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[0 O 1 Corporate Governancel] [1 In 19321 Berle and Means wrote a pathbreaking bookdocumenting the
separation of ownership and con-trol in the United States.111ey showed that share-holder dispersion creates
substantial managerialdiscretionJ which can be abused.This was the start-ing point for the subsequent academic
thinking oncorporate govemance and corporate finance.Sub-sequently(] a number of corporate problems
aroundthe world have reinforced the perception that man-agers are unwatched.Most observers are now
seri-OUSIly concerned that the best managers may not beselected

and that managersC] once selected] are notaccountable.[J [J Thus.the premise behind modem corporate fi-nance
in general and this book in particular is thatcorlclorate insiders need not act in the best interestsof the providers of
the funds.This chapter’ s firsttask is therefore to document the divergence of in-terests through bom empirical
regularities and anec-dotes.As we will see[] motal hazard comes in manyguisest] from low effort to private benefits
[ from inef-ficient investments to accounting and market valuemanipulations(] all of which will later be reflected
in the book’ s theoretical construct.[] [ Two broad routes can be taken to aUeviate in-sider motal hazard.First

O insiders’ incentives may bepartly aligned with the investors’ interests throughthe use of performance-based
incentive schemes.SecondU] insiders may be monitored by the currentshareholders(or on their behalf by the board
ora large shareholder) by potential shareholders(ac-quirers raiders)J or by debtholders.Such
monitoringinduces Interventions in management ranging frommere interference in decision making to the threat
ofemployment termination as part of a shareholder-orboard.initiated move or of a bankruptcy
process.Wedocument the nature of these two routes[] which playa prominent role throughout the book.Chapter 1
is organized as follows.Section 1.1sets the stage by emphasizing the importance ofmanagerial accountability.Section
1.2 reviews var-ious instruments and factors that help align man-agerial incentives with those of the firm

[0 monetarycompensationd implicit incentives[] monitoring[] andproduct-market competition.Sections |.3-1.6
aria-lyze monitoring by boards of directors[] large share-holders[]

raidersC] and banks[ respectively.Section 1.7discusses differences in corporate governance sys-tems.Section 1.8
and me supplementary sectionconclude the chapter by a discussion of the objec-tive of the firmd namelyd whom
managers shouldbe accountable to.and tries to shed light on thelong-standing debate between the proponents of
thestakeholder society and those of shareholder-valuemaximization.
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