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Abstract

Conflicts of interest between insiders (e.g, controlling shareholders) and outsiders (e.g.,
minority shareholders) are central to the analysis of modern corporation. In an integrated
continuous-time contingent claims framework with imperfect corporate governance, we examine
a controlling shareholder’s optimal choice of capital structure, ownership concentration, private
benefit diversion, consumption, and financial market investment. We derive solutions in explicit
parametric forms up to numerical integrations. In addition to generating implications consistent
with existing empirical evidence, we also show that managerial preference characteristics (such
as risk aversion and impatience), corporate governance, and financial market are important
determinants of equity value, credit spread, agency costs, capital structure, and ownership
concentration. Our model produces many novel empirically testable predictions. For example,
it implies that a more risk averse or a less impatient entrepreneur issues less debt and more
equity, and that stronger corporate governance leads to higher equity value, lower leverage,
less ownership concentration, and lower credit spread. In addition, it also suggests that as
the Sharpe ratio in the financial market increases, firm leverage ratio, agency costs, and credit

spread all increase.



I. Introduction

Since Jensen and Meckling’s (1976) seminal work, researchers have generally acknowledged
that the conflicts of interests between insiders such as entrepreneurs/managers or controlling
shareholders and outsiders such as minority shareholders are central to the analysis of mod-
ern corporation. The recent law and finance literature following Shleifer and Vishny (1997)
and La Porta et al (1998) has studied the empirical implications of this agency problem for
dividend policies, ownership structure, corporate valuation, investment allocation, and capital
markets. This literature argues that the extent of legal protection afforded minority sharehold-
ers from expropriation by the controlling shareholders is important for corporate finance and
has many cross-sectional implications in both firm level and country level data. There is also a
growing empirical literature on how managerial characteristics can potentially affect corporate
financing policies. For example, Graham and Harvey (2001) find empirical evidence that top
management’s characteristics such as age and tenure affect investment and capital structure
decisions. McConaughy and Mishra (1999) document empirical evidence that funding family
controlled firms (FFCFs) use less debt than non-FFCFs. Thomsen and Pedersen (2000) report
empirical evidence supporting the hypothesis that the identity of large owners—family, bank,
and institutional investors—has important implications for financial structure.

While the preceding literatures have documented extensive empirical evidence, not much
research is devoted to developing quantifiable theoretical models of firms’ investment and fi-
nancing policies under agency conflicts where the interaction among managerial characteristics,
corporate governance, and financial markets plays an important role. In this paper we develop
such a model in a dynamic setting using the contingent claims framework. Our model is in
the tradition of Black and Scholes (1973), Merton (1973, 1974), Black and Cox (1976), and
Brennan and Schwartz (1978). It is also in the spirit of Mello and Parsons (1992), Leland
(1994), and Goldstein, Ju and Leland (2001). Unlike these papers, in our model a risk averse,
utility-maximizing entrepreneur (a controlling shareholder) can continuously divert corporate
resources for his private benefits of control. We investigate how managerial preference charac-
teristics, corporate governance, and financial markets affect important economic variables such
as capital structure, ownership concentration, and credit spreads.

Specifically, we analyze a complete market model in which a risk averse entrepreneur decides



whether to invest in a project to set up a firm. The entrepreneur finances the investment cost
by issuing equity and debt. He is the controlling shareholder, while the outside shareholders
are dispersed and hence referred to as minority shareholders. We assume that the entrepreneur
derives utility from the usual consumption good and private benefits of control.! Therefore
there is a conflict of interest between the entrepreneur and the minority shareholders and
the entrepreneur has an incentive to divert corporate resources as private benefits of control.
Diversion creates inefficient investment and reduces equity value. However, legal protection of
investors may reduce diversion activities. In addition, debt financing can mitigate the agency
costs of equity because it raises the equity ownership of the entrepreneur and, in addition,
reduces the free cash available to the entrepreneur for diversion. However, debt is also costly,
because it mandates coupon payment and thus may force the entrepreneur to go bankrupt and
lose the private benefits of control and future dividend income.

In addition to choosing his ownership of the firm, the entrepreneur can also invest his
personal wealth in a riskfree asset and a frictionless stock market. The entrepreneur’s problem
is thus to determine ownership share and capital structure, and then to dynamically choose
consumption, diversion, saving, stock investment strategies, and default time to maximize
his expected lifetime utility. The tradeoff between the bankruptcy cost of debt and the tax
advantage of debt plus the benefit from reducing the agency cost of equity results in a utility-
maximizing capital structure. In addition, the tradeoff between diversification and agency costs
results in a utility-maximizing ownership structure.

We show that managerial preferences, corporate governance, and financial markets are im-
portant determinants of default policy, debt value, equity value, capital structure, ownership
concentration, and credit spreads. First, our model implies that the entrepreneur’s utility-
maximizing default policy depends on both firm cash flow level and the entrepreneur’s personal
wealth. This two-dimensional default boundary is in sharp contrast with the one-dimensional

default boundary examined by most of the existing literature and provides a richer set of empir-

'"We model the private benefits of control as distinct from the enjoyment of the usual consumption good, as
in Jensen and Meckling (1976). The private benefits of control can take a variety of forms. For example, the
entrepreneur may consume perquisites as in Jensen and Meckling (1976). He may expropriate outside minority
shareholders by transfer pricing, asset stripping, and investor dilution. He may also install unqualified family
members in managerial positions. We do not model private benefits of control as direct theft of profits put in
his own pocket since this activity is illegal and can be detected relatively more easily. Proving these practices
to be diversion for private benefits is usually costly, if not impossible.



ically testable implications for financial structure and credit spreads as shown later. Intuitively,
the benefit of default is the avoidance of the debt coupon payment and the cost of default is the
loss of private benefits of control and dividend income. When the entrepreneur’s wealth level is
low, diversion and thus private benefits are also low because diversion reduces dividend income
while the marginal utility of income is high. Therefore, when both the firm’s cash flow and
the entrepreneur’s wealth level are sufficiently low, the present values of private benefits and
dividend income are low, and hence the entrepreneur optimally defaults to avoid the coupon
payment.

Second, our model implies that debt value, equity value, capital structure, ownership con-
centration, and credit spreads are sensitive to managerial preference characteristics. For ex-
ample, a more risk averse or a more patient entrepreneur issues less debt and more equity and
thus it implies a lower credit spread for the debt. Intuitively, a more risk averse entrepreneur
owns less of the firm and issues less debt for the aversion to cash flow risk and bankruptcy risk.
A more patient entrepreneur consumes less and diverts less and thus equity value is higher,
which makes it more attractive to issue equity. This result provides new determinants of capital
structure and may help explain the cross sectional differences of capital structure observed in
practice (e.g., Rajan and Zingales (1995) and Graham and Harvey (2001) ).

Third, we show that stronger corporate governance is associated with higher equity value,
less concentration of ownership, lower leverage, and lower credit spreads. The first three rela-
tionships are consistent with the empirical evidence documented by La Porta et al (1999, 2002)
and Berger et al (1997). The last relationship seems a novel testable prediction. In contrast
to the standard structural models on capital structure (e.g., Collin-Dufresne and Goldstein
(2001) and Huang and Huang (2003)), our model can generate high credit spreads as observed
in practice, due to the additional agency costs.

Fourth, in our model stock markets influence the firm’s financing and investment decisions
and also credit spreads, by affecting the entrepreneur’s wealth, perceived risk, and hence his
decision making. We show that a stock market with higher market price of risk is associated
with higher leverage and higher credit spreads. This implication may be tested using the cross-

country data. Intuitively, with a higher Sharpe ratio, the entrepreneur invests more in the

?The impatience parameter in our model can be interpreted as mortality rate and thus can be viewed as a
proxy for age.



stock market and expects a higher risk-adjusted return and thus a greater future consump-
tion. He therefore increases his current consumption and private benefit diversion to smooth
intertemporal consumption. This increase in diversion decreases equity value and necessitates
more debt financing which implies greater credit spreads.

