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Intended outcomes for the day:

1. To describe how the conflict between an activist investor and the board in 
Levit (2019) can reduce shareholder value, by hindering communication

2. To analyze how the activist’s ability to exit can potentially make 
communication more effective.

3. To evaluate whether Levit (2019)’s way of modelling shareholder and 
board preferences is a good fit for real-world examples of oil companies, 
institutional investors, and climate change.
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Corporate Governance

Quote from Jean Tirole: ”Corporate Governance”, Econometrica (2001), p. 1-2 
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Corporate Governance (continued)

Quote from Jean Tirole: ”Corporate Governance”, Econometrica (2001), p. 1-2 
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Introduction

Many conflicts of interest throughout the semester:

• Creditors and shareholders

• Shareholders and workers

• Insiders and outside investors

Levit (2019) focuses on: 

• Conflict between an activist investor and board of directors

• Can reduce shareholder value

Moral hazard (hidden actions) 

vs 

Adverse selection (hidden information) 
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Introduction (continued)

Board must choose between making a change or keeping the 
status quo

Change is risky: shareholder value known to the activist, not to 
the board. ”State: 𝜃” 

Board is biased towards the status quo

Activist can communicate, possibly convince the board to make
a change. But talk is cheap!

Following the board’s decision, the activist can:

• Do nothing

• Exit: sell shares

• Use Voice: launch a public campaign
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Example: exit
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Example: voice
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Example: (also) dialog
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Model: players, actions, timing
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Model: more details

State: θ, distributed on [0,∞), according to pdf f and CDF F

• captures shareholder value of ”change”, private information 
of activist

Message: activist message strategy μ(θ)

• for given θ, message sent to the Board is m = μ(θ)

• Message space [0,∞), costs ε, vanishingly small

• For the sake of the lecture, assume

• 1) activist can also send costless message: ”silent”

• 2) out of equilibrium beliefs given by prior, CDF F

Board actions: taken after receiving a message

• x = keep or x = change

Activist reaction: i) nothing, ii) exit, iii) voice

• voice only suceeds if shareholders are on board: 

𝐸 𝜃|𝑚 > 𝑆ℎ𝑎𝑟𝑒ℎ𝑜𝑙𝑑𝑒𝑟 𝑣𝑎𝑙𝑢𝑒 𝑓𝑟𝑜𝑚 "𝑘𝑒𝑒𝑝"
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Model: payoffs

Shareholders: 

Activist:

• αv(θ,x) if no exit, no campaign; where x chosen by Board

• αp if exit

• αv(θ,x’) - c if no exit, then campaign; x’ maximizes
shareholder value, conditional on message m sent by the 
activist and decision to have a campaign.  

Board:

• ωv(θ,x) + β if outcome is x = keep

• ωv(θ,x) if outcome is x = change

• Reputation cost, if campaign gives outcome x’ ≠  x:  
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Model: payoffs (normalized)

Shareholders: 

Activist:

• v(θ,x’) if no exit, no campaign; where x chosen by  Board

• p if exit

• v(θ,x’) - c if no exit, then campaign; x’  maximizes
shareholder value, conditional on message m sent by the 
activist and decision to have a campaign.  

Board:

• v(θ,x) + β if outcome is x = keep

• v(θ,x) if outcome is x = change

• Reputation cost, if campaign gives outcome x’ ≠  x:  

Under prior beliefs F, Board prefers ”keep” to ”change”: 
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Question: modelling of preferences

Levit (2019) assumes that:

Activist and shareholder interests are aligned

• Activist just cares about shareholder value

• Caveat: private costs of campaign, activist better informed

Activist and Board interest are not aligned

• Board does not just care about shareholder value

• Extra motive: biased towards the status quo.

Question: is this way of modelling activist, shareholder, and 
board preferences, a good fit for the type of examples seen
earlier in the lecture (oil companies, pensions funds, climate
change?  Why or why not?

