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Abstract

We model blockholder governance as a sequential process, from less hostile private
intervention, to confrontational public intervention, and finally exit. When the blockholder
faces short-term incentives, the threat of public intervention and exit loses credibility, and
management pays little heed to private demands. With two blockholders with heteroge-
neous incentive horizons, reduction in public intervention by a blockholder with short-
term incentives strengthens public intervention by the other with long-term incentives.
This ameliorates the free-rider problem and restores the credibility of the threat of public
engagement following failed private intervention. Management becomes more responsive
to private demands and governance efficacy is improved.
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Abstract

We model blockholder governance as a sequential process, from less hostile private inter-
vention, to confrontational public intervention, and finally exit. When the blockholder
faces short-term incentives, the threat of public intervention and exit loses credibility,
and management pays little heed to private demands. With two blockholders with
heterogeneous incentive horizons, reduction in public intervention by a blockholder
with short-term incentives strengthens public intervention by the other with long-term
incentives. This ameliorates the free-rider problem and restores the credibility of the
threat of public engagement following failed private intervention. Management becomes

more responsive to private demands and governance efficacy is improved.
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1 Introduction

It has been widely argued that large shareholders (i.e., blockholders) with long-term incen-
tives who care more about a company’s long-term value than its short-term stock price are
instrumental to good corporate governance and long-term investment. The argument usually
runs like this. Since blockholders with long-term incentives care about a company’s long-
term performance, they have strong incentives to encourage and monitor management to
ensure it delivers long-term value. Therefore, an optimal blockholder structure should con-
sist of only blockholders with long-term incentive horizons. This paper shows that although
this argument is true with a single blockholder, it may not hold with multiple blockhold-
ers. Specifically, we show how a diverse and asymmetric blockholder structure, consisting
of blockholders with both long-term and short-term incentives, can help ameliorate the
typical free-rider problem associated with multiple blockholders (e.g., Winton (1993), Noe
(2002), and Edmans and Manso (2011))," hence enhance governance and foster long-term
corporate investment. Like in many other economic settings, the free-rider problem arises
with multiple symmetric blockholders when each individual blockholder underinvests effort
in value-enhancing intervention (e.g., monitoring management) that he will gain benefit of
regardless of his own effort. In other words, the corporate value enhancement from the
intervention resembles a public good, and each individual blockholder believes that effort
contributions by others would compensate for the lack of contribution by himself, so his own
effort does not make a material difference to the outcome of the intervention. We show that
a diverse and asymmetric blockholder structure may make an individual blockholder pivotal
in whether the intervention is undertaken, thereby attenuating the free-rider problem.

To fix ideas, we start with a base model adapting the framework of Edmans (2009) with
one blockholder. The blockholder sells (a fraction of) his block if he discovers that the firm he
invested is of low quality (bad firm), while he does not sell if the firm turns out to be of high
quality (good firm). The blockholder’s trading in the financial market is thus informative
about firm quality, which encourages a good firm to pursue valuable long-term investment

with less fear of producing unfavorable short-term outcomes and hence being misvalued as

IMcCahery, Sautner, and Starks (2016) show in their survey that the most important impediment to
shareholder activism is the free-rider problem.



a bad firm. This governance mechanism via blockholder trading, also examined in Admati
and Pfleiderer (2009) in a different setting,? is known as exit or the “Wall Street Rule.”
Like Edmans, in this paper we also view the efficacy of blockholder governance as the
extent to which the actions taken by the blockholder in a bad firm attenuates the underval-
uation of a good firm, thereby overcoming the latter’s (undervaluation-induced) corporate
myopia. However, we depart from Edmans in two important ways. First, instead of assuming
the blockholder as a principal investor trading on his own account (an assumption also made
in Admati and Pfleiderer), we model him as a fund manager acting as an agent of other capi-
tal providers. This is motivated by the fact that a significant fraction of U.S. publicly traded
companies is collectively held by institutional investors who are often times delegated port-
folio managers (e.g., mutual funds, hedge funds, and pension funds).®> Our starting point
is that the fund manager may face short-term incentives and care about short-term fund
performance, due to the well documented flow-performance relationship (e.g., Chevalier and
Ellison (1997, 1999)). To elaborate, suppose the fund manager, after establishing his block
in a firm, discovers that the firm is bad. He can sell a fraction of his block at some interim
date. If he sells a large fraction, he will hurt the firm’s short-term stock price, hence depress
the fund’s short-term performance relative to other funds, causing a big short-term fund
outflow. This discourages fund selling, thereby impairing the governance role of exit. To
capture the essence of the point in a simple way, the modeling approach we employ assumes
that the fund manager cares about how his “stock-picking” ability is perceived by both cur-
rent and potential capital providers.* A low perception, derived from low interim stock price,
usually results in redemptions by current investors, and may also discourage capital inflows

from potential investors, which can ultimately jeopardize the fund manager’s compensation

and even employment. Since selling more a bad firm’s stock sends a clearer signal to the

2 Admati and Pfleiderer focus on the disciplinary effect of the threat of blockholder trading in attenuating
managerial underperformance.

30ver 70% of all outstanding U.S. corporate equities are controlled by institutional money managers,
including pension and retirement funds, mutual funds, and hedge funds (see, for example, the Federal
Reserve Flow of Funds data), and many of these institutional investors have at east 5% equity ownership in
a single firm (which typically defines a blockholder in the empirical literature); see Gopalan (2009).

4McCahery, Sautner, and Starks (2016) find that negative inferences made by clients about their stock-
picking skills represent an “important” (or “very important”) factor affecting institutional money managers’
trading. Section 6.1 considers alternative modeling assumptions about ability.



market that he has invested in a bad firm, a reputation-conscious fund manager trades less
aggressively. The trading reduction consequently causes the stock price to be less reflective
of firm quality, thereby discouraging a good firm from pursuing long-term investment.

Second, while Edmans only considers exit, in our model the fund manager can also un-
dertake corrective actions (referred to as intervention, monitoring, or voice), either publicly
or privately, to improve a bad firm’s value. Specifically, we model blockholder governance as
a sequential decision process, beginning with private intervention, then public intervention
upon failed private intervention, and finally exit. Private intervention, wherein the fund man-
ager privately engages with a bad firm’s management (e.g., via private letter) by proposing
value-enhancing changes, is less hostile and less costly to both the fund and management.’
However, the success of such private engagement depends upon costly and unobservable ef-
fort put forth by management to implement those changes. By contrast, public intervention,
wherein the action of intervention is publicly observable (e.g., making a public shareholder
proposal), is more confrontational and entails higher costs for both the fund and manage-
ment. Thus, blockholder governance in our model follows an escalating sequence from private
and less hostile negotiations to public and more confrontational engagement.

We show that career concerns weaken a reputation-conscious fund manager’s incentive
to engage in public intervention following failed private intervention. The reason is that
public intervention unambiguously reveals to the market that the fund has invested in a
bad firm — we show that the reputational gain to the fund manager from not publicly
intervening always outweighs the fund value loss due to the lack of public intervention.
As a result, the threat by the reputation-conscious fund manager to escalate his intervention
to a more confrontational public stage following failed private intervention loses credibility,
which causes the firm’s management to be less responsive to the changes proposed by the
fund manager at the private intervention stage, making private intervention more likely to
fail. Furthermore, trading reduction by the reputation-conscious fund manager at the exit
stage drives the bad firm’s stock price further above its true value, causing the stock price

to be less reflective of the management’s effort, which also weakens the management’s effort

5The survey by McCahery, Sautner, and Starks (2016) documents widespread behind-the-scenes share-
holder intervention through private discussion with management.



incentive at the private intervention stage. Thus, with a reputation-conscious fund manager,
the bad firm’s value is less likely to be improved through intervention (public and private);
as a result, the consequence to a good firm from being misvalued as a bad firm, following
unfavorable short-term performance due to long-term investment, is more dire. The good
firm then pursues less long-term investment, and corporate myopia rises.

In sum, our analysis so far establishes that, with a single blockholder, (reputation-driven)
blockholder short-term incentives weaken blockholder governance by leading to a lower suc-
cess rate of private intervention and fewer incidents of public intervention and exit following
failed private intervention.

We then extend the preceding analysis and examine an asymmetric multiple blockholder
structure, wherein the block is split between two funds with two fund managers having het-
erogeneous degrees of career concerns. Our main result is that a reputation-conscious fund
manager’s weakened public intervention incentive strengthens a reputation-unconscious fund
manager’s incentive to engage in public intervention. The key is that the lack of public in-
tervention by the reputation-conscious fund manager, due to his career concerns, makes the
reputation-unconscious fund manager pivotal in whether public intervention is undertaken
following failed private intervention — knowing that he cannot free-ride on the reputation-
conscious fund manager and hence his effort makes a material difference to the outcome, the
reputation-unconscious fund manager has strong incentive to engage in public intervention.
Thus, the reputation-conscious fund manager’s career concerns serve as a credible commit-
ment device that strengthens public intervention by the reputation-unconscious fund man-
ager, thereby partially overcoming the free-rider problem typically associated with multiple
blockholders. In particular, we show that, compared to a symmetric blockholder structure
with two reputation-unconscious fund managers, neither of whom suffers (reputation-driven)
short-term incentives, public intervention (following failed private intervention) may be more
intensive in the aforementioned asymmetric structure.

Furthermore, the amelioration of the free-rider problem at the public intervention stage
restores the credibility of the threat that intervention will be escalated to a more confronta-
tional public stage following failed private intervention. Consequently, the firm’s manage-

ment, anticipating the high cost that it will bear upon public intervention, becomes more



responsive to changes proposed at the private intervention stage, thereby increasing the
success of private intervention. Therefore, the bad firm’s value may be more likely to be im-
proved in the asymmetric blockholder structure (compared to the aforementioned symmetric
structure), which in turn reduces a good firm’s undervaluation-induced investment myopia.

Let us summarize. Our key finding is that while (reputation-driven) blockholder short-
term incentives worsen corporate myopia in a single blockholder structure, as is suggested by
conventional wisdom, they may enhance blockholder governance (through amelioration of the
free-rider problem) and encourage long-term corporate investment in a multiple blockholder
structure with a mixture of blockholders with both long-term and short-term incentives.

A noteworthy feature of our model is its emphasis on the threat of (rather than just ac-
tual) public intervention as being instrumental to efficient blockholder governance. A credible
threat of confrontational public engagement causes management to heed the blockholder’s
private demands for changes, thereby increasing the success rate of private intervention and
leading to fewer incidents of actual costly public intervention.

At a broad level, this paper shows that our understanding of blockholder governance can
be further enhanced by considering agency problems at the blockholder level together with
firm-level agency problems, given the prevalence of institutional blockholders, many of whom
are themselves agents and may face short-term incentives that are inconsistent with long-term
value maximization. Our analysis points out that the interaction between the two agency
problems should be examined in conjunction with blockholder structures. While blockholder
short-term incentives always impair governance and hence induce corporate short-termism
in a single blockholder structure, they may help improve governance and promote long-term
investment in a diverse multiple blockholder structure.

Although our reputation-based model of blockholder short-term incentives is rather spe-
cific, and there certainly are other factors leading to blockholder-level agency problems, our
core idea — an individual blockholder’s short-term incentives enable a diverse and asymmetric
blockholder structure to be effective in ameliorating the free-rider problem by directly break-
ing the condition that gives rise to the free-rider problem — has numerous implications. For
example, it may shed light on potential governance roles played by “passive” institutional

investors like index funds whose ownership in U.S. public companies becomes growingly



large. These funds do not engage in disciplinary trading due to their business models (their
trading is non-discretionary); they are also typically non-activists, seldom openly engaging
with management. Based on our core idea, such passivity may actually have governance
value — the presence of such passive funds in a diverse multiple blockholder structure may
strengthen other activists’ intervention incentive. We discuss this in detail in Section 6.2.
The rest is organized as follows. Section 2 reviews the related literature. Section 3 devel-
ops the base model with a single blockholder, which is then analyzed in Section 4. Section 5
shows how career concerns may ameliorate the free-rider problem and improve governance in
a multiple blockholder structure. We discusse model robustness and implications in Section

6, and conclude in Section 7. All proofs are in the Appendix.

2 Related Literature

This paper is related to an extensive literature on blockholder governance. Our review
focuses on the theoretical studies that are most relevant to our paper; see Edmans (2014)
and Edmans and Holderness (2016) for recent comprehensive surveys of both the theoretical
and empirical literature. The majority of studies focus on blockholders undertaking costly
actions to initiate value-enhancing changes, labeled as intervention, monitoring or voice.
Examples include voting against management, and suggesting corporate policy changes by
making public shareholder proposals or via private communication to management.® Recent
advances in blockholder models start to examine an alternative governance mechanism via
the so-called “Wall Street Rule” (also referred to as exit). In Admati and Pfleiderer (2009)
and Edmans (2009), a blockholder who is unsatisfied with current management can credibly
threat to sell his stake, generating a negative price impact. To the extent that managerial
pay is tied to stock prices, the threat of exit disciplines management.” While this literature

models blockholders as value-maximizing principals and focuses on how factors like ownership

6 A partial list of the theoretical studies on blockholder voice includes Shleifer and Vishny (1986), Admati,
Pfleiderer, and Zechner (1994), Burkart, Gromb, and Panunzi (1997), Bolton and von Thadden (1998),
Kahn and Winton (1998), Maug (1998), Noe (2002), and Faure-Grimaud and Gromb (2004). See McCahery,
Sautner, and Starks (2016) for a survey about specific channels of voice.

"Edmans, Levit, and Reilly (2016) examine exit and voice by investors owning blocks in multiple firms.



structure and market liquidity affect voice and exit,® we model blockholders as agents facing
short-term incentives themselves, and examine how such incentives affect governance.

