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Abstract

This thesis asks about the value of information for providing incentives in principal agent
models with hidden action and limited liability. The classical literature deals with infor-
mation in the form of signals that the principal (and the agent) receive after the agent’s
effort choice. It shows that such signals are beneficial if and only if they are informative
about the agent’s effort. In contrast to these papers, the first three chapters deal with sit-
uations where the principal and the agent observe the signal realization before the agent’s
effort choice. The fourth chapter considers ex post information.

Chapter [I] endogenizes the timing of the signal and asks whether the principal prefers the
agent to receive an additional signal before or after the agent chooses his effort. For deci-
sion problems it is well known that ex ante information is (weakly) beneficial. I show that
there is no difference between incentive and decision problems if the signal is uninforma-
tive about the agent’s effort. In contrast, if the signal is informative ex ante information
does strictly worse.

Chapter [2] assumes that the signal the agent observes is the output of a colleague. It
identifies a positive effect that acts on the incentives of this colleague and interacts with
the effects from Chapter 1. This can make ex ante information optimal even when the
colleague’s output is informative. I relate these findings to the organizational structure of
a firm and its internal transparency.

Chapter 3] keeps the timing fixed and asks whether the principal benefits from an additional
signal that the agent observes before his effort choice. My finding that such additional
information is not always beneficial contrasts with the classical result that more (ex post)
information is (weakly) better.

Chapter [ considers ex post information and asks how the principal’s desire to receive
more information about the agent’s effort leads to inefficient job assignments. A simple
trade-off between incentive provision and job assignments explains the Peter Principle and

delivers predictions consistent with empirical evidence from personnel economics.
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Introduction

This dissertation studies principal agent models with asymmetric information, and
herein the subclass of models with hidden actions (Mirrlees 1999, Holmstrom 1979,
Holmstrom 1982, Gjesdal 1982, Grossman and Hart 1983, Jewitt 1988). In these
models one party — the agent — can undertake an action (here: provide effort) which
is costly to him. Which action he chooses is unobservable to the other party — the

principal. The agent’s effort influences stochastically the principal’s revenue.

As the agent’s effort choice is unobservable, the principal designs a compensation
scheme which gives incentives for the agent to provide a certain effort. Such a
scheme typically conditions on the ex ante uncertain revenue — concentrating higher
rewards in states where it is more likely that the agent provided a certain effort.
Assuming that the agent is risk averse and the principal risk neutral this creates a
trade-off between providing incentives and insuring the agent. The implication is
an inefficiently low effort. With a risk neutral agent this trade-off vanishes and the
principal implements the efficient effort. Introducing wealth constraints however —
which imply that the agent is infinitely risk averse — restores the trade-off (Innes
1990, Kim 1997). In this thesis I consider such risk neutral and wealth constraint
agents.

An important question is whether there are ways to alleviate the moral hazard
problem by reducing the principal’s costs for implementing a certain effort. One
possibility identified in the literature is to make use of additional signals that contain
information about the agent’s effort: the sufficient statistic result of Holmstrom
(1979) and Holmstrom (1982). Another is using more informative systems in the
spirit of e.g. Blackwell (1953) or Lehmann (1988), where one has to adjust these

concepts to the principal agent framework (Grossman and Hart 1983, Gjesdal 1982,
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Kim 1995, Jewitt 2006)E| While most of these papers deal with risk averse agents,
I show that Holmstrom’s (1982) sufficient statistic result holds in a similar mannexﬂ
for risk neutral and wealth constraints agents — i.e., in the setting used throughout

the thesis.

This sufficient statistic result, which many state as “more information is better”, is
the conceptual starting point of my thesis. My work examines further the circum-
stances in which it holds. Recent papers showed that more information is not always
better when contracts are incomplete (Cremer 1995, Meyer and Vickers 1997, Dewa-
tripont, Jewitt, and Tirole 1999, Prat 2005) or information is asymmetric (Baiman
and Evans 1983, Penno 1984, Baiman and Sivaramakrishnan 1991, Amaya 2005). I
consider a setting where contracts are complete and contracting is under symmetric
information. What I change in the first three chapters is the timing of information:
the agent may observe the signal realization before his effort choice.

There are many practical examples where the agent can do so, or where the
principal can choose when if he does so. Take two agents working together in a
firm. Do they share an office and discuss their results? Then the agent has a good
idea about the performance of his colleague before he himself starts working on a
(new) project. And this performance can be an informative signal. The principal
however can influence the agents’ interaction, and thus the knowledge they obtain
about each other, e.g. by allocating them to different offices or organizing meetings
between different departments of the firm. Hence, it seems to be an important
question for the design of organizations to study the impact of such ex ante
information on the optimal timing of information and on incentives.

The first three chapters deal with these topics: Chapters 1 and 2 ask whether
early information revelation is beneficial. Chapter [3| keeps the timing fixed and

asks whether more information — in the sense of an additional informative, ex ante

!There is a difference between statistical decision problems and principal agent models: in
the former, the decision maker estimates some unobserved variable; in the latter, the unobserved
variable is chosen by the agent and the principal wishes to implement a certain level of that variable.

In equilibrium the principal knows which effort the agent has chosen.

2The information concept differs slightly for risk neutral and wealth constraint agents, but

satisfies what Demougin and Fluet (1998) define as “mechanism sufficiency”.



observable signal — is better. Chapter [4 shows that the principal’s desire to extract
more information about the agent can lead to an inefficient assignment of agents to
jobs.

Before I describe in more detail the topics of these chapters, I should clarify
the terms ex ante, ex post, and intermediate information. Ex ante information
refers to cases, where the agent receives information before signing the contract
and before his action choice. Intermediate information refers to cases where
he receives information between these two stages, and ex post information to
those where information is received after these two stages. Because I will show
later that intermediate and ex ante information are equivalent in my models,
I subsume under “ex ante information” all cases where signals are observable
before the effort choice. The case of ex post information is equivalent to a sit-

uation where the agent never observes the signal, as long as information is verifiable.

In Chapter [I| (based on Nafziger (2007a)) I endogenize the point in time where an
agent observes the realization of an additional signal: before his effort choice or
after it. Compared to the ex post information case, ex ante information allows the
principal to tailor the agent’s effort level to the realized state, which may increase
her revenues. This is in contrast to the incentive side: implementation costs are
strictly higher if the agent receives ex ante information — given that the signal is
informative about effort.

This result shows the distinguishing features between the optimality of ex ante
information for incentive and decision problems. First, it emphasises that the
relevant information concepts differ for them: for incentive problems it matters
whether the signal is informative about the agent’s effort; for decision problems
it matters whether there are gains from tailoring effort to the state of the world.
Second, and this is the contribution of the chapter, it shows that in contrast to
decision problems where ex ante information can never harm (the decision maker
can simply ignore it) it can harm for incentive problems. Here one cannot ignore

the information as it changes the agent’s incentives.

Chapter [2| (based on Nafziger and Ludwig (2007)) builds on the analysis of
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Chapter . The signal realization is now the output of another agent (“the
colleague”). This is an important extension to apply the topic of this thesis to the
design of organizations. The principal can influence the point in time when the
agent receives information about the colleague’s output, for example through the
allocation of agents to offices. While the analysis for revenues and implementation
costs of the agent are the same as in Chapter [1| (where ex ante information was
simply a signal), there is now a strategic effect that acts on the incentives of the
colleague. This can make ex ante information optimal also from the incentive
side — but only if the agent’s outputs are informative about each others effort.
I argue that such a situation is likely when agents work on similar tasks, as
e.g. in a firm structured according to the U-form. Thus, the results of this chap-

ter can shed some light on the consequences of the organizational structure of a firm.

So far I compared ex post with ex ante information, i.e. 1 asked when the
principal wants the agent to receive information: ex ante or ex post. The
next step is to derive the value of ex ante information, i.e. to ask whether the
principal likes to acquire an additional signal about the agent’s effort — given
that she and the agent can observe it before the agent’s effort choice. This is
the aim of Chapter [3| (based on Nafziger (2007b)). Here I want to see whether
Holmstrom’s (1979) sufficient statistic result — which shows that an additional
(ex post observable) informative signal is beneficial — carries over to the case
where the signal is observable before the agent chooses his effort. As I show,
observing only the agent’s output in some circumstances leads to strictly lower
implementation costs than observing in addition an informative signal before the
agent’s effort choice. That is, there are circumstances where the additional infor-

mative signal is harmful. This is in contrast to the classical sufficient statistic result.

Chapter [ differs from the previous three: it considers ex post information, keeping
the timing of the information fixed. I vary, however, the degree of informativeness.
The first part of this chapter (based on Koch and Nafziger (2007)) builds on the
idea that more (ex post) information reduces implementation costs. However, given

that the principal has the choice between two different output systems, the more
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informative one need not generate higher revenues. I illustrate this with the example
where a principal assigns agents with different abilities to one of two jobs. One is
a high skill job and one is a low skill one. The model explains why resulting job
assignments are often inefficient: if a less talented agent succeeds in a high skill job,
it is very likely that he provided high effort. Stated differently, the output of a low
ability agent is more informative in a high skill job than in a low skill one. This
increase in information reduces implementation costs; and the reduction in imple-
mentation costs can outweigh the drop in revenues that a low skilled agent generates
by being placed in a high skill job.

The second part of this chapter (based on Nafziger (2006)) also considers job assign-
ments, but in a different setup from the rest of the thesis: the principal has better
information about the agent’s type than the agent himself. The aim is to keep the
extrinsic motivation constant across jobs and show that differences in the intrinsic
motivation can also explain inefficient job assignments. Through the job assignment
rule the principal signals to the agent what she knows about his type. This in turn
influences the intrinsic motivation of the agent. The principal tries to boost this

intrinsic motivation, leading to an inefficient assignment.






Chapter 1

Information, Decisions and

Incentives

1.1 Introduction

From principal agent theory it is well known that additional information about the
agent’s effort is (weakly) beneficial: the principal can use it to provide incentives
to the agent at lower costs (Holmstrom 1979, Holmstrom 1982). One assumption
this literature makes is that the agent observes the signal after he has chosen his
effort, and thus leaves open the question about the optimal timing of information.
This chapter addresses the issue whether early information revelation — in the sense
that a signal is revealed before rather than after the action choice of the agent — is
beneficial for the principal.

The optimal timing of information is an important issue for firms: to make optimal
decisions, information has to arrive at the right time. But while it is well known
for decision problems that receiving information before rather than after the action
choice (weakly) increases profits, this need not be the case for incentive problems:
as we will show, early information revelation can be detrimental for the provision
of incentives. Thus, our model sheds some light such questions as whether or not
to conduct midterm evaluations, or when or when not to pass on information to an
employee — taking into account not only the decision, but also the incentive side.
For this we endogenize the timing of information in a simple limited liability moral

hazard model with two output levels (high and low) and continuous effort. We then
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ask at what point in time the principal wants an agent (and herself) to observe the
signal realization (that can also be high or low): before the agent’s effort choice (ex
ante information, which in our setting is equivalent to intermediate information) or

thereafter (ex post information) ]

Compared to the ex post information case, ex ante information allows the principal
to tailor the agent’s effort level to the signal realization. This (weakly) increases her
expected revenues. If effort implementation was a simple decision problem where
incentives play no role, ex ante information would also enhance expected profits,
which are the difference between revenues and the costs of implementing a certain
effort level. A change in the timing of information affects implementation costs,
however, if effort is unobservable. Our first result is that implementation costs for
the same (expected) effort are strictly higher under ex ante information than under
ex post information if the signal is informative about the agent’s effort (see Section
for our definition of informativeness).

To understand this, consider first the incentive scheme for the ex post information
case. Suppose that the output-signal combination high-high is most informative
about the agent’s effort. More information about the agent’s effort helps to reduce
the information rents that the principal has to pay to the agent, as she has a better
idea whether or not the agent worked hard. Thus, she exploits this knowledge by
concentrating rewards for the agent in the most informative state.ﬂ

Suppose now that the agent learns the signal realization before he chooses his
effort. Then he knows that after a low signal realization his output is not very
informative about his effort. This forces the principal to increase the reward in this
state. As a consequence, ex ante implementation costs increase: rewards are no
longer concentrated in the high-high state, where it is most likely that the agent

provided a certain effort. If the signal is uninformative about the agent’s effort, ex

'If the information is verifiable this is equivalent to a situation where the agent does not observe
it at all. We subsume this under ex post information

2This is well known from the literature. See Mookherjee (1984), Holmstrom (1979) or Holm-
strom (1982) for risk averse agents or the first part of Che and Yoo (2001)’s model for an example

with risk neutral agents, who are protected by limited liability.



ante information does not affect incentives and hence implementation costs.

We then analyze the combined effects of ex ante information on expected rev-
enues from tailoring effort and on implementation costs. First, if the signal is
uninformative, then providing ex ante information is never worse and sometimes
strictly better than ex post information. The reason is the following: if the signal
is uninformative about effort, incentives and hence implementation costs are not
affected by observing the signal. Thus, the only difference between ex ante and ex
post information is the possibility to tailor the agent’s effort to the new information.
And for such a situation it is well known from decision problems that ex ante
information does strictly better if and only if it helps to make better decisions, i.e.
if and only if there are gains from tailoring effort. This changes if the signal is
informative about the agent’s effort — the case our second result deals with. Here
we show that in the absence of gains from tailoring effort, ex ante information
does strictly worse than ex post information — a situation that can never occur
in decision problems. This is driven by the change in incentives which the early
observation of the informative signal causes. Thus, the comparison between ex ante
and ex post information makes clear that the principal can reduce implementation
costs by conditioning an agent’s incentive scheme on an informative signal, but not

by conditioning his implemented effort on it.

The chapter is structured as follows. After discussing the related literature, we
introduce the model in Section [.2l In Section [L.3] we solve the first best information
scenario. In Section we first review the relevant information concepts. Then
we derive the optimal wage schemes for the two informational scenarios — ex post
versus ex ante information — and show the driving forces behind the differences in
implementation costs. In Section [1.5| we derive conditions under which one of the
two information scenarios yields higher overall profits. Section [1.6] concludes. All

proofs are in the appendix.

Related Literature

The starting point for this chapter is the literature that asks about the value of

(ex post) information in principal agent moral hazard models (Holmstrom 1979,
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Holmstrom 1982, Gjesdal 1982, Grossman and Hart 1983, Kim 1995, Jewitt 2006)E|
Our contribution is to endogenize the point in time at which an agent should receive
information — comparing the value of ex ante with that of ex post information. Con-
cerning the consideration of ex ante information, our approach is related to Chapter
. There, however, I keep the timing fixed at the ex ante stage (i.e. information
always reveals early) and ask whether more information is better. That is, Chapter
compares the value of an additional ex ante observable informative signal with

that of no additional information.

Concerning the endogenous timing of information, the chapter is most closely related
to Lizzeri, Meyer, and Persico (2002), who consider this topic in a dynamic model:
the agent produces in two periods with independent probabilities and may receive
feedback about his first period output. If he does not, they show that the optimal
incentive scheme rewards the agent when he has a high output in both periods. If
he receives feedback, however, the principal has to pay a positive wage both after
a low and a high output in the first period. But rewarding him after a low output
reduces first period incentivesﬁ This makes a feedback policy always worse than no
feedback in their setting. Although some of their results are similar to the ones in
this chapter, the driving forces behind them are very different (as we explain further
in our discussions): our results are caused by the informativeness of the signal
about effort and not the dynamic structure of the incentive problem. Furthermore,
we allow additionally for gains from tailoring effort to the state world, which are
not present in their model. This allows us to show that receiving early information
is not always harmful. This matches better the observed behavior in firms, where
midterm evaluations sometimes take place and information is passed on in some
situations but not in others. In this respect, our model is related to Ederer (2004),

who considers a model with such effects for an ezogenously given wage scheme.

3Holmstrom defines more information in the sufficient statistic sense. Others consider more
informative output systems using the principal agent analogue of Blackwell’s (1953) and Lehmann’s

(1988) information criteria.