Our paper is related to several strands of literature. First, it contributes to the literature of
the contingent claims approach to capital structure.® In this approach, an analysis is typically
conducted in a risk-neutral world with a complete market and hence managerial preferences
such as risk aversion and impatience does not matter. Most papers in this literature focus on the
agency conflicts between shareholders and debtholders, such as the asset substitution problem
(Jensen and Meckling (1976)) and the underinvestment problem (Myers (1977)). Recent work
by Leland (1998) and Parrino and Weisbach (1999) has shown that the agency costs arising
from these agency conflicts are too small to explain firms’ financing decisions. Morellec (2004)
studies the agency conflicts between managers and shareholders. He analyzes the implications
of the free cash flow problem and managerial entrenchment for financing policies. Unlike our
paper, he assumes that the level of private benefits of control is exogenously given and manager-
ial risk aversion does not matter. While our paper also assumes complete markets, in our model
managerial characteristics matter for investment and financing decisions because these charac-
teristics determine their diversion behavior and hence the utility-maximizing default policy.*
Parrino, Poteshman and Weisbach (2005) also analyze the agency conflicts between managers
and shareholders and emphasizes the importance of managerial risk aversion and wealth. Un-
like our paper, they assume that the entrepreneur maximizes utility from wealth at the exercise
time of the executive stock option. They do not model the manager’s consumption, diversion,
and portfolio choice decisions.

Second, our paper is related to the law and finance literature mentioned earlier. This

*This literature has developed substantially. Mello and Parsons (1992) and Leland (1994) endogenize share-
holders’ default decision and determine optimal capital structure. Leland and Toft (1996) analyze finite maturity
debt. Fischer, Heinkel and Zechner (1989), Leland (1998), Goldstein, Ju and Leland (2001), and Ju et al (2005)
consider optimal dynamic capital structure. Duffie and Lando (2001) incorporate imperfect information and
learning. Fan and Sundaresan (2000), Francois and Morellec (2004), and Hege and Mella-Barral (2003) analyze
the effects of strategic default. Hackbarth, Miao and Morellec (2005) analyze the impact of macroeconomic con-
ditions on capital structure. Fries, Miller and Perraudin (1997), Lambrecht (2001), and Miao (2005) investigate
the interaction between capital structure and product market competition.

4Risk aversion also matters for investment and financing decisions with asymmetric information and incentive
problems (Leland and Pyle (1977) and Ross (1977)), or under incomplete markets (Henderson (2005), Hugonnier
and Morellec (2005), and Miao and Wang (2005)).



literature has so far focused mostly on empirical questions. We contribute to this literature
by providing a quantifiable theoretical model of financing and investment polices in a dynamic
setting. In addition to obtaining results consistent with existing empirical evidence, we provide
some novel results that have testable empirical implications.

Finally, our paper is also related to the portfolio choice literature. Different from a standard
portfolio choice model (e.g., Merton (1971)), our model requires to solve a two-dimensional com-
bined optimal control and stopping problem, which is technically challenging in general. The
usual dynamic programming method does not permit a closed-form solution and requires com-
plicated numerical methods such as the PDE method. Instead, we generalize the dual approach
in Dybvig and Liu (2006) to derive the explicit two-dimensional default boundary and provide
closed-form valuation formulas that can be easily implemented in numerical computation.

The remainder of the paper proceeds as follows. Section II sets up the model and analyzes
a benchmark case with perfect corporate governance. Section III presents the model solution.
Section IV analyzes the model’s implications. Section V concludes. Proofs are relegated to

appendices.

II. The Model

In this section, we first describe the model setup and then present the solution for a benchmark

model with perfect corporate governance.

A Setup

Consider an entrepreneur’s investment and financing decisions in a continuous-time infinite-
horizon model. The entrepreneur has a take-it-or-leave-it investment project and decides
whether to invest in this project at time 0. If he makes the investment, he sets up a corporate
firm. We assume that he does not have sufficient wealth to finance this investment. Thus,
he needs outside sources of financing. We formulate this investment and financing decision

problem step by step in what follows.
A.1 Equity and Debt Financing

Let the investment cost be I > 0. The entrepreneur has initial wealth wy < I. He contributes

wealth w and retains wealth w for consumption purpose. He finances the net cost I — w by



issuing debt and equity. Suppose he retains a € (0,1) shares of equity and issues 1 — « shares
of outside equity. In addition, he may issue a perpetual debt at par value Dy with a coupon
rate of ¢ (as in Leland (1994) and Duffie and Lando (2001)). The cash flows from operation
net of the coupon payment accrue to the equity holders. The entrepreneur’s firm is subject
to corporate taxes at the rate 7..° Because interest payments are tax deductible, debt has
tax advantage. Even without tax advantage, debt may also be used to finance investment if
equity is not sufficient to cover the investment cost. Of course, debt is costly since it may cause
bankruptcy and make the entrepreneur lose the private benefit of control and the dividend
stream. We assume that if the firm defaults on its debt obligation, it is immediately liquidated.
The liquidation value of the firm’s assets is equal to a constant fraction v of the unlevered (after-
tax) market value of the firm. The remaining fraction (1 — v) accounts for bankruptcy costs.
Assume that absolute priority is enforced. By limited liability, upon default the debtholders
obtain the liquidation value and the entrepreneur loses control of the firm and receives nothing,.
In addition, for simplicity we also assume that after default, the entrepreneur does not receive
any labor income and does not have any other projects for investment.

Once the firm is set up, it can generate stochastic cash flows Y; at time ¢. Assume that

{Y; : t > 0} is governed by the following geometric Brownian motion process:
dY;‘, = MyY;‘/dt + O-yY;‘,dBta }/b = Yo, (1)
where p, and oy are constants and By is a standard Brownian motion.

A.2 Financial Markets

Since the entrepreneur faces cash flow risk, he may trade risky assets in the financial market to
diversify this risk. For tractability, we consider a complete market environment. Specifically,
we assume that the entrepreneur may trade a risk-free bond with a constant risk-free rate r > 0.

In addition, he may trade a market portfolio with returns satisfying

dSt/St = [Ldt + O'dBt, (2)

"We abstract from personal taxes in the present paper since a thorough analysis of corporate and personal
taxes is beyond the scope of the present paper.



where 4 > r and ¢ > 0 are constants. Note that the cash flow risk is perfectly correlated with
the market risk and both are represented by the single Brownian motion B.5
Define the Sharpe ratio K = o~ !(u — ). Since the markets are complete, there is a unique

state price density process £ satisfying
—d&;/& = rdt + kdBy, § = 1. (3)
We impose the following assumption so that the unlevered firm value is finite.

Assumption 1 Let
d=r+oyk—p, >0. (4)

The parameter § may be interpreted as the dividend yield or payout rate of the firm. This
is because by the CAPM, the market risk-adjusted expected rate of return on Y is given by
7+ oyk. Since p, represents the capital gain of Y, ¢ is the dividend rate. As is standard in
the literature, we fix § as a fundamental parameter of the process Y when we do comparative

statics analysis with o, or k. We may also rewrite (1) as
dY; = (r — 8) Yydt + 0,Y2dBy?, Yo = yo, (5)

where B€ is the Brownian motion under the risk-neutral measure Q. Then it is straightforward
to show that under Assumption 1 the unlevered firm value is given by
(ee]
_ Y,
L= | [ evias| = 3 ©)
t

where E; denotes the expectation operator condition on the information available at date t.

