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This paper provides a �rst study of the optimal design of active

monitors' exit options in a problem involving a demand for liquidity

and costly monitoring of the issuer. Optimal incentives to monitor the

issuer may involve restricting the monitor's right to sell her claims on

the �rm's cash-�ow early. But the monitor will then require a liquidity

premium for holding such an illiquid claim. In general, therefore, there

will be a trade o� between incentives and liquidity. The paper

highlights a fundamental complementarity between speculative

monitoring in �nancial markets (which increases the informativeness

of prices) and active monitoring inside the �rm: in �nancial markets

where price discovery is better and securities prices re�ect the

fundamentals of the issuer better, the incentive cost of greater liquidity

may be smaller and active monitoring incentives may be preserved. The

paper spells out the conditions under which more or less liquidity is

warranted and applies the analysis to shed light on common exit

provisions in venture capital �nancing.

*

Oxford University Press uses cookies to enhance your experience on our website. By selecting ʻaccept 
agreeing to our use of cookies. You can change your cookie settings at any time. More information can
our Cookie Policy.

javascript:;
https://doi.org/10.1007/s10679-004-2542-0
javascript:;
https://global.oup.com/cookiepolicy/?cc=gb


Subject:  Corporate Governance, Macro Finance

Issue Section:  Articles

Oxford University Press uses cookies to enhance your experience on our website. By selecting ʻaccept 
agreeing to our use of cookies. You can change your cookie settings at any time. More information can
our Cookie Policy.

https://academic.oup.com/rof/search-results?page=1&tax=ReviewofFinance/3
https://academic.oup.com/rof/search-results?page=1&tax=ReviewofFinance/41
https://academic.oup.com/rof/search-results?f_TocHeadingTitle=Articles
https://global.oup.com/cookiepolicy/?cc=gb