4Schmitz (2005) provides a solution for this dilemma taking a sequential move structure of the
agents as given: he shows that the principal does sometimes better by employing a different agent

in the second period than in the first period.
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f(zzle) T=7T rT=2x

z=7 ph(z|z, e) ph(z|z,e) p

z=z | (1=p)h(z,e) (1—p)h(z|z,e)|1-p
g(Zle) 1 —g(zle) 1

Table 1.1: Joint Distribution.

1.2 The Model

There is one principal, who employs one agent. The agent is risk neutral, has no
wealth, and the value of his reservation utility is zero. He produces a verifiable and
observable output = (which equals the principal’s revenue), which can be either high
(z) or low (z = 0). There is a second — verifiable — signal z € {z, z}, where the
probability of z = Z is p and that of z = 2 is 1 — p. Upon observing z, the agent’s
posterior probability of producing a high output depends on his effort e € £ = [0, b]
and is denoted by h(Z|z,e), h: € — (0,1), h € C? and:

oh(z|z,e)
T = h,e(l’|Z,6) > 0,
O*n(xlz,e) .,
T = hee(l'|Z,€) < 0.

The joint distribution of the output and the signal, f(zzle), is then as given in
Table and the marginal distribution of output is g(z|e) = ), f(Zz]e) and
1 —g(zle) = Y, f(zz]e). The agent’s cost of effort function is c(e), ¢ : € — IR7,
ceC? c(0)=0, cc(e) >0 Ve >0, c(0) =0, cee(e) >0 Ve > 0 and c..(0) = 0.

The timing is as follows. At date 0 the principal decides when the agent should
observe the realization of the signal: before he provides effort (ex ante information)
or after (ex post). Furthermore, she offers a wage scheme to the agent, which
specifies four wages: w = (w(z2), w(zz), w(zz), w(zz)).

Under the ex post information scenario, the agent provides effort at date 1 and
then the signal z realizes. Effort is unobservable. Under the ex ante information
scenario, first the signal z realizes — which is observable to both the principal and

the agent — and then the agent provides unobservable effort: e(z) = e after z = 2

11



and e(z) = e after z = z. After the realization of all outputs, payoffs realize: the
principal receives the revenues net of wage payments, while the agent receives his

wage minus his effort costs.

Strictly speaking, ex ante information refers to what might more appropri-
ately be called intermediate information as the agent already signed the contract
when he receives information. In the appendix, we show that this distinction is
unimportant though: there is no difference between the two, because the agent’s
reservation utility is zero. Hence, we simply refer to the case where the agent

observes the signal before the effort choice as ex ante information.

1.3 First Best

As a benchmark, we first consider the informational scenario that the principal
would choose if she could observe efforts, i.e. a situation where there is no incentive
problem and she only has to decide which effort to implement. Here she compensates
the agent exactly for his effort costs and sets w = c¢(e) if he provides the desired
effort of e and pays him zero otherwise.

The problem of the principal for the ex post information scenario is hence to max-
imize g(Z|e)z — c(e) over e. For the ex ante information scenario — where she can
make efforts state contingent — her problem is to maximize F [f(Zz|e(2))Z — c(e(z))]
over (e,e). We see that if we impose € = e, the profit functions for the two scenarios
coincide. Thus, the maximization problem of the principal is the same for both
structures, except that for the ex post information scenario the restriction e = e
applies. But the possibility to let e differ from e cannot make the principal worse
off — if it increases her profits she allows these two effort levels to differ from each

other, otherwise she sets them equal:

Proposition 1 The principal’s profits are as least as high under ex ante information
as under ex post information. They are strictly higher under ex ante information if

and only if there are gains from tailoring effort:

f(zzle) + f(zzle) # pg(zle) + (1 —p) g(Zle) V(e e).

12



This is the standard result that ex ante information is strictly beneficial in decision
problems if and only if there are “gains from tailoring effort” to the state of the world
— which are a property of the underlying distribution function. The principal can
exploit these by choosing state contingent effort levels optimally to strictly increase
profits under the ex ante compared to the ex post information scenario. In the next

section we will explain these gains from tailoring effort in more detail.

1.4 The Wage Scheme

The first best analysis shows that if effort implementation is a simple decision prob-
lem, ex ante information can never harm. So what happens if effort implementation
is an incentive problem? Here the principal’s objective is to maximize for each infor-
mational scenario her expected profits over effort and wages, subject to the agent’s
incentive, limited liability and participation constraints. Call an effort that satisfies
these three constraints for a given wage scheme implementable.

As usual in a moral hazard setting, we decompose the problem into two parts.
In the first step, we fix an implementable effort — e for the ex post and (é,e)
for the ex ante information scenario — and minimize expected wage payments
Yoo lf(@Zle)w(xZ) + f(xz|e)w(zz)], where e = € = e for the ex post information sce-
nario. Call the solution to this problem the implementation cost functions C'(xz|e)
for the ex post and C4(xzle, e) for the ex ante information scenario. Here xz is the
subset of states {ZZz,Tz,zZ, 2z} where the principal pays a positive wage. In the
second step, we maximize the principal’s total profits Il(e) = g(Z|e)z — C(xz|e) and
(e, e) = [f(zz]e) + f(zz]e)] T — CA(xz|e, e) over efforts.

In this section we consider the first step of the incentive problem described above
for the two informational scenarios and compare implementation cost functions. To
understand the impact of ex ante information on them, we have to clarify what it
means for a signal to be “informative”. Maximizing solely revenues minus costs (as
e.g. in the first best) is a simple decision problem and hence ex ante information
is beneficial if and only if there are gains from tailoring effort to the state of the
world. For incentive problems ex ante information changes the agent’s incentives if

the signal is “informative” about the agent’s effort.
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f(zzle) rT=1I r=zx

z=7 ag(zle)p —k p(1—ag(zle)) +k p

z=z |g@le)(l—ap)+k 1—g(xle) —p+ag(zle)p—k |1—p

g(zle) 1 —g(zle) 1

Table 1.2: Joint Distribution for Definition [I} @ and k, such that f(zzle) € (0,1)
and Y > f(zzle) = 1.

1.4.1 Review of Information Concepts

We review briefly the information concepts relevant to our analysis: information
about efforts and gains from tailoring effort. As we want to point out the differences
between incentive and decision problems, we are especially interested in examples
where the one holds but not the other. Furthermore, we will relate these concepts to
the dependence between output and the signal, to see why the latter concept would
not suffice for our purpose. To illustrate these ideas, we often use the following

examples, which refer to the distribution function in Table [T.2}

Definition 1 The “times-a model” is defined by: k = 0. The “plus-k model” is
defined by: a = 1.

The term “times-a model” refers to the fact that in this model g(x|e) p is multiplied

by a. The “plus-k model” adds the term k to g(z|e)pf]

Informativeness about Effort

As mentioned above, we are interested whether the signal is informative about the

agent’s effort. For this we compare the likelihood ratios I(zz|e) = J;f((g";), [(zz]e) =
%, and [(z]e) = %. Those tell us how likely it is that the agent provided an

effort of e, given a output (output-signal) realization z (zz).

®One can generate the plus-k model by defining §(Z|e, o) = e+o and the times-a one by defining

g(Zle,0) = eo, where o is a shock that is correlated with the signal. This fits to our notation by

setting g(zle) = Eg(zle,0), a = £%% (hence a > 1 < Cov(o,z) > 0) and k = Cov(o,z). Thus,

the plus-k and times-a model are equivalent to Ederer’s (2004) multiplicative and additive models.
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Suppose [(ZZ]e) # I(Zz]e), which implies that those ratios are also unequal to (Z|e) f]
Then we say that the signal is informative about the agent’s effort. We say it is
uninformative for [(zz|e) = [(Zz|e), which implies that those ratios are also equal
to I(Z|e). In the following we want to focus on either informative or uninformative

signals and hence impose:

Assumption 1 sign ({(zzZ|e) — [(Zz|e)) = constant Ve.

This assumption is for example met by standard models in the literature like the
times-a or the plus-k model. Our definition fits what Demougin and Fluet (1998)
call “mechanism sufficiency”. A statistic is said to be mechanism sufficient if the im-
plementation costs for a certain effort depend only on this statistic. In Section [1.4.2
we will show that if likelihood ratios in £z and xz are equal, then implementation
costs C'(xz|e) depend only on x = Z and not on the signal. Hence, the agent’s out-
put is mechanism sufficient and for brevity we say that the signal is uninformative.
The intuition is simple: if the signal is uninformative it does not help to “estimate”
the agent’s effort, and thus the principal is indifferent whether or not to condition
the wage on it. If the likelihood ratios are unequal implementation costs depend on
the signal and we say it is informative.

For risk averse agents the definition differs slightly. Here x is called informative
(uninformative) — in the sufficient statistic sense — if likelihood ratios are equal (un-
equal) also for output signal combinations gzm Thus, for them the sufficient statistic
and the sufficient mechanism coincide.

Turning to our two examples, we see that in the plus-k£ model the signal is infor-
mative about the agent’s effort for £ # 0. For £ = 0 the signal is uninformative.
Hence, we can vary the informativeness of the signal by varying k. For the times-a

model output is uninformative no matter which value a takes.

6Rearranging shows that all these ratios are equal (unequal) depending on whether
g9(Zle) fe(Zz|e) — f(ZZ|e)ge.(Z|e) is equal (unequal) to zero.

"See Holmstrom (1982). Gjesdal (1982), Grossman and Hart (1983), Kim (1995), and Jewitt
(2006) use the term informative in the sense of Blackwell (1953) and Lehmann (1988).
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Gains from Tailoring Effort

In Section (First Best) we mentioned that ex ante information does strictly
better than ex post information if there are “gains from tailoring effort”, which we

said are present for distribution functions satisfying:

f(zzle) + f(zzle) # pg(Zle) + (1 —p) g(Zle).

For our model specification with z = 0 these gains are not simply captured by
dependence. Consider for example the plus-k model: here effort and the term that
captures dependence (k) are not linked. Thus, the principal cannot increase the
expected probability of obtaining output z by making effort state contingent, while
keeping the sum of efforts constant across states. To see this note that Jensen’s
Inequality implies that such a policy must decrease the expected probability of

state T in the absence of gains from tailoring effort:

f(zzle) + f(zzle) = pg(zle) + (1 —p) g(zle) < g(zlpe+ (1 —p)e).

What is the consequence? Take as an example the first best maximization problem.
For functions as in the previous equation the principal would set € = e, and ex ante
and ex post information do equally well. In contrast, for the times-a model with
a # 1, effort and the term that captures dependence (a) are directly linked. Thus
there are gains from tailoring effort and the principal can increase the expected
probability by making effort state contingent: choose € > ¢ (<) for a > 1 (a < 1).
This can outweigh the decrease in the value of the concave profit function. Hence,

ex ante information would do strictly better than ex post information.

Summary and Relation to Dependence

Why did we introduce two information concepts rather than simply consider depen-
dence between the signal and the output? Dependence can be characterized using
copulas. The copula “couples a bivariate distribution function to its one dimensional
marginals” (Nelsen 1995): define a copula K (u,v), K : [0,1]* — [0, 1], u = g(zle),
v = p(z). It lies between the Fréchet bounds: max{u + v — 1,0} < K(u,v) <
min{u, v}, which give bounds for most negatively (positively) dependent random

variables. Furthermore, K (u,v) = wv for independent random variables.
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a=1 a#1

k=0 || NONENG | ONE,G
k40| OENC | OFEG

Table 1.3: Relation between Parameters in Table [1.2] and Information Concepts. O:
information about outputs. E: information about effort. G: gains from tailoring

effort. NY: no information about Y € {O, E, G}.

Consider the plus-k model. By varying k, we shift the copula between the Fréchet
bounds: for k& < 0, the copula lies above uv and one says that the random vari-
ables are positively quadrant dependent; for £ > 0 they are negatively quadrant
dependent; and for k£ = 0, they are independent. As explained before, by varying
k we affect also the degree of informativeness of the signal about effort. Hence, we
can vary informativeness about output and effort simultaneously by shifting k: the
plus-k model is an example where the signal is either informative about effort and
output or uninformative about both. Dependence, however, fails to capture fully
what our two information concepts do: the two random variables are dependent (for
k # 0) but there are no gains from tailoring effort for any value of k.

For the times-a model, a > 1 corresponds to positive quadrant dependence, a < 1
to negative quadrant dependence, and a = 1 to independence. Again dependence
does not capture fully what we are interested in: remember that the signal is unin-
formative about the agent’s effort no matter which value a takes, but that there are
gains from tailoring effort for a # 1.

To summarize (see also Table , dependence between output and the signal does
not imply that there are gains from tailoring of effort or that the signal is informa-
tive about effort, and none of these latter two concepts implies the other. In the
other direction, however gains from tailoring of effort or informativeness about effort

imply dependence.

1.4.2 Ex Post Information

In this section we consider the first part of the principal’s problem: minimizing the

expected wage payments for a given implementable effort level. We start with the

17



ex post information scenario. The problem is to minimize expected wage payments:

m“i,n Z Zf(:pz|é)w(xz),

subject to the limited liability constraints w(xz) > 0 Vzz and the incentive con-

straint:
¢ € argmax Z Z f(zzle)w(zz) — c(e).

The participation constraint is satisfied if the other two constraints are, and we
therefore omit it in the above problem. Furthermore, higher wages after a low
output decrease not only the agent’s incentives, but also the principal’s profits.
Hence, w(zz) = w(zz) = 0. The reduced maximization problem regarding the wages
w(zz) and w(Zz) is graphically illustrated in Figure [I.1] Lower wages increase the
principal’s profits, so her aim is to push the iso-wageline down as far as possible,
i.e. as far down as the incentive constraint permits. As this is a linear problem,
the optimal wage scheme chooses one of the wages w(zz) or w(Zz) to be larger
than zero and the other one to be equal zero, depending on the slope of the two
lines. For example, if the iso-wageline is strictly steeper than the incentive constraint
<—f(£2‘6) > LY o (z3)e) > l(i§|e)), then w(zz) = 0 and w(zZz) is chosen such

f(zzle) fe(zzle)
that the incentive constraint is satisfied: w(zz) = c.(e)/f.(zz|e). If the slopes (and

le
e

hence the likelihood ratios) are equal, all wage combinations that satisfy the incentive
constraint are optimal.

To understand the intuition, suppose the likelihood ratio in state zz is larger than
the one in state zz. In other words, it is more likely in state zZ than in state zz
that the agent provided a certain effort. Hence, the principal optimally concentrates
rewards for the agent in this output state (w(zz) > w(zz) = 0). If the signal
contains no additional information about effort (likelihood ratios are equal), the
principal cannot reduce information rents by conditioning the wage scheme on the
signal. Doing so, however, does not harm as the agent is risk neutral for all positive
wage combinations. Thus, the principal is indifferent whether or not to condition
the agent’s wage on the signal. The following lemma that we prove formally in the

appendix summarizes the discussion:
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Lemma 1 Suppose the principal wants to implement effort e. Then the wages after

a low output are zero: w(zxz) = w(xz) = 0. Furthermore:

(1) If

> [(zz|e) _cele) 0
l(zz]e) - then w(zz) =< "9 and w(zz) = ©

< l(zz|e) 0 Talo

(1) Ifl(zz|e) = I(Zzle), any w(ZZ) - w(Tz) combination that satisfies the incentive

constraint is optimal: ) fo(Tz|e)w(Zz) = c.(e).

In the appendix we derive from Lemma |1 the implementation costs (expected wage)

for e for the different wage schemes:

C(sle) = cele) ) (1.1)

where s = zz for I(zz]e) > [(Zz|e), s = Tz for I(ZZz|e) < l(Zz|e), and s = T for
l(zz]e) = I(Zz]|e). Comparing the implementation costs for an informative signal to
the ones of an uninformative (which are the same as when no additional signal is
available), one sees immediately that the costs for the informative one are strictly
lower for a given effort. Hence, an informative signal is strictly beneficial as in
Holmstrom (1979).

For our further analysis we make the following assumption:

Assumption 2 The implementation cost function ZC(S(;)) 1S convex in e.

