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assure themselves of getting a return on their investment

Shleifer, A. R. Vishny, 1997, A Survey of Corporate Governance, Journal of Finance 52,

737-783



The firm 1s not an individual

e Viewing the firm as the nexus of a set of contracting relationships among individuals also serves
to make it clear that the personalization of the firm implied by asking questions such as “what
should be the objective function of the firm?” or “does the firm have a social responsibility?” is

seriously misleading. The firm is not an individual. It is a legal fiction which serves as a focus

for a complex process in which the conflicting objectives of individuals (some of whom may
“represent” other organizations) are brought into equilibrium within a framework of contractual

relations. In this sense the “behavior” of the firm is like the behavior of a market, that is,

the outcome of a complex equilibrium process.

Jensen, M. C., & Meckling, W. H. (1976). Theory of the firm: Managerial behavior, agency costs and

ownership structure. Journal of financial economics, 3(4), 305-360.



The firm 1s not an individual
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We define an agency relationship as a

(Incomplete) contract

e We define an agency relationship as a contract under which one or more persons
(the principal(s)) engage another person (the agent) to perform some service on
their behalf which involves delegating some decision making authority to the agent.
If both parties to the relationship are utility maximizers, there is good reason to
believe that the agent will not always act in the best interests of the principal. The

principal can limit divergences from his interest by establishing appropriate

incentives for the agent.
Jensen, M. C., & Meckling, W. H. (1976). Theory of the firm: Managerial behavior,

agency costs and ownership structure. Journal of financial economics, 3(4), 305-360.
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e We argue that, when a board is relatively weak, incentive contracting may
itself become a source of shareholder value leakage. In particular, we

explore the possibility of CEOs influencing their incentive pay by

manipulating the manner in which performance is measured.

e Morse, Adair, Vikram Nanda, and Amit Seru. "Are incentive contracts

rigged by powerful CEOs?." The Journal of Finance 66.5 (2011): 1779-
1821.
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e Fracassi & Tate(2012)= O|AFZI It CEOS| HEA A E LIEtLY = X|+E D OSHFLCE 47HK]

7= (Current emplo ment, pl’IOf emplo ment, education, and other-activity o= I_I_E
y y
_I

AIotRA=H (1) M 250 20] LEE e =HO| A=Al 0 F, (2) A &2 =40
NELM ZSUE HO| A=K 7, (3) SLAIZ|0 &Y W= 7|20]| CHEl=X] 6] & (0| 28t
of ), (4) 22| XX (Fee|, ARl TN EE= AHA TN 5) 3 € HA | 2|’ 6 F

SOILCt.
£

AL,

_]\I

FZEo| O|AFE2 O Y| ZtHX| 7| & 0f 2t cCEORt YOtLt 2A 7t ==t X| O 27} =X}
J2[2 O|AMZIS0| CEORr A7 == == 7| 7HA| 8 O Z7HX| 2[AFZ27E 0| ol =52
ZHHR1 e Aoz AL RUL)

e Fracassi, C. & Tate, G.(2012). “External Networking and Internal Firm Governance”, Journal of
Finance, Vol. 67. No. 1, pp.153-194.
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e  This paper explores the relationship between CEQO’s political preference and post-retirement directorship holding
by individual CEOs. We use a data set on the political donations of CEOs to major political parties from 2003-
2014 in the USA. Firstly, our empirical evidence suggests that the political donations of CEOs are more likely to
reveal a preference, not strategic behavior. Second, the success in the market for corporate director depends on
the ruling party. Republican partisan CEOs hold larger outside directorships than Democratic partisan CEOs only
under a Republican regime. These regressions results are robust for controlling the endogeneity problem. Thirdly,
Democratic CEOs have more variations on outside directorships across political regimes. However, Republican
CEOs hold stable outside directorships across different ruling parties. Finally, the political cycle in the market for

corporate director could be partially explained by the connection value in the regulated industry.
Lee, Changmin, Jihong Jeon, and Woonam Seok. "Who, Republican or Democrat CEOs, Laughs

Last? Political Cycles in the Market for Corporate Directors." (2018).



The Agency Costs of Outside Equity: Non-

Pecuniary Benefit

e If the owner-manager sells equity claims on the corporation which are identical to his own (i.e.,
which share proportionately in the profits of the firm and have limited liability), agency costs will
be generated by the divergence between his interest and those of the outside shareholders,

since he will then bear only a fraction of the costs of any non-pecuniary benefits he takes out

in maximizing his own utility. If the manager owns only 95 percent of the stock, he will

expend resources to the point where the marginal utility derived from a dollar’s

expenditure of the firm’s resources on such items equals the marginal utility of an

additional 95 cents in general purchasing power (i.e., his share of the wealth reduction)

and not one dollar. Such activities, on his part, can be limited (but probably not eliminated) by

the expenditure of resources on monitoring activities by the outside stockholders.



