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The agency problem and personal guarantees through business

succession

TSUSHIMA Koichi

Business Succession Lab.

Abstract

The theory of agency views a corporation as a nexus of a set of contracting relationships among
individuals, composed of multiple and varied agency relationships. A similar perspective should be
considered in research on business succession. Attitudes toward a firm's optimal capital structure can
explain how agency relationships involving equity capital and debt influence each other and thus
restrict managers. For business succession at Japanese small- and medium-sized enterprises (SMEs),
this thinking is applicable to agency relationships between shareholders and the management as well
as between banks and the management.

Personal guarantees particularly have a major impact on controlling and eliminating agency issues
between shareholders and the management, and, as such, guarantees are bonding costs that the
management bears for the bank. Personal guarantees are an extremely long-standing business
practice that places a major burden on the management. In addition, although discussions aimed at
the revision of personal guarantees have recently made some progress, getting the management to
personally guarantee corporate debt is still considered reasonable; therefore, this burden is not likely
to be alleviated in the future.

Providing personal guarantees is highly important for managers. Even if a firm has other major
shareholders, personal guarantees exert a strong impact on agency relationships between major
shareholders and the management. In other words, when the management gives a personal guarantee,
the agency relationship between the bank and the management will control agency issues between
shareholders and the management.

This paper surveys the extant literature and conducts interviews on this topic. We cite cases in
which managers provided personal guarantees, and their relationship with the bank led to the control
or elimination of agency issues with shareholders. These cases show that when using the theory of
agency to explain business succession at Japanese SMEs, agency relationships between banks and the

management strongly influence the agency relationships between shareholders and the management.
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the theory of agency, personal guarantee, management, shareholders, bank
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