Strictly speaking this is an assumption on an endogenous function. It is, however,
very natural in principal-agent models: it is a sufficient condition for the principal’s
problem to be strictly concave in effort, and for example met by the times-a or the

plus-k£ model (or any combination of them).

1.4.3 Ex Ante Information

In this section we derive the wage scheme for the agent if he can observe the signal

realization before he chooses his effort. This implies that we have to consider two
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Figure 1.1: Derivation of the Wage Scheme

incentive constraints — one after a high signal and one after a low oneﬁ

after observing z : € € arg max h(Z|z,e)w(zz) — c(e),
ec

after observing z : e € arg max h(Z|z,e)w(zz) — c(e).
ec

Using the formula for the posterior probabilities we obtain the following wages

that are necessary to implement effort levels (e, e): w(zz) = %é% and w(ZTz) =
%. This yields the implementation costs for (€, e) given an informative signal:

CH(xz, 12le,¢) = p O(Z]e) + (1 — p) C(azle). (1.2)

For an uninformative signal C(zz|e) = C(zz|e) = C(z|e) and hence this reduces to:

C(zle,e) = pC(zle) + (1 - p) C(zle). (1.3)

8 As aforementioned, it is optimal to set an agent’s wage equal to zero in case his output is
low (i.e. w(zz) = w(zz) = 0) — a fact already used in the stated constraints. As the agent has a
reservation utility of zero, the participation constraint still does not bind: he receives a positive
rent in each state. Using this argument, it is easy to see that there is no difference between ex

ante and intermediate information in our setting.
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1.4.4 Comparison of Implementation Costs

The purpose of this section is to develop the intuition for why ex ante information
may be harmful. For this we compare here only the implementation costs for the
two information structures, working with the hypothetical scenario that the principal
implements the same expected effort level for both structures. That is, the vector
(€,e) for the ex ante information scenario and e = pé + (1 — p)e for the ex post
one. This helps us later — when we compare overall profits — to construct sufficient
conditions for one structure to be optimal: (€, e), say, can be any effort vector for the
ex ante information scenario, including the optimal one. This vector then determines
the effort level for the ex post scenario. As a consequence of this restriction, the
optimal effort level for this scenario may be excluded though. If, however, in the ex
ante information scenario the implementation costs are higher for all effort vectors
(one of which is the optimal one) than those in the ex post information scenario
with the restricted effort level, then a fortiori they are higher than those in the ex

post information with the optimal effort level.

Proposition 2 Suppose Assumption@ holds. Then for any (€,e) # 0 of the ex ante
iformation scenario the principal can implement at lower costs the same expected
effort e = pe + (1 — p) e under the ex post information scenario. The decrease in

implementation costs is strict for:

ce(e)
l(zz]e)

(i) the implementation cost function being strictly conver and € # e,

(ii) an informative signal, i.e. [(TZ|e) # l(Tz|e).

There are two forces that cause the strict inequality: convex implementation costs
(Part (i) of Proposition[2)) and a change in the feasible wage scheme (Part (ii)). To il-
lustrate the first force, suppose that the likelihood ratio in state zz is equal to the one
in zz. Hence, C(zz|e) = C(zz|e) = C(Z|e) for € = e = e and implementation costs
for the two informational scenarios are equal: pC(Z|e) + (1 — p) C(zle) = C(Z|e).
Intuitively, an uninformative signal does not change the agent’s incentives and the
principal can simply ignore it. Making effort state contingent (e # e) would then
imply that the left hand side of the previous equation is a convex combination

of the costs to implement efforts e and e, respectively, while the right hand side
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represents the implementation costs of the convex effort combination e = pe +
(1 — p)e. Hence, by Jensen’s Inequality, implementation costs for the ex post in-
formation scenario would be (strictly) lower if and only if the implementation cost
function is (strictly) convex given e # e.
If the signal is informative about the agent’s effort the situation changes. For e =
e = e we now have C'(zz|e) < C(Zz|e), which implies that:

pC(zzle) + (1 —p) C(zzle) > C(zZ|e).

—
>C(z2le)

Hence, the principal cannot simply ignore the information by setting e = ¢ = e, as it
changes the agent’s incentivesﬂ Making effort state contingent again only increases
the value of the implementation costs further.

At first glance, it seems surprising that the principal cannot reduce implementation
costs by conditioning effort on the informative state of the world. As the agent
observes the signal realization, she has to pay a positive wage in both states zz and
Zz, and not only in state zzZ. Paying a positive wage in state Tz, where it is less
likely that the agent provided effort than in the other state, offsets the informational
advantage which the principal can achieve by tailoring effort. Thus, if the signal
is informative, the principal can reduce implementation costs by conditioning an
agent’s incentive scheme on the signal, but not by conditioning his implemented

effort on it.

1.5 Comparing the Structures

In this section we compare overall profits for both information scenarios to make
statements about the optimal timing of information. To get necessary and sufficient
conditions for optimality, we need to proceed to the second step of the principal’s
problem and maximize her profits over effort, using the implementation costs derived

in the first step. While we do so for the case where the signal is uninformative about

9Note, however, that for linear implementation cost functions the strict inequality holds only for
e > 0: if this effort level was zero not only the convexity effect disappears, but also the disadvantage
of high implementation costs in the uninformative state. However, under our standard assumptions

e > 0 is optimal.
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the agent’s effort, we will use the sufficient conditions to compare structures for the
case where output is informative: solving the principal’s problem in general is not
tractable for this case. Nevertheless, the sufficient conditions already allow us to
show that ex ante information can do strictly worse in incentive problems, in contrast

to decision problems.

1.5.1 Uninformative Signal

If the signal is uninformative about the agent’s effort we know from the previous
section that setting ¢ = e makes the implementation cost functions equal for both
structures (Proposition 2 Part (i)). This hinges on the likelihood ratios being
equal: the information does not change the agent’s incentives as it does not help to
“estimate” his effort. Furthermore, expected revenues for the ex ante information
scenario are equal to the ones for the ex post information scenario if € = e, as
then ph(z|z,e) + (1 — p) h(Z|z,e) = g(z]e). Therefore, if we require € = e the ex
ante information scenario’s profit function coincides with the ex post information
scenario’s one. Hence, — as for the first best — the principal cannot do worse when
maximizing without the restriction € = ¢, and can do strictly better if and only if

there are gains from tailoring of effort:

Proposition 3 Suppose the signal is uninformative, i.e. l(zzle) = l(zz|e). Then
the ex ante information scenario yields at least as high profits as the ex post scenario.

If and only there are gains from tailoring effort, i.e.:

f(zzle) + f(zzle) # pg(zle) + (1 - p) g(zle) V(e ¢),

the ex ante information scenario yields strictly higher profits than the ex post sce-

nario.

Note the similarity between Propositions[[]and 3 Key for the understanding is that
the second best maximization problem parallels the one for the first best: the wage
scheme does not change when moving from the ex post to the ex ante information
scenario if the signal is uninformative. This implies that the principal can ignore
(set € = e) the information if there are no gains from tailoring of effort (which are a

property of the distribution function), and exploit these by choosing é # e if there
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are some. The joint presence of gains from tailoring effort and of an uninformative

signal is possible as we showed with the times-a model.

Discussion

Proposition (3| generalizes the result for the “multiplicative model” (which is equiv-
alent to our times-a model) of Ederer (2004). He assumes that the wage scheme is
the same for both structures. Our analysis showed that the argument for optimality
relies on information not altering the wage scheme. As the latter is driven by the
uninformativeness of the signal about effort, we had to point out that there exist
cases where this is possible, even though there are gains from tailoring effort.

In the endogenous wage model with one agent of Lizzeri, Meyer, and Persico (2002),
€ # e is optimal so as to provide first period incentives. This drives up convex
implementation costs and makes ex ante information suboptimal because there are
no gains from tailoring effort. In comparison, in our model with an uninformative
signal, the principal chooses € # e to exploit the gains from tailoring effort and not
to influence incentives: ex ante information does not change the wage scheme. This
is impossible in their dynamic model. In our setting, providing ex ante information

can therefore be strictly better, although wages are endogenous.

1.5.2 Informative Signal

When the signal is informative, the implementation cost functions do not coincide
for € = e. Hence, we cannot apply the argument we used to show Proposition
To get necessary and sufficient conditions for the present case, we would have to
fully determine optimal efforts and compare the value functions. Instead of tackling
directly this intractable problem, we build on our previous results to derive sufficient
conditions. These already enable us to show that it is possible for ex ante information

to do strictly worse than ex post information:

Proposition 4 Suppose the signal is informative, i.e. 1(TZz|e) # l(Tz|e) and there
are no gains from tailoring effort, i.e. f(Zz|€)+ f(zzle) = pg(zle) + (1 —p)g (Z|e).
Then the ex ante information scenario leads to strictly lower profits than the ex post

information scenario.
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As there are no gains from tailoring effort, expected revenues are lower under ex ante
than under ex post information: pg(z|e) + (1 — p) g(Zle) < g(z|pe + (1 — p)e) by
Jensen’s Inequality. Regarding implementation costs, remember from Proposition
that for any (e, e) in the ex ante information scenario, the principal can implement
the same expected effort in the ex post information scenario, but with strictly lower
implementation costs. Taking both together we see that for any (e, e) # 0 (which is
optimal for f.(Zz|e) > 0) we can implement the same expected effort under the ex
post scenario leading to strictly higher profits. This profit is lower than the value
function: the expected effort from the ex ante information case need not be optimal

for the ex post scenario. But the principal cannot do worse with the optimal effort.

Discussion

To arrive at the result of this section we abstracted from gains of tailoring effort
in the revenue function — by choosing the joint probability function appropriately
and by assuming z = 0. This already allowed us to show the surprising result that
ex ante information can do strictly worse than ex post information when effort is
unobservable. This can never happen in decision problems.

Adding gains from tailoring of effort would create a trade-off: ex ante information
is good because the principal can increase revenues by tailoring effort to the state
of the world, but bad because it changes incentives. Depending on the strength
of these effects, ex ante information can do strictly better or worse. The following

equation gives a sufficient condition for it to do better:

[f(zzle) + f(zzle) — g(zle)lz = pC(zzle) + (1 — p) C(azle) — C(azle),

possible gain from tailoring effort loss: higher implementation costs

where (€, e) are the optimal effort levels under the ex ante information scenario and
e = pée+ (1 —p)e. Analyzing this further is, however, not possible with general
functions as one has to determine optimal effort levels. Moreover, it would not lead
to fundamentally different insights than those already offered in Propositions |3| and
Ml

The suboptimality of ex ante information in Ederer (2004) for his plus-k model
has very different causes. The exogenously imposed wages mean that the principal

cannot implement the same effort levels across states. Thus, € # e arises — even
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though there are no gains from tailoring effort. This decreases the value of the
concave profit function. In contrast, the suboptimality of ex ante information in our
model is driven by a change in the wage scheme, and therefore would even arise if
the principal set e = e, or if the profit function was linear.

In Lizzeri, Meyer, and Persico (2002) the suboptimality of ex ante information is also
caused by a change in the wage scheme. It is, however, not informativeness about
efforts that drives it, but the fact that the agent anticipates that he will receive a
positive wage also after a failure in the first period. Thus, the negative effect in
their model arises only because pre-information incentives change, while in ours the
effect comes from changes in post-information incentives. An advantage of our setup
is that we can consider more cases than they can: the signal changes or does not
change incentives. By this we can point out that a change is needed for information

received before the effort choice be harmful.

1.6 Conclusion

In this chapter we considered the impact of ex ante information on incentive and
decision problems. We have seen that the optimality of ex ante information relative
to ex post information depends on two forces: gains from tailoring effort and whether
the signal is informative about the agent’s effort. While the relevance of the first
for the optimality of ex ante information is well known from decision problems,
we showed the importance of the second for incentive problems, and the interplay
between the two forces. One of our surprising results is that ex ante information
can harm once we consider incentives — but only if it is informative about effort.

Our result sheds some light on the puzzle why information is not always passed on
early in organizations or why midterm evaluations are not always conducted. Such
policies could help to adjust future actions and thus help to make better decisions
and to avoid mistakes. But the model shows that they often affect the agent’s
incentives in a negative way: if e.g. a positive midterm report indicates that the
agent’s project will succeed even though he does not work hard, it gets very costly for
the principal to provide incentives to him. This negative effect can be so strong that

no midterm evaluation takes place — even though it would help to avoid mistakes.
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Chapter 2

Transparency and Organizational

Structure

2.1 Introduction

In principal agent theory additional information about the effort of the agent
is (weakly) beneficial (Holmstrom 1979). An important piece of such infor-
mation is the performance of colleagues working on closely related projects
(Holmstrom 1982, Mookherjee 1984). But while one knows that this information
helps to provide incentives, relatively little is known about the optimal timing of
information. This, however, is an important question for firms: when and what an
agent observes about the outcomes of his colleagues depends on the organizational
form. Qian, Roland, and Xu (2006) point out the different impact that a firm’s
divisional structure can have in this respect. A unitary form (U-form) firm is orga-
nized along functional lines. For example, all marketing experts work together in
one division and thus can more easily communicate with each other and observe the
work progress of their marketing colleagues before making decisions. In contrast, a
multi-divisional form (M-form) groups employees according to products or regions.
Here the marketing expert responsible for one product is not always up to date
about the current status of related marketing projects for other products, but he
has information about the outcomes of his research & development colleagues.

But observing a colleague who works on a similar task conveys different information

than observing one working on a dissimilar task. The aim of this chapter is to
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consider the incentive effects of such different kinds of knowledge about colleagues’
performances on the incentive and decision problems in a firm. This sheds some
light on the relation between the organizational structure and internal transparency
of an organization by addressing questions such as “under which structures does the
principal want to take actions that prevent or foster the observation of colleagues’
performances?” For example, she can collocate agents under the U-form or M-form
in different departments, confine employees to single offices to make observing
others harder, place many employees in an open-plan office, or she can make
performance evaluations private or public.

To analyze this I extend the model of Chapter [I] to a multiple agent context. There
I endogenized the point in time when a principal wants an agent to observe a
signal — before or after the effort choice. Based on this, I ask in this chapter when
the principal wants an agent to receive information about the performance of a
colleague: before the agent’s effort choice (agents work e.g. together in a office) or
not at all /after this choice (they are separated)H To capture the idea that observing
colleagues working on a dissimilar task conveys different information than if they
work on a similar task, we consider this decision for the cases where the colleague’s
performance is either uninformative or informative about the agent’s effort and/or

performance.

It follows from Chapter [1| that providing an agent with information about the col-
league’s output before rather than after his effort choice increases implementation
costs if this output is informative about effort. For example, the agent may learn
from observing, say, a low output of his colleague that he is in a situation in which
his project is very likely to succeed — even if he does not provide much effort. This
knowledge then makes it harder to convince the agent to put in high effort, and
therefore increases implementation costs in this state. As a consequence, ex ante
implementation costs also increase: rewards are no longer concentrated in the most
informative state (here when both the colleague and the agent succeed) as they

would be under ex post information. In contrast, observing an uninformative out-

LAs long as the information is verifiable it does not matter whether the agent receives the

information ex post or not at all.
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put does not change incentives, and hence implementation costs relative to the ex
post information case.

Another factor comes into play in the multiple-agent context though: while infor-
mation about a colleague’s output has a negative impact on the incentives of an
agent, we show in this chapter that there is potentially a positive effect on the
colleague’s incentives if output is informative about effort. To see why this is the
case, note that the latter implies that a relative performance incentive scheme is
optimal. Suppose the principal rewards the colleague only if the output of both
agents is high. Then implementing a low effort for the agent following high output
of the colleague demotivates the latter: he expects to receive the reward less often.
From the principal’s perspective this negative incentive effect can be outweighed,
however, by the effect of having to pay the reward less often. Again, this influence
is not present if output is uninformative: here the agent’s effort does not enter the
colleague’s implementation cost function because the principal rewards both agents

independently from each other.

