Econ 452

Moral hazard 3


Moral hazard, continued:

Spse three possible outcomes, still only two levels of 

effort; what happens now?

· rank outcomes so 
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1. Limited liability: (so A r.n.)

  - to induce high effort (
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), P must solve
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& incentive constraint:
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& limited liability constraints: 
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To solve?

1. Incentive constraint → participation constraint 

satisfied. (why?)

2. Let 
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 be constraints on incentive 

constraint and limited liability terms, respectively.

FOC for 
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We know: incentive constraint will bind, so at least one 
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 will be strictly positive.  More than one?  Which one?

If 
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If  
[image: image27.wmf], then A will receive a positive transfer only in one "state" (only for one value of q).

Which one?  Which outcome provides most convincing evidence that A has exerted high effort, 
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· value of i for which 
[image: image30.wmf] is largest.

So: with two levels of effort, and distinct ratios of 
[image: image31.wmf], there will be two levels of payment - a bang-bang payment scheme: 

· 
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[image: image34.wmf] is largest; and 

· 
[image: image35.wmf]0

i

t

=

 (the limited liability lower bound) for 

both of the other two outcomes.

NB: recall still dealing with case where agent is r.n. 

So: "the agent is rewarded in the state of nature that is the most informative about the fact that he has exerted a positive level of effort" (LM: p 164)

Can interpret 
[image: image36.wmf] as a likelihood ratio - A is rewarded on the basis of a maximum likelihood ratio test!

Further: if 
[image: image37.wmf] is nondecreasing in i, so the probabilities of higher outcomes satisfy the monotone likelihood ratio property (MLRP), then the second best payment to the agent may be chosen to be nondecreasing in q
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