Assuming symmetric blockholders, Edmans and Manso (2011) examine their optimal
number in a multiple blockholder structure by exploring the following tradeoff: while having
more blockholders worsens the typical free-rider problem in intervention, it also causes each
blockholder to trade more competitively, thereby impounding more information into prices
and strengthening exit. Our paper extends their analysis by examining asymmetric block-
holders. Fixing their number, we show that a greater asymmetry among blockholders, in
terms of the degrees of their (reputation-induced) short-term incentives, can attenuate the
free-rider problem and may consequently strengthen blockholder voice.

Most closely related is an interesting recent contribution of Dasgupta and Piacentino
(2015), who also model blockholders as fund managers with short-term incentives. They
show that a fund manager who cares about others’ perception of his stock-picking ability is
less likely to engage in disciplinary exit, which in turn weakens his voice. While they show
how blockholder short-term incentives adversely affect governance in a single blockholder
structure and their analysis mainly focuses on exit, we focus on voice (and consider both
public and private intervention and model them as a sequential decision process) and our
central result reveals the beneficial role of such short-term incentives in a multiple blockholder
structure in ameliorating the free-rider problem and enhancing blockholder voice.

In Goldman and Strobl (2013), a blockholder may have to liquidate his shares before the
market can fully evaluate firm investment. This creates an incentive for the blockholder to
inflate the short-term stock price by refraining from disciplinary exit. Like Dasgupta and
Piacentino, their focus is also on the negative effect of blockholder short-term incentives.
Levit (2013) models private intervention as informal communication between a blockholder
and management as a cheap talk. He shows how exit can facilitate such communication
by making it more credible to management, thereby improving private intervention. In Fos

and Kahn (2016), the threat of (public) intervention by a large blockholder may discipline

8 A sizable empirical literature tests those theories on voice and exit. See, for example, Carleton, Nelson,
and Weisbach (1998), Parrino, Sias, and Starks (2003), Brav, Jiang, Partnoy, and Thomas (2008), Gopalan
(2009), Klein and Zur (2009), Becht, Franks, Mayer, and Rossi (2010), Bharath, Jayaraman, and Nagar
(2013), Edmans, Fang, and Zur (2013), and Norli, Ostergaard, and Schindele (2015). Gantchev (2013), in a
multi-stage representation of blockholder voice, empirically estimates the costs of voice at each stage.



management and lead to fewer incidents of intervention. This is related to our point that
the threat of public intervention improves private intervention, thereby reducing the need for
actual public intervention. Their focus is on the optimal governance form (public intervention
vs. exit), while ours is on how the credibility of the threat of public intervention can be
restored in a multiple blockholder structure inflicted by the free-rider problem.

Our paper is also rooted in the vast theoretical literature on career concerns. The essence
of models in this literature is that an agent’s proclivity to positively influence others’ percep-
tion of his ability distorts his actions.” A burgeoning literature links institutional investors’
career concerns to asset price dynamics. Studies in Scharfstein and Stein (1990), Dasgupta
and Prat (2006, 2008), Dasgupta, Prat, and Verardo (2011), and Guerrieri and Kondor
(2012) show that institutional investors’ career concerns impede information incorporation

into asset prices and lead to excessive volatility, creating inefficiencies in financial markets.

3 Base Model: A Single Blockholder

Our base model adapts the framework of Edmans (2009) with the addition of intervention,
which is broadly defined and incorporates any value-enhancing activities that the blockholder
may undertake, from monitoring the CEO to influencing strategy. Before describing model

specifics, we first provide an overview of our model of blockholder governance.

3.1 Model Overview: Intervention as an Escalation Process

Our model tries to capture several important aspects of shareholder governance in reality

(see Gantchev (2013), and the survey findings in McCahery, Sautner, and Starks (2016)):

e We consider both public and private intervention. Public intervention, which is publicly
observable, encompasses any open (confrontational) contest with management, from
making shareholder proposals to launching proxy contests. Besides that, shareholders
may also engage in informal and “behind-the-scenes” interactions and negotiations

with management about ways to improve firm value (i.e., private intervention).

9The literature starts from the seminal work of Holmstrom (1999/1982). For recent applications, see, for
example, Boot (1992), Song and Thakor (2006), and Grenadier, Malenko, and Strebulaev (2014).



e Compared to public intervention, private intervention is less hostile and less costly to
both shareholders and management, but has a lower success rate.!”

e Shareholders usually first try to privately engage with management, and take public
measures only after private negotiations have failed. That is, the intervention process
is, as described by Gantchev (2013), an “escalating sequence from less hostile to more
confrontational... from private to more public forms of engagement.”

e Intervention typically precedes exit, according to McCahery, Sautner, and Starks (2016).

3.2 Model Specifics

3.2.1 The Economic Environment

An all-equity firm, run by a CEO (“she”), has one share outstanding, of which « € (0,1)
units are owned by a blockholder and the rest are collectively held by atomistic shareholders.
The blockholder is a delegated portfolio (e.g., mutual fund or hedge fund) manager acting on
behalf of many small (fund) investors, and henceforth is referred to simply as fund (“he”).
All agents are risk neutral, and the risk-free rate is zero. There are three dates, ¢t € {0,1,2};

date 1 is further divided into three stages. The sequence of events is described below.

Events at t = 0: The firm can be good (G) or bad (B). Firm value, which will realize at
t=2,i8sV e{X,0:V=X>0(V=0) for a good (bad) firm. The common belief at £ = 0
is that the firm is good with probability (w.p.) ¢, and bad w.p. 1 — ¢, where ¢ is a random
variable distributed on [0, 1] with density f(y). Denote by E(p) = ¢ and Var(p) = n? the
expected value and the variance of ¢, respectively. Nobody knows ¢ a priori.

The firm’s type is then privately revealed to its CEO. A good firm may invest v € [0, 1]
in intangible assets (e.g., brand recognition, patents, or goodwill) at ¢ = 0, which increases
its value by gv at t = 2, with ¢ > 1 being a constant. This investment opportunity is
unavailable to a bad firm. Moreover, although such opportunity exists for a good firm, only

its CEO knows it, while others, including the fund, are unaware of its presence.!!

10Based on a large sample of hedge fund activist campaigns, Gantchev (2013) reports that proxy contests
have the highest success rate (57.38%), while demand negotiations are successful in only 6.76% of the sample.

"This simplifying assumption follows Edmans (2009) for mathematical brevity in solving for the optimal
v. All the model’s results sustain if we allow the investment to be anticipated by others. Edmans also shows
that his results are qualitatively unchanged if such investment opportunity is publicly known.



There is unobservable heterogeneity in fund ability. Specifically, a smarter fund is more
likely to invest in a good firm. Without loss of generality we also designate ¢ as fund ability,

which nobody knows, including the fund himself when he establishes his block in the firm.

Events at t = 1: Firm type is now also perfectly revealed to the fund. A public signal
s € {sg,sp} emits, where s¢ is a good signal and sp is a bad signal; s is the market’s
short-term (imperfect) projection about the firm’s long-term prospect. The common prior
belief is Pr(s = sg) = Pr(s = sp) = 1 for a good firm, while Pr(s = s) = 1 for a bad firm.
Thus, if s = s¢g, it is commonly known that the firm is good; if s = sg, the market believes

that Pr(G) = 2%15 and Pr(B) = 21=2),

2—¢

From a valuation perspective, a good firm should invest v = 1. However, although
investment in intangible assets increases the long-term value, it risks lowering the market’s
short-term assessment. For example, expenditures in intangible investment lower a firm’s
short-term earnings, but the market may not be able to fully tell if the weak earnings

result from low firm quality or desirable long-term investment. Specifically, if v € [0, 1] is

invested, then for a good firm Pr(s = sg) = 1_2“2 and Pr(s = sp) = # This reflects
the aforementioned tension that more long-term investment (larger v) lowers the market’s
short-term assessment (lower Pr(s = s¢)).

We now model blockholder governance. Suppose the firm is bad (so s = sp). The fund

moves through the following three stages at t = 1, as depicted in Figure 1.

1. Private intervention: The fund first privately communicates with the CEO about
value-enhancing changes. While such communication is costless to the fund, imple-
menting changes requires costly and unobservable CEO effort. There is thus a layer
of agency problem between the fund and the CEO. If the CEO exerts effort o € [0, 1],
incurring a personal cost ¢(o), the bad firm’s value improves to X (i.e., successful pri-
vate intervention) w.p. o, whereas w.p. 1 — ¢ firm value remains 0 (i.e., failed private
intervention). We assume c¢(o) is an increasing and convex function that satisfies the
Inada conditions, ¢/(0) = 0 and ¢/(1) = co. Upon a successful private intervention, the
outcome (i.e., value enhancement) is publicly observable, and the game ends. A failed

private intervention is known only to the fund and the CEO.

10



2. Public intervention: Suppose private intervention failed. The fund may escalate
the engagement into public intervention, which is publicly observable and succeeds
for sure,'? improving firm value to X. While private intervention is costless to the
fund, public intervention is costly: it costs the fund 7, a random variable uniformly
distributed on [0, 1]."* The fund privately observes 7, then decides whether to intervene
publicly. Public confrontation is also costly to the CEO: the CEQ’s utility drops to
zero upon public intervention.'*

3. Exit: If the fund does not publicly intervene following a failed private intervention, he
trades in a financial market with a structure similar to Kyle (1985). The fund may sell
a fraction of his block, 8 € [0, a], which will be endogenously determined. We assume
[ < «a to preclude short selling. There are also liquidity traders who demand u, a
random variable with density r(u), where r(u) = Ae ™ if u > 0, and r(u) = 0 if u <0,
with A > 1. A larger A means a less liquid market; note E(u) = A~!. The market
maker, unaware of the value-enhancement opportunity to a good firm, observes total
demand d = u — 3, and sets a competitive stock price, P = E(V|s,d). Since the fund
knows firm type and the outcomes from the intervention stages, his trading allows the

market to draw further inferences about the firm.

If the firm is good, the fund does nothing and holds his block until ¢t = 2 (i.e., 5 = 0).
FEvents at t = 2: The firm’s type and its value (including the enhancement, gv, for a good
firm) are realized and observed by all. The firm is then liquidated, and agents get paid.
3.2.2 Preferences

The fund has career concerns in the sense that he cares about others’ perception of his ability.

Fund investors (hereafter, investors) update their beliefs about fund ability using Bayes’ rule

12Nothing changes qualitatively if public intervention succeeds with some probability less than one.

13The variable 7 is meant to capture all the costs that the fund bears in engaging in public intervention;
examples include costs of monitoring and mounting a contest with management. The uniform distribution
assumption for 7 is an innocuous assumption that is merely made for mathematical simplicity.

14This extreme assumption is meant to capture, in the simplest way for mathematical brevity, the fact
that public confrontation with shareholders is very costly to the CEO. Nothing changes as long as the CEO
suffers a sufficiently large utility loss upon public intervention by the fund.

11



Private intervention

] w.p.o succeeds; firm value improves
Fund privately

to X (known by all)
demands for

Fund publicly intervenes,
changes; CEO

exerts private Private intervention fails
effort o (known by fund and
w.p.1—0¢  CEO); fund privately

improving firm value to X

observest Fund does not publicly
. _—
intervene Fund trades
Private intervention Public intervention Exit

Figure 1. Three stages of blockholder governance (in a bad firm) at ¢t = 1

at t = 1. The fund’s utility, Uy, depends on the investors’ assessment of his ability and fund

profit:

U = 75 + rsE(0]F1), (1)

where (i) E(p|F1) is the investors’ ability assessment at ¢ = 1, conditional on their infor-
mation at that date, F, including the signal (s), the stock price (P), and any intervention
outcome observable to investors (i.e., a successful private intervention or a public interven-
tion); and (ii) k; > 0 is the weight that the fund attaches to career concerns relative to fund
profit, 7y = P + (o — 3)V. Note P is the trading profit from the § units sold at ¢ = 1,
and (o — )V is the t = 2 value of unsold units.

The component of the fund’s utility that depends on his perceived ability, xfE(¢|F7), is
meant to capture all the consequences that this perception impinges on fund utility calcula-
tion. In the delegated portfolio management industry, the investors’ perception of a money
manager’s ability affects how the manager’s human capital is valued by the market, hence
his compensation and possibly the employment decision. A low perception usually results in

fund redemption, since investors will chase skilled managers and reallocate their capital. To
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the extent that fund management fees are often tied to the size of assets under management
(AUM), it is transparent that the fund has concerns with how his ability is perceived.'

The CEO’s utility places weight 6 € (0,1) on the t = 1 stock price and 1 —§ on the t = 2
firm value V + gv X 1y (where 1igy = 1 (0) for a good (bad) firm):'

U =6P+(1—-0)(V+gvx 1{@}). (2)

4 Analysis of the Base Model

We use backward induction beginning with the exit stage, assuming that the fund did not
publicly intervene in a bad firm following a failed private intervention. We then examine
public intervention, assuming a failed private intervention. Finally, we determine the success
rate of private intervention. We first conduct a benchmark analysis in Section 4.1 with a
reputation-unconscious fund (i.e., ky = 0). Section 4.2 then analyzes a reputation-conscious

fund (i.e., Ky > 0) and examines the effect of fund career concerns on governance.

4.1 Benchmark: Governance without Fund Career Concerns
4.1.1 Exit Stage

The benchmark analysis of exit follows Edmans (2009). We analyze a pure strategy Perfect
Bayesian Equilibrium (PBE), and conjecture that the market’s equilibrium beliefs are as
follows: (i) following a failed private intervention in a bad firm, the fund publicly intervenes
if and only if 7 < 7, (i.e., the cost of public intervention is sufficiently low), and sells f,
absent public intervention; and (ii) the fund abstains from selling with public intervention
or a successful private intervention (note that both improve the bad firm’s value to X). In

equilibrium, the fund’s privately optimal choices coincide with the market’s beliefs about

15 Our exogenous specification of fund career concerns can be endogenized by analyzing commonly used
“two-and-twenty” compensation contracts in the money management industry with a linear AUM fee and
a convex performance fee (carried interest). Dasgupta and Piacentino (2015) show how such compensa-
tion practice generates competition for short-term flows among fund managers, which hinges on investors’
inferences of the managers’ stock-picking ability from interim stock prices.

