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Abstract

This paper studies the provision of incentives to reallocate capital when
managers are reluctant to relinquish control and have private information
about the productivity of assets under their control. We show that when
managers get private benefits from running projects substantial bonuses are
required to induce managers to declare that capital under their control is less
productive and should be reallocated. When aggregate productivity and hence
the number of projects is low and fewer managers are required to run projects
such bonuses would leave managers with unnecessary rents. This means that it
is more costly to induce reallocation and thus less capital is reallocated. From
the investor’s perspective, capital is more illiquid in bad times since too much
of the gains from capital reallocation would accrue to managers.
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