A.3 Preferences

Since the entrepreneur is the founder of the firm, he represents a controlling shareholder and
hence has the decision power over the firm’s financing and investment policies. As in Shleifer and
Wolfenzon (2002), we assume that the entrepreneur retains the control of the firm regardless of
the fraction of the cash flow rights he may sell to the outside investors. When the entrepreneur

manages the firm, he may appropriate perquisites out of the firm’s resources for his private

%1t is straightforward to generalize our model to allow multiple risky assets as long as market completeness
is maintained. However, introduction of multiple risky assets does not change our main qualitative results.



benefits of control. As pointed out by Jensen and Meckling (1976, p.312), these benefits “involve
not only the benefits he derives from pecuniary returns but also the utility generated by various
non-pecuniary aspects of his entrepreneurial activities such as the physical appointments of the
office, the attractiveness of the secretarial staff, the level of employee discipline, the kind and
amount of charitable contributions, personal relations (“love”, “respect”, etc.) with employees,
a larger than optimal computer to play with, purchase of production inputs from friends, etc.”
To incorporate these private benefits of control, we assume that the entrepreneur derives utility
from both the usual consumption good and the private benefits of control. In particular, he
has instantaneous utility given by

(aX¥ +C%)F

L—v

where v > 0, v # 1, a > 0, and ¢ € (0,1). The interpretation of this utility is the following.

U(C,X) = ,X>0,C>0. (7)

The entrepreneur is risk averse and has the risk aversion parameter . He derives utility from
consumption C' > 0 and perquisites X > 0. The elasticity of substitution between consumption
and perquisites is given by 1/ (1 — ¢). The parameter a represents the preference for private
benefits.

When the firm is liquidated, the entrepreneur loses all private benefits (X = 0) and thus

his utility is given by
cl=

U(C,O): 1—~

(8)
A.4 Diversion and Agency Issues

Diversion is costly for the entrepreneur. For example, it may require transaction costs and
take legal risks. We assume that when the entrepreneur diverts X units of corporate resources
as perquisites, he only obtains (1 — ¢)X units of benefits, where ¢ € [0,1]. Thus, he derives
instantaneous utility U (C, (1 — ¢) X). The amount ¢X accounts for the cost of diversion and
q represents the quality of corporate governance. A higher value of ¢ means that the quality of
corporate governance is better, and hence it is more costly to divert. When ¢ = 1, diversion is
so costly that the entrepreneur cannot derive any private benefit, and thus he will not divert.
Thus, ¢ = 1 represents the case of perfect corporate governance.

When the entrepreneur sells a fraction of the firm’s cash flow rights to the outsiders, agency

cost is generated by the divergence between his interest and those of the outside shareholders,



since he bears only a fraction of the costs of any private benefits he takes out to increase his
own utility. To see this formally, suppose the entrepreneur owns « shares of the firm and sells
1 — « shares to the outsiders. At date t, if he diverts X; of cash flows, he obtains dividends
a (Y — Xy — c¢) at date ¢t. Thus, he bears the cost aX; instead of X;. Because the outside

minority shareholders receive dividends (1 — «) (Y; — X; — ¢), they bear a cost of (1 — ) X;.

A.5 Decision Problem

We now describe formally the entrepreneur’s decision problem. We first introduce some nota-
tion. Let {W;:t > 0} denote the entrepreneur’s financial wealth process, {C; : t > 0} denote
his consumption process, {X; : t > 0} denote his diversion process, and ; denote the dollar
amount invested in the market portfolio at time t. We then describe the entrepreneur’s prob-
lem after he has made the financing and the project investment decisions. Since the firm has
to service debt repayment ¢ each period, when the cash flow is low enough, equity claims to
the shareholders (Y; — X; — ¢) may be negative. This means that shareholders must inject
additional funds in the firm. Because the entrepreneur is the controlling shareholder and hence
makes the default decision, at some point in time, he may stop injecting funds and choose to
default. We denote the default time by 7.

Before this default time Ty, the entrepreneur receives dividends from the firm, and also
receives returns from the bond and the market portfolio. Thus, his wealth dynamics is given
by

AWy = (Wi + 60, (p—71)+a(l —7)(Ye — Xy — ¢) — Cy) dt + 0,0dBy, t < Ty, 9)

This equation implies that the entrepreneur holds the fraction « of the firm equity, and thus
receives after-tax claims a(1 —7.)(Y; — Xy — ¢). Since we assume markets are complete and the
entrepreneur can trade spanning assets, it does not matter whether or not the entrepreneur can
trade the firm’s shares. After default, the entrepreneur loses control of the firm and receives no
income. But he may still trade the bond and the market portfolio. Thus, his wealth dynamics
satisfies

AWy = (rWy + 04 (u — 1) — Cy) dt + 040dBy, t > Ty, (10)

After debt is in place and the firm is set up, the entrepreneur chooses how much to consume,

how much to divert, how much to save, and how much to allocate in the market portfolio. He



also chooses when to default on the debt. That is, the entrepreneur chooses {C};:t > 0},
{X;:t>0},{6;:t >0}, and T, to maximize his expected lifetime utility
Ty 0o
E [/ e PtU(Cy, (1 — q) Xy)dt +/ e PtU(Cy, 0)dt| , (11)
0 Ty
subject to the dynamic budget constraints (9)-(10) and the initial wealth condition Wy = w.
Here, p > 0 is the discount rate. It can also be interpreted as the sum of the subjective discount
rate and the entrepreneur’s mortality rate.
To rule out arbitrage strategies such as the doubling strategy (Dybvig and Huang (1986)),
we impose a borrowing constraint

Wi > —Ly. (12)

This constraint means that the entrepreneur is allowed a limited amount of borrowing up to
the unlevered firm value. It turns out that this constraint is never binding at optimum. Note
that we do not impose other form of binding borrowing constraints in order to keep the analysis
tractable.

We now turn to the entrepreneur’s initial investment and financing decisions. Initially, the
entrepreneur chooses how much debt to issue and how many shares to sell to outsiders. We
first consider how debt and equity are priced in the market. Because the financial markets are

complete, the market value of debt at date t is given by
T4

D; = 5;1Et [ t §scds + &Ep,v (1—7¢)Lr,| . (13)
This equation says that debt value is equal to the present discounted value of coupon payments
before default, plus the liquidation value upon default. Note that we assume that debtholders
have rational expectations and take the optimal default policy of the entrepreneur as given.
Thus, par value of debt must be equal to the initial market value of debt. We also assume that
outside shareholders have rational expectations. The outside shareholders will buy the share
at the market value given by

Ty
Ey=(1—-1.)& By [ t .Y, — Xy —c)ds| . (14)

Given debt value and equity value in (13)-(14), we can write the financing constraint as
(1—a)Ey+Dy=1-—w. (15)

10



The entrepreneur’s initial decision is then to choose ownership shares o and coupon rate c to

maximize his life-time utility, subject to the preceding financing constraint.

B The Benchmark with Perfect Corporate Governance

As a benchmark, we first consider the case where corporate governance is perfect. In our model,
this case happens when ¢ = 1, and hence there is no diversion (X = 0). To ensure that the
value function is finite, we assume that the life-time utility from consuming cash flows Y; is
finite since this utility gives an upper bound for the value function. A sufficient condition for

this is given by

Assumption 2 Suppose

1
p+ (1= 7)oy = (L= 7)p, >0, (16)

Since X = 0, we can rewrite the utility function (11) as

E [/Ooo eth(Ct,O)dt] . (17)

We can also rewrite the dynamic budget constraints (9)-(10) as a static Arrow-Debreu budget

constraint (Cox and Huang (1989)):

E UOOO gtCtdt] <w+aB [ OTd £.(1— 7o) (Y — c)dt] . (18)

Note that the second term on the right side of (18) is the market value of equity owned by the
entrepreneur. Equation (18) also implies that the entrepreneur’s consumption and portfolio
choice is separable from the default and the initial (real) investment and financing decisions in
the following sense. The entrepreneur first makes investment and financing decisions and forms
optimal default policy to maximize his equity value. He then chooses consumption and given
the resulting maximized equity value as wealth.