Overall, we show that providing information before the effort choice of an agent can-
not harm if the colleague’s output is uninformative about the agent’s effort. Such a
situation is plausible for the M-form: it is likely that the agents are hit by a common
productivity shock as they are working on the same product. However, as they work
in different fields, the output of a marketing expert is unlikely to contain information
about the effort of the employee from the research & development department. To
understand this it is important to keep in mind that those two information concepts
do not coincide: we characterize situations where common productivity shocks are
present, but nevertheless the agent’s output are uninformative about each others
effort. Thus, under the M-form the principal can fully exploit the common pro-
ductivity shocks to tailor the agent’s effort to the information that the colleague’s
output provides. This increases her revenues without distorting incentives. Thus,
one expects that such firms are more transparent in the sense that they use more
often open-plan offices, department collocation or a system of shared information

on performance evaluations and wages.

The situation is more complicated if output is informative about effort. Now ex ante

information affects the incentives of the agent and of the colleague whose output
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is observed. Ex ante information can do strictly better than ex post information
— even if there are no revenue gains from tailoring effort to the information (this
is not possible in Chapter [I}). The driving force behind the result is that ex ante
information reduces the colleague’s implementation costs. If this effect is small,
however, providing feedback about colleagues is strictly worse for the principal
than ex post information. The result suggests that within firm transparency varies
across organizational structures: U-form firms should be less transparent than
M-form firms. For example, the marketing expert in the latter gets to observe
the output of colleagues (e.g. R&D and production experts) which may be very
informative about the output in his work but not as informative about his ef-

fort as the outcomes of other marketing experts that he would observe in the former.

The chapter is structured as follows. After discussing the related literature, we
introduce the model in Section [2.2] Section considers the optimal wage scheme
for the two informational scenarios (ex post versus ex ante information) and show
the driving forces behind the differences in implementation costs. In Section [2.4] we
show under which circumstances the one or the other scenario yields higher overall
profits. Section discusses several extensions of our baseline model. Section [2.6

concludes. All proofs are in the appendix.

Related Literature

On the one hand, the chapter is related to the theoretical literature that asks about
the optimal timing of information There are three strands in this field. The first
considers dynamic tournaments with fixed prizes. Thus, the wage scheme and wages
are taken as given. In Lizzeri, Meyer, and Persico (1999) or Aoyagi (2003 )7 agents
work for two periods and may or may not observe first period outputs (output is
the sum of effort and a shock). There are two effects that arise under ex ante infor-
mation. First, a strategic effect, defined as the agents’ attempts in the first period
to influence second period actions. Both papers show that first period effort is the
same regardless of whether ex ante information is revealed or not. Second, a “risk

aversion in effort effect”: effort in the second period depends via first period output

2For a related experiment see Ederer and Fehr (2006).
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on the realization of the shock, and is hence uncertain from an ex ante perspective.
This uncertainty in effort harms the principal if and only if her profit function is
concave in effort, i.e. if and only if she is risk averse in effort (as wages are fixed the
principal cannot implement the same effort after all output realizations)ﬁ

In Ederer’s (2004) tournament model giving feedback can be optimal despite the
risk aversion in effort effect: he assumes that an agent’s output not only depends on
effort and a shock, but also on (unknown) ability. Feedback on the output difference
provides information about the agent’s ability. Depending on how effort and ability
enter the output function, a feedback policy can be optimal: if they enter in a mul-
tiplicative way, the possibility to adjust the agent’s effort to his posterior ability and
the strategic effect increase overall output, and hence profits, under the feedback
policy. If they enter additively, these effects play no role and the optimality of a
feedback policy depends again on the concavity of the profit function.

The second strand of the literature endogenizes the wage scheme in single agent
models, showing that a feedback policy is bad for the principal (Lizzeri, Meyer, and
Persico (2002) or Chapter . In comparison, we identify a positive effect on the
second agent that can make ex ante information optimal. In our model this effect is
present also for cases where it is not in tournament models. This is a consequence
of the wage scheme being endogenous.

Finally, there is a third strand of the literature that considers very different models
when asking about the impact of feedback on incentives. Several papers from the
business accounting literature consider endogenous wage scheme models in the con-
text of double moral hazard (Arya, Glover, and Sivaramakrishnan 1997, Chwolka
2005). In these models the second moving agent is the principal herself, who pro-
duces jointly an output with the agent. Hence, there is no incentive problem for her
at the second period. From an ex ante perspective, she wants to commit, however,
to a certain effort (to better motivate the agent). Both papers show that early in-
formation (either before the principal provides effort or before both provide effort)

changes the principal’s commitment problem and can thus harm. Thus, while some

3The model by Jost and Kriikel (2006) considers only the strategic effect: the second agent
can observe the effort, but not the output of the first agent. As they analyze changes in expected

efforts and not expected profits, results are hard to compare, however.
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of the conclusions are similar to those in our setting, the driving forces are very
different. Moreover, some papers consider the impact of information about perfor-
mance and efforts when agents jointly produce an output (Winter 2006, Banerjee
and Beggs 1989, Goldfayn 2006, Ludwig and Nafziger 2006). FErtac (2005) asks
whether feedback about one’s own and a peer’s performance should be revealed or
not. In contrast to our model, this information is not about a variable on which the
incentive scheme conditions.

On the other hand, the chapter is related to the organizational economics literature.
First, there are some papers that deal with the firm’s choice of its transparency
(Mukherjee 2005, Koch and Morgenstern 2005, Koch and Peyrache 2005, Albano
and Leaver 2005, Calzolari and Pavan 2006). All of those consider how transparent
the firm wants to be toward outsiders (e.g. should it reveal the performance of
employees to the market), while we ask about its internal transparency. Second,
there are some papers that consider — like ours — the incentive effects of different
organizational structures. Aghion and Tirole (1995) argue that the advantage of
the M-form is the avoidance of a moral hazard in teams problem, as each agent is
only responsible for one product. Thus, if the headquarters suffer from managerial
overload they may want to make use of the better (implicit) incentives under the
M-form and delegate to subordinates, although the M-form performs worse in terms
of specialization. Maskin, Qian, and Xu (2000) study the relation between better
incentives and information in U- versus M-form organizations. They do not, how-
ever, consider firms but different economic systems like China (M-form structure)

and the Soviet Union (U-form structure). This makes our models hard to compare.

2.2 The Model

There are two agents, ¢ € {1,2} and one principal. Agents are risk neutral and
have no wealth. The value of their reservation utility is zero. The observable and
verifiable output (which equals the principal’s revenue) z of each agent i can be
either high (z) or low (z = 0). We often refer to a specific output realization as the
“state of the world”. The probability that an agent produces Z, depends on his effort
e € {er,en}t: g(zle), g : {er,en} — (0,1). We assume that g(Z|ey) > g(Z|er).
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Upon observing output z of the colleague, the agent’s posterior probability of '
given effort own ¢’ and the colleague’s effort e is h(z'|z, e, €’). From this we obtain
the joint probability f(zax'|e,e’) = h(a2'|z,e,€’) g(x|e). We assume that agents are
symmetric — f(z2'|e, ') = f(a’x|e¢/,e) — and use the convention that the first = (e)
is the output (effort) of agent 1 and the second z (e) the output (effort) of agent 2.

Finally, the agent’s cost of effort are ¢ = 1 if he provides high effort and zero else.

The timing is as follows. At date 0 the principal decides about the information
structure: should the second agent observe the output of the first one before he
himself provides effort (ex ante information scenario) or not (ex post information
scenario). At date 1, the principal offers a wage scheme. This specifies four wages
for each agent: w; = (w;(Z%),w;(Tx),w;(zZ),w;(zx)). If both agents accept to
work for the principal production takes place, otherwise the relationship terminates
and the payoff of every player is zero.

Under the ex post information scenario both agents provide effort at date 2. Effort
is unobservable. Under the ex ante information scenario only agent one provides
effort at date 2. This effort is neither observable to the principal, nor to the second
agent. After the first agent’s output realized — which is observable to the second
agent and the principal — agent 2 provides unobservable effort: e after observing x
and € after z. Once all outputs realized, payoffs incur: the principal receives the rev-

enues net of wage payments, while each agent receives his wage minus his effort costs.

Finally, we have to define what we mean by information about the agent’s effort. We

just give here the definitions — for a more extensive discussion of them see Chapter

. Suppose [(zz]e) = L&2ere)l o J@rlere) _ J@lect) — j(zgz|e) (which also implies

= f@zleg,e) ~ f(Zzlem.e) — flzZleen)

I(zz|e) < U(z) < I(zz|e), where [(Z) = 2ZL))  Then we say that the colleague’s

= 9(Zlen)

output is informative about the agent’s effort. For [(zz|e') = l(zz|e’) = I(Z) we say

that it is uninformative.

4Strictly speaking it is intermediate information as the agent already signed the contract. It is
easy to see that there is no difference between ex ante and intermediate information as the agent’s
reservation utility is zero. This implies that the ex ante or interim participation constraint is never

binding.
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f(zx'le, €) T z
T aece —k e(l—ae)+k e
i e(l—a€)+k 1—e—€+aee—k|1—¢
e l1—e 1

Table 2.1: Joint Distribution for the plus-k (a = 1) and the times-a (k = 0) model,
with a and k, such that f(zz'le,e’) € (0,1) and >_ > f(za'le,e') = 1.

The distribution in Table illustrates this: for & = 0, the colleagues output
is uninformative about the agent’s effort as likelihood ratios in states zz and zx
are equal. For k # 0 these ratios are unequal and thus the colleague’s output is
informative. This holds independent of a, i.e. a cannot determine whether or not
the colleague’s output is informative. Note, however, that for a = 1 and any value
of k the principal cannot increase her expected revenues [f(ZZ|e,€) + f(Zzle,e)]T
by making effort state contingent, i.e. set € # e (no “gains from tailoring effort”),
but that she can do so for a # 1. Hence, this example illustrates that output being
uninformative about effort does not coincide with the absence of gains from tailoring

effort and vice versa.

2.3 The Wage Scheme

The principal’s problem is to maximize for each scenario her expected profits over
effort and wages, subject to the agents’ incentive, limited liability, and participation
constraints. As usual in a moral hazard setting we can decompose the problem into
two parts. In the first step, we fix an effort that the principal implements — (e, €)
for the ex post and (e, é,e) for the ex ante information scenario — and maximize
with respect to wages. This gives us the optimal wage scheme. The implementation
of low effort is trivial: the principal simply sets w(zx’) = 0Vza’, which results in
implementation costs of C(er) = 0 and profits [I(e;) = f(Z|er)z. Hence, in this
section we consider only the case where the principal wants to implement high effort.
In the second step, one derives — given the wage scheme — the optimal effort. We

will do this in Section [2.4] where we also compare the structures.

34



2.3.1 The Wage Scheme for the Second Agent

Consider the first part of the principal’s problem for the second agent under the ex
post information scenario, given that she wants him to provide ey if the first agent

provides e € {er,en}:

nvlvizn Z Z f(za'|e, eg)wy(xz’),

z oz

s.t. wo(zx') > 0 Voo,

ZZ[f(mx'|e,eH) — f(z2|e, ep)]wy(za’) > 1,
Z Z f(xa'le, e )wy(wa’) > 1.

The first constraint is the limited liability, the second the incentive, and the third
the participation constraint. Effort e is the (correct) belief of the second agent
about the first agent’s effort: the agents’ efforts constitute a Nash equilibrium of
the second stage subgame. A pure strategy equilibrium of this subgame exists as the
strategy space is compact and convex and the objective function is quasi-concave.
The equilibrium may not be unique though. So either we have to make assumptions
on the probability and cost functions such that it is unique; or we have to assume
that the principal can implement the desired equilibrium, which is what we will do
here [l

In the appendix we solve the above problem and show that the optimal wage scheme
sets wq(Tx) = wo(zz) = 0 and wo(ZZ) = 1/[f(ZZ|e,eny) — f(ZTZ|e,er)] > wa(zZ) =0
for [(zz|e) > I(Zz|e). For l(zz|e) = l(Zx|e) any wy(ZZ)-wy(xzx) combination that
satisfies the incentive constraint is optimal: ) _[f(zZ|e,en) — f(xZ|e, er)we(zz) =
1. This yields the expected wage payment that is necessary to implement an effort

of ey given e:
1

1—1I(sle)’

C(sle,en) (2.1)

where s = z7 if the likelihood ratio in state ZZ is strictly larger than the one in state
zz. If both likelihood ratios are equal s = z. This implies that C(Z|ey) does not

depend on the effort and output of the first agent. Comparing the implementation

5See Mookherjee (1984) for a discussion and Ma (1988) for other ways how to deal with the

multiple equilibria problem.
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costs for the case where the colleagues output is informative to the one where it is
uninformative, one sees immediately that those for the informative case are strictly
lower.

Under the ex ante information scenario we have to consider two incentive constraints

- one after a high output in the first period and one after a low one:

after observing = : [h(Z|Z,e,eg) — h(Z|Z, e, ep)|we(ZT) > 1,

after observing z : [h(Z|z, e, eq) — h(Z|z, e, ep)|ws(zz) > 1.

This gives the following costs to implement the effort vector (e, e) — given an effort

level of e for the first agent:
CA(2Z, zZle, en) = g(T|e) C(2Zle, exr) + (1 — g(z]e)) C(zT|e, en), (2.2)

and C(zle,ey) = C(zZle,eg) = C(Z|en) if l(zZ|e) =

where C(zZle,en) = m
[(zz|e). Comparing this with Equation ({2.1]), we see immediately that if the prin-
cipal wants to implement high effort under both informational scenarios, then im-

plementation costs are strictly higher under the ex ante information scenario if

l(zx|e) # l(zz]e).

2.3.2 The Wage Scheme for the First Agent

The derivation of the wage scheme for the first agent under the ex post information
scenario is analogous to the one for the second agent. For the ex ante information

scenario the incentive constraint changes. It is given by:

Y [f(@zlen,e) = f(zaler, e)lw(zx) + Y [f(zzlen,e) — f(zzler, e)]un(zz) > 1.

xT xT

Consider first the case where the likelihood ratios are unequal. While for the ex post

information scenario we have a single effort level, i.e. € = e = e, those two effort
levels can differ for the ex ante information scenario. The first agent anticipates
correctly that the second agent provides effort e after a high first period output and
e after a low one. By the same argument as for the second agent the principal sets

the wages wy(zZ) = wy(zz) = 0. This implies that the effort decision of the second

agent following low output does not enter the incentive constraint.
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But even though e does not enter the first agent’s incentive constraint, a second
effect on implementation costs arises through € under ex ante information compared
to ex post information. To see this note that the same arguments as in the previous

section give the respective implementation costs:

C(zk|ey, €) (2.3)

~ 1= i(az)e)
where the second agent’s effort level is € = € for the ex ante information scenario
and € = e for the ex post one. Thus, under which scenario expected wage payments
for the first agent are larger depends on the relation between e and e and on the
influence that this effort level has on the likelihood ratio. While under the ex post
information scenario the principal has to implement the same effort in all states of
the world, she can implement state contingent effort levels under ex ante informa-
tion. Thus, if, say, implementation costs for the first agent are lower if the colleague
works less, she can set € = ey, and e = ey. This decreases the implementation costs
for the first agent without distorting expected revenues from the second agent too
much. To achieve the same cost reduction under the ex post information scenario,
the principal has to implement e = ey, in all states of the world, which results in a
larger decrease in the revenues from the second agent.

So what is the impact of the second agent’s effort on the first agent’s implementation
costs? Consider as an example the plus-k model (see Table , where implemen-
tation costs are given by:

_ - ceg — k

C(zzley,€) = Tlen—e)
From this one can see that a lower effort of the second agent decreases those costs
for £ > 0. In other words, under the ex ante information scenario implementation
costs are lower for the first agent than those under the ex post information scenario
if the principal implements € = e;, < e = ey. The intuition is the following. For
k > 0 it is optimal for the principal to reward the first agent if he and the second
agent both have a high output, independent of the effort to be implemented for the
second agent. On the one hand, a higher € increases the first agent’s incentives. If
the second agent provides more effort after observing z, the first agent expects to

receive the wage more often. Thus, it is easier to motivate him, which decreases
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implementation costs. But, on the other hand, the principal then has to pay the
wage more often — this increases costs. Overall, the second effect dominates and
implementation costs are increasing in the second agent’s effort.

