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ABSTRACT

In this paper, we demonstrate that information asymmetries within a firm along with managerial
entrenchment concerns can jointly result in equity finance at the equilibrium . Under some specific
circumstances, a partially separating equilibrium is obtained. That is, talented managers with low relocation
cost will choose debt finance, talented managers with high relocation and untalented managers will choose
equity finance. The basic motivation for these behaviors is that managers choose debt finance for profit sharing
and managers choose equity finance in order to entrench themselves. Further, we find managers' ownership
share will affect the choice of capital structure. A proportion of management ownership can be found at
which managers are indifferent about whether to entrench themselves or share profits. Finally, we present
several empirical implications of our analysis.

Keywords: entrenchment, relocation cost.
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