal in equilibrium. However, then the incumbent would
always reject the settlement, and hence the shareholders would strictly prefer to support the activist’s proposal,
because their expected payoff from doing so would be E[A] > 0. Importantly, since this payoff is positive, it
would yield a contradiction with ¢* < 1.
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(b) Proposition 6 continues to hold as well, where the only changes are that ap is set to
ap =1 and [ is replaced with [ = 2(C?/n® + b?) — b".%

(¢) The robustness of the results above from the main model implies that all of the empirical
predictions of the main model (as described in Section 4.2.2) continue to hold under this
extension as well, subject to the change that “proxy fight” everywhere is replaced with
“shareholder proposal”. Moreover, predictions 3 and 4 get even stronger since A% gets
weakly larger and A}; does not change.

(d) Proposition 7 continues to hold as well, where the only change is that ap is set to ap = 1
and [ is replaced with [ = 2(C*/n® + b*) — b* (due to the same reason in the footnote in
(b) above). Finally, Corollary 2 continues to hold without any change.

F.7 Short sales (Section 5.5)

In this section, I provide the short sales extension mentioned in Section 5.5 (for the shareholder
proposal extension mentioned in the same section, see Online Appendix F.6 above). A potential
concern could be whether short selling would affect the results in the paper. However, I do
not find this to be the case. To see why, note that in most jurisdictions, an activist that has
shorted the firm’s stock would need to disclose this information when he solicits votes in a
proxy fight,”” and therefore either he would not be eligible to run a proxy fight or he would not
be elected by the shareholders of the firm. Therefore, he would not run a proxy fight in the
first place. Similarly, he would not be able to sit on the board as a result of a board settlement
either, since his short position in the firm would conflict with his fiduciary duties as a board
director.”® Therefore, he would not demand any board settlement.

For these reasons, as I formally show below, an activist with a short interest in the firm
would not have any effect on the firm. In particular, in the proposition below, I show that
an activist with a short stake in the firm does not have any incentive to start a campaign
and use a proxy fight threat or settlement (including action settlement, as I elaborate after
the proposition) to pressure the incumbent for a particular decision regarding the project (i.e.,
pressuring the incumbent to implement the project, or alternatively, not to implement it).
Note that this result does not preclude campaigns where an activist with a short stake in a
firm speculates that the firm is overvalued (Appel and Fos (2023)). However, such campaigns
do not involve proxy fights or settlements with the activist, and therefore are excluded from
the analysis in this paper.

9% This is because if A has a uniform distribution, then C* < n®E [A — b%] & C%/n® < % —b* & 2(C*/n"+
b)) — bt < .

97 According to Securities and Exchange Commission (SEC) Rule 14a-9, activists are required to disclose
their net economic exposure to the firm as part of the proxy solicitation process.

98 Note that it could be that as a result of the board settlement, the activist himself does not join the board,
but his nominees do. However, then these nominees would need to have no short interest in the firm, and
since they would be the ones who are part of the decision-making process in the boardroom, it would make the
activist’s short position irrelevant.
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Also note that while the following proposition exogenously assumes that the activist with a
short stake either has no other bias (i.e., b% = 0) or has an additional bias against implementing
the project (i.e., b4 > 0), this is because as I argue in the remark made at the end of this
appendix, any sensible setting that endogenizes the activist’s stake would yield b¢ > 0.

Proposition 17 Suppose that with some probability ¢ € [0,1], the activist has obtained a short
position in the target instead of a long position. In addition, denoting the bias of the activist
when he has a short position by 0%, suppose that bg > 0. Then, the activist that has a short
stake has no impact on the firm outcome, and his expected payoff from initiating a campaign
18 monpositive.

The proof of the proposition above is as follows. Suppose that there exists an equilibrium
where conditional on the activist starting a campaign, he has a short stake in the firm with
some probability, and with the remaining probability he has a long position (as in the main
model). Note that by the arguments made above Proposition 17, such an activist does not
demand a board settlement or cannot run a proxy fight. Moreover, note that if the activist
demands from the incumbent not to implement the project, then the incumbent indeed never
implements the project, since its preferences are not to implement the project to begin with
(since A < b for all A). However, the incumbent would not implement the project even if the
activist was not present in the first place. Therefore, if the activist makes such a demand, he
has no impact on the firm outcome.

Therefore, the only remaining action that is available for the activist with a short stake
is to demand an action settlement (i.e., demand that the incumbent implement the project).
There are two cases to consider. The first case is that it is perfectly revealed to the incumbent
that the activist has a short stake. Then, the incumbent again never agrees to the activist’s
demand, and the activist has no recourse (since he cannot run a proxy fight). Therefore, the
project is again never implemented.

Second, suppose that conditional on the activist making this demand, it cannot be perfectly
inferred whether the activist has a short or long stake in the firm, i.e., the activist has a long
position with probability ¢ for some ¢ € (0,1). Then, with probability 1 — v, the activist will
not do anything if the incumbent rejects the action settlement. However, with probability 1,
the activist has a long position as in the main model, and hence the activist decides whether to
launch a proxy fight in the same way he did in the main model. Moreover, if the activist ends
up launching a proxy fight, it is perfectly revealed to the shareholders that the activist has a
long position in the firm. Therefore, due to the same reasons discussed for Proposition 5 in the
main model, the incumbent again follows a threshold strategy similar to that in Proposition
5, i.e., the incumbent accepts the action settlement if and only if A > A% for some A% < b'.
Importantly, A% > 0 due to the same reasons discussed for Proposition 8. However, then
E[A|A > A%] > 0, which implies that the activist that has a short stake gets a negative
expected payoff from demanding an action settlement whenever b% > 0 (because the activist’s
expected payoff then is E[—A — b%|A > A%] < 0 per share he has shorted). Therefore, he
never makes such a demand either, and again, he has no impact on the firm outcome.
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Remark regarding 0%. Note that the discussion above implies that even if 4% < 0 (i.e.,
the activist with a short stake has a bias in favor of implementing the project), the activist with
a short stake has an effect on the firm outcome only if he demands an action settlement (i.e.,
when he demands that the firm implements the project). However, whenever this is the case, he
always makes a loss on his short position itself since E[—A|A > A%] < 0. Therefore, under any
sensible setting that endogenizes the activist’s stake, this loss would yield a contradiction with
the activist’s short stake. In other words, any activist with a bias b$ < 0 will find it optimal to
take a long position in the firm, rather than a short position. For this reason, Proposition 17
above focuses on the reasonable case of b¢ > 0 for the activist with a short stake. Nevertheless,
note that even if b¢ < 0, the model implies that the activist that has a short stake never results
in a negative NPV project being implemented (because as again discussed above, the only case
where he can affect firm value is by demanding an action settlement, where the incumbent
agrees if and only if A > A%, where A% > 0).
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