We summarize the general result in the following proposition:

Proposition 5 Suppose the signal is informative, i.e. 1(zZ|e) # l(zz|e). Imple-
mentation costs for the first agent are higher if the second provides ey compared to

er if and only if [f(zler, en)]* > f(Zkler, er) f(ZZ|ew, en).

For the case where the likelihood ratios are equal it follows immediately from Equa-
tion (2.1) that the implementation costs for the first agent do not depend on the

second agent’s effort:

Proposition 6 If the signal is uninformative, i.e. 1(Zx|e) = l(Tz|e), the expected
costs to implement ey are equal for the ex post and the ex ante information scenarios.
As an example consider the times-a model. Here, implementation costs are:

9(zlen) __c¢H
(zlen) — g(zler) em —er’

C(Zlen) = J

i.e. the expected wage for the first agent depends neither on the output, nor on the
effort of the second agent. Hence, whether the second agent provides more or less
effort if he receives ex ante information cannot have an impact on the first agent’s

implementation costs.

2.4 Comparing the Structures

We have seen that switching from the ex post to the ex ante information scenario
has two effects: there are potential gains from tailoring effort, and the incentives
for the two agents are altered. The interesting case to focus on for the purposes of
comparing the two scenarios is the one where both effects can potentially come into
play. That is where the high effort is implemented for both agents in the ex post

information scenario. This is guaranteed by the following assumption:

Assumption 3
l9(Zley) — g(zlep)|z > 2C(zxley,en) — C(TZ|eny,er).
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For the ex ante information scenario this assumption moreover guarantees that the
principal implements the high effort for the first agent (see appendix). Hence, as

desired, Assumption [3| allows us to consider solely the effects of ex ante information.

2.4.1 Uninformative Outputs

Consider first the case where the colleague’s output is uninformative about the

agent’s effort. Then the principal’s profit under the ex post information scenario is:
[ (e, ) = [g(zlen)T — C(zlen)] + [g(zlen)s — C(alex)]
And for the ex ante information scenario it is:

HA(ev é)g) = [g(:ﬂeH)j - C(‘ﬂeH)] + [f(fﬂehﬁ é) + f(i"ﬂeHvQ)]j
— [9(zlen)C(zle) + (1 — g(Zlen))C(z]e)].

The profit component stemming from the first agent is identical across both infor-
mation scenarios. The profit component related to the second agent under the ex
ante information scenario is a convex combination of the one under the ex post infor-
mation scenario. Thus, by setting e = e = ey the principal can always achieve the
same profits under both scenarios. But having the option to set € # e cannot make
her worse off and, therefore, the ex ante information scenario performs (weakly)

better:

Proposition 7 Suppose the signal is uninformative, i.e. l[(zzle) = l(Zz|e). Then
the ex ante information scenario yields at least as high profits as the ex post one. If
and only if there are gains from tailoring effort, i.e. h(z|x,ey,ex)—h(Z|x, e, er) <
C(Z|ey) for some x € {Z,x}, the ex ante information scenario yields strictly higher

profits.

The condition h(Z|z, ey, eg)—h(Z|z, en, er) < C(Z|en) tells us whether the principal
can increase profits (via revenues) by making efforts state contingent. To understand
this, consider the following example. Suppose that f(Zz|ey,en) = f(zzley,er).
Then implementing high effort after a low first period output does not change the
second agent’s success probability and the principal sets e = ey. This saves im-

plementation costs: setting e = ey, under the ex ante information scenario reduces
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implementation costs to g(Z|ey) C(Z|ey). In contrast, under the ex post scenario
the principal implements ey in all states of the world, incurring implementation
costs C(zley) > g(zleny) C(Zley).

Can there be a situation where, on the one hand, the first agent’s output is unin-
formative about the second agent’s effort, but, on the other hand, there are nev-
ertheless gains from tailoring effort? The times-a model is an example, which
has those properties for a # 1. To see this, note that Condition [3] implies
(e —er)? > eg. According to Proposition , ex ante information can do strictly
—aey

aeqy _ 2 1
better for el (eg —er)® < ey or T

with Condition 3] for @ < 1 and the latter for a > 1.

(exr —er)? < eg. The former is consistent

Proposition [7]illustrates that providing employees with information about colleagues
can never harm if their outputs are uninformative about the agent’s effort. Such a
situation is likely between agents with different specializations, for example between
a marketing expert and a production worker, who work in the same department of a
firm structured according to the M-form. Thus, according to Proposition 7] we expect
that such firms have a more transparent internal structure: enabling observations of
colleagues can never harm, but it can potentially help the principal increase revenues
by tailoring employees’ efforts to such information. The same holds for firms, where
competition for prizes, promotions, or bonuses play a minor role: the proposition
illustrates that a sufficient condition for information about colleagues not to harm
is simply that the workers’ reward schemes are independent. To facilitate such
observations the principal can e.g. allocate agents to open-plan offices or collocate
agents in different departments. Moreover, she might not undertake much effort to

keep bonuses and wages (that convey information about performances) secret.

2.4.2 Informative Outputs

Assumption [3| puts us in the case we are interested in: the first agent always provides
high effort under the ex ante information scenario. Therefore, we can now analyze
in detail the different effects that choosing state contingent effort levels (€, e) have
on the implementation costs of the two agents. In the following we will focus on the
cases where ex ante information can have a positive impact on the first agent’s im-

plementation costs. That is, we focus on [f(ZZ|er, en)])? > f(ZZ|er, er) f(TZ|ew, en),
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so that the first agent’s implementation costs are lower if the principal implements
effort ey for the second agent. If they were lower with ey these costs could only
increase by making the second agent’s effort state contingent. Thus, ex ante in-
formation could only do better because of increases in revenues by tailoring effort,

which we discussed in Proposition [7]

A Condition for Ex Ante Information to Perform Worse

Proposition 8 Suppose the signal is informative, i.e. (zZ|e) < I(Tz|e) and it is
optimal to implement (€,e) = (ey,ey) or (€,e) = (er,er) under the ex ante infor-
mation scenario. Then this scenario does strictly worse than the ex post information

one.

To understand the result, note that under these conditions the profit components
stemming from the first agent are the same under both structures, as are the rev-
enues from the second agent for (ey,ey). It follows, however, from Equations
and that the costs of implementing (eg, ey) for the second agent are strictly
higher if the principal provides ex ante information. For (ey,ey) it follows from As-
sumption |3 that the profit component due to the second agent is strictly lower under
the ex ante information scenario. Therefore, in both cases this scenario performs
worse overall.

The result shows that in situations where outputs are informative the principal may
want to take actions to prevent workers from observing each other. Such actions of
the principal can for example involve the allocation of agents to single offices or a
policy of wage secrecy. If there is no positive effect on the first agent because the
second agent provides the same effort in all states of the world regardless of the feed-
back, it is strictly better that the second agent receives no ex ante information. The
emphasis lies on strictly, because in a simple decision problem ex ante information
would perform equally well as ex post information in such a situation.

The U-form is an example for outputs being informative: the output of one market-
ing expert is likely to be informative about the effort of another marketing expert.
Hence, we expected such a firm to be less transparent. Also in a hierarchical firm
a policy of less transparency might be optimal: in such an organization promotions

play a big role for providing incentives. They can be understood as an interdepen-

41



dent reward scheme. The reason is that otherwise a worker might conclude that it
is not worth working hard for a promotion after observing a colleague’s performance

and recognizing that it is nearly impossible to be better.

A Condition for Ex Ante Information to Perform Better

Can the ex ante information scenario do strictly better? The following proposition
shows that the answer is yes — even in situations where there are no gains from

tailoring effort:

Proposition 9 Suppose the signal is informative, i.e. [(zZ|e) < Il(zz|e), and
the first agent’s implementation costs are lower if the second agent provides ey,
i.e. [f(zxler,en))® > f(xTler,er)f(ZZ|em,ex). If it is optimal to implement
(e,e) = (em,er) or (é,e) = (er,ey) under the ex ante information scenario, then
there exist parameters such that ex ante information does strictly better than ex post

information.

For the case (€,¢e) = (ep, ) informational gains are the only driving force behind
the optimality of ex ante information.

The case (€,e) = (e, ey) is more interesting though: to motivate the first agent the
principal implements the high effort for the second agent in the less informative state
z. The positive effect on the first agent’s motivation comes at the cost of rewarding
the second agent in this very uninformative state, which increases implementation
costs for the latter. Hence, a trade-off exists. Depending on the strength of the two
effects either ex ante or ex post information can be optimal.

This shows that for informative outputs a more transparent firm is only optimal if
the feedback about the performance of the colleague changes the agent’s actions.
And even in this situation it is not always the case that a feedback policy is optimal
because of the negative impact on the second agent’s incentives. This effect is
additionally enforced by implementing ey for the second agent in the uninformative

state and ey, in the informative one.
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Discussion

Our model comes to a different conclusion than the tournament models with exoge-
nous wages: given a convex cost function, in the latter ex ante information can never
be optimal unless there are informational gains (see e.g. Ederer (2004)). What is the
root of this? When wages and the wage scheme are exogenously given, ex ante in-
formation cannot have an impact on the incentive scheme. Thus, the positive effect
we identify is ruled out by assumption. Determining the wage scheme endogenously
implies that the implementation cost function of an agent depends on the effort of
the colleague. If desired, the principal can then implement a state contingent second
period effort that leads to a reduction in first period implementation costs.

This possibility of reducing the first agent’s implementation costs is also the reason
why in our model ex ante information can be better, while in the single agent settings
of Lizzeri, Meyer, and Persico (2002) or Chapter (1| it is always worse. In Lizzeri,
Meyer, and Persico (2002) ex ante information reduces first period incentives. With
two agents not the agent himself is rewarded after a low output in the first period,
but the colleague. Hence, the negative effect on first period incentives disappears —

and may even be replaced by a positive effect.

2.5 Extensions

In this section we consider two extensions — taking the ex ante information scenario
as given. The first deals with the question which agent should observe which, i.e.
in which direction information should optimally flow in a firm. The second asks
whether it is always better to hire another agent, given that this agent can observe
the outcomes of existing workers. For both we assume that the output of an agent

is informative about the colleague’s effort.

2.5.1 Heterogeneous Agents

So far we assumed that agents are symmetric and therefore the direction of the
information flow was irrelevant under the ex ante information scenario. With het-

erogeneous agents, however, this is an issue. For example, agents might differ with
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respect to their productivity, or more interestingly, with respect to the informative-
ness of their outputs about effort. For the latter suppose e.g. that the output of
agent one is uninformative about agent two’s effort, but agent two’s effort is infor-
mative about agent one’s effort. Then the optimal direction of the information flow
would indeed be to let the second agent observe the first: the second agent’s imple-
mentation costs are unchanged by the information, but the principal can reduce the
first agent’s implementation costs by making second period effort state contingent
through an interdependent wage scheme. If she were to change the direction of the
information flow, no such positive effect on the first moving agent would be possible:
while his wage scheme is independent of the second moving agent’s effort, there is a
negative effect on the second moving agent’s implementation costs.

This provides one explanation for why firms organize information flows to be from
the bottom to the top and not the other way round: the outcome of a lower hierar-
chy worker is unlikely to be informative about the effort of a worker higher up in the
hierarchy. But, the other way round, it is likely to be informative: the performance
of the higher placed worker might convey firm and industry specific information.

This is useful for lower hierarchy workers and might thus change their incentives.

2.5.2 Integration

Is it always optimal to employ two agents given that they can observe each other?
Or are there circumstances where not expanding the firm and employing just one
agent is better? To examine this question we focus on the case where it is optimal
to implement high effort in all states of the world under the ex ante information

scenario. Then profits in the single agent firm are:
1% (ey) = g(Zlew) — C(Zlen).
And in the two agent firm they are:
M (eg, en) = 29(Zlen) — C(zZ|en, exr) — EC(xZ|ey, ex).

The multiple agent firm has not only the advantage that more agents produce, but
also that the principal can condition an agent’s wage on the output of the colleague.
As we have seen before, observing others decreases incentives if the colleague’s out-

put is informative about the agent’s effort. Hence, a trade-off arises between these
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two forces and governs whether it is optimal to integrate another agent or not. The

principal prefers to expand the firm if and only if:

M (ey,ey) — % (ey) > 0
=

f(zlex) — C(zzley,en) > EC(xZley,en) — C(Zlen).

As shown in Chapter [3| EC(zZ|ey, eg) > C(Z|ey) can hold, because the negative
effect of rewarding an agent in a state that is less informative than z (Zz) cannot
outweigh the gain of more information — rewarding him in a state that is more
informative than state  (Zx). Thus, for integration to be optimal the principal’s
profit from the additional agent has to be higher than the potential increase in
implementation costs.

Our model can contribute to the discussion about the boundaries of the firm: the
integration of another department or a production spin off changes the available
information about the performance of colleagues in a firm and thus the incentives of
the agentﬂ Moreover, it can explain why relative performance evaluation schemes
are not as common in firms as the standard theory would predict (see e.g. Antle and
Smith (1986)): even though employees’ outputs are informative the principal may
prefer to use an individual performance scheme to prevent the flow of information
to others” when this information would harm incentives. Alternatively, the principal
may want to select workers in such a way to avoid their output being informative
about each others’ efforts. This, in turn, would mean that an independent wage

scheme is indeed optimal.

2.6 Conclusion

We have shown that information about the performance of colleagues can harm when
received before the effort choice: the incentives of the agent who receives information
are always adversely affected (it becomes more expensive to induce him to work),

while the incentives of the other agent can increase.

6Note that our results strengthen the ones of Schmitz (2005): in our setting the integrated firm

generates an additional output and more information is available in it.
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We discussed the implications of these results for the design of organizations. These
include predictions about e.g. the relation between the firm’s internal transparency
(public or private performance evaluations, office allocation) and its functional form
(U versus M). Firms which are structured according to the M-form are predicted to
be more transparent. In firms structured according to the U-form the management
wants to prevent workers from observing their colleagues’ performance under certain
circumstances (e.g. via the office allocation, or private performance evaluations).
This can lead to inefficiencies because the information might be useful for the agent
to tailor his effort to the new information, which helps to avoid wrong decisions.

Furthermore, the result suggests that we should expect to see more transparent
firms where internal competition for prizes or promotions does not play a big role.
If incentives from promotions or other forms of internal competition are important

in a firm, then we should see less transparency.
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Chapter 3

Moral Hazard and Ex Ante
Observability

3.1 Introduction

Holmstrom’s (1979, 1982) sufficient statistic result says that additional signals are
valuable in principal agent models with hidden actions if and only if they are in-
formative about the agent’s effort: the principal can use the additional information
to condition the agent’s incentive scheme on it. For example, she can concentrate
higher rewards in states where it is more likely that the agent provided a certain
effort.

A puzzle therefore is why real world contracts do not condition more often on ad-
ditional information (see Prendergast (1999) for an overview). In this chapter we
provide an explanation for this puzzle based on a simple variation of Holmstrom’s
(1979) model: the agent (and the principal) might observe the signal before he
chooses his effort rather than after. Thus, while we asked in Chapter [l about the
value of early information, we consider here the value of more information.

For many settings it is more natural to assume that information is available before
the effort choice: an agent observes a colleague working on a related project if they
are sharing an office, he may have access to internal statistics about e.g. the firm’s
performance in some fields, the principal may advise him to sample information for
his future project, he learns about his ability in a training spell, or if he works a

long time on similar projects he has a good idea about his probability of success.
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To illustrate the effects of this model, consider as an illustrational example consider
the training spell that the agent undergoes before he starts working in his job. The
outcome of it provides a signal both to the firm and to the agent about his talent. In
other words, when assigned to a job the agent has in hand a signal that is informa-
tive about his effort. What impact on incentives does this have? Suppose that the
agent (and the firm) learned that he is not particularly talented. Then observing
that he succeeds in the job thereafter is a strong indication that he worked very
hard. Stated differently, his output is very informative about his effort. In contrast,
such a success will be less informative about the effort of a worker who learned that
he is very talented for the job: he knows beforehand that he is likely to succeed
even when putting in low effort. Comparing the two, incentives need to be much
stronger for the worker with the signal that indicated his talent for the job than for
the other one. Thus, information observed before effort has two potential effects.
On the one hand, the agent may learn that he is very likely to succeed even with
low effort, and it becomes harder to provide incentives to him. This implies that
effort implementation costs increase. On the other hand, he may discover that his
effort influences strongly the work outcome. Then implementation costs decrease.
Comparing this to a situation where no additional signal is available, we will show
that overall the negative effect of an informative signal may dominate. Thus, ob-
serving no additional signal can be better than observing the informative one. In
comparison, an uninformative signal never harms: as it is uninformative about ef-
fort, it does not change the agent’s incentives.