Here, we focus on the former set of decisions. We solve these decisions backward. After
choosing an ownership share o and a coupon rate ¢, the entrepreneur selects a default policy
Ty to maximize his equity value:

max o (1 - 7o) B [ OTd ¢ (Vi — o) ds} . (19)

11



He then chooses (o, ¢) to maximize this equity value subject to the financing constraint (15).
These problems are similar to Leland (1994) and Goldstein et al (2001). Importantly, when
there is an interior solution for a, it is straightforward to show that the choice of ¢ is equivalent
to maximizing firm value Fy = Fg + Dy. Note that with perfect corporate governance, there is
no conflict of interest between the entrepreneur and outside equityholders. However, there is
still conflict of interest between the entrepreneur and the debtholders because the entrepreneur
chooses a default policy to maximize equity value instead of firm value.

The following proposition presents the equity-miximizing default policy and the value-

maximizing financing policy.

Proposition 1 Suppose ¢ = 1. For any coupon rate c, the entrepreneur defaults at the first

time when the process Y reaches the trigger yq (c) from above, where

T Oc
= =. 20
wa(e) =~ (20)
Here, w1 s given by
— -2 —4 2 /92 —2
™ =0.5-0, (r—é)—\/ay (r—0—02/2)"42ro,* <0. (21)

The firm-value-maximizing coupon rate c* is given by

« rm—1
¢ =Yos

0

M—m—(1-v)(1—7.) Wl/TC]l/ﬂl ) (22)

Let y} = ya (c*) . Given coupon rate c*, equity value, debt value and firm value are given by’

(R G 1 N P

D) = S-[S-a-r ] (L) yz 21
PO =0-r) 3+ i (L) ] -0 % (L) vz )

Equations (20) and (22) imply that a higher corporate tax rate gives more tax benefits to
debt and hence encourages a higher debt level (dc*/dr. > 0). This in turn implies a higher

"Without risk of confusion, we use E (y), D (y) and F (y) to denote equity value, debt value and firm value,
respectively, when the current value of cash flows is y.

12



default threshold . A larger bankruptcy cost (indicated by a smaller v) discourages debt (c¢*
is lower) and hence implies a lower default threshold .

Equation (23) shows that equity value is equal to the after-tax value of unlevered firm value
minus the present value of the perpetual coupon payments plus an option value to default. The
term (y/y;)"" may be interpreted as the “risk-neutral” probability of default or the Arrow-
Debreu price of a unit of claim contingent on the event of default. Equation (24) shows that
debt value is equal to the present discounted value of perpetual coupon payments minus the
value reduction due to default, adjusted with the “risk-neutral” probability of default (y/y})™.
Equation (25) demonstrates that levered firm value is equal to after-tax unlevered firm value
plus the probability-adjusted tax shields minus probability-adjusted bankruptcy costs.

We now turn to the entrepreneur’s initial investment decision and the choice of «. There
are three cases. If the net investment cost satisfies F'(yp) < I — w, then the entrepreneur will
not make the investment to set up the firm since the financing constraint (15) is violated. If the
net investment cost satisfies D (yg) > I — w, then the entrepreneur will hold all shares o* = 1
and issue debt (or choose the minimum coupon rate c¢) such that Dy = I —w. He will make the
investment if equity value is higher than his own initial contribution, Fgy > .

The most interesting case is where F (yo) > I — @ > D (yo) . In this case, we can solve for

an interior ownership share using the financing constraint to obtain
o = (F(yo) — I +w) /E (yo) € (0,1). (26)

The entrepreneur will set up the firm if the life-time utility derived from owning the firm exceeds

the life-time utility without setting up the firm. This condition is equivalent to
a*E (yo) +w > w + w, (27)

which is the standard net present value (NPV) rule F (yg) > I using (26).

If there is no corporate tax 7. = 0, then there is no tax advantage to debt. Since debt has
bankruptcy cost, the entrepreneur will not issue any debt. It is straightforward to show that
the solution has two cases. If the value of unlevered firm satisfies Lo > I, then the entrepreneur
makes the investment and chooses a* =1 — (I —w) /Lg. If Ly < I, the entrepreneur does not

make the investment.

8We will focus on this case in Section IV below.
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It is worth emphasizing that in contrast to the benchmark case, in the case with agency
costs analyzed below, there may still be a role for debt, even if there is no corporate tax.
In order to finance the investment cost, the entrepreneur trades off the cost of losing private

benefits of control against the bankruptcy cost of debt.

ITII. Model Solution

In this section, we analyze the model with imperfect corporate governance. We solve the
entrepreneur’s problem by backward induction. We first solve the problem after default in
Subsection A. This problem is a standard consumption and portfolio choice problem similar
to Merton (1971). We then solve the problem before default but after the entrepreneur has
made the investment and financing decisions at date zero in Subsection B. We will determine
the optimal default time and diversion rate, in addition to the usual consumption and portfolio

choice. We finally solve the date zero investment and financing decisions in Subsection C.

A Decision Problem After Default

After default, the firm is liquidated. The entrepreneur does not obtain any other labor income.
His decision problem can then be described by the standard Merton-style consumption/portfolio
choice model. We present this standard model as follows:

max E [/ e P'U (Cy,0) dt| , (28)
o] 0

subject to the budget constraint:
th == (T‘Wt + gt(u - T‘) - Ct) dt + QtO'dBt, W[) =W. (29)

In addition, we specify the borrowing constraint W; > 0 to rule out arbitrage strategies as in
Dybvig and Liu (2006). Let V¢(W) denote the primal value function after default, starting
with the wealth level W.

The preceding problem can be solved by several methods and the solution is well known.
Since it is convenient to solve the problem before default using the duality method in the next
subsection, we also adopt this method here. We provide some heuristic argument to make it

self-contained.
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The first step of the duality method is to transform the preceding dynamic problem into
a static Arrow-Debreu problem (Cox and Huang (1989)) by rewriting the dynamic budget

constraint (29) as a static Arrow-Debreu budget constraint:

E [/ §tCtdt] <W. (30)
0
The second step is to use the Saddle Point Theorem to write
o0
VW) = I)\nilg mng [/ (e7P'U (Cy, 0) — XE,Cy) dt| + AW, (31)
> 0

where A > 0 is the Lagrange multiplier associated with (30). To solve this problem, we let

2o = A and define the process {z; : t > 0} as
2 = 2.t (32)

This process can be interpreted as the entrepreneur’s shadow price process for the consumption
plan or equivalently the implicit Arrow-Debreu prices for time-and-state contingent consump-
tion plans. We use this process as the state variable, instead of the usual wealth process. By

(3) and (32), this process satisfies

dzi)ze = —(r — p)dt — kdBy. (33)
We also define the convex conjugate function as

u(z) = mgXU (C,0) — zC. (34)

The first-order condition implies that z is equal to the marginal utility of consumption. Given

the utility function defined in (8), we can easily show that
i(z) = —=— (35)

where b =1 — 1/~. It is easy to check that @ is strictly decreasing and strictly convex.

After defining the following dual value function

i (2) =E [/ e P0G (24) ds|z = 2| | (36)
t
we can rewrite problem (31) as
VW) = min ¢%(z0) + 2oW. (37)
20>0
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Thus, in order to the solve the primal problem (28), we only need to solve the dual problem
(37). The key is to solve for ¢%(z) in (36).
As in Merton (1971), for the investor’s problem to have finite value, we need to impose the

following assumption:

Assumption 3 Let
~

— > 0.
p— (1= +45)

Ui

The following proposition gives the closed-form solution.

