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Introduction

Financial intermediaries are associated with superior 
information. Examples of informed financial agents are private 
equity firms which rely heavily on information acquisition and 
monitoring. A monitoring agent can monitor the firm to make sure 
the firm operation is in check so that the firm. extracts a minimum 
level of value. However, there can be harder monitoring in place 
so that the entrepreneurs extract the highest level of effort or the 
probability of success is improved using the expertise of private 
financiers. At the extreme, a private financier can change the 
management and operation structure of the firm.

For instance, private equity is based on improving the 
management team and reducing the frictions and risks within 
the firm (Bacon et al. (2012)). The role of monitoring has been 
studied extensively in literature. Holmstrom and Tirole (1997) an 
important contribution that considers financial intermediaries 
who can monitor projects to keep the entrepreneurs in check but 
do not consider a value improvement from the monitoring agents. 
In Diamond (1991) also considers the interaction of reputation 
and bank monitoring and a choice between public placement and 
bank debt. In Diamond (1991) the role of monitoring is acquiring 
information for the entrepreneur’s choice of action and there is no 
value improving role (which can be the case in reality for banks). 
It worth to note two different forms of monitoring: soft and hard 
monitoring. The term “Soft Monitoring” refers to the case where 
the entrepreneur’s private benefits of shirking are reduced by, as 
a usual example, a monitoring bank. I refer to “Hard Monitoring” 
to the case where not only the entrepreneur is disciplined but the 
firm value is improved to its maximum possible level by improving 
the risk and management structure within the firm. Moreover, 
when a firm is under intense monitoring, the financier can pour  

 
more capital to the firm to benefit from the high expected growth. 
There is a public belief that financial institutions can exploit public 
markets as they informed agents has access to superior information 
and vast amounts of capital. If this hypothesis is correct, the finance 
sector should grow disproportionately compared to the public 
sector, which is indeed the case as confirmed in Philippon and 
Reshef (2012) and Philippon (2015). Rent-seeking is a known and 
simple mechanism that can lead to higher rents for informed agents. 
Informed intermediaries can invest in the best projects to make 
positive rents and leave the uninformed with low-quality projects 
(Bolton et al. (2016)). An important question in this context is the 
value of financial markets for the society.

There is indeed a positive role of the finance sector for social 
surplus as well. This positive role was probably the first reason the 
finance sector evolved. Financial sector can direct capital to the 
best projects and more importantly provide a scale for investment. 
Therefore, there is a direct effect of private financing for the social 
surplus. In this note, I discuss how there can be also indirect effects 
of private financing for social surplus. The private financing sector 
is equipped with a monitoring technology that can boost the 
pledge able income and prospect of success within a firm. This can 
increase the profits and value in the private sector by improving the 
management and financing capacity of the firms managed by the 
private equity sector. Noe, let’s explain the indirect positive role of 
private equity in simple terms. If there is a pool of firms, the private 
equity agent can improve the value in the firms that were shocked 
by bad management. Thus, private financing can lead to a pool of 
low-risk firms for the public investors which would translate to 
more financing as now the uncertainty of investing in the pool is 
reduced. This mechanism ensures that private equity has a positive 
indirect effect for the public market as well by making it less-
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risky and the pool of firms more high quality in the public market. 
Therefore, there can be a good face for private financiers and this 
is how a private profit-seeking activity can lead to higher social 
surplus both in private and public markets. For future research, one 
can look for empirical dependency of private and public markets 
to quantify how there can be spillover effects of private financing.
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