The chapter is structured as follows. After discussing the related literature in the
next paragraph, we present in Section the model and review briefly the required
information concepts. Then we derive the incentive schemes for the different infor-
mation structures in Section [3.3] In Section [3.4 we ask whether the principal wants
an additional signal if the agent observes its realization before he chooses his effort.

Section [3.5] discusses robustness and the last section concludes.

Related Literature

“More information” is beneficial in moral hazard problems when contracts are com-

plete. Holmstrom (1979, 1982) showed this for more information in the sense of
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having additional signals that are informative about the agent’s effort. Gjesdal
(1982), Grossman and Hart (1983), Kim (1995), or Jewitt (2006) define more infor-
mation more broadly in the sense of Blackwell (1953) or Lehmann (1988), i.e. they
vary the informativeness of the output system. All these papers have in common
that they consider only ex post information. In contrast, we use a close analogue of
Holmstrom’s (1982) information criterion and ask whether more ex ante information
is beneficial in a complete contract setting.

Thus, our contribution is to show that the finding from the incomplete contracts lit-
erature that more information can harm (Cremer 1995, Meyer and Vickers 1997, De-
watripont, Jewitt, and Tirole 1999, Prat 2005, Amaya 2005) can also obtain in
a complete contract setting. From this literature the models by Amaya (2005)
and Cremer (1995) are most closely related. Amaya (2005) and similar models
from the accounting literature (Baiman and Evans 1983, Penno 1984, Baiman and
Sivaramakrishnan 1991) are distinguished from our setting by the assumption that
the informative signal is only observable to the agent. Hence, the principal has to
pay an extra rent to the agent because she cannot condition the agent’s wage on
the signal (the authors exclude the possibility to design a mechanism to extract
the private information, hence the contract is not complete). Cremer (1995) shows
that the principal does not want to have information about the agent’s ability if
she can only provide incentives to him with the threat of removing him after a bad
performance. Her ability to learn that the agent is talented would undermine this
threat as it stops her from firing the agent after a bad performance. While the
story is related to ours — information changes the incentives of talented agents —
the mechanism is very different: acquiring no information serves as a commitment
device in Cremer (1995).

Furthermore, the chapter is related to Lizzeri, Meyer, and Persico (2002) and Chap-
ter |1} Both consider the question when an agent should receive information: before
or after the effort choice. In comparison, in this chapter we keep the timing fixed at
the intermediate/ex ante stage and address the issue whether an agent should receive
a signal or not. Thus, instead of considering the question whether early information
revelation is beneficial, we ask in this chapter whether more information — in the

sense of early observing an additional signal that is informative about the agent’s

49



Table 3.1: Joint Distribution.

effort — is beneficial.

3.2 The Model

3.2.1 Production

There is one principal, who employs one agent. The agent is risk neutral, has no
wealth, and the value of his reservation utility is zero. He produces a verifiable and
observable output = (which equals the principal’s revenue). This can be either high
(z) or low (z = 0). There is a second — verifiable — signal z € {z, z}, where the
probability of z = Zis p and of z = 2z is 1 —p. Upon observing z, the agent’s posterior
probability of producing a high output depends on his effort e € £ = [0,b] and is
denoted by h(z|z,e), h: & — (0,1), h € C3. We assume that %‘j’e) = h(Z|z,e) >
0. Furthermore, % = hee(Z]z,e) < 0. From this it follows that the joint
distribution of output and signal, f(zz|e) is as given in Table and the marginal
distribution of output is g(zle) = > . f(Zzle) and ). f(zzle) = 1 — g(Z|e). The
agent’s cost of effort function is c(e), ¢ : € — IRy, c € C3, ¢(0) =0, c.(e) > 0 Ve > 0,

ce(0) =0, cee(€) > 0 Ve > 0 and c¢..(0) = 0.

3.2.2 Timing

The timing is as follows. At date 0 the principal can choose whether she and the
agent observe at date 2 the realization of the signal z (ex ante information sce-

nario)[] or not. We assume that if she chooses not to observe the signal, then it

1Strictly speaking, ex ante information refers to what might more appropriately be called in-
termediate information as the agent already signed the contract when he receives information. In

the appendix, we show that this distinction is unimportant though: there is no difference between
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is also not verifiable (no additional information scenario). At date 1, the princi-
pal offers a wage scheme w to the agent that depends on the realization of the
output and if available the signal: if it is observable the scheme specifies four
wages: w = (w(zz),w(Zz),w(zz),w(zz)). If not, the scheme specifies two wages:
w = {w(z),w(Z)}. The signal can be either informative or uninformative about
the agent’s effort (see below for the definition of informativeness). If the principal
acquired the signal, it realizes at date 2. The realization is observable to both the
principal and the agent. After this observation the agent provides unobservable
effort at date 21: e(2z) = e after observing z and e(z) = e after z. If no signal is
acquired he simply provides unobservable effort eE|

As benchmark we also briefly consider the ex post information scenario: here the
signal realizes after the agent has chosen his effort. We do not, however, compare

the ex post with the ex ante information scenario as in Chapter [1]

3.2.3 Payoffs and the Principal’s Problem

In the main part of our analysis we will assume that the principal has to implement
an expected effort of E (see e.g. Lizzeri, Meyer, and Persico (2002) for this
formulation), i.e. pe+ (1 — p)e > E for the ex ante information scenario and
e > FE for the ex post or no additional information scenario (in equilibrium both
constraints are binding). Departing in this way from the standard formulation,
where the principal receives a revenue proportional to the agent’s output, allows
us to neatly separate the incentive effects of ex ante information from the effects it
has on revenues. We will show in Section that our analysis extends naturally to

the standard formulation of revenues, where there is an interplay of both effects.

the two, because the agent’s reservation utility is zero. Hence, we simply refer to the case where

the agent observes the signal before the effort choice as ex ante information.

2There is a subtle difference between Holmstrom (1979) and our model: in the former the signal
is in the world and the principal can simply decide whether or not to condition the incentive scheme
on it. For this to work one has to assume that the signal is verifiable, but then it is unimportant,
whether the agent (ex post) observes it or not. Our model would be uninteresting if the agent
would not (ex ante) observe the signal. For the question whether more information is better, we
thus have to give the principal an active choice: should she and the agent observe the signal or

not. That is, the signal cannot be simply “in the world”.
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As usual, we can then decompose the principal’s problem into two steps. First,
taking effort as given, minimize for each information scenario the expected wage
payment Y [f(xzZ]e)w(xZ) + f(xz|e) w(xz)] over wages, subject to the agent’s
incentive, limited liability, and participation constraints. The solution of this
problem defines the implementation cost function C'(xzl|é, ¢), where xz is the subset
of states {Tz,Zz,zz,2z} in which the principal pays a positive wage. Similarly,
we define C'(x|e) for the no additional information scenario. Second, the principal

minimizes C'(xz|€, e) (or C'(x|e)) over efforts, subject to pe+(1—p)e > E (ore > E).

Our formulation implies that optimal effort levels are both equal to E in expec-
tation. It turns out that this simplifies the derivation of necessary and sufficient
conditions when asking whether the principal prefers the ex ante information or the
no additional information scenario. This is, however, not the reason why we adopted
the particular revenue formulation. Even if optimal effort levels were not equal in
expectation, we would obtain our results on the basis of sufficient conditions, using
the following argument. Let e be the optimal effort level when no signal is available
and (€', €') those with signal z’. To prove that the value of signal 2z’ exceeds that of
no signal it suffices to show that C'(x|e) > C(xz'|e) because C(xz'|e) > C(xZ'|¢, ¢').

And analogue to show that the value of no signal exceeds that of signal z’.

3.2.4 Definition of an Informative Signal

As mentioned above we, are interested whether the signal is informative about the

agent’s effort. For this we compare the three likelihood ratios I(zz]e) = J;fg;f)),
l(zzle) = ’}’gj':)) and [(Z|e) = %. Those tell us how likely it is that the agent

provided an effort of e, given output (output-signal) realization Z (Zz). Suppose
l(zz|e) # l(zz|e), which implies that those ratios are also unequal to I(z|e). Then we
say that the signal is informative about the agent’s effort. We say it is uninformative
for I(Zz]e) = I(ZZ]e), which implies that those ratios are also equal to I(Z|e). In the
following, we want to focus either on informative or on uninformative signals, and
therefore impose that sign ({(2z|e) — l(Zz|e)) = constant Ve.

Our definition fits what Demougin and Fluet (1998) call “mechanism sufficiency”. A
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statistic is said to be mechanism sufficient if the implementation costs for a certain
effort depend only on this statistic. It turns out that in our case if likelihood ratios
in zz and Zz are equal then implementation costs C'(xz|e) depend only on z = z
and not on the signal. Hence, the agent’s output is mechanism sufficient, and for
brevity we say that the signal is uninformative. If the likelihood ratios are unequal
implementation costs depend on the signal, and we say that it is informative.

We assume in the following that [(zz]e) > I(Zz|e) Ve and we will repeatedly use the
following lemma in our later analysis. It deals with the ranking of the likelihood

ratios of the informative signal:
Lemma 2 [(zz|e) > l(zz|e) < [(zz|e) > l(Z|e) > I(zz]e).

From Lemma |2 it is important to remember that if the state £z is more informative
than zz, then observing solely output 7 is less informative than observing zz, but

more informative than observing z.

3.3 The Wage Scheme

In this section we consider the first part of the principal’s problem and compare the

implementation cost functions for an informative and an uninformative signal.

3.3.1 No Additional Information and a Brief Digression to

Ex Post Information

Instead of moving directly to the ex ante information case — which is the main
concern of the chapter — we briefly show that conditioning the agent’s contract
on an additional informative signal leads to strictly lower implementation costs
compared to a situation where the principal observes only the agent’s output — given
that the signal is observable ez post. The aim of this is to show that Holmstrom’s
(1982)’s sufficient statistic result carries over to a model with a risk neutral and
wealth constrained agent. This guarantees that our later results are not driven by

“abnormalities” that arise only for such an agent.
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With ex post information the principal faces the following maximization problem:
H;i,n Z Z flzzlé)w(zz)

s.t. é € argrileaéxz Z flzzle)w(zz) — c(e),
st Y Y flzzle)w(zz) — c(é) >0,
s.t. waza:z)z > 0 Vzz.

The following lemma summarizes the solution to this problem.

Lemma 3 w(zz) = w(zz) = 0.

(i) (zZ|e) > l(Zz|e) = w(TZ) = ce(e)/ fe(TZ|e) and w(zz) = 0.

(i1) l(zz]e) = l(Zz|e) = all w(zZ) — w(Zz) combinations that satisfy the incentive
constraint are optimal: fe(Tz|e)w(zz) + fe(Tz|le)w(zz) = co(e).

In Part (i), where the signal is informative, implementation costs (the expected

wage) for effort e are given by:

C(73]e) = lf;;;. (3.1)

We see that implementation costs are inversely related to the likelihood ratio in
state £z. Thus, the lower the ratio, i.e. the more likely it is that the agent provided
effort e, the lower are these costs.

In Part (ii), where the signal is uninformative, i.e. ((Z|e) = [(ZZ|e) = l(Zz|e), the

implementation costs reduce to:

C(zle) = Z‘E;_(;)). (3.2)

The implementation costs for an uninformative signal do not depend on the signal
and hence are equal to the ones when no information at all is available. To see this,

note that for the latter scenario the incentive constraint is given by:

€ € arg rggngg(ﬂe)w(w) —c(e). (3.3)

Hence, the principal sets w(z) = 0 and w(zZ) = c.(e)/l(Z|e), resulting in implemen-
tation costs C'(Z|e).

We next ask about the value of an additional signal:
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Lemma 4 Suppose that the signal is observable to the agent after he chooses his

effort (or not at all). Then implementation costs for all e are:

(i) strictly lower under an incentive scheme that conditions on an additional in-

formative signal than under one which conditions only on output;

(i) equal under an incentive scheme that conditions on an additional uninforma-

tive signal to the ones which conditions only on output.

Lemma (4] extends Holmstrom’s (1979) well known sufficient statistic result to the
case of a risk neutral and wealth constrained agent. The only difference is that
for an uninformative signal the principal is indifferent for a risk neutral and wealth
constrained agent whether or not to condition the contract on such a signal, while
for risk averse agents she prefers strictly not to do so. Part (ii) holds for both types

of agents.

3.3.2 Ex Ante Information

Now we move to the main case of interest: the agent observes the signal before he
chooses his effort. Thus, we have to consider two incentive constraints — one after

the signal realization z and one after z:

after observing z : € € arg max h(z|z, e)w(zZ) — c(e),
ec

after observing z : e € arg max h(Z|z,e)w(zz) — c(e),
ec
where we already used w(zZz) = w(zz) = 0. In the appendix we show that the costs

of implementing an effort vector (€, e) given an informative signal are:
C(zz,2zle, e) = pC(zzle) + (1 — p) C(zzle), (3.4)

where we define C(Zz|e) = c.(e)/l(Zz]e), with a slight abuse of the definition of the

implementation cost function.

The Value of an Uninformative Signal

If the signal is uninformative, implementation costs again do not depend on the

signal and are given by:

C(zle,e) = pC(zle) + (1 —p) C(7]e). (3-5)



We see that the main difference to the no additional information scenario — where
implementation costs are given by C(Zz|e) — is that the principal can make efforts
state contingent. Whether or not she can gain anything from doing so depends
on whether the implementation cost function is concave or convex. By Jensen’s

Inequality we have that for implementation costs that are e.g. convex in effort:
pC(zle) + (1 —p) C(zle) = C(z|pe+ (1 —p)e).

Hence, under an uninformative signal and convex implementation costs the prin-
cipal could implement the effort ¢ = pé + (1 — p) e more cheaply than the state
contingent effort (e, e). Therefore, the principal optimally sets € = e. For concave
implementation costs it is exactly the other way round. In the following we assume
that these costs are convex in effort. Strictly speaking this is an assumption on an
endogenous function. It is, however, very natural in principal-agent models: it is a

sufficient condition for the principal’s problem to be strictly concave in effort.

Assumption 4 The implementation cost function Z(C;iTg) 1S convex in e.

Hence, the principal optimally sets € = e under an uninformative signal and we
denote the implementation costs for the uninformative, ex ante observable signal

by:

O(zle) = ; @(l‘?). (3.6)

These are equal to the ones of the no additional information Scenarioﬂ

Proposition 10 Suppose the signal is uninformative, i.e. 1(zzle) = I(Zzle) and
e = e = e. Then implementation costs under the ex ante information scenario
with an uninformative signal are equal to those under the no additional information

scenarto.

30ne should note the difference in the wording compared to Lemma We are now not talking
about a contract that can condition on the agent’s output versus one that conditions on output and
on the signal, but about implementation costs under the different information scenarios. Under
the former formulation it would not be clear, whether the agent (ex ante) observes the signal or
not. The definition of our scenario includes both: (not) observing the signal and (not) having the

possibility to condition the contract on it.
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Thus, an uninformative signal does not generate additional benefits. The intuition
is simple: neither can the principal exploit the additional signal by conditioning the
incentive scheme on it, nor does the observation of this uninformative signal change
the agent’s incentives: the two incentive constraints we have shown above collapse
into oneff] And this one constraint equals the one for the no additional information

scenario.