Proposition 2 After default, the primal and dual value functions are given by

Wwi=
Viw) = o7 38
W) = (3%)
d 2
) = 05 (39)
The utility-mazimizing consumption and portfolio processes are given by
Ct 1 Gt n—=rr
— = d— = 40
Wy o’ BT yo? (40)
The utility-mazximizing wealth process is given by
Wy = —2(20), (41)
where the shadow price process is given by
.
z = (%) e, (42)

B Utility-Maximizing Consumption/Portfolio and Default Policies

We now turn to the decision problem before default, but after the initial investment and
financing decisions have been made. Within this subsection, we hold the ownership share «
and the coupon rate ¢ fixed. Since the entrepreneur makes both consumption/portfolio and
default choices, the entrepreneur’s problem is a two-dimensional combined stopping and control

problem. In general, this is a technically challenging problem. In principle, one can apply the
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dynamic programming method to solve this problem. However, one usually has to resort to
numerical methods and very few characterization results can be derived.

Instead, we adopt the duality method to solve this problem and provide an explicit solution
to the default boundary. We also derive many characterization results. To apply this method,

we first use the dynamic programming principle to rewrite the problem as

V= G R [/OT UG, (1= q) Xo)dt+ e VW) | (43)
subject to Wy = w, Yy = y, the dynamic budget constraint (9), and the borrowing constraint
(12). Here V (w,y) denotes the primal value function before default. We then transform
this dynamic problem into a static Arrow-Debreu problem by rewriting the dynamic budget
constraint (9) as a static one
Ty Ty
E [ ; &,Chdt + §TdWTd} <w+ ok [ ; &(l—1) (Vi — Xy —o)dt| . (44)
The first-order condition for this problem implies that the marginal rate of substitution
between diversion and consumption is equal to their “relative price” a (1 —7.):

(1-q) Ux

0o =a(l—"1.). (45)

Using (7), we can easily derive:

Lemma 1 The utility-maximizing diversion and consumption ratio is given by

1

all = q)?\ 77

—=R=———— . 46

Ct (Oé (1 — TC) ( )
This proposition reveals that the optimal diversion rate increases with the preference for

diversion a, and decreases with the ownership share o and the quality of corporate governance

g. Similar results are obtained in Jensen and Meckling (1976).

Substituting (46) into (43)-(44), we can rewrite the entrepreneur’s problem as

Ta (PCy)*™
1% = E P dt 4 e Plav (W 47
(w,y) s /O e T e W) | (47)
subject to
Ty
E [ &E(PPCL—a(l—10) (Y —c)dt + deWTd] < w, (48)
0
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where we define

1
P=|1+q/0%) 1—q \¥/U-9]%
Nl a(l—1,) > 1. (49)

(1-7,

The parameter P plays a key role in the analysis since it indicates the private benefits of
control. When corporate governance is perfect (¢ = 1) or when the entrepreneur does not have
preference for diversion (a = 0), we have P = 1. The model then reduces to the benchmark
presented in Section II.B.

As in the previous subsection, we define the shadow price process z; = 20£,e”!, where zq is
the Lagrange multiplier associated with (48). We use the shadow price as the new state variable,

instead of wealth. By the Lagrange multiplier method, we can easily show the following;:

Proposition 3 The utility-mazximizing consumption and diversion processes are respectively

given by

C, = PU==1717) (50)

X, = RPU-@/-1,717 (51)

Note that the Lagrange multiplier 2y is endogenous. We need to determine this value to
obtain the utility-maximizing consumption and diversion processes in the preceding proposition.

To this end, we apply the Saddle Point Theorem as in the previous subsection to derive

V('LU, y) = min ¢(Z07 y) + zow, (52)
20>0

where we define the dual value function

Ty
é(2,y) = max [ /0 et (P—bﬂ—% (2) + a1 — 70)(Y; — c)zt) dt + e Tigl ()|, (53)

Ty

where (29, Yy) = (2,¥), @ is given by (35), and ¢ is given by (39). Since @ and ¢? are strictly
decreasing and strictly convex, so is ¢. Thus, there is a unique solution for zg in problem (52).
We denote this solution as Zp = f (w,y).

The preceding analysis reveals that, in order to solve the default time, we only need to
solve (53). Thus, the original combined stopping and control problem is simplified to a pure

stopping problem (53) and a static optimization problem (52). The following lemma is useful.
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Lemma 2 Problem (53) is equivalent to the problem

b
_ paE ey (LG
blzy) = —PM T tall-r)(5-2)2

2 Y;
Ty [ FTa (1 p=b(=9)) _ (1 _ Iy C
*%mk (”b@P )“1m<6r%”‘m)

This lemma states that the dual value function ¢(z,y) is equal to the present value of the
dual utility flows —P~?(1=%)p2b /b and equity claims a(1—7.) (/6 — ¢/r) z, plus an option value
of exchanging these values for the dual utility after default ¢? (2) = —nz"/b. Thus, the exercising
time of this option gives the optimal default time. Unlike the case with perfect corporate
governance (¢ = 1) or the case without preference for diversion (a =0), the entrepreneur
derives private benefits of control in that P > 1 by (2). It follows from (54) that the utility-
maximizing default policy depends on two state variables z and y. Importantly, it also depends
on the parameters a, ¢, @ and -, as reflected by the term pb-9),

Using the method of Hu and Oksendal (1998), we characterize the default policy explicitly

in the following;:
Proposition 4 The utility-mazimizing default time is given by
T; =inf{t > 0: (Y;, 2) € D}, (55)
where the default region is given by
DE{(y,Z')ERi:Xl%—i—)@z*% S;} (56)

Here, x1 > 0 and x9 > 0 are given by

- m —1 o n(l—Pib(lﬂp))(ﬂg—b)
X1 = 1 y X2 = b(7T2 _ 1)0&(1 — Tc) ’ (57)
where w1 is given in (21) and
T =05+k2(r—08) 4+ 4r —06+0.5x2)2+20k72>1>b. (58)

This proposition demonstrates that the entrepreneur will default if y or 2717 is low enough
for P > 1. The interpretation for y is clear since when the cash flow y is sufficiently low,

the entrepreneur must inject additional cash to service debt repayment, ceteris paribus. At
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some trigger value, he prefers to default. There are two interpretations for z—/7. First,
Proposition 3 shows that consumption and diversion are positively related to z71/7. Thus, when
the entrepreneur’s consumption rate or diversion rate from managing the firm is sufficiently
low, he prefers to default, ceteris paribus. We may offer another more useful interpretation.
Proposition 5 below shows that wealth is an increasing function of z~1/7 since ¢ is a convex
function of z. Eliminating z~1/7, we can obtain the default region in terms of wealth w and
cash flow y. It is easy to show that holding y fixed, the entrepreneur may default when his
wealth level is sufficiently low.

We now turn to problem (52). Unfortunately, there is no explicit solution for the dual value
function ¢ (z,y). Since it is two dimensional and involves stopping times, it is not trivial to
solve ¢ (z,y) even numerically.” However, since we have derived the explicit default region in
Proposition 4, we can provide an explicit solution to ¢ (z,y) up to a numerical integration using
the first passage time distribution.