The Agency Costs of Outside Equity: Non-

Pecuniary Benefit

e Various non-pecuniary aspects of his entrepreneurial activities such as the physical
appointments of the office, the attractiveness of the office staff, the level of
employee discipline, the kind and amount of charitable contributions, personal

relations (“friendship,” “respect,” and so on) with employees, a larger than

optimal computer to play with, or purchase of production inputs from friends.



The Agency Costs of Outside Equity:

Pecuniary Benefit
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MARKET VALUE OF THE STREAM OF MANAGER'S EXPENDITURES
ON NON-PECUNIARY BENEFITS

Fig. 1. The value of the firm (7) and the level of non-pecuniary benetits consumed (F) when the fraction
of outside equity is (I-a)V, and Uj = 1,2,3) represents owner’s indifference curves between wealth and
non-pecuniary benefits.



The Agency Costs of Outside Equity: Non-Pecuniary
Benefit: Enjoying the Quiet Life?

e Much of our understanding of corporations builds on the idea that managers, when they are not
closely monitored, will pursue goals that are not in shareholders’ interests. But what goals would

managers pursue? We find that when managers are insulated from takeovers, worker

wages (especially those of white-collar workers) rise. The destruction of old plants falls, but

the creation of new plants also falls. Finally, overall productivity and profitability decline in

response to these laws. Our results suggest that active empire building may not be the norm

and that managers may instead prefer to enjoy the quiet life.
Bertrand, M., & Mullainathan, S. (2003). Enjoying the quiet life? Corporate governance and

managerial preferences. Journal of political Economy, 111(5), 1043-1075



Non-Pecuniary Benefit = Private Benefit of Control
ex> L CH7| D RTHOA = A ALZES] £2] O]F, = tunneling2 =

LtEpEt

e The offences analyzed in this paper are tunneling (Johnson et al. 2000) and are
further divided into four sub-groups: (1) outright theft of corporate assets by a
controlling shareholder (“embezzlement”), (2) self-dealing benefiting controlling
shareholders directly (“narrowly defined self-dealing transactions”), (3) related party
transactions propping up other affiliated firms within a business group (“in-group
transactions”), and (4) accounting fraud

Choi, H., Kang, H. G., & Lee, C. (2017). What Constitutes Too Big To Jail. Working

Paper



The Agency Costs of Outside Equity: residual loss
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Holmstrom, B., & Kaplan, S. (2001). Corporate Governance and Merger Activity in the
United States: Making Sense of the 1980s and 1990s. The Journal of Economic
Perspectives, 15(2), 121-144
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e 20154 7| AX|H| 1= A Z(OECD Principal of Corporate Governance) 7178 2t

"The purpose of corporate governance is to help build an environment of trust,
transparency and accountability necessary for fostering long-term investment, financial
stability and business integrity, thereby supporting stronger growth and more inclusive

societies.”
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o T2 XHIFZE 7G| SEHE G
v EET 0.71% T4 +=2F X}0|(long-short portfolio)

- Good X|H 1= 7| (2 H T 0.29%) vs Bad X|Hi X 7| (&2 E -0.49%)
v 7I”7FK[(Tobin’s Q) X[CH 11.4%p 7HM

Gompers, P., J. Ishii, and A. Metrick. "Corporate Governance and Equity Prices." The
Quarterly Journal of Economics 118.1 (2003): 107-155
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Bae, Kang, Kim. “Tunneling or Value Added? Evidence from Mergers by Korean Business Groups”

Journal of Finance, 57.6 (2002): 2695-2740

Baek, Kang, Lee. “Business Groups and Tunneling: Evidence from Private Securities Offerings by

Korean Chaebols” Journal of Finance 61 (2006): 2415-2449

v EYR fAEEA det BE (AE 9T AR AL B+ R A Fa FEXALIMEE XA 5)
o BZH0 ltr= FFAES HY WLE APFFHN =
v IAMHnAT A oL B AFE H A (private benefits of control)2 187H= & 1%
Nenova, T. “The value of corporate votes and control benefits: A cross-country analysis” Journal of
Financial Economics, 68 (2003); 325-351
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Figure 1. A Stylized Control Pyramid

source: Morck et al. 2005, Journal of Economic Literature 22
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(F 2) XGY/=71d mel+7|Y X2FS 22 1990-2009

Total | Non Control |Quasi Control|  Control Acquisition | Quasi Merger Merger
A9 5-9.9% 10~19. 9% 2049.9% [50-79.9% | 80-99.9% 100%