3.4 The Value of Ex Ante Information

3.4.1 General Effects

We have already seen that an ex ante observable uninformative signal leads to the
same implementation costs as if the principal observed only the agent’s output. We
now move to the question whether additional information is beneficial: i.e. does
the principal always prefer to have an informative signal to not having it? From
Equations and it follows that an informative signal yields strictly higher

implementation costs than no additional information if and only if:
pC(zzle) + (1 — p) C(zzle) > C(zle), (3.7)

for the optimal effort levels (e, e), with pe+ (1 —p)e = E, and e = E.

In the next section we present specific examples showing that optimal efforts (e, e)
can indeed be such that this holds. The purpose of this section is to flesh out
the three conflicting forces that underly such a situation. First, there are more
incentive constraints under an informative signal than if the principal observed only
the agent’s output — and more constraints to the principal’s problem cannot decrease
implementation costs. Second, the principal can use the information content of
the informative signal to reduce implementation costs. Third, making effort state
contingent (€ # e) increases the value of the convex implementation cost function.
We will now discuss each effect in turn to see more clearly why or why not an

additional signal can harm when observed before the effort choice.

4The Lagrange multipliers on the incentive constraints in the principal’s problem are equal.
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More Incentive Constraints

There are more incentive constraints for the ex ante information scenario than for

the no additional information scenario, as we have seen in Sections [3.3.1] and [3.3.2]

Hence, when asking about the benefits of an additional informative signal we do
not only vary the informativeness, but also the number of incentive constraints. To
separate the latter effect, we keep the information content constant and compare
an informative ex post (one incentive constraint) to an informative ex ante signal
(two incentive constraints). The difference in implementation costs for these two

scenarios 1s:

pC(zzle) + (1 —p) C(azle) > C(zzle), (3.8)

where the left hand side gives us the implementation costs for the ex ante information
scenario and the right hand side the ones for the ex post information scenario and
E=pe+(l—p)eande=F.

The intuition for the strict inequality in Equation is following (for a formal
proof see Chapter [I). Under the ex ante information scenario the principal has to
pay a positive wage after both signal realizations (zZ and z) to induce the agent to
work in every state of the world. In comparison, for the ex post information scenario
it is optimal to pay only a wage if ZZ realizes. An additional reward in Zz — which is
the less informative state — therefore increases ex ante implementation costs. Hence,
the two incentive constraints under ex ante information indeed lead to an increase

in implementation costs.

More Information

Next we ask what happens if we vary simultaneously the number of incentive con-
straints (first effect) and the information content of the signal (second effect), while
abstracting from the third factor by imposing the same implemented effort in all
states of the world. For this we consider Equations and , settinge = e =e.
Compared to the previous paragraph, the wage for the one incentive constraint sce-
nario (the no additional information scenario) conditions now only on z and not on
z anymore. Thus, we have to replace [(ZZ]e) on the right hand side of Equation

(3.8) with I(z]e). The left hand side is unchanged.
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Figure 3.1: Gains and Losses of an Informative Signal

Remember from Lemma [2| that 2z is more informative than Zz about the agent’s
effort. This implies that observing zZz is more informative than . However, observ-
ing only the output Z is more informative than observing zz. Implementation costs
are inversely related to the likelihood ratios. Hence, the principal can implement
the same effort cheaper in state £z than in Z, but at higher costs than in zz. Figure
then illustrates that the loss caused by the informative signal — having to pay
the agent in a state, where it is less likely than in Z that he provided a certain effort
— can be higher than the gain — having the opportunity to provide incentives in a
state where it is more likely than in z that he provided a certain effort.

The conclusion is reversed for the case where the gain outweighs the loss. This
gives us immediately a sufficient condition for an additional informative signal to be

beneficial. In the appendix we show:

Proposition 11 Suppose the signal is informative, i.e. [(zzZle) > l(zz|e) and
he(Z|Z,e) < he(Z|z,e) Ye. Then implementation costs for the ex ante information
scenario with an informative signal are strictly lower than those for the no additional

information scenario.

The condition in the proposition tells us that if the gain is larger than the loss for all
efforts e then the informative signal is beneficial: implementation costs are already
lower for € = ¢ = e = F, which need not be optimal. Hence, the principal cannot

do worse by having the opportunity to set e # e.

Convex Implementation Costs and State Contingent Effort

Observing an informative signal changes the agent’s incentives, as we have seen in
the last two sections. Thus, payoffs are altered even if the principal ignores the
information. We are now interested whether the principal prefers sometimes to have

no additional information for cases where the loss outweighs the gain (in the context
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of the previous section with equal efforts € = e = e). That is, can the principal
always choose efforts € # e in such a way to reduce the costs, or increase the benefit
sufficiently for an informative signal to do better? The following is a sufficient
condition that she cannot, using the fact that p C(zle) + (1 — p) C(z|e) > C(Z|e):
1 1
Pli=== — 7=
l(zzle) I(z|e)

For more information to harm the equation can either hold for all (€,¢e) or at least

1 1

} i) L(xz@ ) l(ﬂ?\@)] =0 59

for the optimal effort vector. Again, the first term in brackets gives us the gain and
the second the loss — now evaluated at state contingent effort levels.

As we used an upper bound for C(z|e), the violation of Equation (3.9)), however,
does not tell us that an informative signal is beneficial. Efforts under the ex ante
information scenario are state contingent, in contrast to the no additional informa-
tion scenario under which they are not. But introducing a spread between efforts
increases the value of the convex implementation cost function under the ex ante
relative to the no information scenario (by Jensen’s Inequality). If the gain is much
smaller than the loss (evaluated at equal efforts), the spread between € and e re-
quired to outweigh this might drive up convex implementation costs too much. As

the examples in the following show, it might not be possible to outweigh the loss.

3.4.2 Examples

Optimal efforts are hard to characterize generally and thus we present in the follow-
ing three examples that show that more information can harm. The first example
gives a rather general condition for the convexity effect to dominate. The second
one draws on the discrete effort model that is used in many applications. The third
one employs a probability function that is linear in effort, making the computation

of optimal efforts tractable.

Example 1

Let p = Suppose that implementation costs in state zz are so high that it

1
5.
is optimal to set ¢ = 0. This is the case for C.(Zz|0) > C.(zZ|2E)[| Under

5To see this, note that the first order conditions of the principal’s problem with respect to effort

are: Ce(Zzle) = (1 —p) A and C.(ZZ|€) = p A, where A is the Lagrange multiplier.
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Figure 3.2: Ilustration of Example 1

this condition, increasing e away from zero raises implementation costs more than
decreasing e away from the highest effort level 2F would reduce them. But then,
although we have that implementation costs in state xz are lower than those when
one observes only output (C(zz|e) < C(Z|e)), the state contingent effort level can
drive up the strictly convex implementation costs so much that implementation
costs are lower when observing only the agent’s output: C(z|E) < 0.5C(zz|2E) can

happen as we illustrate in Figure [3.2l Hence, an additional informative signal can

harm.

Example 2

Let effort be discrete e € {er,en}, cley) =1, c(er) = 0 and p = 1. Here the
likelihood ratio is I(s) = ]’f((j:f{)) and hence C(slen) = 1=, s € {Z,7z}. Suppose

that it is optimal (or required) to implement high effort in all states of the world.

Then implementation costs are lower without the additional information if and only
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p(zzle) T z

z aep+k p(l—ae)—k P
e(l—ap)—k l—e—p+aep+k|1—p

|

e 1—e¢ 1

Table 3.2: Joint Distribution. Let f(zz]e) be max{0, p(zz|e)} or min{p(zzle),1}.

if the loss is larger than the gain, or:

C(zzlem) + C(zzley) > 2C(Z|en)

& [Uz2)+1(z)] [ —U(2)] +U(zz)l(zz) > 2[1 — ()]

Example 3

Let the joint distribution be as in Table E Furthermore, let ¢(e) = % Plugging
this into Equations (3.1)) and (3.4)), using £ = pe + (1 — p) e and subtracting, we

obtain:

AEe) =p(l—p)(E— e +k (1 oL g) | (3.10)
If and only if A(e,e) > 0 for the optimal effort vector (&, e) implementation costs
for the informative signal scenario are strictly higher than for the no additional
information scenario. The first part of Equation (3.10])) shows how trying to outweigh
the loss by setting € # e increases convex implementation costs. The second term
gives us the possible loss (Zz is less informative about effort than z) and gain (zz

is more informative) caused by an informative signal. Hence, depending on the

optimal effort levels, this second term can be positive or negative.

Lemma 5 The optimal efforts are e = E+pu ande = E — (1 — p) p, with p =

____k
2ap(l—ap)

. Hence, € > ¢ if and only if [(Tz|e) > l(Zz]e).

The principal chooses effort levels in a way that mirrors exactly the informativeness
of a state of the world: as (by assumption) under zz it is more likely that the agent
provided a certain effort than under zz, the principal implements a larger effort
following zz than following zz. Plugging these optimal effort levels into Equation

(3.10), we obtain the following proposition, which shows how the optimality of

additional information depends on the parameters:
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Proposition 12

(i) for k <0 and a <1, or for k > 0 and a € [1, %) implementation costs for
the informative signal are strictly lower than the ones for the no additional

information scenario;

(i) For k > 0 and a < 1, or for k < 0 and a € (1,%) there exist values
for (a,p, k, E), such that implementation costs for the informative signal are

strictly higher than the ones for the no additional information scenario.

To understand better Part (i) of Proposition , suppose the principal ignores the
information and simply sets € = e. Then the first term of Equation (3.10) vanishes
and the sign of the second one is determined by &k (1 —a). For k =0 or a = 1 this is
zero, and obviously, more information is never worse. For k > 0 and a € (1, %), or
for k < 0 and a < 1, the term is negative, and more information has to do strictly
better by Proposition . Finally, for £ < 0 and a € <1, I%), orfork>0and a <1
the term is strictly positive, and an additional ex ante signal may harm as Part (ii)
shows.

The intuition for the result is the following. By varying k and a we can vary the
informativeness of the signal. For & = 0 the signal is uninformative about the
agent’s effort — no matter which value a takes. For k # 0 the signal is informative,
where k < 0 corresponds to [(Zz|e) > [(Zz|e). The parameter a cannot influence
whether the signal is informative about effort, but how informative it is: it affects
the marginal posterior h(z|z,e) and by this the relation between the gain and the
loss (compare Proposition H Combining these two parameters, we see that for
k < 0 it is more likely in zz than in Zz that the agent provided a certain effort.
As long as a < 1, it is also relatively more likely in ZZ compared to T than in =
compared to Zz. But for a > 1 it is relatively more likely in z compared to Zz than
in £Z compared to z. For a = 1 these distances are equal.

So far we discussed for which parameters the gain can be smaller than the loss. What

still needs to be explained is why optimal effort levels are not always such that the

6Both parameters affect how informative the signal is about the agent’s output. See Chapter
for a more extensive discussion of the different information concepts and how the informativeness

about outputs and effort varies with the parameters of this joint probability function.
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loss is outweighed. As we discussed in Section and as we see from Lemma
the principal has to introduce a spread between efforts € and e to outweigh it. This
increases the value of the convex implementation cost, which can be seen from the
first part of Equation . If for e = e the loss of the informative signal is much
larger than the gain, one cannot find an effort combination € # e to outweigh the

loss without driving up the convex implementation costs too much/]

3.5 Discussion of Robustness

So far we assumed that the principal has to implement an expected effort of E. The
standard formulation would be to give her a revenue 7 if the agent produces a high
output and a revenue x = 0 if he produces a low one — resulting in expected revenues
[f(zzle) + f(zzle)] 2.

As already mentioned, the reason for our modelling choice was to separate the
incentive effects of ex ante information completely from effects on expected revenues.
For example, we have seen that making effort state contingent can never reduce
implementation costs when the signal is uninformative about effort. But there are
circumstances where this can pay to increase revenues minus implementation costs
when the signal is uninformative about effort, but yet there are informational gains.
We discussed a situation like this in Chapter [1| (the times-a model). Similarly, gains
from tailoring effort in the revenue function can lead to different predictions for the
comparison of the informative signal with the no additional information scenario.
However, it is not clear what is driven by the incentive effect and what by the
revenue effect. As it is well known that ex ante information is (weakly) beneficial
for decision problems as is maximizing revenues one, we decided to focus here solely
on the incentive side.

So what changes if the principal receives revenues that are coupled to output? Of

"One should note the difference to simple decision problems. Here this convexity effect can
never harm: for € = e profits would be equal for an informative signal and for no additional signal.
Hence, the principal chooses to set € # e only if the decrease in profits due to the convexity effect
is smaller than the gains from tailoring effort. In contrast, for our case, profits are strictly lower

for e = e.
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course the derivation of the wage schemes for any information scenario is not affected
(Section , nor is any result for the ex post information case (Lemma [4] and the
discussion afterwards). What changes is the profit function because we add revenues
and by this, the choice of the optimal effort levels in Section Furthermore, any
necessary and sufficient condition would only be sufficient.

To see that our results are robust to this model reformulation, reconsider Examples
1 and 2. Given that it is optimal to implement high effort in all states of the Worldﬂf
expected revenues in Example 2 are equal for both scenarios: f(ZZley)+ f(Zzlen) =
g(Z|em). Hence, the analysis and the results are exactly the same as before.

For Example 1 we can also find parameter values such that e = 0 is optimal when the
signal is informative: implementation costs can be too high in this less informative
state (e.g. f(Zzle)T < (1—p)C(zz|e))f| Letting € be the optimal effort level under
the informative signal, a sufficient condition for this scenario to lead to lower profits
is: [f(zz|pe) — f(zzl|e)]z > C(z|pe) — pC(zz|€). This is consistent with the above
condition for e.g. pC(zzZle) + (1 — p) C(zzle) > C(Z|e), which we have seen can
hold.

In sum, our results are robust to adding standard revenues to the principal’s profit
function. More general examples with optimal effort levels are, however, harder to

derive than under our model specification.

3.6 Conclusion

The sufficient statistic result says that conditioning an agent’s incentive scheme on
an ex post observable and informative signal is beneficial. In this chapter we showed
that if the agent observes the signal before he chooses his effort, implementation costs
can be strictly lower than if he and the principal observed no additional signal. This
implies that information about an agent’s effort can be harmful. While there are
many papers that showed this for incomplete contracts or asymmetric information,

the contribution of our result is that it relies on neither of these two restrictions:

8This is optimal if and only if [f(s|lex) — f(s|er)]Z > C(s|en): it is easy to see that there always
exist values of Z for which this is satisfied.

90me can construct such a situation with e.g. a linear probability of success function.
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the principal as well as the agent observe the signal and they can write a complete

contract.
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Chapter 4

The Peter Principle Revisited

4.1 Introduction

According to the Peter Principle formulated by Peter and Hull (1969) “in a hier-
archy every employee tends to rise to his level of incompetence.” This captures two
stylized facts about hierarchies: first, promotions often place employees into jobs for
which they are less well suited than for the previously held position. Second, demo-
tions are extremely rare (Baker, Gibbs, and Holmstrom 1994a, Baker, Gibbs, and
Holmstrom 1994b, Gibbons and Waldman 1999). While the former is not surprising
— mistakes can happen — the latter is puzzling; why do organizations not correct
“wrong” promotion decisions? Perhaps institutional constraints prevent demotions,
but surely an organization that perfectly knew its employees’ abilities would make
sure that each individual’s effort leads to the highest output in his or her current
job. While compelling, this intuition is flawed. This chapter shows that a simple
trade-off between incentive provision and efficient job assignment leads organizations
to promote some employees to a job at which they produce less than they would for
the same effort in the job held at the previous level.

For this we employ a very simple moral hazard model: a risk neutral and wealth
constrained agent can work in one of two jobs (a higher and a lower hierarchy one),
where the probability that he succeeds in producing a high output depends in each
job on his effort (high or low) and his ability.