16A good firm’s CEO knows the value-enhancement opportunity, so her utility calculation accounts for
the enhancement, gv.
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those choices (updated using Bayes’ rule).!” Given such beliefs, we first derive the market

maker’s equilibrium stock pricing function, P, at ¢ = 1, and then examine fund trading, .

Equilibrium stock pricing: If s = sg, the market maker knows that the firm is good,
and sets P = X. The fund does not trade in this case (§ = 0) with a fully revealing price.
The following analysis considers s = sg, wherein firm type is not fully revealed; the notation

Y

“|lsp” is omitted for brevity. The fund may trade to exploit his information advantage, and
the market maker infers the fund’s information from total order d. Clearly, the fund only
sells a bad firm’s stock, whose price is no smaller than the true firm value (which is 0). There

are two possibilities.

o If d =u—p <0, the market maker knows that the fund has sold (since u > 0),
hence the firm is bad, private intervention has failed (note that the fund will not sell
otherwise), and there is no public intervention. Thus, the market maker sets P = 0.

o If d > 0, the market maker cannot tell apart the following possibilities without visible
public intervention: (i) the firm is good (w.p. %) that needs no intervention; or (ii)
the firm is bad (w.p. 2(2%;)), private intervention has failed (note that the outcome
of a successful private intervention would have been publicly observed) but public

intervention is not initiated (w.p. Pr(7 > 7.) = 1 — 7), so the fund sells S, but

d=u— >0 (wp. [ Ae du=e ). The market maker thus sets'®

P="Pr(G X = X
I‘( ’d > 0) = 2(1 —9)(1 T*)G—AB* ’ (3)

1"The equilibrium definition does not specify any beliefs corresponding to out-of-equilibrium moves. This
is because there are no out-of-equilibrium moves.
18The market maker’s posterior belief in this case is

Pr(d > 0|G) Pr(G)

Pr(d > 0|G) Pr(G) + Pr(d > 0| B) Pr(B)
p2—¢)!

P(2—=@)7 1 +2(1 = @)(2— @)1 — 7 )e= P~

Pr(G|d > 0) =

l

—~

P21 —@)(1 —me)em

In deriving the posterior, we have used the following facts: (i) with a good firm, d = u > 0 for sure, so the
event d > 0 with no visible public intervention occurs w.p. 1; and (ii) with a bad firm, d = u— 8, > 0 occurs
w.p. e = 50 the event d > 0 with no visible public intervention occurs w.p. (1 — 7,.)e™ 5+,
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which is increasing in .. The idea is as follows. With a larger ,, the probability of having
d > 0 (upon s = sp) is ceteris paribus smaller, so the event d > 0 with no visible public
intervention implies it is more likely that the fund has not sold and hence the firm is good.

Investors do not observe d, but they can infer the market maker’s posterior belief from

the public signal s and the stock price P. They know that the firm is good w.p. 1if s = 54,

P

% if s = sp. To ease the exposition, we therefore assume that investors

and is good w.p.
update their beliefs as if they also observe d, and use the term “market” to denote both the

market maker and investors.

Fund exit: We now solve for the fund’s privately optimal choice of 3, which must coincide
with the market’s belief about it (/3,) in equilibrium. The fund’s problem at the exit stage

(condition on the firm being bad) is

max Uy = (a = )(0) + e P+ (1 - ™)) (@)

where P is given by (3). To interpret (4), note that (i) the fund makes a trading profit, 5P,
only if d > 0 (the bad firm is not fully revealed), which occurs if u > §, w.p. fﬂoo e Mdy =
e M (i) w.p. 1 — e the bad firm is perfectly revealed (d < 0), and trading yields no
gain; and (iii) (o — £)(0) is the ¢t = 2 value of the fund’s unsold units.

Proposition 1. Suppose a reputation-unconscious fund does not engage in public interven-

tion following a failed private intervention in a bad firm. At the exit stage, the fund sells

B, = min(A7, ).

Selling more shares increases trading profit ceteris paribus but also increases the odds
of revealing the bad firm. This tradeoff determines the optimal fund trading. Note that (i)
B« < a, due to the short-sale constraint; and (ii) in a more liquid market, liquidity traders
buy more (larger A™!), which reduces the odds of revealing the bad firm by fund selling, and
hence encourages fund trading (larger ,). Subsequently, we assume a > A\7! so 8, = A7%.
This means that the market is not sufficiently liquid, so the fund does not sell its entire stake

in a bad firm.'?

19We make this assumption since our focus, unlike Edmans’s, is not on how the block size () affects exit.
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4.1.2 Public Intervention Stage

We now move back to the public intervention stage, assuming that private intervention in
a bad firm has failed (which is known only to the fund and the CEO). The fund, after
observing the cost 7, decides whether to publicly intervene. With public intervention (which
is publicly observable and succeeds for sure), the market sets P = X. The fund is indifferent
between selling and holding in this case; we assume holding (5 = 0) due to some unmodeled
trading costs (e.g., short-term capital gains taxes). If the fund does not engage in public
intervention, he privately knows that the bad firm is still worth V' = 0, and sells 3, = A7! at
the exit stage (see Proposition 1). The fund publicly intervenes if and only if 7 is sufficiently

small, so that his continuation utility is higher with public intervention than without.

Proposition 2. There ezists a unique cutoff, 7. € (0,1), defined by

B _ Be o
7o = h(B.,7.) = o R A e | (5)

where B, = X7, such that following a failed private intervention in a bad firm, a reputation-

unconscious fund publicly intervenes if and only if T < 7.

In equilibrium, the fund’s value enhancement from public intervention instead of trading

(i.e., exit), h(f., 7«) as defined in (5), offsets the fund’s cost of public intervention (7).

4.1.3 Private Intervention Stage

Finally, we examine private intervention. A bad firm’s CEO, after being advised by the fund

about value-enhancing changes, privately chooses effort ¢ to maximize her utility:

max o6 X +(1—=0)X]+ (1 —0)1—7)e P (6P) — c(o), (6)

where P is given by (3). To understand (6), note that (i) w.p. o firm value is improved,
the outcome of the successful private intervention becomes public, the market sets the t = 1
stock price as X, and the CEO’s corresponding utility is 0. X +(1—0)X; (ii) w.p. 1—o private
intervention fails, in which case the CEO knows that in the subgame of confrontational public

intervention, w.p. 7, the fund publicly intervenes, driving the CEQO’s utility to zero, and w.p.
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1 — 7, the fund does not engage in public intervention (see Proposition 2); and (iii) absent
public intervention the fund sells 3, at the exit stage, in which case total share demand d > 0
w.p. e M+ and the corresponding stock price P is given by (3) (the CEO’s utility in this
case is 0 P), whereas w.p. 1 —e > d < 0 and the stock price is 0 (the CEO’s utility in this
case is 0). The last term ¢(o) is the CEO’s cost of effort.

It follows directly from (6) that the CEO’s equilibrium effort, hence the success rate of

private intervention with a reputation-unconscious fund, denoted by o, is given by

(1 —7,)e M x )

1 _
/ — J—
o) =|1=9 Z (1= r)e |

4
o+ 2(1
where 8, = A7! and 7, is defined by (5). Inada conditions satisfied by c(-) ensure that

o. € (0,1).

4.2 Governance with Fund Career Concerns

We now examine a reputation-conscious fund (k; > 0), who may be tempted to distort his
actions in order to positively influence others’ perceptions of his ability. The analysis mirrors

that in Section 4.1. We first characterize the market’s potential assessments of fund ability.

Lemma 1. The market’s posterior belief about the fund’s ability is

E(|G) = @+%f € (1), ®)

if the firm is revealed to be good, and

3
o

E(p[B) = ¢ —

o c0.) (9)

if the firm is revealed to be bad at t = 1.

4.2.1 Exit Stage

Consider a bad firm (so s = sg). We again analyze a pure strategy PBE, similarly defined as

in Section 4.1. Denote by 7; and ; the market’s equilibrium beliefs about fund strategies,
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respectively, at the public intervention stage and the exit stage (corresponding to 7, and
B, respectively, in the benchmark case). If total share demand d < 0, the bad firm is fully

revealed, and the market believes

E(pld <0) =E(¢|B) = ¢ —

10
T (10)
If d > 0, the market cannot unambiguously tell the firm’s type, and its posterior ability

inference, given its equilibrium beliefs about fund strategies (7 and 3y), is*

E(p|d > 0) = Pr(G|d > 0)E(4|G) + Pr(B|d > 0)E(¢|B)

_ @ (@+f>+ 2(1 — @)e s (@_ o
@+ 2(1 —@)(1 —7p)e 1 @ @+ 2(1 = @)(1 — 71p)e s

With a bad firm, the correct ability assessment should be E(p|B). However, given the
fund’s private choice of 3, this assessment forms only if d < 0 (w.p. 1 —e *);if d > 0 (w.p.
e~*), the market cannot fully tell the firm’s type, and fund ability is overly assessed in (11).
Thus, importantly, although the fund’s private choice of § cannot influence the market’s
equilibrium inferences, E(p|d < 0) and E(p|d > 0),?! it does affect the relative probabilities
of the occurrences of the two reputational outcomes.

The fund chooses 8 to maximize his expected utility:

H{léi}X Us = Be M Pr(Gld > 0)X + rf[(1 — e ¥)E(p|d < 0) + e *E(p|d > 0)], (12)

where Pr(G|d > 0) = Fund profit, Be ™ Pr(G|d > 0)X, is similarly

P
+2(1—p)(1—rp)e 5~
calculated as in (4). The second term in (12) is the reputation part of utility, where the
state d < 0 (d > 0) occurs w.p. 1 — e (e7) and the corresponding ability assessment is

E(pld <0) (E(pl|d > 0)).

20The posterior Pr(G|d > 0) in this case with a reputation-conscious fund can be derived in the same way
as that for (3), with 7. and . being replaced with 7 and 3y, respectively.
21The two inferences are based on the market’s belief about the fund’s choice of 3, which is By-

18



For our subsequent analysis, it is useful to introduce the following notation:

K [ElG) - E(elB)] _ mm?
A= X e = p) X )

The numerator of A equals to the weight that the fund attaches to his career concerns relative
to fund profit, xy, times the wedge between the market’s best and worst possible ability
assessments, E(¢|G) —E(¢|B). Thus, A captures the degree of fund career concerns, with a

larger A indicating a more reputation-conscious fund with stronger short-term incentives.??

Proposition 3. Suppose a reputation-conscious fund does not publicly intervene in a bad

firm following a failed private intervention. At the exit stage, the fund sells B = max(A~' —
A, 0) < f..

This proposition is reminiscent of the key finding in Dasgupta and Piacentino (2015). It
establishes that a reputation-conscious fund trades less relative to a reputation-unconscious
fund (B < B.). To see this, suppose the market believes 3y = ., so its posterior ability
inferences, E(¢|d < 0) and E(p|d > 0), are based on f,. Importantly, as noted earlier,
the fund’s private choice of 5 only affects the probabilities of the occurrences of the two
reputational outcomes but not the outcomes themselves. Since a lower [ increases the
likelihood of the occurrence of the state d > 0 and hence the more favorable outcome,
E(¢|d > 0), the fund has a proclivity to privately lower 5 to positively influence the market’s
ability assessment. However, a lower [ also decreases trading profit. This tradeoff between
reputational concerns and trading profit results in a choice of 3y < B, by the fund. It turns
out that the trading reduction is exactly A, which is defined in (13). A fund with sufficiently
strong career concerns (A > A1) fully gives up trading profit by choosing 8 = 0, so as to

maximize the probability of the occurrence of the favorable outcome by ensuring d > 0.

22In Dasgupta and Piacentino (2015), the cross-sectional variation in fund short-term incentives arises from
the variation in fund managers’ contractual incentives (which hinge on fund size and flow, hence the market’s
ability assessment; see discussions in footnote 15) relative to their self-investment in their own funds. They
show that while the former leads to fund short-term incentives, the latter attenuates such incentives.
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4.2.2 Public Intervention Stage

Next, we move back to the public intervention stage. The analysis is similar to that for a

reputation-unconscious fund, except now career concerns also affect fund intervention.

Proposition 4. There exists a unique cutoff, 7y € (0,1), defined by

= h(By,7y) ik
T e i = g1 — e

AX, (14)

where By = max(A\™t — A, 0), such that following a failed private intervention in a bad firm,
a reputation-conscious fund publicly intervenes if and only if T < 7¢. The likelihood of public
intervention by a reputation-conscious fund is lower than that by a reputation-unconscious

fund (¢ < 7..), and is further decreasing in the degree of fund career concerns (% < 0).

In (14), h(Bs,7f) is the fund’s value enhancement from public intervention compared

—X\By ~
to trading, similar as h(Bs, 7«) in (5). The extra term, @+2(1—;)(1iff)e‘wf AX, is the fund’s

reputational loss from public intervention instead of trading. Note that (i) public intervention

perfectly reveals the bad firm, causing the market’s ability assessment to drop to its lowest
level, E(p|B); and (ii) absent public intervention, the fund sells 8¢ and only reveals the bad
firm w.p. 1 — e (when d < 0). Reputational gain from eschewing public intervention
arises when d > 0, w.p. e, and the market mistakenly perceives the (bad) firm to
¢>+2(1—¢a)(f—7f)e*”3f :

kr[E(p|G) — E(p|B)] = AX.

be good, w.p. When the two events occur, the fund gains reputation,

Proposition 4 establishes that a reputation-conscious fund, despite his larger post-trading
stake (a—/f; > a—p3,), engages in less public intervention than a reputation-unconscious fund
(14 < 7). This is again rooted in the reputation-conscious fund’s inclination to positively
influence the market’s ability assessment through distorted actions — by engaging in less
public intervention, hence reducing the odds of revealing the bad firm, the fund’s reputational

gain outweighs its value loss due to the reduction in public intervention.?