To this end, we define m(t; 271/, y) as the value of the risk neutral Brownian motion BtQ
for which the process (Y7, Zt)tzo hits the default boundary given in Proposition 4 for the first
time starting from the initial value (z,%). Then it follows from Proposition 4 that m(t; z=/7,y)

solves the equation

Xl%e(r—(S—%ag)t—&-aym(t;z*l/“i,y) i X2z—1/76(b—1)(—r+p+%n2)t—(b—1)nm(t;z*l/v,y) _ E’ (59)
r

where b = 1—1/. If oy and « have the same sign and ¢ > 0, then the left hand side of equation
(59) is monotonic in m(t; 2~ 1/7,y) and thus there is a unique solution for m(t; z=1/7,y). If oy
and k have different signs, however, the entrepreneur may never default because of the negative
correlation between the wealth and firm cash flow value and thus owning the firm serves as a
hedge against his investment in the stock market. From now on we will focus on the case where
oy and k have the same sign.

Let h(t;z~Y/7,5) be the probability density function for the first hitting time of the risk
neutral Brownian motion B? to hit the moving boundary m(t; z=1/7, y) (see Appendix B for

the computation of h(t; 2~'/7,%)). Then we have

90ne may use PDE methods.
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Lemma 3 The dual value function is given by

b
o(zy) = =03 P07 al—7) (5 -2) (60)

[e'e) b
—|-/ e—rt _ 772:_ (1 _ P_b(l_Sa)) e(b_l)(—7’+p+%HQ)t—(b—l)nm(t;zfl/V,y)
0 b

Y € U ) Wt 217, y)dt.

This characterization provides a simple formula for ¢(z,y) that is easy to compute numer-
ically. Lemma 3 also implies that ¢(z,y) is twice continuously differentiable in z. We can now

provide the solution to the primal problem.
Proposition 5 Before default, the utility-mazimizing wealth policy is given by
Wi =—¢,(z,Y), (61)
and the utility maximizing portfolio policy is given by
0r =072 (=) 26, (2, Vi) — 6., (21, V3) Yioyo ™. (62)

Equation (62) admits the usual interpretation: The first term represents the demand for the
mean-variance efficient portfolio, while the second term represents the hedging demand arising

from changes in the investment opportunity set induced by changes in the cash flow process.

C Initial Financing and Investment Decisions

So far, we have assumed that the entrepreneur has already made the investment and financing
decisions and the firm has been set up at date zero. That is, we have fixed the ownership o and
coupon rate c. We now turn to the choice of a and c¢. To do this, we first rewrite debt value in

(13) and equity value in (14) using the explicit default region given in Proposition 4.

Lemma 4 Given state (z0,Yo) = (2,y), coupon rate ¢ and ownership share o, debt value is

given by

D(z,y) = ; +/0 ot <I/(1 _ 7-0)%G(T*é‘*%O’g)t*f’o'ym(t;zfl/"f’y) _ ;) h(t; Zﬁl/v,y)dt, (63)
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and equity value is given by

E(zy) = (1-7) % a nRP(liw)/%lZi% - % + /OO et ( — %e(’”(s%”g)uraym(t;z%,y)
0

1R PA-9)/1-1,=% (b-2) (crpt )t~ (0-2)km(tz T ) 4 E) h(t; z%,y)dt] . (64)
T

Equation (63) states that debt value is equal to the present value of coupon plus the change
in value upon default. Equation (64) states that equity value is equal to the present value of
dividends plus the change in value upon default.

Using Proposition 5 and Lemma 4, we can rewrite the initial financing constraint as

(1 - a)E(f(w, y0)7 yO) + D(f(w’ yO)? yO) =I—-w. (65)

Given initial values of wealth w and cash flow yg, the entrepreneur chooses financing policy
(¢, &) to maximize his utility V(w,yo) subject to (65). As in the benchmark model, we will
focus on the interior solution when the net investment cost I — w lies between debt value and
firm value. Denote this solution by (¢, &) and the corresponding value function by 1% (w, o) -
We finally turn to the initial investment policy. The rational entrepreneur will compare
the optimal utility, V¢ (w + @) , obtained if he does not make the investment with the optimal
utility, 1% (w,yp) , obtained if he makes the investment. He makes the investment if 1% (w,yo) >
V@ (w + @) . Clearly, this investment rule under agency is different from the NPV rule in the
benchmark model. In particular, it depends on the entrepreneur’s preferences (v, a, ¢, and p)
and wealth (w and w), as well as the quality of corporate governance ¢. Thus, the agency conflict
between the controlling shareholder and the outside minority shareholders creates investment

distortions.
IV. Model Implications

In order to analyze the model’s quantitative implications, we first assign parameter values in a
base case model. We then conduct numerical comparative static analysis based on this base case
model. We choose input parameter values in all simulations below such that the entrepreneur

will optimally choose to invest and set up the firm.
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A A Base Case Parameterization

We consider an entrepreneur having the following set of preference parameters. As is standard
in the economics and finance literature, we set the entrepreneur’s risk aversion parameter v = 2.
Since there is no available information in the existing literature about the values of the other
preference parameters. We simply set the subjective discount rate p = 0.02, the preference for
diversion a = 0.05, and the elasticity parameter ¢ = 0.25.

We next calibrate parameter values for investments in real terms. We consider an investment
project with dividend rate ¢ = 0.035 and volatility o, = 0.30. We set the initial value of cash
flows yg = 1. The investment costs I = 21. The entrepreneur has initial total wealth wg = 2. He
contributes w = 1 and retains w = 1. Set the expected stock return g = 0.06 and the riskfree
rate r = 0.01. These values implies that the equity premium is 5%, which is close to the US
data. We also set the volatility of the stock return o = 0.2.

The tax advantage of debt captures both corporate and personal taxes and is set as 7. =
0.15. Liquidation costs (in percentage) are defined as the firm’s going concern value minus its
liquidation value, divided by its going concern value, which is measured by 1 — v within our
model. Using this definition, Alderson and Betker (1995) and Gilson (1997) respectively report
liquidation costs equal to 36.5% and 45.5% for the median firm in their samples. We simply
take the average, which is about 40%.

In summary, the parameter values are listed in Table I.

In Subsections B-E below, we will hold investment policy fixed and focus on the financing

polices only. We relegate the analysis of investment policies to Subsection F.

B Debt Value, Equity Value, Leverage and Ownership

In our present model, debt has default risk and bankruptcy costs. As usual, debt has tax
advantage. In addition, it also has two other kinds of benefits. First, increases in debt fi-
nancing raise the entrepreneur’s share of the equity and mitigate the agency costs from the
conflict between the entrepreneur/manager and outside shareholders. This can be seen from
the financing constraint (15). Holding equity value fixed, an increase in Dy crowds out equity
financing and raises ownership share «. This increase will lower the diversion rate by Lemma

1. The second benefit of debt is related to the free cash flow argument pointed out by Jensen
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(1986). Specifically, debt commits the firm to pay out cash, and hence reduces the amount of
free cash available to the entrepreneur to pursue perquisites. Thus, a utility-maximizing capital
structure can be obtained by trading off the bankruptcy cost of debt against the benefit of debt
discussed above.

We turn to the discussion of the determination of the ownership share. On the one hand,
a higher ownership share lowers diversion and hence lowers the agency cost of equity. On
the other hand, a higher ownership share exposes the entrepreneur to more equity risk. In
addition, it may exposes the entrepreneur to more default risk if he takes more debt. The
utility-maximizing ownership share trades off the risk diversification cost against the diversion
reduction benefit.

Because the parameters (v, a, ¢, p) describing the managerial characteristics influence man-
agerial behavior and hence the agency costs of equity, these parameters play an important role
in determining the firm’s capital structure and ownership structure. We will focus on the risk
aversion parameter v and the time horizon parameter p since other preference parameters are
hard to measure empirically. Figures la-f plot debt value, equity value, leverage, ownership
share, perk-equity ratio, and the fraction of initial wealth invested in the stock as functions of
risk aversion parameter v. When the entrepreneur is more risk averse, he invests less in the
stock market. In addition, he takes less debt in order to reduce the default risk. Thus, he must
rely more on equity financing, which lowers the leverage ratio.

