EXTENDED APPENDIX

A PROOF OF THE PARAMETER CONSTRAINTS (4) (5)

Here we show that partnership dissolution is a meaningful problem only if both parameter
constraints are satisfied, which is why impose them in the paper.

First, suppose constraint (4) is violated, i.e.

1
T<a(l+a-— §th06)- (20)

We show that then it is never efficient to dissolve.

Recall the value function (11) of the firm under full efficiency. The assumption implies
that the maximizer over the first branch, defined by I > I ,is I1 =1+ « and that I > I.
Therefore, the assertion follows if I; is the maximizer of V*(I). Now suppose the maximizer
of V*(I) is not equal to I1. Then the optimal investment must be the maximizer over the
second branch of the V* function, defined for I < I, which is equal to I := min{/ « T }
where I* = argmax;>o¥2(I) = 1 + a(l — g,) (ignoring the constraint I < ). However,

1 (1) — o (L) > 1(I1) — ¥2(I*) by definition of I*

1
= qnh ((1 +a— iqnha)a — 77) > (0 by assumption (20)

which contradicts the assumption that I; is not the maximizer of V*(I).
Second, we show that constraint (5) is sufficient to assure that a partnership is set up.

We have shown that if the partnership dissolves in all states, it will not be set up in the
first place. Now we want to prove that if condition (5) is satisfied, the partnership is always
set up if the partnership only dissolves in states s € {th, nh}.

Recall that if the partnership is formed, each partner’s expected payoff is equal to %V(I )
with V(1) bounded from below by:

A 1
VD) 2 (1) = 5 (1+ 0 = g = 00 + (g + g7

Whereas if each partner goes alone, his expected payoff is equal to
1 1,
Vill) =1+ §(th + qm)m — 51 .

whose maximizer is I, = 1.



The partnership is always set up if:

1 N 1
5¢3(I) > Vi(I) & 5(1 +a = gun — @) 4+ (qun + @)™ > 1+ (qun + qun) T
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B PROOF OF PROPOSITION 2

Here we solve the dissolution subgames assuming that both partners may call for dissolution
(as in Section 5 ) and prove the sufficient condition stated in Proposition 2.

We have already shown in Lemma 6-8 that if partner 2 proposes, he proposes the price
py = HT”; furthermore, in equilibrium I < 2I. Therefore, we only need to solve the
dissolution subgames for 1) I € [0,1), 2) I € [I,2I).

LEMMA 12 Suppose I < I. Then, the equilibrium dissolution strategies are: Partner 1

calls for dissolution and sets py = %, if and only if s € {th, nh}; and if he gets the buy-sell
option, “buys” if and only if the strike price p < ”T’T and s € {th,nh}. Partner 2 calls
for dissolution, i.e. 7o(I) =1, sets ps = “‘Tﬂ, if and only if (q,1) € S1 = {(q;, 1) | ¢ <

ﬁ}" if he gets the buy-sell option, he sells if and only if the strike price is p > %

PROOF Suppose partner 1 plays the asserted equilibrium strategy. We determine for
which parameters it is a best reply of partner 2 to play mo([) = 1, po = —57.
Denote the payoff of partner 2 if he plays 72(I) = 1 by ug and that if he plays m(I) = 0

by uf. Then,
I+7

UQ*U/ZZ

I I(1+«
(1—2q)+ql - <(1 - %)5 +qz(2)>
>0 <— (ql,I)Gsl.

Next, suppose partner 2 plays the asserted equilibrium strategy. If that strategy prescribes
To(I) = 0, we are back in the game where only partner 1 proposes (see Lemma 3 ). If
T9(I) = 1, any price below py (including the above stated price p;) is a best reply of
partner 1. Because then partner 1 buys at ps if and only if s € {th, nh} and thus earns the
payoff u; = ”T’T, regardless of which state occurred; whereas if he quotes a higher price
than po, partner 2 will sell, which leads to the payoff
o, = {I+7T—p1 if s e {th,nh}
I—p otherwise,

which is obviously smaller than u;. Hence, the asserted strategies are mutual best replies.
O



LEMMA 13 Suppose I € [f, 2f). Then, the equilibrium dissolution strategies are: Partner
1 calls for dissolution and sets p1 = é if and only if s = nh; and if he gets the buy-sell
option, “buys” if and only if the strike price p < H'T“ and s € {th,nh}. Partner 2 calls for
dissolution, i.e. To(I) =1 and py = ”T”, if and only if (qi, qwm, 1) € So = {(q,qm, 1) | ¢ <

T(1—qm—alqm,

mtal }; if he gets the buy-sell option, he sells if and only if the strike price is p > é

PrROOF The proof is similar to the proof of Lemma 12 and hence omitted. O

From these two Lemmas we conclude that in equilibrium partner 2 never calls for dissolution
if ¢ > %, as asserted in Proposition 2.