23 We show in the Appendix (Proof of Proposition 4, especially (A5)) that the utility increase from public
intervention instead of trading is always larger for a reputation-unconscious fund than for a reputation-
conscious fund. The idea is as follows. Although a reputation-conscious fund sells A less than a reputation-
unconscious fund absent public intervention, the reduction in trading profit (due to reduced trading) is
exactly offset by the fund’s gain in reputation from trading A less — this is how the reputation-conscious
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4.2.3 Private Intervention Stage

Finally, we move back to the private intervention stage. Following an analysis similar to the
one in the benchmark case, we show that the CEQ’s equilibrium effort, hence the success
rate of the reputation-conscious fund’s private intervention, denoted by o, is given by

P(1 — 7p)e s
— — X,
@+ 2(1 = @)(1 — 7p)e s

d(op)=11-0 (15)
where 8y = max(A™! — A,0) and 7 is defined by (14). Inada conditions satisfied by c(-)

ensure that oy € (0,1). Comparing oy with o, (as determined by (7)) leads to:

Proposition 5. The success rate of private intervention is lower with a reputation-conscious
fund than with a reputation-unconscious fund (oy < o), and is further decreasing in fund
career concerns (%%Af < 0). A CEO whose utility attaches greater weight to the t = 1 stock

price relative to the t = 2 firm value (larger 0) exerts less effort; as a result, the success rate

Do s
a6

. . . O L,
of private intervention decreases ( < 0 and % < 0), and becomes more sensitive to fund

doy| -
career concerns (| 5z | increases).

The CEQ’s effort, hence the success rate of private intervention, negatively hinges on
her continuation utility in the subgame of public intervention following failed private in-
tervention,? which depends on the likelihood of public intervention (CEO utility drops to
zero in this case) and fund trading absent public intervention. Propositions 3 and 4 show
that a more reputation-conscious fund (larger A) (i) is less likely to publicly intervene; and
(ii) trades less absent public intervention in order to reduce the odds of revealing the bad
firm, which in turn drives the bad firm’s stock price further above its true value (which is
0). Consequently, the CEO, whose utility is partially tied to the inflated stock price, makes
a windfall gain. Both (i) and (ii) increase the CEO’s continuation utility following failed

private intervention, thereby lowering her effort incentive.

fund’s equilibrium trading is determined. Thus, the reputation-conscious fund’s utility from trading can
be calculated as if the fund also sells A™!, same as a reputation-unconscious fund. However, the key
is that the expected stock price at which trading takes place is higher with a reputation-conscious fund,
because his trading reduction lowers the odds of revealing the bad firm. This causes the reputation-conscious
fund’s utility increase from public intervention instead of trading to be smaller than that for a reputation-
unconscious fund, making public intervention relatively less desirable for the reputation-conscious fund.
24The CEO’s continuation utility following successful private intervention is fixed at §X + (1 — §)X = X.

21



Interestingly, at the exit stage the reputation-conscious fund and the CEO have shared
incentives to mislead the market in its valuation of the firm — the fund’s incentive is rooted in
his inclination to positively influence the market’s perception of his ability through reduced
trading, and the CEQ’s incentive arises from her desire to make windfall gains from inflated
stock prices. Furthermore, the two incentive problems interact with each other — trading
reduction by the fund causes the stock price to be less reflective of the true firm value (hence
CEO effort), fueling the CEO’s moral hazard and lowering her effort incentive at the private
intervention stage. This problem worsens when the CEO’s own incentive horizon becomes
shorter, i.e., when her utility attaches greater weight to the short-term stock price relative
to the long-term firm value (larger 9).

Two layers of complementarity in blockholder governance are thus identified. First, as
discussed above, there is complementarity between fund exit and private intervention —
when exit becomes less effective, private intervention is also weakened. This complemen-
tarity works through, and is strengthened by, the CEO’s short-term incentives (J). Second,
public intervention and private intervention also exhibit complementarity — fund short-term
incentives reduce the credibility of the fund’s threat to escalate his intervention to a con-
frontational public stage following a failed private intervention, which weakens the CEQ’s
effort incentive, lowering the success rate of fund private intervention.

Proposition 5 highlights the CEQ’s incentive horizon as an important driver behind the
success/failure of shareholder private intervention. Private intervention is less likely to suc-
ceed, hence shareholders are more likely to resort to more confrontational public measures,
when the CEO has a shorter incentive horizon (larger §). Moreover, a shorter CEO incen-
tive horizon further worsens the adverse impact of fund short-term incentives on private

intervention (|i,%f\ increases with 4).

Summary: So far, we have shown that a reputation-conscious fund reduces public interven-
tion (Proposition 4) and trading (Proposition 3) in order to make the market’s perception of
his ability more favorable. As a result, the fund’s threat of escalating his intervention follow-
ing failed private intervention loses credibility, which causes the CEO to be less responsive
to the fund’s private demands, making private intervention more likely to fail (Proposition

5).
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4.3 Long-Term Investment by a Good Firm

Having analyzed governance in a bad firm, we now examine how that affects a good firm’s
long-term investment (choice of v). What impedes a good firm from making long-term
investment is the market’s inability to fully tell if an interim bad signal is a result of bad
firm quality or a good firm pursuing long-term investment. Thus, the better the market can
distinguish between good and bad firms, the more long-term investment by a good firm.

The CEO of a good firm chooses v to maximize her utility:

2 1 2
) + v Pr

1—
r?ngC:(l—é)(X—kgv)%—(S 5 X + 5

(Gld > 0)X| , (16)

The CEO’s utility attaches weight 1 — ¢ on the ¢t = 2 firm value, X + gv. The second term
in (16) captures the CEO’s utility derived from the t = 1 stock price P, with a weighting

factor 6. If s = sg (w.p. 1’2”2), the market identifies the good firm and sets P = X. If

s = sp (w.p. 1*;’2)7 the fund, knowing that the firm is good, does nothing throughout

the three governance stages; in this case d > 0 with no visible public intervention, and

P = Pr(G|d > 0)X, where Pr(G|d > 0) = ¢+2(1—<ﬁ)g—n)e*)‘ﬁ* with a reputation-unconscious

fund, and Pr(G|d > 0) = 2 @)(f =ty with a reputation-conscious fund.
— —Tr)e

Proposition 6. A good firm makes more long-term investment when facing a less reputation-

conscious fund.

The fund does not intervene in a good firm, nor does he sell its shares. Thus, upon
releasing a bad signal (sp), the only relevant state for the good firm is that total share
demand d > 0 with no visible intervention. We know that a less reputation-conscious fund
is more likely to engage in visible public intervention in a bad firm following a failed private
intervention (i.e., 7y is decreasing in A; see Proposition 4). We also know that absent
public intervention, a less reputation-conscious fund would have sold more aggressively if
the firm were bad (i.e., 8 is decreasing in A; see Proposition 3). Therefore, larger 7, and S
associated with a less reputation-conscious fund allow the market to draw sharper inferences:
the event d > 0 with no visible intervention implies it is more likely that the firm is good.

Said differently, stronger governance in a bad firm exerted by a less reputation-conscious
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fund allows the market to better identify a good firm. Emitting sg is thus less dire to the
good firm’s CEO, who then chooses more long-term investment. This is reminiscent of the
key finding in Edmans (2009) that active blockholder trading can foster, rather than hinder,

long-term investment. Our analysis extends to including blockholder intervention.

5 Multiple Blockholders

We now extend the preceding analysis to examine governance by multiple blockholders. Our
main idea can be illustrated in a most parsimonious way with two funds, each owning &
units of share.?” Again, consider a bad firm (so s = sg). Private intervention is modeled in
the same way as that with one fund: value-enhancing changes are proposed to the CEO (by
either or both funds), and the success of private intervention depends on unobservable CEO
effort. If private intervention fails, the public intervention stage ensues. Public intervention
is costly to both funds; their costs, 7, are uniformly distributed on [0, 1] and independent of
each other. The bad firm’s value, following a failed private intervention, can be improved
from 0 to X as long as one fund publicly intervenes.

We examine and compare three blockholder structures:

e A symmetric structure with two reputation-unconscious funds, denoted as UU;
e A symmetric structure with two reputation-conscious funds, denoted as CC; and

e An asymmetric structure with a reputation-unconscious fund and a reputation-conscious

fund, denoted as UC.

In each case, the model is again solved backwards from exit, then to public intervention, and

finally private intervention.

5.1 UU Structure

Suppose private intervention failed. At the ensuing public intervention stage, we analyze a
symmetric pure strategy PBE, and conjecture that the market believes that in equilibrium

each reputation-unconscious fund (i) publicly intervenes if and only if 7 < 7,,; and (ii) sells

250ur focus with multiple blockholders, unlike Edmans and Manso (2011), is not on their optimal number.
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By if neither fund publicly intervenes, while abstains from selling as long as one fund publicly
intervenes. Given such beliefs, the market sets the firm’s ¢t = 1 stock price as P = 0 if total
share demand d < 0, and P = X if d > 0 with public intervention being observed. If d > 0

without visible intervention, the market weighs the following two possibilities in forming its

posterior belief: (i) a good firm that needs no intervention (w.p. %); or (i) the firm is

bad (w.p. 2(%?), private intervention has failed but public intervention is not undertaken
by either fund (w.p. (1 — 7..)?), therefore each fund sells B, but d = v — 28,, > 0 (w.p.

e~2*) The market thus sets®

@
P= X. 1
P+ 2(1 — @) (1 — Ty)2e™27Bxx (17)

It can be easily verified that, same as the single-blockholder case with a reputation-
unconscious fund, in this case with two reputation-unconscious funds each fund sells S,, =
min(A~!, «a/2) at the exit stage if neither fund publicly intervenes. We assume o > 27!
throughout the rest of the analysis, so By = A7%

At the private intervention stage, the problem to the bad firm’s CEO is

max o0X + (1= 8)X] + (1 —0)(1 = 7.)%e 2P (§P) — ¢(o), (18)

where P is given by (17). The CEQ’s problem in (18) is similar to that in (6), except that
in this case with two funds, the bad firm is not perfectly revealed at the public intervention
stage if (i) neither fund publicly intervenes (w.p. (1 — 7,.)?); and (ii) at the subsequent exit

stage demand by liquidity traders exceeds aggregate selling by the two funds (w.p. e=2*%),

Proposition 7. In a UU structure, if private intervention fails in a bad firm, there is a

unique cutoff, T, defined by

« ﬂ**e_%ﬁ**@

**:1_ **H Kok 9 **El_ Kok - — —
T ( T ) (5 T ) ( T ) 9 S0_‘_2(1_SO)(l_TM)QQ—Q/\/E**

X,  (19)

26The posterior Pr(G|d > 0) = ¢+2(1—¢)(1f7 y7=zxe- in this case can be derived in the same way as that

for (3), with (1 — 7,) and 3, being replaced with (1 — 7..)? and 2., respectively.
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such that in a symmetric equilibrium each reputation-unconscious fund publicly intervenes
if and only if T < Tue, and sells By, = X\71 at the exit stage if neither publicly intervenes.

Private intervention succeeds w.p. .., given by

(

7—**)26_2)\’8** 1 X (20>

.
4 Kok ) = 1—-9 L4
o) = 1=y G 7

Note that H (B, Tux) = [% - ¢+2(1f5(61__2if:;2i72w**} X, as defined in (19), is each fund’s
value enhancement from public intervention compared to trading. The key difference between
(19) and (5), wherein the likelihood of public intervention by a reputation-unconscious fund
in the single-blockholder case (7.) is determined, stems from the extra term, 1 — 7., on
the right-hand side of (19).2" This captures the standard free-rider problem with multiple
blockholders — each fund, knowing that the value enhancement to himself, H (., Tix ), realizes
as long as the other fund publicly intervenes, will incur the cost, 7., to publicly intervene

by himself only if the other fund does not publicly intervene (which occurs w.p. 1 — 7, in

equilibrium).

5.2 CC Structure

The CC structure with two reputation-conscious funds can be similarly analyzed as the UU

structure. The results are summarized by the following proposition:

Proposition 8. In a CC structure, if private intervention fails in a bad firm, there is a

unique cutoff, T¢¢, defined by

e‘”‘ﬁff@
@+ 2(1 —@)(1 — 7pp)2e 2 Mss1

Trp = (1= 7p¢) |H(Bys, Trs) — AX], (21)

2TH (Bax, Tox) differs from h(Bs, 7.) in (5) in two aspects. First, each fund now only owns S units of share,

which ceteris paribus lowers the intervention-induced value enhancement for each fund compared to the
single-fund case. Second, absent public intervention by either fund, total fund trading is 2A~!, doubling that
with a single fund. This elevated trading increases the odds of revealing the bad firm, reducing each fund’s
trading profit from exit.
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such that in a symmetric equilibrium each reputation-conscious fund publicly intervenes if
and only if T < 744, and sells By = max(A\™' — A,0) at the exit stage if neither publicly

intervenes. Private intervention succeeds w.p. oy, given by

P — 7pp)%e 200
@ +2(1 = @)(L — 7pp)e M

dlogs) =10 (22)

Equation (21) can be similarly understood as (19). The key difference between the two
e rirg

T p2(1-p)(1-7ff)2e

reputational loss from engaging in public intervention instead of trading.?®

lies in the additional term

—x57AX, in (21), which captures each fund’s

5.3 UC Structure

We now examine the UC structure with a reputation-unconscious fund and a reputation-
conscious fund. We start by analyzing a pure strategy PBE at the public intervention stage
(assuming private intervention has failed). Suppose the market’s equilibrium beliefs are
that the reputation-unconscious (resp. reputation-conscious) fund (i) publicly intervenes if
and only if 7 < 7, (resp. 7 < 74,); and (ii) sells B,y (vesp. [By.) if neither fund publicly
intervenes, while refrains from selling as long as one fund publicly intervenes.?