We next turn to the effect of changes in the impatience parameter p. A higher value of p
implies that the entrepreneur is less patient or has a shorter time horizon. Figures 2a-f plot debt
value, equity value, leverage, ownership share, perk-equity ratio, and consumption-wealth ratio
as functions of p. These figures reveal the following. When the entrepreneur is less patient, he
consumes more and diverts more, thereby raising the agency cost of equity. Thus, he takes more
debt and less equity. We also find that the ownership share has a U-shaped relationship with p.
This result may reflect the following intuition. For low values of p, a less patient entrepreneur
prefers more diversification and hence a smaller ownership share is desirable, while for high
values of p, a less patient entrepreneur prefers more diversion and hence equity value becomes
low and thus he sells less outside equity.

We finally analyze the effect of changes in the quality of corporate governance. Figures 3a-f
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plot debt value, equity value, leverage, ownership share, perk-equity ratio, and the fraction
of initial wealth invested in the stock as functions of ¢. An increase in ¢ makes diversion
more costly. Thus, the entrepreneur will divert less. The decreased diversion raises equity
value and lowers the ownership share. Thus, the entrepreneur uses more equity financing
and hence leverage ratio falls with ¢. These results are consistent with the empirical evidence
documented by a number of studies. For example, La Porta et al. (2002) document that
better legal protection of outside shareholders is associated with higher equity value. La Porta
et al (1999) find that better legal protection of outside shareholders is associated with lower
concentration of ownership and control. Zingales (1994) reports that better legal protection of

outside shareholders is associated with lower private benefits of control.

C Credit Spread

Credit spread (¢/Dg—r) is an important measure of the risk structure of corporate debt.
Structural models of credit spread emphasize the importance of credit risk (Huang and Huang
(2003)). Our model suggests that managerial characteristics such as risk aversion and im-
patience is also important in determining credit spread. Figure 4a plots credit spread as a
function of . This figure reveals that credit spread has a U-shaped relationship with risk aver-
sion. The intuition is the following. Holding coupon rate fixed, when the entrepreneur is more
risk averse, he will default earlier to avoid the risk of large capital injection in the future and
hence debt value will be lower. This risk premium effect will raise the credit spread, ceteris
paribus. However, since the more risk averse entrepreneur perceives higher default risk, he will
take less debt in the sense that the utility-maximizing coupon rate decreases with risk aversion,
as illustrated in Figure 4b. This effect lowers the credit spread, ceteris paribus. The net impact
of the preceding two effects depends on the magnitude of the degree of risk aversion. For low
degree of risk aversion, the latter effect dominates, while for high degree of risk aversion, the
former risk premium effect dominates.

We next turn to the effect of the time horizon p. As discussed in the previous section, a
less patient entrepreneur takes more debt. This effect is illustrated in Figure 4c. Thus, the less
patient entrepreneur faces more default risk. This result implies that the credit spread of the
bond issued by his firm is higher, as illustrated in Figure 4d.

We finally analyze the effect of the quality of corporate governance gq. Figure 4e reveals that
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credit spread decreases with ¢. As discussed in Subsection B, when corporate governance is
stronger, the entrepreneur will divert less. Thus, equity value will be higher and debt value will
be lower. The entreprencur will also take less debt as illustrated in Figure 4f. Thus, default

risk will be lower, implying that credit spread will be lower.

D Effects of Financial Markets

In the benchmark model with perfect corporate governance analyzed in Section I1.B, the stock
markets do not influence the entrepreneur’s financing and investment decisions. Instead, these
decisions are determined by the riskfree rate and the characteristics of the project such as
volatility and payout rate. In contrast, with imperfect corporate governance, the stock markets
behavior influences the entrepreneur’s consumption and portfolio decisions and these decisions
in turn affect his investment and financing policies.

Figures 5a-f plot effects of changes in the market price of risk k on debt value, equity
value, leverage, credit spread, the consumption-wealth ratio, and the perk-equity ratio. These
changes could be due to changes in the expected stock return or in the volatility. An increase
in the market price of risk raises the consumption-wealth ratio and the amount invested in
the stock market. This result follows from the usual intuition in the standard Merton-style
consumption/portfolio choice model. In our model, Lemma 1 implies that diversion rate is
complementary to consumption. Thus, the entrepreneur will divert more if the market price
of risk is higher. Higher diversion will lower equity value and raise the agency cost of equity.
Thus, the entrepreneur will issue more debt to finance investment. This behavior leads to

higher leverage and hence higher credit spreads.

E Agency Costs and Net Worth

In our model, the agency conflicts between the entrepreneur and the minority shareholders
lower firm value relative to that in the benchmark model with perfect corporate governance.
As is standard in the literature, we measure agency costs by the relative change of firm value.
As analyzed in Subsection IV.B, the quality of corporate governance ¢, the stock market price
of risk, and the entrepreneurial risk aversion v and wealth level w and w affect firm value. Thus,
they also determine agency costs. As illustrated in Figures 6a-c, agency costs increase with

~ and x, and decrease with ¢g. This result is consistent with the economic intuition discussed
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earlier. Specifically, when the entrepreneur is more risk averse, he takes less debt and issues
more equity, thereby causing higher agency costs of equity. When the stock market price of
risk is higher, the entrepreneur consumes more and diverts more, causing higher agency costs
of equity. Similarly, when corporate governance is weaker, the entrepreneur diverts more and
hence the agency costs of equity are higher.

Note that the entrepreneur’s wealth is also important in determining agency costs. When
the entrepreneur contributes more to financing the investment cost, he relies less on the costly
external equity and debt financing, and thus agency costs are lower. We illustrates this result
by a simple example. Suppose the entrepreneur does not make any contribution in financing
the investment cost. That is, we set w = 2, and w = 0. Then we find the agency costs are given
by 1.76%, which is higher than the the number 1.28% in the base case model. These higher
agency costs also cause the entrepreneur to take more debt and less equity, thereby raising

leverage from 29% to 33%.'°

F Investment Policy

So far, we have focused on financing polices, holding investment policy fixed. We have found
that the model with agency conflicts can generate cross-sectional differences of capital structure.
We have also found that the model with agency conflicts may generate a leverage ratio higher
than the value-maximizing ratio in the benchmark model. For example, for the base case
parameters, the model with agency conflicts implies a leverage ratio of 29%, which is higher
than the value-maximizing ratio 23%.

We now turn to the analysis of investment policy. We will show that when the entrepreneur
can select investment projects, we can generate a leverage ratio lower than that in the standard
Leland-style model. Suppose that the entrepreneur can choose a lower cost investment, holding
everything else constant. Then the entrepreneur does not need to sell too many shares of
equity in order to finance the investment. Thus, he can hold a larger fraction of ownership
share, which lowers the agency cost of equity. As a result, he takes less debt. To illustrate this
intuition, we set I = 11 and hold other parameters in Table 1 fixed. We find that the leverage

ratio is now given by 20%.

10T he role of net worth in reducing agency costs and the transmission of monetary policies have been empha-
sized by the macroeconomics literature since Benanke and Gertler (1989).
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We finally analyze the situation where the entrepreneur can choose the scale of the invest-
ment. In our model, the investment scale is represented by the initial value yy of the process
Y. Suppose the investment cost is a convex function of yg. Economic intuition suggests that
the entrepreneur may overinvest in the sense that he chooses a level of investment scale less
than the value-maximizing level since he prefers to invest in order to pursue private benefits
of control. To illustrate this, we take a simple quadratic cost function I = 0.5Kvy8 + Ky,
where K, > 0 and Ky > 0 are cost parameters. We set K, = 30 and Ky = 5. For the base
case parameter values, we find that the utility-maximizing level of investment scale is given by

0.815, while the value-maximizing level is given by 0.819.

