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Abstracte This paper explores different kinds of agency problems associated with
liquidity management. A manager with an excess liquidity faces the following two
agency problems; he can pursue private benefits by investing more than the require-
ment level or he can, and has an incentive to, retain more liquidity and divert it.
We show that investors can control these agency problems by setting an optimal
wage contract and governance intensity. We also explore the case of a takeover
which aims to confiscate excess cash, and see how the government system is affected.
We show that the possibility of takeover reduces the governance intensity.
Moreover, even though a takeover defense reduces social welfare, the less liquidity

the reinvestment requires, the stronger the investors attempt a takeover defense.

Key words liquidity, free-cash-flow hypothesis, takeover defense.
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