As in other cases, the market sets the firm’s ¢ = 1 stock price as P = 0 if total share

demand d < 0, and P = X if d > 0 with visible public intervention. If d > 0 with no

visible public intervention, the market weighs the following two possibilities in forming its

posterior belief: (i) a good firm requiring no intervention (w.p. %); or (ii) the firm is bad
(w.p. M), private intervention has failed but public intervention is not undertaken by
2-¢

either fund (w.p. (1 — 7uf)(1 — 744)), so both funds sell, but d = u — (8.5 + Br) > 0 (w.p.

e MBes+85+)) Therefore, the market sets

'
P= X. 23
P4 2(1 = @) (1 = 7up)(1 = Ty )e M Ber 1) (23)

ZThe intuition for this extra term is same as that for the extra term in (14) compared to (5).
29Note the difference in subscripts in different notations: “¢f” means that the fund in consideration is
reputation-unconscious while the other fund is reputation-conscious; “f*” represents the opposite case.
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At the private intervention stage, the problem to the bad firm’s CEO is

max o0X + (1= 0)X]+ (1 —0)1 —7f)(1 = 7p.)e XEIHB(5P) — (o),  (24)

where P is given by (23). The problem in (24) is similar as that in (18), except that in
this case with an asymmetric structure, following a failure of private intervention the bad
firm is not perfectly revealed w.p. (1 — 7uf)(1 — 7. )e *P+s+52) Solving (24) yields the
CEQ’s equilibrium effort, hence the success rate of private intervention with the asymmetric

structure (denoted by ogsy):

P(1 — Tof) (1 — 74, ) e ABes TB12)
& +2(1 — @) (1 — Tup) (1 — T )e A Ber+550)

¢ (Casy) = |1 — 6 (25)

It is straightforward to verity that, same as the single-blockholder cases (see Propositions
1 and 3), in a UC structure absent public intervention by either fund following failed private
intervention, the reputation-unconscious (resp. reputation-conscious) fund sells f,; = A ™!
(resp. Bf. = max(A\™t — A,0)). The complexity of the analysis for this case with an asym-
metric blockholder structure arises from the possibility that the two funds may engage in
public intervention with different probabilities — it is possible that 7.5 # 74, — and they need

to be jointly determined.

Determining 7.; and 74,: We first prove that, interestingly, in a UC structure wherein the
reputation-conscious fund’s career concerns are not too strong (specifically, A € (0, A7),
both the reputation-unconscious and reputation-conscious funds publicly intervene with
the same, but lower, probability relative to that under the UU structure (wherein each

reputation-unconscious fund publicly intervenes w.p. T..; see (19)).

Lemma 2. When A € (0, )\*1], comparing the UC and UU structures we have T, = T <

Tas

The intuition is as follows. When A € (0, A\7!], at the exit stage the reputation-conscious
fund sells A less compared to the reputation-unconscious fund,® but the consequent re-

duction in the reputation-conscious fund’s trading profit, relative to that earned by the

30Note that Bir — B« = A71 — (A71 — A) = A in this case.
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reputation-unconscious fund, is exactly offset by his gain in reputation from trading A less,
instead of selling as much as the reputation-unconscious fund.?! Thus, the reputation-
conscious fund’s utility from trading can be calculated as if he also sells A™!, same as the
reputation-unconscious fund. Since the expected stock price at which trading takes place is
the same for the two funds,*? both derive the same utility from trading, hence will publicly
intervene with the same probability (77, = 7.r).** Furthermore, compared to the UU struc-
ture, in the UC structure the reduction in total fund trading absent public intervention lowers
the odds that the bad firm is revealed through trading, which increases each fund’s utility
from trading, thereby weakening each fund’s public intervention incentive (7, = Ty < Tix).

Next, we examine the case with A > A~!': a UC structure in which the reputation-
conscious fund’s career concerns are sufficiently strong so that he does not trade (57, = 0)

at the exit stage.

Proposition 9. Suppose A > X7t In a UC structure the reputation-conscious fund is
less likely to engage in public intervention than the reputation-unconscious fund (Tr. < Tuf)
following a failed private intervention. When the reputation-conscious fund’s career con-
cerns become stronger (A increases), he publicly intervenes less (7. decreases), while the

reputation-unconscious fund publicly intervenes more (T.s increases).

This is one main result of the paper. Different from the case in which A € (0,A\7!]
(see Lemma 2), any increase in A beyond A~ (so 7. = 0) does not further reduce total
fund trading at the exit stage in a UC structure — total fund trading stays constant at
Bip+Bpe = A1 40 = A"! with A > A~%. Thus, different from the case in which A € (0, A™'],
with A > A7! the odds that the bad firm may be revealed to the market cannot be lowered

further via trading reduction by the reputation-conscious fund, simply because his trading

31Total trading by the two funds is also lowered by A, which reduces the odds of revealing the bad firm at
the exit stage, and consequently improves the market’s assessment of the reputation-conscious fund’s ability,
compared to the (counterfactual) case wherein the reputation-conscious fund were also to sell A~

32The expected stock price is e~ B+s+F7+) P, depending on total trading by the two funds but not individual
trading, where P is given by (23) and e~ AB+s+81+) is the probability with which total share demand d > 0.

33The idea here is different from that for the comparison between a reputation-conscious fund and
a reputation-unconscious fund in the single-blockholder cases (see footnote 23). There, the reputation-
conscious fund and the reputation-unconscious fund are examined in two separate cases, and the expected
stock prices at which trading takes place (hence trading profits) are different, depending on each fund’s
individual trading in each case.
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(which is 8. = 0) cannot be reduced further. Consequently, as the reputation-conscious
fund’s career concerns become stronger (A increases), he has to resort to more reduction
in public intervention (i.e., 77, decreases) in order to reduce the odds of revealing the bad
firm. Anticipating this, the reputation-unconscious fund publicly intervenes more (i.e., 7.y
increases) to compensate the reduction in public intervention by the reputation-conscious
fund. Interestingly, thus, the reputation-conscious fund’s weakened incentive to engage in
public intervention, due to his strong career concerns, serves as a credible commitment device
that strengthens the reputation-unconscious fund’s public intervention incentive. That is,
fund career concerns may help overcome the free-rider problem typically associated with

multiple blockholders at the public intervention stage.

5.4 Comparing the Three Blockholder Structures

Having examined the three blockholder structures separately, we now compare their relative
governance efficacy. Below we first summarize, for each structure, the findings on (i) the
success rate of private intervention; (ii) the probability that at least one fund publicly in-

tervenes following a failed private intervention; and (iii) aggregate fund trading at the exit

stage.
Blockholder structure | (i) Private intervention | (ii) Public intervention (iii) Exit
uu O s 1T — (1 — Tux)? 2271
CC Off 1—(1—Tff)2 2max()\_1 —A,O)
ucC Tasy 1—(1—7p)(I— 7)) | AT+ max(A7t — A, 0)

We first compare the two symmetric blockholder structures, UU and CC.

Lemma 3. The success rate of private intervention, the probability that at least one fund
publicly intervenes following a failed private intervention, and aggregate fund trading at the
exit stage absent public intervention are all higher in the UU structure compared to the CC

structure.

This lemma shows that the blockholder structure with two reputation-conscious funds
(CQC) is strictly dominated by the one with two reputation-unconscious funds (UU) in terms

of governance efficacy. The is because fund career concerns in the CC structure weaken exit
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and public intervention, both of which also lower the CEQO’s effort incentive at the private
intervention stage.

Given that the CC structure is dominated by the UU structure, our next comparison is
between the UU structure and the UC structure. We first compare the UU structure with
a UC structure in which the reputation-conscious fund’s career concerns are not too strong
(i.e., the UC structure considered in Lemma 2 with A € (0, A\7!]). We note that both fund
exit and public intervention are stronger in the UU structure: (i) following a failed private
intervention, the probability that at least one fund publicly intervenes in the UU structure,
1 — (1 — 7ws)?, is higher than that in the UC structure, 1 — (1 — 7f)(1 — 74.) (following
from Lemma 2); and (ii) aggregate fund trading at the exit stage is 23, = 2\~ in the UU
structure, also larger than that in the UC structure, B.¢ + Br. = 227" — A. Both (i) and
(ii) lower the CEO’s effort incentive at the private intervention stage in the UC structure —
comparing (25) with (20), it follows immediately that 0,4, < ... The intuition, similar as
that for Proposition 5, is as follows. Compared to the UU structure, in the UC structure
the fact (i) reduces the credibility of the funds’ threat to take more confrontational public
measures following a failed private intervention, and the fact (ii) drives the firm’s stock price
further above its true value at the exit stage. Both weaken the CEQ’s effort incentive at
the private intervention stage, thereby lowering the success rate of private intervention. The

discussions are summarized in the following lemma:

Lemma 4. A UC structure in which the reputation-conscious fund’s career concerns are not
sufficiently strong (A € (0, \7]) is strictly dominated by the UU structure: the success rate
of private intervention, the probability that at least one fund publicly intervenes following
a failure of private intervention, and aggregate fund trading at the exit stage absent public

intervention are all higher in the UU structure.

Finally, we compare the UU structure with a UC structure in which the reputation-
conscious fund’s career concerns are sufficiently strong (i.e., the UC structure considered in

Proposition 9 with A > A™1). The results are summarized as follows.

Proposition 10. Suppose the reputation-conscious fund’s career concerns are sufficiently

strong (A sufficiently bigger than \™"). When a fund’s block size (§) is sufficiently large
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and/or financial market liquidity (A1) is sufficiently low, the UC structure dominates the
UU structure in terms of governance efficacy, manifested by (i) a higher probability in the UC
structure that at least one fund publicly intervenes following a failed private intervention, i.e.,
1—(1—7p)(1 = 7p) > 1= (1 — 7a)?; and (ii) a higher success rate of private intervention
in the UC structure, i.e., 045y > 04. Consequently, a good firm makes more long-term

vestment in the UC structure.

This is the other main result of the paper, with the following intuition. First, consider
public intervention. In the UC structure, as A increases further beyond A7!, although the
reputation-conscious fund intervenes less (77, decreases), the reputation-unconscious fund
intervenes more (7, s increases), due to the positive externality that the former’s (reputation-
induced) reduction in public intervention exerts on the latter’s intervention incentive (Propo-
sition 9). When the fund’s block size (%) is sufficiently large, such externality will be suffi-
ciently strong, so that the negative effect of the reputation-conscious fund’s career concerns
in weakening his own public intervention incentive is outweighed by its positive effect in
strengthening the reputation-unconscious fund’s incentive. Consequently, following a failed
private intervention, public intervention (by at least one fund) is more likely to be initiated
in the UC structure, ie., 1 — (1 — 7o) (1 — 7)) > 1 — (1 — 7o)

The efficacy of blockholder governance also depends on the success rate of private in-
tervention and fund trading at the exit stage. Consider trading first. In the UU structure,
trading is stronger — at the exit stage each reputation-unconscious fund sells A= and total
trading is 2A~!, while in the UC structure (with A > A7!) total trading is only A\~!, due
to the reputation-conscious fund’s trading reduction. However, as discussed above, public
intervention may be stronger in the UC structure, due to the amelioration of the free-rider
problem at the public intervention stage. Thus, it is possible that in the UC structure the
strengthened fund public intervention outweighs the the weakened fund exit, causing the
UC structure to dominate the UU structure in terms of the overall governance efficacy fol-
lowing a failed private intervention. This dominance occurs when (i) a fund’s block size ()
is sufficiently large; and/or (ii) market liquidity (A™') is sufficiently low, which effectively
diminishes the comparative disadvantage of the UC structure relative to the UU structure

in terms of fund trading.
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When blockholder governance becomes stronger following a failed private intervention,
the bad firm CEQ’s effort incentive at the private intervention stage also becomes stronger,

thereby increasing the success rate of fund private intervention in the first place. Therefore,

under the same two conditions above (i.e., § is sufficiently large and/or A1 is sufficiently
small), private intervention is also more likely to succeed in the UC structure.

Finally, when blockholder governance becomes more effective, undervaluation upon re-
leasing an interim bad signal becomes less of a concern for a good firm, which then chooses

more long-term investment in the UC structure.

Remarks: This result shows that although we may observe less public intervention in a UC
structure, it does not necessarily imply that the presence of the reputation-conscious fund
weakens blockholder governance. In fact, quite the contrary may be true: the amelioration
of the free-rider problem, precisely due to the presence of the reputation-conscious fund,
strengthens the credibility of the threat of public intervention in the UC structure, causing
the bad firm’s CEO to be more responsive to fund demand for changes at the initial private
intervention stage. This is not observed on the equilibrium path of play, but nonetheless
reduces the need for actual confrontational public intervention and improves the overall

governance efﬁcacy.

6 Model Robustness and Implications

6.1 Modeling Choices and Robustness

In our main model, a fund develops his reputation for selecting good firms ex ante, i.e., stock-
picking skill. While this modeling choice is consistent with the survey finding in McCahery,
Sautner, and Starks (2016) (see footnote 4), and can capture the well documented fund
flow-performance relationship, there could be multiple dimensions of ability. Therefore, it is
natural to ask, at least from a theoretical perspective, how our analysis would be affected if a
fund’s ability is modeled as his ability to gather private information about firm type ex post
(i.e., distinguish between good and bad firms) and act upon that information by developing

right strategies to enhance a bad firm’s value. That is, the fund builds his reputation for

33



being able to identify a bad firm ez post and turn it around.?* There are two layers of ability
in this alternative modeling assumption, and we consider each in turn. We describe below
the main results from the analysis of this alternative model and explain the intuition.?
First, suppose, same as in the main model, the fund can unambiguously identify a bad
firm ex post at ¢ = 1, and his reputation rests in his ability to turn around the bad firm
by proposing right strategic changes to its CEO. In our main model, changes proposed by
the fund at the private intervention stage are assumed to be always right, and the success
of private intervention only depends on the CEQ’s effort to implement those changes. Here,
the success also depends on whether the proposed changes are effective to the specific firm.
Suppose the fund privately proposes some changes to the bad firm’s CEO, who then
exerts (hidden) effort to implement those changes, but firm value fails to improve at this
private intervention stage (otherwise, the game ends); the failure is known only to the fund
and the CEO as in the main model. The fund, being aware that the failure could be due to
his strategies being wrong or shirking by the CEO, decides whether to escalate intervention
to a public stage and forcibly implement those changes by himself or simply exit. With public
intervention, the bad firm is revealed to the market and the potential reputation cost to the
fund arises if his public intervention fails, in which case the market knows unambiguously
that the failure must be due to the fund’s wrong strategies. In the case of exit, selling more
increases the odds of revealing to the market that the fund lacks the ability to turn around a
bad firm — the market knows that the fund sells only when private intervention has failed and
he is sufficiently pessimistic about the effectiveness of his turnaround strategies. Therefore,
fund career concerns in this alternative model also cause him to reduce public intervention
and trading following a failed private intervention, thereby jeopardizing the success of private

intervention.*® The results in our main model thus sustain qualitatively.

