The Agency Problem: Effort Choice

Example 2. Assume that the set of feasible effort levels is [0, 1], and that
the cost of effort is c(e) = e/2. Revenue X takes two values x; = 4, and
xo = 8 with probabilities p(e) and 1 — p(e), where p(e) = (2 — ¢e) /3.
|[dentify the optimal contract assuming that u = 1, and

(a) w(z) = z and u(w) = /w,
(b) 7(2) = v/z and u(w) = fw,
(c) m(z) = /z and u(w) = /w.
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