V. Conclusion

Conflicts of interest between insiders such as entrepreneurs/managers or controlling share-
holders and outsiders such as minority shareholders are central to the analysis of modern
corporation. Based on this view, we provide a dynamic contingent claims model of investment
and financing policies under agency conflicts. The key insight of the model is that manage-
rial /entrepreneurial characteristics such as risk aversion, impatience, corporate governance,
and financial markets play an important role in determining equity value, credit spread, cap-
ital structure, ownership structure, and investment policy. In addition to generating results
consistent with existing empirical evidence, we provide many novel predictions regarding the
cross-sectional determinants of financial structure and credit spread. In particular, we show
that a more risk averse or a more patient entrepreneur issues less debt and more equity. In
addition, managerial risk aversion has a U-shaped relationship with credit spread. We also
show that better corporate governance is associated with higher equity value, lower leverage,
less concentration of ownership, and lower credit spread. Our model can also generate a low

leverage ratio and high credit spread as observed in practice.
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Appendices

A Proofs

Proof of Proposition 1: The results can be easily derived as the special case of the solution
in Section III with ¢ = 1. One can also derive the results from Leland (1994) or Goldstein et al
(2001). Q.E.D.

Proof of Proposition 2: It follows from simple algebra and the solution is identical to

Merton (1971). Q.E.D.
Proof of Lemma 1: It follows from (45). Q.E.D.

Proof of Proposition 3: Use the first-order condition for the problem (47) subject to (48)

to derive optimal consumption. Optimal diversion then follows Lemma 1. Q.E.D.

Proof of Lemma 2: We use the strong Markov property to derive
Ty
E [ / e Pt (P*b(I*‘P){L (z) + a(l — 7o) (Y — c)zt> dt + epngzSd(sz)] (A1)
0
- E [/ e rt (P—b“—w)a (z2) + (1 — 7o) (Y; — c)zt) dt]
0
e}
-E [/ Pt <P—b(1—<p)a (zt) + a(l —70)(Y: — c)zt> dt} —E [e‘pTdna(sz)]
T
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for (Yo, 20) = (y,2). Q.E.D.
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Proof of Proposition 4: Define three new processes

Xi() = all-7o)sa, (A.3)
1
Xo(t) = a(l—TC)gY}zt,
b
X3(t) = n%t (1—P*b(1*%0)).

They are geometric Brownian motion processes and satisfy the dynamics

dX1(t) /X1 (t) = —(r—p)dt—rdB;, (A.4)
dXy (t) /X2 (t) = (m, — (r—p) — koy) dt + (o — k) dBy,

b(b—1
dXs(t) /X3 (t) = (—b (r—p)+ %ﬁ) — brdB;.
We can rewrite the stopping problem in Lemma 2 as

mac 7 [~ (X (1) — X (1) — X5 (1)] (A.5)

This problem has been studied by Hu and Oksendal (1998). The idea is to solve two independent
stopping problems separately

H%%XE [e_pTd (X1(t) — X2 (¢))] and I%%XE [e_"Td (X1 () — X3 ()] - (A.6)

Each problem is similar to McDonald and Siegel (1986). The two stopping regions can be easily

derived as
{(:1:1,:1:2) € ]RfL txy > ,ulzxg}, (A.7)
{(:1:1,:1:3) € ]RfL Tx > ,ulgxg}, (A.8)
where
Hi2 = %> H13 = %7 (A.9)
and
Ny = % B /-wygg I, N \/<% B /-wyU; My>2 . 2 (r— ;;y;L /@'o’y)' (A.10)
y y y
e gl (- ) M b
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By Theorem 4.7 of Hu and Oksendal (1998), we conclude that the default region is given
by
{(ZL‘l, To,T3) € Ri DX > oo + u13x3} . (A.12)

Using the definition of ¢ (4) and b = 1 — 1/, we can simplify the above expressions after some

algebra to obtain the results in Proposition 4. Q.E.D.

Proof of Lemma 3: Define
T, Z%d —b(1—) Yr, ¢
G(y,z) =E |e P —nT(l—P “’)—a(l—TC) < )| (A.13)
r

for (Yp, z0) = (v, z) and the optimal stopping time 7. Then using the risk neutral measure @

and the expressions for z; and Y;, we can rewrite G as

b Q
G(y,z) = EY [eer ( _ 77% (1 _ be(lﬂp)) DT pt 5Ty (b= 1) BE,

Q
—a(l—10) <%6(T—5—%0’§)Td+0'yBTd _ E) Z)] . (A.14)

Then the claim follows from the fact that B% = m(Ty; 2=, y) by equation (59) and T} has
density function h(t; 2='/7,y). Q.E.D.

Proof of Proposition 5: Use the first-order condition for (52) to derive Wy = —¢, (2, ;) .
Apply Ito’s Lemma to this equation and match the resulting diffusion coefficient with that in

equation (9) to derive (62). Q.E.D.
Proof of Lemma 4: The proof is similar to that of Lemma 3 and hence is omitted. Q.E.D.

B Derivation of Density h (¢; 2, y)

By Durbin (1985), the first passage time density function h(t) (omitting (2~/7,%)) for nota-
tional simplicity) of the Brownian motion BtQ of the moving boundary m(t) can be solved using
the following integral equation
t £ —
b =me)+ [ (w0 - “E=E) ralancsis (B.1)
0

t—s
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where
Ftls) = —me HEE (8.
) = ——¢ —s )
27t — s)

is the conditional density function of BtQ at m(t) given that BY = m(s), and

ha(t) = ’@ - m'(t)' \/%e—’"é’f . (B.3)

In the case where m(t) is affine in ¢, obviously we have h(t) = hi(t). Therefore, hi(t) can be
a good approximation when m(t) is close to be affine. In the general case, one can perform

iterative integration using equation (B.1) by first setting h(t) = hi(t).
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Table I. Base case parameter values

Risk aversion
Preference for diversion
Elasticity

Discount rate
Dividend rate
Volatility

Initial value
Investment cost
Initial retained wealth
Contributed wealth
Riskfree rate

Stock volatility

Stock return
Bankruptcy cost
Corporate tax rate
Quality of governance

v =2
a=0.05
p =0.25
p = 0.02
6 =0.035
oy =0.3
yo=1
I1=21

w =

W =

r =0.01
oc=0.2
w=0.06
1—-v=04
7. = 0.15
q=20.5
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Figure 1: The effects of Risk Aversion. Figures la-f plot debt value, equity value, lever-
age, ownership share, perk-equity ratio, portfolio weight as functions of risk aversion parameter

~. Input parameter values are based on Table 1.
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Figure 2: The effects of Time Discount Rate. Figures 2a-f plot debt value, equity value,
leverage, ownership share, perk-equity ratio, consumption-wealth ratio as functions of the time

discount rate parameter p. Input parameter values are based on Table 1.
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Figure 3: The effects of Quality of Corporate Governance. Figures 3a-f plot debt
value, equity value, leverage, ownership share, perk-equity ratio, portfolio weight as functions

of the quality of corporate governance ¢. Input parameter values are based on Table 1.
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Figure 4: Credit Spread. Figures 4a-b plot credit spread and coupon as functions of ~.
Figures 4c¢-d plot credit spread and coupon as functions of p. Figures 4e-f plot credit spread

and coupon as functions of ¢. Input parameter values are based on Table 1.
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Figure 5: The effects of Financial Markets. Figures 5a-f plot debt value, equity value,
leverage, credit spread, consumption-wealth ratio, and perk-equity ratio as functions of the

Sharpe ratio k. Input parameter values are based on Table 1.
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Figure 6: Agency Cost. Figure 6a-c plot agency costs as functions of «, ¢, and &, respec-

tively. Input parameter values are based on Table 1.
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