34Some activists may get their reputation from deliberately picking bad firms and turning them around.
While we do not model this possibility (for example, imagine that high uncertainty may cloud turnaround
prospects, so the majority of investors will first try to select good firms and only deal with turnaround issues
if they find out later that they have picked a bad firm, rather than “picking a fight” intentionally), we discuss
later that it is unlikely to change our main results qualitatively; see footnote 36.

35The formal analysis, omitted here for the sake of the paper’s length, is available upon request.

36We do not expect the results to change qualitatively if we consider activists who deliberately select bad
firms (see footnote 34), since they also care about the market’s assessment of their turnaround ability.
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Second, suppose, different from the main model, the fund receives an informative but
imprecise (private) signal about firm type at ¢ = 1, and develops his reputation for identifying
firm type ex post (i.e., high signal precision). We show that when the market’s prior belief
about firm type is sufficiently positive, the results in our main model remain qualitatively.

The intuition is as follows. With this alternative ability model, the fund tends to distort
his actions to conform with the market’s prior belief in order to manipulate the market’s
perception that he has received a signal with high precision. If the prior is that the firm is
likely to be good, then trading and public intervention following a failed private intervention,
which are against the prior, will adversely affect the market’s ability inferences — the market
will place a higher weight that the fund has received a wrong signal when trading and public
intervention are detected. Knowing this, the fund will sell less and engage in less public
intervention to protect his reputation. Therefore, the results in the main model remain.

If the firm is a priori likely to be bad, then fund trading and intervention are consistent
with the market’s prior, and career concerns may induce the fund to sell and intervene even
when his private signal at ¢ = 1 indicates a good firm that does not warrant intervention or
exit. In this case, this alternative ability model changes our results on exit and intervention
in the main model.?” However, what remains unaffected is that fund career concerns again
adversely affects a good firm’s long-term investment, since excessive selling and intervention

lowers the market’s ability to draw correct inferences about firm type, which again worsens

the good firm’s misvaluation-induced investment myopia.

6.2 Implications
6.2.1 The Corporate Governance Value of Passivity

Index funds do not engage in active monitoring or disciplinary trading. Such passivity
may make one wonder about their corporate governance value. This question becomes

increasingly important due to the recent proliferation of index funds whose ownership in

37The result that exit could be a sign of high (rather than low) ability in this case echoes the finding in
Dow and Gorton (1997) that fund managers may trade excessively because they want to signal that they
have information.
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U.S. publicly traded companies has been growingly significant.®® Although index funds’
passivity in voice and exit is largely driven by their business strategies, whereas in our
model the passivity of a reputation-conscious fund arises from its short-term incentives, the
model’s core idea may still be applied to shed light on the potential governance value of index
funds — in firms owned by both index funds and non-index active institutional blockholders,
the former’s (credible) passivity may strengthen the latter’s activity in performing active
monitoring and thus ameliorate the free-rider problem. There is some anecdotal evidence
that seems to be consistent with this explanation. According to a report by Reuters, with
increasingly many index and exchange-traded funds who are “passive investors which own
millions of shares of U.S. companies but rarely say much about how they should be run,”
activists complain that they have to conduct deep research on companies by themselves.>

Appel, Gormley, and Keim (2016) find that the increasing presence of index funds
strengthens activists’ incentive to engage in aggressive and costly interventions (e.g., seeking
board representation through proxy fights). They interpret the finding as suggesting that
the presence of passive institutional investors mitigates free-rider problems faced by activists
by either decreasing the cost or increasing the payoff of intervention. Their hypothesis is
that the increased ownership by large passive investors allows activists to easily rally support
for their demands through better coordination. An alternative mechanism, as suggested by
the core idea of our paper, is that a partial shift from active ownership to passive ownership
attenuates the free-rider problem by making the remaining activists pivotal to the success
of intervention.

At a broad level, our analysis sheds light on the prevalence of diverse blockholder struc-
tures, in which blockholders with various incentive horizons (various A in our model) co-exist.
Think about mutual funds and hedge funds. To the extents that a fund manager’s perceived
ability affects fund flow and a mutual fund manager’s compensation is relatively more tied

to the size of assets under management (and hence fund flow) than a hedge fund manager,*’

38 According to Morningstar, as of year end of 2012 about 24% of U.S. institutional assets are owned by
index funds.

39Gee “U.S. activist investors gain from index funds’ passivity,” by Reuters, November 20, 2013.

40Hedge fund managers typically self-invest more in their own funds than mutual fund managers, which
causes them to care relatively more about long-term fund value (and hence have relatively lower A in our
model); see Dasgupta and Piacentino (2015) for a formal analysis distinguishing between hedge funds and
mutual funds along this line.
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our analysis suggests that mutual funds tend to have longer stock holding horizons and are
less likely to engage with management (both publicly and privately) than hedge funds. This
is consistent with casual observations that hedge funds are usually more active in both exit
and intervention (regardless of public confrontation or private negotiation). However, our
analysis reveals some potential corporate governance value arising from the co-existence of
mutual funds and hedge funds in a firm’s ownership structure, wherein the inactivity of
mutual funds can strengthen hedge funds’ incentives to undertake corrective actions. That
is, a heterogeneous blockholder structure with a mutual fund and a hedge fund can be more

valuable (in terms of governance) than a homogeneous structure with two hedge funds.

6.2.2 Private Intervention

The survey by McCahery, Sautner, and Starks (2016) documents widespread behind-the-
scenes shareholder engagement with management. Given the importance of both private
and public engagement, it is empirically interesting to examine the driving factors behind
the shareholders’ choice between the two.*! Our analysis suggests that besides the usual cost
consideration, the CEO’s incentive horizon (e.g., the weight that the CEO’s compensation
attaches to short-term stock prices relative to the long-term firm value, with a lower weight
corresponding to a longer incentive horizon; for such a measure, see Gopalan, Milbourn,
Song, and Thakor (2014)) is also an important determinant. Proposition 5 shows that firms
with longer CEO incentive horizons are ceteris paribus more likely to experience successful

private intervention, so fewer incidents of public intervention may be observed in those firms.

6.2.3 The Dark Side of Investor “Long-Termism”

Long stock holding horizon by institutional investors is widely lauded as instrumental to
encouraging firms to pursue long-term goals, while short holding horizon is blamed as a
significant contributing factor to corporate myopia. This view, largely mixing investor long-

termism with stock holding horizon, is ubiquitous and influences much of the policy debate.*?

41McCahery, Sautner, and Starks (2016) construct a voice index summing the different types of corrective
(public and private) actions taken by an institutional investor to measure the voice intensity and examine its
determinants. Their measure of voice intensity does not differentiate between private and public engagement.
42The 2009 Aspen Institute proposal, architected by renowned investors like Warren Buffett and John
Bogle, recommends changes in capital gains tax rules to attract long-term stockholders in order to overcome
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In academia, a sizable empirical literature uses fund turnover to gauge whether an insti-
tutional investor is long-term or short-term oriented, with those with low turnover (hence
long holding horizon) being classified as long-term investors (e.g., Bushee (1998), and Gas-
par, Massa, and Matos (2005)). This is grounded on two arguments. First, the fact that an
investor holds a stock for a long period, rather than selling it upon short-term fluctuations,
is because he cares about the firm’s long-term performance. In turn, the investor’s long-term
view encourages the firm to focus on long-term value creation rather than improving short-
term metrics. Second, since the investor maintains a prolonged (usually large) equity stake,
he has strong incentive to monitor management to ensure it delivers long-term value.*?

Our analysis shows that such conventional wisdom should be taken with caution. For
an investor who is the sole or dominant blockholder, his long holding horizon should not
be viewed synonymously as long-termism, if what drives the long holding horizon is his
short-term (reputational) concerns as in our model. Such seemingly long-termism impedes
information incorporation into prices and exacerbates corporate myopia. Such an investor,
despite his endured and large stake, may not be a dedicated monitor either. Thus, empirical
research on investor horizon and policy prescriptions aiming to promote long-termism should
adopt a finer approach by heeding investors’ motives in stock holding as well as blockholder
structure. This echoes Edmans (2009) who also shows that policies that “create uncondition-
ally long-run shareholders who never sell” may discourage long-term investment. As Edmans
and Holderness (2016) point out, “what matters is not short-term or long-term trading, but

whether the blockholder trades on short-term or long-term information.”

7 Conclusion

We model blokcholder governance as a sequential process, beginning with less hostile private

intervention, then more confrontational public intervention, and finally exit. The block-

myopia; see “Overcoming short-termism: A call for a more responsible approach to investment and business
management,” published by The Aspen Institute, September 9, 2009. The EU Commission is consulting
on granting “extra voting rights and a bigger slice of dividends” to “loyal” shareholders who are long-term
holders of a company’s stock, aiming to promote long-termism; see “Brussels aims to reward investor loyalty,”
published by Financial Times, January 23, 2013.

43Empirical studies include, among others, Chen, Harford, and Li (2007), Cella, Ellul, and Giannetti
(2013), and Derrien, Kecskés, and Thesmar (2013).
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holder is a fund manager who may face short-term incentives and care about the market’s
assessment of his stock-picking ability. Such career concerns cause the fund manager to
reduce disciplinary trading and undertake less public interventions following a failed private
intervention, in order to positively influence others’ perception of his ability. As a result,
the threat by the fund manager to escalate his intervention to a more confrontational public
stage loses credibility, jeopardizing the success of private intervention. Consequently, the
effectiveness of blockholder governance is weakened in a single blockholder structure.

Our main result is that, interestingly, the very cause of the ineffectiveness of blockholder
governance in a single blockholder structure can help improve governance in an asymmetric
multiple blockholder structure by ameliorating the free-rider problem associated with mul-
tiple blockholders. In an asymmetric structure with a reputation-unconscious fund manager
and a reputation-conscious fund manager, the weakened public intervention incentive by
the latter makes the former pivotal in whether public intervention is undertaken following
a failed private intervention, thereby strengthening the former’s public intervention incen-
tive. Consequently, the credibility of the threat that intervention is likely to be escalated
to a confrontational public stage (following a failed private intervention) is restored, which
increases the success of private intervention, hence the efficacy of blockholder governance.

The paper’s central message is that a diverse blockholder structure with heterogeneous
blockholder incentive horizons may help improve governance. Quite contrary to conventional
wisdom, agency problems at the blockholder level do not necessarily exacerbate, but instead
may ameliorate agency problems at the firm level.

Future research could go in various directions. One is to explore the multiple blockholder
structure further. While we only model two blockholders in order to deliver our key message
in a most direct and parsimonious way, it would be interesting to simultaneously endogenize
both the optimal number of blockholders and the degree of asymmetry among them. The
other direction is to endogenize the CEQ’s incentive horizon which we have taken as given,
as in most blockholder models. However, it is likely that CEO incentive and blockholder
governance are jointly determined. It would be fruitful to examine how the incentive horizon
of blockholders and the CEO’s pay horizon (i.e., the mix of short-term and long-term pay,

as in Gopalan, Milbourn, Song, and Thakor (2014)) interact. Current corporate governance
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discussions have centered around executive compensation, but perhaps an equally impor-
tant issue is how to design blockholder structure to complement executive compensation to

promote long-term investment.

Appendix

Proof of Proposition 1. The first-order condition for (4) is

_AB)e M ¢ _
(=M™ e X =0 (A1)

so the fund chooses 3 = min(A~!, a), given that 3 < «, which must coincide with 3, in equilibrium.