Discuss, then go to socrative.com, room 897458 and 
write a short answer.
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Discussion
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Ineffective communication

A babbling equilibrium is one in which no communication
takes place.

Let 𝑀 ⊂ [0,∞) denote the set of messages sent with strictly 
positive probability, according to 𝜇 𝜃 .

Then, in a babbling equilibrium:

𝐸 𝜃|𝑚 = 𝐸(𝜃), ∀ 𝑚 ∈ 𝑀.

E.g. activist sends message m = 𝜇 𝜃 = "𝑆𝑖𝑙𝑒𝑛𝑡", ∀ 𝜃 ∈ [0,∞);

with out of equilibrium beliefs, conditional on receiving any

𝑚 ≠ 𝑠𝑖𝑙𝑒𝑛𝑡 , that 𝜃 is distributed according to CDF F
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Ineffective communication (continued)

Apply Bayes’ Rule:

The Board will choose x = keep, maintain the status quo.

Shareholder value:
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Communication without voice or exit 

For different values of the state, the activist sends different
messages, and these message induce different Board actions

Recall that the Board chooses between x = keep and x = 
change, where

Thus, in an influential equilibrium, the activist sometimes
persuades the Board to make a change. 
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Alignment of interests

The Board prefers to make a change if:

Shareholders prefer a change if:

Thus, shareholders and the Board sometimes disagree about
the best course of action.
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Influential equilibrium

The Board prefers to make a change if:

The activist prefers a change if:

In an influential equilibrium, there are messages, 𝑚 =
𝜇 𝜃 𝑎𝑛𝑑 𝑚′ = 𝜇 𝜃′ such that: 

𝐸(𝜃︳m) < < E( 𝜃︳m′ )

Let M denote the set of all such messages m, and M’ the set of 
all such messages m’. Note that M = { Silent }, here.

Thus, the activist demands a change (i.e. sends m ∈ 𝑀′) if and 

only if
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Influential equilibrium

The Board prefers to make a change if:

The activist prefers a change if:

Thus, the activist demands a change (i.e. sends m ∈ 𝑀′) if and 
only if

If                            then the Board always accepts the 
demand. 

• Influential equilibrium: communication!

• Expected shareholder value:

If not, then the Board’s best response to any message is to 
keep the status quo. 

• No influential equilibrium: no communication!

• Shareholder value:
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Figure to illustrate
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Communication with Exit

Suppose that after the Board’s decision, the activist can exit by 
selling shares at price p.

In particular, assume p >

i.e. share price attractive relative to status quo.

Implication:

If the Board chooses keep, then the activist exists

If the Board chooses change, then the activist exists if and only 
if    <  p .

Thus, for any     < p, the activist knows he will exit no matter 
what: and therefore will choose m = silent: costless.
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Communication with Exit (continued)

Recall:

The Board wants to make a change if: 

The activist wants to make a change if: 

Thus, the activist demands a change (i.e. sends m ∈ 𝑀′) if and 
only if:

The Board always accepts the demand if

• Influential equilibrium: communication!

• The possibility of exist makes communication more credible!
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Figure to illustrate

Enhedens navn

25



Tekst starter uden 

og ”Enhedens 

Intended outcomes for the day:

1. To describe how the conflict between an activist investor and the board in 
Levit (2019) can reduce shareholder value, by hindering communication

2. To analyze how the activist’s ability to exit can potentially make 
communication more effective.

3. To evaluate whether Levit (2019)’s way of modelling shareholder and 
board preferences is a good fit for real-world examples of oil companies, 
institutional investors, and climate change.
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Preparation Guidelines

Lecture 19

We will focus on:

communication with voice (Section 2.4)

communication with both voice and exit (Section 2.5).

I will also go through a very brief review of the semester.

Moreover, think about the following question:

Which idea from the theory we’ve seen this semester is the 
BEST (i.e. most interesting/relevant)? Which idea is the 
WORST (i.e. least interesting/relevant)?

Be ready to share your thoughts
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