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		Abstract

		This paper studies self-enforcing stochastic monitoring in a model of investment and production. The optimal contract leads to debt-like and equity-like claims on the firm which are held by symmetrically informed outside investors, and rationalizes the separation of these claims in order to efficiently generate the correct monitoring incentives. Self-enforcing monitoring leads to misreporting in equilibrium. While stochastic monitoring means that the failure to repay the face value of the debt can lead either to monitoring and "bankruptcy", or the acceptance of a reduced payment, which corresponds to a settlement agreement. 
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