The second-order condition is satisfied, [-A — A(1 — A3)]e™ — X <0. O

@
P+2(1-@)(1—-7x)
Proof of Proposition 2. If the fund publicly intervenes, he will not sell, and his continuation

utility is
pub _
U =aX -1

If the fund does not publicly intervene, he will sell 8, = A~!, and his continuation utility is

/B*e_AB*@
- — X.
@ +2(1 = p)(1 — 7 )e M-

Up =

Public intervention occurs if and only if U;Zub > U”°, which yields (5), a fixed-point problem. Since

h(pBx,T) is a continuous and decreasing function of 7, the condition h(f8s, 1) € (0,1), i.e.,
(a—A"te )X €(0,1), (A2)

ensures the existence and uniqueness of an interior solution, 7. € (0, 1), by the Fixed-Point The-
orem. Note (v — A7le™1)X > 0 is ensured by a > A™1, so we only need (o — A" le ™)X < 1. If
(a — A7te™)X > 1, we have h(B,,7) > 7 for V7 € [0,1], so 7« = 1, i.e., the fund always publicly
intervenes as the value enhancement from public intervention instead of trading is too high com-
pared to the cost of public intervention. To knock out this uninteresting boundary case, we assume

(e —A"te™h) X < 1 throughout. O
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Proof of Lemma 1. If the firm is revealed to be good, then

Q) — —
TS = rode ~

Substituting this into E(¢|G) = fol of(¢|G)dp yields (8). If the firm is revealed to be bad, then

(1—p)f(p) (1—p)f(p)
B) = = .
JAB) Jo (L= @) f(p)de 1-¢

Substituting this into E(p|B) = fol o f(¢|B)dyp yields (9). Finally, note that n? = E(p?)—[E(¢)]? <
E(¢) — [E()]? = ¢ — @2, which ensures E(¢|G) € (¢,1) and E(¢|B) € (0,9). O

Proof of Proposition 3. To analyze the fund’s problem in (12), denote

K;f)\172
p(1—-9)

_ s _ s 4 X -
A1) = G = e [

It is clear A(A™1, Bf) < 0, so we must have By < A~1. If AA € (0, 1), then A(0, Bf) > 0. Note

ON(B, By) N [ s
o(1-9)

5 —X]—(l—AB)X<O,

so Uy is a concave function of 8, and [ is given by the first-order condition, A(B¢, Bf) = 0:

2 2

T N LN (A3)

KfAn
Y -
U=MX =3 P(1-3)X

o(1-9)

If A\A > 1, then A(3,8f) < 0VB3 € [0,A71). In this case, Uy is monotonically decreasing in /3
over [0, A7!], and hence 3 = 0. O

Proof of Proposition 4. With public intervention, the fund improves the bad firm’s value to X

(and hence chooses 3 = 0), but also reveals its type. His continuation utility is

UJI?Ub =aX +ksE(¢|B) — .
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If the fund does not publicly intervene, he will sell 8 = max(A™! — A,0) at the exit stage, and
his continuation utility is given by (12) with 8 = ;. The fund publicly intervenes if and only if

UF™ > Upe, which yields

T = [ — 5fe_)‘*3f Pr(G|d > 0)|X — e M Pr(Gld > 0)k¢[E(p|G) — E(p|B)]

=By 5 —ABf 5
P S  T R—Y,
@421 —@)(1 —1f)e s 0+2(1—@)(1 —T1)e s
e*)‘ﬁf@
= h(Bs,1¢) — AX
Br ) = = g — e
= h(By, 7). (A4)

It is clear %j_}’”) < 0. We consider several cases, depending on the value of A. First, suppose

A > X150 By = 0. In this case, E(O, 0) = [a— @(2 — @) LA]X. There are two subcases:

1. A >a2—¢)p !, we have /H(0,0) <0, and hence 7y = 0, always smaller than 7.
2. If A € MY a(2 - @)@ !), we have E(0,0) > 0. In this case 71(0,1) = (a—A)X < (a—
A X < (a—Ate7!)X < 1. This ensure a unique interior solution, 7¢ € (0,1). To show

Ty < Ty in this case, it is sufficient to show 1(0,7) < h(A™L,7) for V7 € [0,1]. Note:

RTTI e . ?
MO.7) = hOA . m) = 1N o sa—aa=n  2eraa—pa=-n] "

which is clearly negative, since A > \71.

Second, suppose A € (0,\71), so Bf = A1 — A > 0. In this case, the existence and uniqueness of
Oh(

7t can be shown by observing (i) %ﬂ < 0; and (ii) /l{(ﬁf, 1) € (0,1), which requires
(a —Bre™NX —eMrIAX = (a — A lem 2 X € (0,1).

Note (i) (@ — A7le™2) X < (o — A7le 1) X < 1, where the second inequality follows from (A2);

and (i) (o — A7 le M) X > (a— A1 X > 0. To prove 74 < 7. in this case with A € (0, A1),
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it is sufficient to show h(8f,7) < h(B.,7) for V7 € [0,1]. Substituting 8; = A~! — A into h(8y, 7)

yields
7 _ [ Al A 1A @ X
Crm = o B = A = p - e s
—11AA P AX
20— ne A

I B S e YA @ b%
R [T

I ® X
" ¢ P A ral-p)l- T)e—l]

- B B )\71671(’5 :|

p+2(1—@)(1—7)e !
= (B, 7). (A5)

Bh(,Bf T)

Finally, the result a 7% < 0 directly follows from the fact < 0. O

Proof of Proposition 5. The result o; < o, follows directly by comparing (7) and (15), noting
that (1 — 77)e % > (1 — 7.)e . The right-hand side of (15) is decreasing in A (because it is
increasing in B ¢ and 7¢, both of which are decreasing in A), which leads to 99¢ < 0. The results

0A
55 < 0 and 22£ < 0 follow by noting that the right-hand sides of (7) and (15) are decreasing in d.

Jdo
Finally,
o @(1—Tf)ci/\3f
P pr2(1-p)(1—rp)e S
‘ gf } -5 A
C”( o f) ’
which is increasing in 0 (note both the numerator and denominator are positive). ([l

Proof of Proposition 6. Consider a reputation-unconscious fund. To analyze the CEO’s problem

n (16), denote

21 — & —\Bx
=(1-14)g—ov (1=¢)e

v f) =5, p+2(1—@)(1 —m)e

X.
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It is clear U, is a concave function of v, since % < 0. Note

Q(0,8:) = (1 = d)g >0,

21 —@e ™ o
21— )1 —m)e

Q1 8) = (1= d)g - 5@+

. —B)e M+ -1
Denote the solution to (16) as v.. If 0 < 6, = glg+ @+2(21(_1@)“‘(’)1_T*)67AB*X € (0,1), then
Q(1, Bx) > 0; this shows Q(v, 5x) > 0 Vv € [0,1) and hence v, = 1. If § > 0., then (1, B,) < 0, and

hence v, is given by the first-order condition, Q(vy, ;) = 0, where v, = %?@;(21(—15’?()19;3251— !

g
x €

(0,1) is exactly ensured by § > d,. Thus, a good firm invests

. 1-6p+21—@)(1—T)e t g
w—mm( 5 20— 7)1 = r)e X,l). (A6)

Similarly, we can show that with a reputation-conscious fund, a good firm invests

1-0p+21—-¢)(1— —ABs
vf = min ( Pt (_ - cp)(_ TfZiﬂ i, 1) (A7)
5 21-@)1-m)e M X
It is clear vy < vy, since 77 < 7 and [y < Bx = AL OJ

Proof of Proposition 7. If a reputation-unconscious fund publicly intervenes by incurring the
cost 7, his block is worth %, and his continuation utility is

U;uz} = 7 — T.

If the fund does not publicly intervene, he knows (i) w.p. 7., the other fund publicly intervenes, in
which case neither fund sells and his own block is worth %; and (i) w.p. 1 — 7y the other fund
does not publicly intervene either, in which case each fund sells 85 = A™', with a stock price being
given by (17) if d > 0 (w.p. e 2= =¢72) and 0if d < 0 (w.p. 1 — e~2). His continuation utility

is

X
U}‘IO = 7—**% + (1 - T**>QO

Public intervention occurs if and only if U}Mb > U?°, which yields (19). Equation (20) follows

directly by solving (18). O
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Proof of Proposition 8. If a reputation-conscious fund publicly intervenes, he improves the value

of his block to %, but also reveals the bad firm’s type. His continuation utility is

If the fund does not publicly intervene, he knows (i) w.p. 7f¢ the other fund publicly intervenes,
in which case neither fund sells and his own block is worth %, but the bad firm’s type is fully
revealed; and (ii) w.p. 1 — 7y the other fund does not publicly intervene either, in which case each

fund sells 87 = max(A~! — A, 0) (this can be easily verified). His continuation utility is

Brre 211
@ +2(1 = @) (1 —7pp)2e 2N

+ (1= 7pp)kp[(1 = e E(p|B) + e 1 E(pld > 0)].

aX
Ui® =115 |~ + £sE(e]B) | + (1 = 755)

To understand the last term in the above expression, note when neither fund publicly intervenes:

e the bad firm’s type is fully revealed when d < 0, which occurs w.p. 1 — e~ 2*#7; and

e when d > 0, which occurs w.p. e 237, the market’s posterior belief is

E(p|d > 0) = Pr(G|d > 0)E(¢|G) + Pr(B|d > 0)E(¢|B)

@ 2(1 — @) (1 — 7p5)%e 21
=5 = 5o, E(9lG) + — = 2,278
P+2(1 = @)(1 —1pp)2e™ 2007 O+ 2(1 = @)(1 — 7pp)2e= 2007

E(¢|B).

Public intervention occurs if and only if U;mb > Uy?, which yields (21). Equation (22) can be
derived in the same way as (20). O
Proof of Lemma 2. For the reputation-unconscious fund, if he publicly intervenes, his continua-

tion utility is

If he does not publicly intervene, he knows (i) w.p. 77, the other fund (who is reputation conscious)

publicly intervenes, in which case neither fund sells and his own block is worth %; and (ii) w.p.
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1 — 744 the other fund does not intervene either, in which case he sells A~ ! and the other fund sells

max(A~! — A, 0). His continuation utility is

AL —1—max(1-AA,0) 5
& (2 X

aX
U’ =1re— + (1 — 744 .
f Tf ( Tf )@ + 2(1 — @)(1 _ T*f)(l _ Tf*)e—l—max(l—)\A,O)

2

The reputation-unconscious fund publicly intervenes if and only if U J’cmb > U3?, which yields

o A—le—l—max(l—)\A,O)gb
o =(1— 7)) | = — X. A8
Txf ( Tf ) 9 @+ 2(1 - S5)(1 _ T*f)(l _ Tf*)eflfmax(lf)\A,O) ( )

For the reputation-conscious fund, if he publicly intervenes, then the bad firm’s type is fully

revealed, and his corresponding continuation utility is
b aX

If he does not publicly intervene, he knows (i) w.p. 7. the other fund (who is reputation uncon-
scious) intervenes, in which case neither fund sells, but the bad firm’s type is fully revealed; and
(ii) w.p. 1 — 7. the other fund does not intervene either, in which case he sells max(A™1 — A, 0)

and the other fund sells A~!. His continuation utility is

max(/\*l — A, O)eflfmax(lf)\A,O)@

X
e+2(1—@)(1—7p)(1 — Tf*)eflfmax(lf)\A,O)

aX
Uf® = Tuy - + rE(p|B)| + (1 — 7yy)

(1= Tuprog{[1 — eI mRI SO R ) o~ 1oma IS OR(ld > 0)),

To understand the last term in the above expression, note when neither fund publicly intervenes:
(i) the bad firm’s type is fully revealed when d < 0, w.p. 1—e 2B t8:) = 1 _ = 1-max(1-AA,0). 4pd
(ii) when d > 0, w.p. e~ 1-max(1-AA0) the market’s posterior belief about the reputation-conscious

fund’s ability is

B(¢ld > 0) = Pr(G|d > 0)B(#|G) + Pr(Bld > 0)E(e|B)
2

B E(4|G

@ + 2(1 - @)(1 - T*f)(l — Tf*)e_l—max(l—)\Ap) (90‘ )

21 —@)(1 = 1p)(1 — Tf*)eflfmax(lf/\Ap)

P+ 21— @)1 =) (1= 7)ot IARD

SE(oB).
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The reputation-conscious fund publicly intervenes if and only if U;’“b > U7, which yields

AL AL 0)e—lmmax(1-AA,0) 5

Tf*:(l—q-*f) @ - max(_ ,0)e @ - v
2 @ + 2(1 - @)(1 — T*f)(l — Tf*)e—l—max(l—)\ ’(])

e—l—max(l—)\A,O) -

¥
AX. A9
P+ 2(1 — @)(]_ — T*f)(l _ Tf*)e—l—max(l—)\A,O) ( )

— (1 —7up)

When A € (0,A71], (A8) and (A9) can be simplified as, respectively,

o Ale 2 A
= (1- - — X A10
o ””[2 ¢+2u—¢)1—nﬂﬂ—rﬁk4*m] ’ A
= (1- - — X. All
e “”[2 ¢+2u—¢xl—nﬂﬂ—rﬁk4*m] A
From (A10) and (A11), we have IZ*T’;* = % = (Tuf = Tf) (L = Tup — 7p«) = 0. Note 7y 475, < 1

observe

a )\—16—2+>\A¢
- - X<(a=XteHhX <1
2 ¢+2u—@u—uﬂa—qgr%M] (a= AT e )X <1,

where the first inequality is ensured by o > 2A™!, and the second inequality follows from (A2).