C PROOF OF LEMMAS 10, 11

In the reduced game under BSP with veto right, the strategy of partner 1 is his probability
of quoting a price p, denoted by o1(p;I,s) := Pr{P = p | S = s}, with some support P.
The strategy of partner 2 is oa(p;I) = Pr{sell | p} and 1 — oa(p; I) = Pr{veto | p}. And
the beliefs of partner 2 are denoted by ds(p, I) := Pr{S = s | p}.

Here we give detailed statements and proofs of Lemmas 10 and 11.

)

LEMMA 10 The equilibrium strategies and beliefs of the “partial separating equilibrium’

are:
Strategies:
or(p(I); th, I) :==n(I), o1(py;th,I) :=1—n(I) (21)
o1(p(l);nh, 1) =1, oi1(p1;l,1):=1 (22)
I 1+ o)l . 1 N
Lk < PO <) = L (114 0) +0ulp(D), D) (23)
1 if p>p(I =p(I d I<I
oa(pi 1) = if p .p( ) or (p p(I) an ) (24)
0 otherwise
0 if Tel Ul
() = L2l f Je (25)
1 if ITel



Beliefs:

1 A if pepy,p))

Sulp, 1) 1=\ gt nnn o p=5(1) (26)
0 if p<py or p>p(I)
1 if p>p(I)

6nh(p7 I) = th'f‘qﬁzo'ql?%(l);thv]) Zf p= ﬁ(I) (27)
0 if p<p(l)
1 if p<p}

o1(p, 1) := 28

l(p ) {0 otherwise ( )

ProOOF The beliefs are obviously consistent with the stated strategies, using Bayes’ rule,
when it applies. Also, partner 2’s strategy is evidently a best reply, given his beliefs. It
remains to be shown that partner 1’s strategies are best replies, given the beliefs d(p, I),
for all investment levels.

1) Suppose I € Iy. Then, n(I) = 0, o1(p(I);nh,I) = o1(py;th,I) = o1(p1;,I) = 1,
o2(p) = 1if p > p(I) and oa(p; I) = 0 for all other p, §u,(p(1);I) =0, d,n(p(1); 1) =1, and
p(I) = 3V(I, nh).

Consider type s = nh. In the asserted equilibrium, he shall quote the price p(I) with
certainty. If he deviates, he can only change the outcome if he quotes a higher price, p.
However, this does not pay, since the gain from that deviation is negative:

I+7m—p— %Vp(l,nh) <I +m—Vp(I, nh)
—I+7—(1+a)
=1 —al
<t —al (since I > f)
=0 (by definition of ).

Consider s = th. In the asserted equilibrium, partner 1 proposes the price p}, and partner
2 vetoes. If partner 1 deviates, he can only change the outcome by proposing a price p > p,
at which partner 2 sells, just like in the above case s = nh. Evidently, maintaining the
partnership is more profitable than in the event s = nh. Therefore, such a deviation is
even less profitable than in the case s = nh, described above.

Consider s = [. In the asserted equilibrium, partner 1 proposes the price p;, and partner
2 vetoes. Again, partner 1 can only make a difference if he quotes a price p > p(I), which
pays even less for him than in the cases described above.



2) Suppose I € Is. Then, n(I) = 0, o1(p(L);nh,I) = o1(py;th,I) = o1(p1;1, 1) = 1,
o2(p) = 1if p > p(I) and oa(p; I) = 0 for all other p, §;,(p(1);I) =0, d,n(p(I); 1) =1, and
p(I) = %VP(I’ nh).

Consider type s = nh. In the asserted equilibrium, he shall quote the price p(I), at which
partner 2 sells. If partner 1 deviates, he can only change the outcome by quoting a lower
price, p < p(I). However, this does not pay, since the gain from that deviation is negative:

1 1
§VP(I, nh) — (I +7m — in(I, nh)) =V, (I, nh) — (I + )
=al —n
<al =7 (since I < I)
=0 (by definition of ).
Consider s = th. In the asserted equilibrium, partner 1 proposes the price p}, and partner

2 vetoes. If partner 1 deviates, he can only change the outcome by proposing a price p > p,
at which partner 2 sells. However, the gain from such a deviation is negative, since
1
(I+m—p)— V(I th) <- —al

<

)

DN | = w\:]
N |~

(7r - af) (since I >
=0 (by definition of I).

