
The Agency Problem: E§ort Choice

Example 2. Assume that the set of feasible e§ort levels is [0, 1], and that
the cost of e§ort is c(e) = e/2. Revenue X takes two values x1 = 4, and
x2 = 8 with probabilities p(e) and 1 p(e), where p(e) = (2 e) /3.
Identify the optimal contract assuming that u = 1, and

4 (2 e) /3+ (8) (1 (2 e) /3) = 4
3e +

16
3

(a) (z) = z and u(w) =
p
w , and

(b) (z) =
p
z and u(w) = w .

(c) (z) =
p
z and u(w) =

p
w .
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Solution

E(X(e)] = p(c)x ,
+ (1 - p(a))X

,
E) E(X(e)] = E (16 + he]

(c) The OptimaL WaGE Contact IS
,

in This Case
,

A FIx WasE se)
,

WHERE /el 2LVES The Pe Ecuaton

-

u(w) = C(e) + 2 () (v = E + 1( > () = (E + 1)2

HENCE
,
The OPTIMAL EFFORT SOLUEs

MaX & (1s + be) - (2 + 1)2
2e[0 . 17

That is
, ed So LVES

4
-

C
- 1 = 0 E) 2 = - leet- - -

3 2

The otmal contratis let
,
wa = 15 .

(**).



1) In This case The opmimal wage contract is a Franchese
,

ANY THE LEVEL Of EFFOR SOLVES THE PROBLEM

mY

eco . 17
31 = E(Xe)- The

Hence

10 , -1) 1f B < z

(e0 , ylea) = (e, )Feeco . 15 B = *E 11
, 25 -Ep) if > 7 .

-

↓



() Tie optimal wage contract =In , in is te solution to The system

Eu(w) = ((d) + 1 pleit + (1 -ple) = E +W ( I

# Es &
X

,

- w2

Socios
-

~, (e) = 4 + f(c) ,
wzle = 0 + zg(a) ,

# HERLE

(1002 + 11)e4 - (148 -272)2 - 1798 + 368)2 + 1798 - 2168)e + 152
- 1442

g(a) =- -

(22 + 16 - 4)2

HENCE

En (X(2) -w(el) = p(es + (1 -p()B-e

=> ple)E + 11 - p(a) Eage
= [p(e) + ve(1 -p(a)]V



A NOMENCAL SOWTON TO The EquaMon

& ([p(e) + =(1 -p())) a) = -

is

2 = 0
.

74
,

w
,
/et =

4e2
.

78
, we = 8 - 2/2 .78)

.