Denote 7,y = 7« = 7. We need to show that 7, given by

F=(1-7)

—1,—24+)A =
a A e Ld }X, (A12)

2 7+20—@)(1—7)2 234
is smaller than 7., given by (19). Suppose T > Ty, so (1 — ?)2 <(1- T**)2. Then, the right-hand
side of (A12) is smaller than the right-hand side of (19), which leads to T < 7., a contradiction. [J

Proof of Proposition 9. In this case with A > A~!, (A8) and (A9) can be written as, respectively,

a A le g }
Tef = (1 —Ty) | = — = — X, Al3
Rl e —re (A13)
o Ae 1o
= (11— - — X. Al4
=070 |5~ ST AT A (414
Note
o A_le_lgb
T _ 1o Tp 2 T ERI U )0 e T | 1Ty
= — ) = ,
Tf* 1 T*f % — ¢+2(17¢)(1f7_*;§(177_f*)6_1 1 T*f
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which yields (7. f — 7p«)(1 — T — Tp) > 0. Note 7o ¢ + 74, < 1, so Tt < Tof. When A increases,
holding 7, fixed, the right-hand side of (A14) falls. The solution to the fixed-point problem in
(A14), 744, falls as well. The decrease in 7y, causes the right-hand side of (A13) to increase, and
therefore the solution to the fixed-point problem in (A13), 7., also increases. O

Proof of Lemma 3. The proof for 7¢; < 7y, is similar to that for 7y < 7, with one fund (see the

2N f

2 — 7
e+2(1—p)(1—7ff)2e P11 AX = H(fyy,7sy) and

L= = H (B, Tax ), 80 it is sufficient show j-\l(ﬂff, 7) < H(Bsx,7) for V7 € [0,1]. Consider the case

1—Tux

in which A € (0, A71). Substituting Bfr = A™' — A into f[(ﬂff, 7) yields

Proof of Proposition 4). Note 11,;,;}( =H(Bys,7rf) —

~ [ _ _ 2
(Brs7) B ( Je 5+ 2(1= 3)(1 — 72 2IDA
__—242)A 2 AX
€ 7+ 2(1— @) (1 — 7)2e 224
[ 1 2
Y122 X
R L e
[« 1 %
|\ 12 X
|2 © e Al g)(1- 7)262]
- 71 72_
- a _ A _e % D
12 9+2(1—9)(1 —7)%2
= H(B**vT)

The proof for the case with A > A~! (so 3 ¢t =0) is similar as the corresponding proof for 7y < 7,
with A > A~!, and hence is omitted here (see the Proof of Proposition 4 with one fund). The

—2AB

result off < 04 follows directly by comparing (20) and (22), noting that (1 — 777)%e
(1 — Ty ) 2722027, O
Proof of Lemma 4. We only need to show 0., > 04sy, which directly follows by comparing (20)
and (25), noting that (1 — 7.s)(1 — 7p,)e A Berthre) > (1 — 7,,)2e=2M when A € (0, A71]. O
Proof of Proposition 10. It is sufficient to examine the case wherein A is sufficiently big such
that 74, = 0. In this case,

Q A e o

wf = | = — X. Al5
T @4+ 2(1 = @)(1 — 7p)et (A15)

4“4 Following similar arguments as in the Proof of Lemma 2, we can show [% -3 +2(1—¢)E\17—17€:7f1)t(;1—7'f ye=T ] X<
(a = A7te™)X < 1, which is what is needed to show 7,5 + 74, < 1.
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Comparing (A15) with (19), wherein 7., is determined, note when § is sufficiently large and/or A~*
is sufficiently small, 7.y ~ 17— > 7. Comparing (20) and (25), we know that establishing the

possibility of ogsy > 04 is equivalent to establishing the possibility of (1—7,¢) (1—Tf*)e*>‘(ﬁ*f +Br4) <

T
17w

(1 — 7)?e™ P ie, 1 — 7y < (1 — 7w)?e7 L. Since 7y = , it is thus sufficient to show

-2 < (1-ma)’e !t & J(ru) =72, =372, + (3—2€)Ts + (e — 1) < 0. Note J(0) =e—1>0,

J(1) = —e < 0, and J'(7wx) < 0. Thus, there exists a cutoff value of T, such that if 7, is

bigger than that cutoff, J(7.) < 0. The result follows by noting that 7., is sufficiently big when

2 is sufficiently big and/or A™! is sufficiently small. Finally, note (1 — 7,7)(1 — Tre)e MBes 1) <
(1 —7)2eo =1 — (1= 1) (1 —70) > 1 — (1 — 7). O
References

[1] Admati, Anat, and Paul Pfleiderer, 2009, The “Wall Street Walk” and Shareholder Activism:
Exit as a Form of Voice, Review of Financial Studies 22, 2645-2685.

[2] Admati, Anat, Paul Pfleiderer, and Josef Zechner, 1994, Large Sharcholder Activism, Risk
Sharing, and Financial Market Equilibrium, Journal of Political Economy 102, 1097-1130.

[3] Appel, Ian, Todd Gormley, and Donald Keim, 2016, Standing on the Shoulders of Giants: The

Effect of Passive Investors on Activism, Working Paper, Washington University in St. Louis.

[4] Becht, Marco, Julian Franks, Colin Mayer, and Stefano Rossi, 2010, Returns to Shareholder
Activism: Evidence from a Clinical Study of the Hermes UK Focus Fund, Review of Financial

Studies 23, 3093-3129.

[6] Bharath, Sreedhar, Sudarshan Jayaraman, Venky Nagar, 2013, Exit as Governance: An Em-
pirical Analysis, Journal of Finance 68, 2515-2547.

[6] Bolton, Patrick, and Ernst-Ludwig Von Thadden, 1998, Blocks, Liquidity, and Corporate
Contro, Journal of Finance 53, 1-25.

[7] Boot, Arnoud, 1992, Why Hang on to Losers? Divestitures and Takeovers, Journal of Finance
47, 1401-1423.

[8] Brav, Alon, Wei Jiang, Frank Partnoy, and Randall Thomas, 2008, Hedge Fund Activism,

Corporate Governance, and Firm Performance, Journal of Finance 63, 1729-1775.

49



[9]

[10]

[11]

[12]

[13]

[14]

[15]

[20]

[21]

Burkart, Mike, Denis Gromb, and Fausto Panunzi, 1997, Large Shareholders, Monitoring, and
the Value of the Firm, Quarterly Journal of Economics 112, 693-728.

Bushee, Brian, 1998, The Influence of Institutional Investors on Myopic R&D Investment
Behavior, Accounting Review 73, 305-333.

Carleton, Willard, James Nelson, and Michael Weisbach, 1998, The Influence of Institutions
on Corporate Governance through Private Negotiations: Evidence from TIAA-CREF, Journal
of Finance 53, 1335-1362.

Cella, Cristina, Andrew Ellul, and Mariassunta Giannetti, 2013, Investors’ Horizons and the

Amplification of Market Shocks, Review of Financial Studies 26, 1607-1648.

Chen, Xia, Jarrad Harford, and Kai Li, 2007, Monitoring: Which Institutions Matter? Journal
of Financial Economics 86, 279-305.

Chevalier, Judith, and Glenn Ellison, 1997, Risk Taking by Mutual Funds as a Response to
Incentives, Journal of Political Economy 105, 1167-1200.

Chevalier, Judith, and Glenn Ellison, 1999, Career Concerns of Mutual Fund Managers, Quar-
terly Journal of Economics 114, 389-432.

Dasgupta, Amil, and Giorgia Piacentino, 2015, The Wall Street Walk when Blockholders
Compete for Flows, Journal of Finance 70, 2853-2896.

Dasgupta, Amil, and Andrea Prat, 2006, Financial Equilibrium with Career Concerns, Theo-

retical Economics 1, 67-93.

Dasgupta, Amil, and Andrea Prat, 2008, Information Aggregation in Financial Markets with
Career Concerns, Journal of Economic Theory 143, 83-113.

Dasgupta, Amil, Andrea Prat, and Michela Verardo, 2011, Institutional Trade Persistence and
Long-Term Equity Returns, Journal of Finance 66, 635-653.

Derrien, Francois, Ambrus Kecskés, and David Thesmar, 2013, Investor Horizons and Corpo-

rate Policies, Journal of Financial and Quantitative Analysis 48, 1755-1780.

Dow, James, and Gary Gorton, 1997, Noise Trading, Delegated Portfolio Management, and
Economic Welfare, Journal of Political Economy 105, 1024-1050.

50



[24]

[25]

[26]

[27]

Edmans, Alex, 2009, Blockholder Trading, Market Efficiency, and Managerial Myopia, Journal
of Finance 64, 2481-2513.

Edmans, Alex, 2014, Blockholders and Corporate Governance, Annual Review of Financial

FEconomics 6, 23-50.

Edmans, Alex, Vivian Fang, and Emanuel Zur, 2013, The Effect of Liquidity on Governance,
Review of Financial Studies 26, 1443-1482.

Edmans, Alex, and Clifford Holderness, 2016, Blockholders: A Survey of Theory and Evidence,

Working Paper, London Business School.

Edmans, Alex, Doron Levit, and Devin Reilly, 2016, Governing Multiple Firms, Working

Paper, London Business School.

Edmans, Alex, and Gustavo Manso, 2011, Governance Through Trading and Intervention: A

Theory of Multiple Blockholders, Review of Financial Studies 24, 2395-2428.

Faure-Grimaud, Antoine, and Denis Gromb, 2004, Public Trading and Private Incentives,

Review of Financial Studies 17, 985-1014.

Fos, Vyacheslav, and Charles Kahn, 2016, Governance through Threats of Intervention and

Exit, Working Paper, Boston College.

Gantchev, Nickolay, 2013, The Costs of Shareholder Activism: Evidence from a Sequential
Decision Model, Journal of Financial Economics 107, 610-631.

Gaspar, José-Miguel, Massimo Massa, and Pedro Matos, 2005, Shareholder Investment Hori-

zons and the Market for Corporate Control, Journal of Financial Economics 76, 135-165.

Goldman, Eitan, and Giinter Strobl, 2013, Large Shareholder Trading and the Complexity of

Corporate Investments, Journal of Financial Intermediation 22, 106-122.

Gopalan, Radhakrishnan, 2009, Institutional Stock Sales and Takeovers: The Disciplinary
Role of Voting with Your Feet, Working Paper, Washington University in St. Louis.

Gopalan, Radhakrishnan, Todd Milbourn, Fenghua Song, and Anjan Thakor, 2014, Duration

of Executive Compensation, Journal of Finance 69, 2777-2817.

51



Grenadier, Steven, Andrey Malenko, and Ilya Strebulaev, 2014, Investment Busts, Reputation,
and the Temptation to Blend in with the Crowd, Journal of Financial Economics 111, 137-157.

Guerrieri, Veronica, and Péter Kondor, 2012, Fund Managers, Career Concerns, and Asset

Price Volatility, American Economic Review 102, 1986-2017.

Holmstrom, Bengt, 1999, Managerial Incentive Problems: A Dynamic Perspective, Review of
Economic Studies 66, 169-182, originally in Fssays in Fconomics and Management in Honor

of Lars Wahlbeck, Helsinki: Swedish School of Economics (1982).

Kahn, Charles, and Andrew Winton, 1998, Ownership Structure, Speculation, and Shareholder

Intervention, Journal of Finance 53, 99-129.

Klein, April, and Emanuel Zur, 2009, Entrepreneurial Shareholder Activism: Hedge Funds
and Other Private Investors, Journal of Finance 64, 187-229.

Kyle, Albert, 1985, Continuous Auctions and Insider Trading, Econometrica 53, 1315-1335.
Levit, Doron, 2013, Soft Shareholder Activism, Working Paper, University of Pennsylvania.

Maug, Ernst, 1998, Large Shareholders as Monitors: Is There a Trade-Off between Liquidity
and Control? Journal of Finance 53, 65-98.

McCahery, Joseph, Zacharias Sautner, and Laura Starks, 2016, Behind the Scenes: The Cor-

porate Governance Preferences of Institutional Investors, Journal of Finance, forthcoming.

Noe, Thomas, 2002, Investor Activism and Financial Market Structure, Review of Financial

Studies 15, 289-318.

Norli, @yvind, Charlotte Ostergaard, and Ibolya Schindele, 2015, Liquidity and Shareholder
Activism, Review of Financial Studies 28, 486-520.

Parrino, Robert, Richard Sias, and Laura Starks, 2003, Voting with Their Feet: Institutional

Ownership Changes around Forced CEO Turnover, Journal of Financial Economics 68, 3-46.

Scharfstein, David, and Jeremy Stein, 1990, Herd Behavior and Investment, American FEco-

nomic Review 80, 465-479.

Shleifer, Andrei, and Robert Vishny, 1986, Large Shareholders and Corporate Control, Journal
of Political Economy 94, 461-488.

52



[49] Song, Fenghua, and Anjan Thakor, 2006, Information Control, Career Concerns, and Corpo-

rate Governance, Journal of Finance 61, 1845-1896.

[50] Winton, Andrew, 1993, Limitation of Liability and the Ownership Structure of the Firm,
Journal of Finance 48, 487-512.

53



about ECGI

The European Corporate Governance Institute has been established to improve corpo-
rate governance through fostering independent scientific research and related activities.

The ECGI will produce and disseminate high quality research while remaining close to
the concerns and interests of corporate, financial and public policy makers. It will draw on
the expertise of scholars from numerous countries and bring together a critical mass of
expertise and interest to bear on this important subject.

The views expressed in this working paper are those of the authors, not those of the ECGI
or its members.

WWW.ECg1.0rg



ECGI Working Paper Series in Finance

Editorial Board

Editor

Consulting Editors

Editorial Assistants :

Ernst Maug, Professor for Corporate Finance, Mannheim
Business School, University of Mannheim

Franklin Allen, Nippon Life Professor of Finance and
Economics, The Wharton School, University of Pennsylvania
Julian Franks, Professor of Finance, London Business School

Marco Pagano, Professor of Economics, Facolta di Economia
Universita di Napoli Federico |l

Xavier Vives, Professor of Economics and Financial
Management, IESE Business School, University of Navarra
Luigi Zingales, Robert C. McCormack Professor of
Entrepreneurship and Finance, University of Chicago, Booth
School of Business

Tamas Barko, University of Mannheim
Ulrich Keesen, University of Mannheim
Menggiao Du, University of Mannheim

WWW.eCg1.0rg\wp



Electronic Access to the Working Paper Series

The full set of ECGI working papers can be accessed through the Institute’s Web-site
(www.ecgi.org/wp) or SSRN:

Finance Paper Series http://www.ssrn.com/link/ECGI-Finance.html
Law Paper Series http://www.ssrn.com/link/ECGI-Law.html

WWW.eCg1.0rg\wp



	mb_song_01182017.pdf
	Introduction
	Related Literature
	Base Model: A Single Blockholder
	Model Overview: Intervention as an Escalation Process
	Model Specifics
	The Economic Environment
	Preferences


	Analysis of the Base Model
	Benchmark: Governance without Fund Career Concerns
	Exit Stage
	Public Intervention Stage
	Private Intervention Stage

	Governance with Fund Career Concerns
	Exit Stage
	Public Intervention Stage
	Private Intervention Stage

	Long-Term Investment by a Good Firm

	Multiple Blockholders
	UU Structure
	CC Structure
	UC Structure
	Comparing the Three Blockholder Structures

	Model Robustness and Implications
	Modeling Choices and Robustness
	Implications
	The Corporate Governance Value of Passivity
	Private Intervention
	The Dark Side of Investor ``Long-Termism''


	Conclusion