A | A (YT | P | HF | A9 | Hls |[dF|vle | A | vlF | A9 | HF
ofrle} | 2,320 | 481 |20.7% | 541 |23.3%| 625 [26.9% [249\10.7%| 82 |3.5% | 342 |14.7%
gt 312 | 88 [28.2%| T4 |23.7%| 9 [30.1% |18 |5.8% | & |2.6% | 30 |9.6%
4 1,953 | 35 |[18.2%| 338 |17.3%| 318 |16.3% |231[11.8%| 233 [11.9% | 477 |24.4%
A3 | L1134 | 136 [12.0%] 121 |10.7%| 9 |8.4% |18 [1.6% | 10 | 0.9% | 754 |66.5%
nj= | 6,204 | 297 [4.8% | 236 |3.8% | 216 |3.5% |125|2.0% | 97 | 1.6% |5,233 |84.3%
71eb | 3,370 | 443 [13.1%]| 605 |18.0%| 407 [12.1% |181|5.4% | 106 | 3.1% | 1,628 |48.3%
Total |14,981| 1,713 |11.4%| 1,841 [12.3%| 1,661 |11.1% |804 |5.4% | 528 | 3.5% | 8,434 |56.3%

AbE: Kim (2012) o)A Aol &,

Kim, Woojin. "Investor protection and the mode of acquisition: Implications for ownership dilution and
formation of pyramids.” Financial Management 41.1 (2012): 55-93.



| 2 EX}XH(Shareholder Activism)2| Y &0] A] FAAEOA EXIASO| HHE =

Brav et al. "Hedge Fund Activism, Corporate Governance, and Firm Performance." The Journal of

Finance 63.4 (2008): 1729-1775
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Huang, Rongbing, Jay R. Ritter, and Donghang Zhang. "Private equity firms’ reputational concerns

and the costs of debt financing." Journal of Financial and Quantitative Analysis 51.01 (2016): 29-54
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McCahery, Joseph A., Zacharias Sautner, and Laura T. Starks. "Behind the scenes: The corporate

governance preferences of institutional investors.” The Journal of Finance (2016)
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e Using a large sample of director elections, Cai et al. (2009) document that shareholder votes are
significantly related to firm performance, governance, director performance, and voting
mechanisms. However, most variables, except meeting attendance and ISS recommendations,
have little economic impact on shareholder votes—even poorly performing directors and firms
typically receive over 90% of votes cast. Nevertheless, fewer votes lead to lower “abnormal”
CEO compensation and a higher probability of removing anti-M&A mechanisms and CEOs.

Cai, J., Garner, J.L. and Walkling, R.A., 2009. Electing directors. The Journal of Finance, 64(5),

pp.2389-2421.
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Villalonga, Belen, and Raphael Amit. "How do family ownership, control and management affect firm

value?." Journal of Financial Economics 80.2 (2006): 385-417.
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Fracassi, Cesare, and Geoffrey Tate. "External networking and internal firm governance." The Journal

of Finance 67.1 (2012): 153-194
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CEO Pay2| Z78 8 2l, CEO Pay Contract?| 32 -d0f Ciet A= 2000HLCH O| = B2 &S
d=. E9], 3872l #elez EXE 27 & CEO Pay Contract’t X| =2,

Agency theories argue that the better monitoring could decrease the CEO pay to reduce an agency cost. We

suggest a theoretical model to explain those relationship in a world without agency problems. Our model
decomposes the role of boards into two parts: monitoring and advising. The monitoring role identifies the true
guality of incumbent executives and involves hiring and firing decisions. The advising role guides managerial
behavior. We predict that the higher is the monitoring quality, the smaller will be the total pay. The better
monitoring of boards reduces information costs (e.g., efficiency wage and overpayment from adverse selection).
However, the higher is the advising quality, the greater is the total pay to CEO because the greater is the

productivity of executives.

Lee, Changmin and Seok, Woonam, How Board Quality Affects CEO Pay in a World Without
Agency Problems? (2018).
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Dyck, A., Morse, A., & Zingales, L. (2010). Who blows the whistle on corporate

fraud?. The Journal of Finance, 65(6), 2213-2253.
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Choi, Hansoo, et al. "Too big to jail? Company status and judicial bias in an emerging

market." Corporate Governance: An International Review 24.2 (2016): 85-104.

Choi, Hansoo, Changmin Lee, and Hyoung Goo Kang. "What Constitutes Too-Big-To-Jail?." (2018).
Lee, Changmin, and Hansoo Choi. "Estimating the Value of Absolute Power: Evidence from
Judiciary Decision Events on Controlling Shareholders in Large Business Groups." (2017).

Lee, Changmin and Choi, Hansoo, Why Do Professional Managers Collude in Corporate Crimes?
New Evidence from the Dark Side of Family Controlled Firms (February 21, 2018). Available at
SSRN: https://ssrn.com/abstract=3127657



https://ssrn.com/abstract=3127657

