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Moral Hazard — Limited Liability (and risk-neutral agent)

Suppose 8 s cenvex  inc /wi/\z7

® continuum of effort choices e € E = [0, 1]

® two possible outputs 7 € {0,7} with P[r =7le] =e and Pl[r=0]|e]=1—c¢
® risk-neutral agent: v(w) = w

limited liability: w(7) > 0

The principal solves

max {e(m —w(m))+ (1—¢€)(0—w(0))} such that

e,w(0),w(T)
e € argmax {'w(m) + (1 — €)w(0) — c(e')} (1C)
e w(m) + (1 —e)w(0) — c(e) > 0, (IR)
w(m) 20, w0) 20 pues ity (LL)
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Moral Hazard — Risk sharing

Suppose FOSD
® binary effort choice e € E = {eg,en} with e, < ey
® output m € [m, 7| with distribution F(-|e) satisfying F(w|er) < F(wler) for all m
® risk-averse agent: wv(w) increasing and strictly concave
e effort cost c(er) =0 and c(ey) =cy >0
Principal solves ©
max / (m —w(m)) f(w|le)dm  such that
T

ec{er,ep}tw() Jo

e = argmax /7r v(w(m)) f(m|e') dm — c(€’), (1C)

e'elep,egt/m

[ v @) frle)dm — e0) 2 0 (IR)
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Principal solves / (r—

T ¢ = argmax v (w(r)) f(r|e)dm — c(e)), el
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1R /» v(w(m)) f(mle)dr —cle) >0
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Moral Hazard — Risk sharing — example with binary effort

Example: (=0
® [x, 7] = [0,1] with distribution f(wler) =2 — 27 and f(mwleyg) =1 for all =
* v(w) = log(w)

What is the optimal wage rule w(m) to implement er,?

W) = [ -
e =

&

V) - b= © - v - L

c
L
What is the optimal wage rule w(m) to implement eg? = ag o 1&@0%!0/1 DVL 7/,/0/ e

oy 7 (12 )

= /J(\ - 24“7/217)»()# = Y+ ow-)
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