Consider s = [. In the asserted equilibrium, partner 1 proposes the price p;, and partner
2 vetoes. Again, partner 1 can only make a difference if he quotes a price p = p(I), which
pays even less for him than in the previous case.

3) Suppose I € Ir. Then, n(I) = % o1(p(I);nh, I) =o1(p1;1, 1) =1, 01(p(L); th, I) =
n, o1(psth, 1) =1—mn, oo(p) = 1if p > p( ) and o2(p; I) = 0 for all other p, 04 (p(1); )

1— 220 5, (p(1); I) = 22L, and p(I) = 3(I(1 - @) + ).

Consider type s = nh. In the asserted equilibrium, he shall quote the price p(I), at which
partner 2 sells. If partner 1 deviates, he can only change the outcome by quoting a lower

price, p < p(I). However, this does not pay, since the gain from that deviation is negative:

I(1+ )

5 —(I+7r—]3([)):—g<0.

Consider s = th. In the asserted equilibrium, partner 1 randomizes between the prices p)

and p, partner 2 vetoes if p = p) and sells if p = p(I). For that to be an equilibrium,
partner 1 must be indifferent between these two actions, which confirms:

S (1) +m) — (T7— (1) =0



If he deviates, that can only make a difference if he quotes either a price lower than p;
(but those prices are dominated and were already eliminated in Lemma 9) or a price above
p(I), which is obviously not an improvement either.

Consider s = [. In the asserted equilibrium, partner 1 proposes the price p;, and partner
2 vetoes. Partner 1 can only make a difference if he quotes a price p = p(I). However, the
gain from that deviation is negative:

. I(1+« T
I—p([)—(Q)——2<O.

4) Suppose I € I;. Then, n(I) = 1, o1(p(I);nh,I) = o1(p1;1, 1

o9(p) = 1if p > p(I) and o2(p; I) = 0 for all other p, du(p(1); )
Qngih%h’ and ﬁ(I) - %(I(l + Oé) q”}?'f:chTr).

Consider type s = th. In the asserted equilibrium, he shall quote the price p(I), at which
partner 2 sells. If partner 1 deviates, he can only change the outcome by quoting a lower
price, p < p(I). However, this does not pay, since the gain from that deviation is negative:

Il+a)+
2

I) = o1(p(); th, I) =1,

e (1) ) =

. ™ Tdth
—[+7m—-p)) =al — - + /—F——
( &) 2 2(qun + qun)

<0.

Consider s = nh. In the asserted equilibrium, he shall quote the price p(I), at which
partner 2 sells. If partner 1 deviates, he can only change the outcome by quoting a lower
price, p < p(I). However, this does not pay, since the gain from that deviation is obviously
even smaller than the gain from the same deviation for type th, which was already shown
to be negative.

Consider s = [. In the asserted equilibrium, partner 1 proposes the price p;, and partner
2 vetoes. Partner 1 can only make a difference if he quotes a price p = p(I). However, the
gain from that deviation is negative:

I(1

= —al <0.
2 2(qnn + qin)

O

LEMMA 11 The equilibrium strategies and beliefs of the “partial pooling equilibrium” for
I el3Uly are:

Strategies:
o1(p1;s,I) :== 1, for alls € © (29)
I 1
igpl < p(I) ::§(I(1+a)+7r) (30)
1 > p(l
oa(p; 1) = /b _.p( ) (31)
0 otherwise



Beliefs:

1 if p=>p()
Son(ps 1) =S qu if p € [p1,p(I)) (32)
0 otherwise

unlp, 1) = {%h i pelpa(D)

0 otherwise

@ if pelp,p))
alp,I):==q1 if p<p (34)
0 otherwise

PrROOF The beliefs are obviously consistent with the stated strategies, using Bayes’ rule,
when it applies. Also, partner 2’s strategy is evidently a best reply, given his beliefs.
Partner 1 could only make a difference if he deviates and quotes a price p > p(I), at which
partner 2 sells for sure. However, that never pays. O

D PROOF OF COROLLARY 1

PROOF Suppose 7 > 27 (a) —a?qpp,, we want to show that the buy-sell provision with veto
right never leads to a lower expected firm value than the buy-sell provision without veto
right. The ex ante net value of the firm for all choices of I, using the subgame equilibrium
in Lemma 10 is:

Y1(1) if Tely
Yo (1) if Iely
V() := 35
) Yo(I) — quodn(l) =)o (I) if I€ly (35)
Y3([) if Tel

The maximizer of the first branch over I of the above value function is min{/,1 + a};
the maximizer over I3 is ; that over I is 1 + a if 7 € [2a(1 + ), 2(1 + I)a(1 + a)],

is g if 7 < 2a(1 4+ «), and is equal to qulifqﬁ) if > 2(1+ %)a(l + «); that over Ij is

. - nhd
min{/, -—doh=___1,
{ ’Q(th-i-thh)}

Recall from Lemma 5, the optimal investment level under buy-sell provision without veto
right is I € {I, I}. Denote the equilibrium firm value under BSP without veto right as V,,,
and that under BSP with veto right as V,,. We distinguish two cases.



1) Suppose 7(a) < m < max{my(a), 7(«)}. Then V;,, = ¥o(I). Since g is a local maximizer
of value function (35), we have V, > /5(£). Then

Vo V> w(é) — (D) = - (37 — da(1+ & — gua)) > 0

8a?

by assumption 7 > 27 () — a2

2) Suppose m > max{mg(a), 7(a)}. Then V,, = ¢3(I). If I = I is a local maximizer over
I of value function (35), obviously V,, > V,,,. In the following we show that V,, > V,,
when T is not the local maximizer on I; of (35).

Suppose 7 < (1 + 22)(27 () — a?qun, — 20qy) holds. Then the local maximizer of (35)
. n I _ =

over I is equal to m, instead of I = 1.

Since é is the maximizer of (35) over I3, we have V, > @Dg(%). Suppose the firm value

without the right to veto is higher, that is, V,, < V,,,,. Then:

. I, 1
Us(D)=ta(5) = 55 (7* = 4ma(l + a = gua) — 4a*(L + & = gua = gna)*) = Vo=V, > 0

which implies m > 27my(«). However, that contradicts the assumption 7 < (1+ ;“Z )27 (ar) —

a?qun — 202qy,) since

(1+ %)(277(04) — &P qup — 2a2qth) < 2mp(a)
T

since gnp < (1 + o — qpa). d

E EFFICIENT EQUILIBRIUM IF RENEGOTIATION IS ALLOWED

In this appendix, we spell out the strategies and belief systems of the partial separating
equilibrium described in section 7.1.

Recall that we are considering the case that partner 1 proposes renegotiation, after he has
called for dissolution; full efficiency means I = I'* and dissolution if and only if s = nh.
We proceed as follows: First, we show that efficient dissolution is established through
renegotiation only if I € A = | ( al _ (at+2)] ] € [0,1]. Since I'* € [0, 1], we conclude

) 2(qin+q)’ 2(qmtar)
that full efficiency is restored if I* € A.

1) The following beliefs and strategies are a perfect equilibrium of the dissolution/renegotiation
subgame if I € A.

la) Partner 1 requests dissolution with a price p = p* = I/2 in all states and offers
renegotiation if and only if s € {l,¢h}, in which case he requests a transfer ¢t = t :=
ol qthT™

2t Agura)



1b) Partner 2 has the following beliefs: Pr{S = nh | t} = 0 if renegotiation is offered and
the transfer offered is t < ¢; if renegotiation is offered and the ¢t > ¢ or if no renegotiation
is offered, Pr{S = nh |t} = 1.

1c) Partner 2 accepts a renegotiation offer if and only if ¢ < ¢; if he is not offered renegoti-
ation or rejects a renegotiation offer, he sells if p > p* and buys otherwise.

The associated equilibrium outcome is that the partnership is dissolved if and only if s = nh
and partner 1 earns the transfer ¢ in exchange for having revoked his request for dissolution
in all other states.

Given that belief system, partner 2 updates his beliefs to Pr{S =1} = ¢;/(q; + qu), Pr{S =
th} = qun/(q + q) if he is offered renegotiation with ¢ < ¢ and to Pr{S = nh} = 1 if he
is not offered renegotiation. Based on these beliefs, the above strategies are mutually best
replies, and the assumed beliefs are consistent with the stated strategies.

2) One can easily confirm that no (partially) separating equilibrium exists that implements
efficiency if I* ¢ A.

3) We conclude that full efficiency may be restored only if I* € A, which occurs if and

only if the parameters satisfy 7(a) € [% (7(a) — $qnna?) (’MTJ;'”) (27 (@) — qune?)]

in addition to constraints (4) and (5). If I* ¢ A the above partial separating equilibrium
no longer implements efficiency.



