Example 3'. Consider an agency problem in which 7 (z) = z, u(w)= V/w,

c(e) =ve, and u = 1. Effort may be either’e = 0 or e = 1, and it is not
verifiable. Revenue X takes three values x; = 4, x, = 8 and x3 = 18 with
probabilities p;(e) = (2 — e) /3 and py(e) = 1/3, respectively. Identify the
optimal contract. (Hint: wy =1/4 wy =4, w3 =49/4, A\ =4, u=3.)
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