In our model, the promotion decision depends on the strength of two effects. On
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the one hand, promoting the worker reduces the cost of implementing a given effort
level if and only if output in the higher level job is more informative about his
effort. Empirically, this is the relevant case: jobs further up in the hierarchy of
an organization require higher levels of ability, and their output tends to be more
informative about the employee’s effort (e.g., Maskin, Qian, and Xu (2000), or
Ortega (2003)). This is intuitive: if higher hierarchy jobs require a higher ability,
seeing a low ability worker succeeding in such a job — which is difficult form him —
indicates that he worked really hard. On the other hand, for a given effort level the
worker’s ability may be such that his success probability is higher in the current job
compared to the higher hierarchy one.

Overall, for some ability levels the reduction in the cost of incentives outweighs the
negative effect of a reduced success probability, thus creating an upward distortion
in job assignment decisions: the promotion threshold for ability is lower than the full
information (first best) benchmark. As a consequence, some workers are promoted
even though they would produce more in their current job if they exerted the same
level of effort (the Peter Principle). Note that this is not a result of the standard
effort distortion arising in a moral hazard model, but driven by the differences across

the two jobs in informativeness about effort.

Our model delivers empirical predictions which are consistent with the evidence
from the personnel economics literature. Along with a rise in the hierarchy an
employee often finds that he works more rather than less, and he is not always
happier than before. The reason is that promotions to the more informative higher
level job allow the principal to keep employees on toes and to extract a high effort
from them at lower costs. This delivers an explanation of Peter and Hull’s (1969)
observation that some individuals are “promoted to their level of incompetence”.
Our model links to the Peter Principle the empirical pattern that wages at the top
of a job exceed those at the bottom of the wage distribution in the next higher level

job (Baker, Gibbs, and Holmstrom 1994a, Baker, Gibbs, and Holmstrom 1994b).

This chapter is structured as follows. In the next paragraph we discuss the related
literature. Section describes the model and Section {4.3| presents the results.
Section [.4) concludes. Section [£.5]extends the model to capture the fact that agents
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are not only extrinsically motivated, but also extrinsically.

Related Literature

There is a large literature on careers in organizations and the role of job assignments.
One explanation for the use of promotions is learning about the ability of workers.
Firms initially place employees in jobs where they can do little harm. Those who
prove to be able are then promoted to positions that require a higher level of ability.ﬂ
A puzzle is why demotions are rare even though many workers are less productive in
their job than they would be in a position lower in the hierarchy. Lazear (2004) offers
an explanation based on temporary shocks to productivity. A promotion means that
a worker has delivered a high measurable output, which is the sum of permanent
and transitory components. Because of regression to the mean of the temporary
productivity shocks, measured output is expected to decline after a promotion. Our
approach is complementary to this. We show that a principal who is perfectly
informed about an agent’s ability would promote some workers to a higher level
task at which they are permanently less productive.

The literature offers two other explanations for the Peter Principle. Fairburn and
Malcomson (2001) assume that workers can sway the performance evaluation of
their supervisors with direct bribes. This makes incentive pay ineffective for the
principal: supervisors and their workers would simply collude to extract high wages
without any high effort in return. Making workers’ pay contingent on their job, and
the managers’ pay contingent on the firm’s profits, aligns managers’ interests more
closely with those of the firm’s owners: promoting a very untalented worker reduces
profits, and thus hurts the supervisor’s pay, more than the the supervisor would
gain from extracting a bribe. Still, some workers close to the efficient promotion
threshold are promoted even though they should not be. Faria (2000) formalizes
an idea from Peter and Hull (1969). He argues that promotion is based on the
performance in one task but that the skills required in the new task may be quite
different. So, inevitably, some workers turn out to be less competent in the new

job than they were in the old one. All these papers, however, do not address why

1See Prescott and Visscher (1980) and the survey of the subsequent literature in Gibbons and
Waldman (1999).
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“wrong” promotion decisions are not reversed.

From a theoretical point of view, our model is most closely related to Robbins and
Sarath (1998). They show that the principal may not always want to choose the
output system that generates the highest revenues. Different output systems vary in
how informative they are about the agent’s effort, where a more informative system
generates lower implementation costs. But such a more informative system need
not be the one that also generates higher revenues. Output systems in their paper
correspond in our setting to agents with different abilities in the two jobs. Our
application allows us to look at a continuum of output systems rather than only
two systems as in Robbins and Sarath (1998). This enables us to explain the Peter

Principle.

4.2 The Model

A risk neutral principal can employ a risk neutral agent for two work periods. The
agent is protected by limited liability, and has a reservation utility of zero. The
principal can assign the agent to one of two jobs, j € {1,2}. In each job the agent
produces a verifiable and observable output x, which equals the principal’s revenue.
Output can either be high (z = 1) or low (z = 0). The probability of a high output,
fi(e,0), depends on the agent’s ability 8 € [0, 0], the job j € {1,2} and effort
e € {er,en}, with f; : [0,0u] x {er,en} — (0,1) and f;(-,0) € C?. We assume
that higher effort leads to a higher success probability, i.e. f;(en,8) > fi(er,8) V6.
The agent’s cost of effort is ¢ if he provides high effort and zero otherwise.

We say that job 1 is the high ability job and job 2 the low ability one. This is captured
by the following sensitivity to ability (SA) and single crossing (SC) assumptions,

where subscripts denote partial derivatives with respect to 6:

Assumption 5
(SA) 0= fayler,0) = foolen,0) < fraler,0) < fiolen,0).
(SC) file,0r) < fale,0r) and fa(e,0n) < fi(e,0m) for e € {er,en}.

Assumption SA consists of two components. First, it says that expected output in

job 1 increases with higher ability, and (weakly) more so if higher effort is provided.
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Thus, effort and ability are weak complements. Second, it says that job 2 entails
“safe” tasks, where a low ability agent can do no harm as the success probability is
insensitive to ability. Hence, we simplify notation to fa(e) = fa(e, @), hereafter.
Assumption SC states that for the highest ability level #y the success probability
in job 1 exceeds the one in job 2, given the same effort level. In contrast, an agent
with the lowest ability level 6, is more productive in job 2 than in job 1, given the
same effort level. Together with Assumption SA it implies that for each given pair
of equal efforts across jobs, (e, e), there exists a unique type 6., such that all types
with @ > 6, have a higher success probability in job 1 than in job 2, and all types
with 6 < 6, a lower success probability. This is illustrated in Figure . The figure
also shows that the probability functions in the two jobs need not cross for unequal
efforts. Thus, our single crossing assumption is weaker than the standard one where
the two functions cross once for every effort pair.

The Peter Principle refers to cases where the principal chooses a cutoff different
from 6, and the agent produces less in the higher hierarchy job, say, job j (we define
the higher hierarchy job below) than if he were reassigned to the former job given

he exerts the same effort level as before:

Definition 2 The Peter Principle holds for an agent with ability 6 who is assigned
to job 7, in which he exerts effort e, if

fj(@,@) <fi(€a9)’ 27&]

There is another way to define the Peter Principle: compare expected outputs.
This would be misleading, however, as output could simply rise because the agent
works much more — hiding the fact that he is untalented for his job. Thus, we

compare expected outputs keeping the effort level fixed across jobs.

The timing is as follows. At date 1 the principal offers a contract [J(#), w], consist-
ing of a job assignment rule J : [0r,0y] — {1,2}, as well as an output contingent
wage schemes for each job w = [(wy(z),w1(Z)), (wa(x), ws(Z))]. At this time, the
principal and the agent do not know the agent’s ability (see below), but it is com-
mon knowledge that types are distributed according to the function ®(6), with
® : [01,0n] — [0,1] and density ¢(0), ¢ : [0r,0n] — IR. At date 2, after the
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principal and agent observed 0, the agent is assigned to job J(6) and provides unob-
servable effort. At the last date, output and payoffs realize. The principal receives
the revenue and pays the wage to the agent; the agent receives utility equal to the

wage minus his effort costs.

Extension of the Model to Capture Promotion Decisions

So far our model captures only job assignments. The framework extends, however,
to promotion decisions without affecting the analysis if we add a second work period
and modify the timing as follows. At date 1, when the agent is hired, his ability is
unknown to all parties and he receives training at date 13 (the first work period).
Training produces an observable and verifiable perfect signal about the agent’s abil-
ity 0 at the end of the period. In the second period, the agent has experience

(tenure=1), and everything else is as above.

Let productivity in a job increase with experience (learning by doing). That is,
we assume that the agent’s success probability depends also on his tenure with the
principal (t = {0,1}): f;(e, 6,t), where f;(e,0,1) = f;(e,0) as described above. A
newly hired agent (i.e. with ¢ = 0) has a lower success probability: f;(e,6,0) =
filer,0) for e € {er,en}. That is, the trainee’s success probability in task j equals
that of an experienced worker who puts in low effort. Hence, it follows that the
principal sets wages W (z) = W(z) = 0 for the first work period. We assume that
the expected ability of a trainee is such that at date 1% it is efficient to assign the

agent to the low ability job 2

Assumption 6 fy(er) > E[fi(er,0)].

Thus, a worker will in the second work period either stay in the entry level job 2 or
be promoted to job 1. This captures the notion that jobs further up in the hierarchy

of an organization require higher levels of ability.

2For example, E[f] < 0, and f190 < 0 would be sufficient for this.
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4.3 Analysis

4.3.1 Observable Effort (First Best)

As a benchmark, suppose first that the principal can observe the agent’s effort choice.
Thus, to implement high effort in the second work period in task j, she pays w;(z) =
w;(Z) = c if the agent provides the desired effort and zero otherwise. The resulting
profits from assigning an agent of ability 6 to job j are ITf"(ey,0) = f;(en,0) — c.
In contrast, to implement low effort, she sets w;(z) = w;(Z) = 0 and her profits are
HJFB(eL, 0) = fi(er,0). For the second best problem to be interesting, we assume

that the principal always wants to implement high effort in the first best:
Assumption 7 Af;(0) = fi(en,0) — fi(er,0) > ¢, j =1,2.

The first-best promotion threshold to job 1 is efficient: the principal’s job assignment
rule is J¥B(0) = 2 for all § < 0FB and JFB(0) = 1 for all 0 > 0FB, where 0B = 0.
This follows from I1FB (e, 07 P) = 111 (ey, 0 P) if and only if fi(ey) = folen, 0FB).
Thus, the agent is always assigned to the job where he is more productive and the
Peter Principle is not present. The reason is the following: implementation costs
are equal to ¢ in both jobs and thus the principal only looks at the expected outputs
when deciding to which job she should assign the agent.

4.3.2 Unobservable Effort (Second Best)

Suppose now that the principal cannot observe the agent’s effort. We solve the prin-
cipal’s problem for the second work period with the usual two-step procedure. First,
for a given effort level e, we find the cost minimizing wage scheme that implements
e. Second, given these wage schemes we maximize profits with respect to effort.
Consider the first part of the problem. If the principal wants to implement low effort
in job j she simply sets w;(z) = w;(Z) = 0, resulting in profits I1; " (e., 0) = f;(er, ).
If she wants to implement high effort, her problem is to minimize the expected wage
bill,
filewn, 0) wj(T) + [1 — fi(en, 0)] w;(z),

subject to the agent’s incentive constraint,
Af;(0) [w;(z) —wj(z)] = ¢,
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where Af;(0) = fj(en,0) — fi(er,0), limited liability constraint, w;(x) > 0Vz and
participation constraint. The latter is always satisfied if the other two constraints
are, as the agent’s reservation utility is zero. The solution to this problem is to set
the wage after failure equal to zero, i.e. w;(z) = 0 and choose the wage after a
success such that the incentive constraint holds with equality, i.e. w;(Z) = m.
Hence, the profits from assigning an agent with type 6 to job j and implementing

high effort are:

H]’SB(GH,H) = fj(eHae) - Cj(ef-he)? Cj(eH’e) - %07

where Cj(ey, 6) is the expected wage payment for high effort, to which we will refer

(4.1)

in the following as the implementation costs.
It is optimal to implement high effort in job j if and only if the profits from doing
so are higher than the profits from implementing low effort, i.e. if and only if:

HJSB(GH, g) > HfB(eL, ). Rearranging gives the following condition:
[A f;(0)]° > fi(en,0)c. (Condition 1)

If this condition is satisfied then profits in job 1 and the difference in profits across

jobs increase with the agent’s type:

Lemma 6 Suppose holds, then:
(a) 1137 (en,0) > 0,
(b) d% [HlsB (ey,0) — HgB(e,Q)} >0 foree{ep,en}.

We first analyze job assignments for the case where the principal implements high

effort in both jobs, and thereafter consider the remaining cases.

High Effort Optimal in Both Jobs

Suppose that is satisfied for both jobs, i.e. the principal induces the
agent to provide high effort in both jobs. To determine the cutoff for the principal’s
job assignment rule, set II;? (e, 057) = 1157 (epy, 0°7). This leads to the following

proposition:
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Proposition 13 Suppose [Condition 1] holds for j = 1,2. Then, if and only if
J1 <€L, éH) < faler), (Condition 2)

(a) the promotion threshold to the ability sensitive task 1 is lower than the first-best

threshold: 958 < 975

(b) the Peter Principle is valid for those at the bottom of the ability range in job 1:
for 0 € (058 ,0FB), J9B(0) =1 even though fi(ex,0) < fa(en).

Before explaining this proposition in more detail, we state the next result which

describes empirical predictions related to the agent.

Proposition 14 The expected wage payment and expected utility after a promotion

are:

(a) lower than that in job 2 for 658 < 0 < @' and is higher than that in job 2 for

0" > 0, where 058 < 0" < Oy if and only if

fa(em) > filen,0u) . (Condition 3)

foler) = filer,0m)’

(b) everywhere increasing in 0 if and only if

f10(6L79> > fw(eH,@)
fl(elne) f1<€H79) '

To understand the driving forces behind Proposition |13 consider first the effect

(Condition 4)

of a promotion on the revenues generated by the agent. Given that the principal
implements high effort in both jobs, output in job 1 is higher than in job 2 for
0 > 6F8 = éH, as illustrated for a numerical example in Figure But for the
principal’s profits it also matters what the effect is on the cost of implementing

high effort. Hence, the promotion threshold 658

depends on the combination of
both effects. To determine whether §°F is lower or higher than 677 we exploit
Lemma [6] With the profit difference across jobs is increasing in 6 and
thus #°7 < #FB if and only if it is more profitable to place an agent with ability
level § = #FB = 6§ in job 1 than in job 2. But note that at this ability level the

job allocation does not change the expected revenues because the agent is equally
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productive in both jobs if he works hard. Therefore, the profit difference is equal
to the difference in implementation costs. These costs go down when promoting to
job 1 an agent with 8 = %8 = @ if and only if f; (er,0"P) < fa(er) (Condition 2)
holds.

Before we discuss the implications of Propositions [13] and [14] we want to ask about
the relevant cases to consider. Empirical evidence suggests that positions further up
in the hierarchy tend to be more informative about an employee’s effort (Maskin,
Qian, and Xu 2000, Ortega 2003). This obtains in our model if and
hold. Given that higher hierarchy jobs require a higher level of ability,
it is intuitive that these conditions imply that our model matches the empirical ob-
servation. The latter condition states that if you are relatively talented you succeed
with a high probability even if you put in low effort. In contrast, if you have a low
ability you have to compensate for the lack in talent with high effort or risk failure
with a high probability. Together with this implies that a relatively
low ability agent who wanted to shirk would have a harder time hiding this in job
1 than in the lower level job 2 where he is more productive. Stated differently: if a
low ability agent succeeded in a high ability job, he must have worked really hard.
Therefore, it takes a higher wage following success to prevent shirking in the lower
level job 2, or put differently, implementation costs are lower for the higher hierarchy
level job 1.

To see this more formally, note that [Condition 2|in conjunction with f (e, §"?) =

fo(eq) implies the following relation of likelihood ratios:

h (eL,QFB) < fa(er)
fi(ew, 0FF) ~ falen)

This says that at § = 98 = O output in the high ability job 1 is more informative

(2)

about the agent’s effort in the sense of Demougin and Fluet (1998) than that in

the lower ability job 2E| Condition 4] then extends |Condition 2; it implies that this

information relation holds for all § < @', where 6/ > 6B is defined as the ability

cutoff at which likelihood ratios are equal.

3Note that this definition of informativeness differs slightly from those proposed for the case of
risk averse agents with unlimited liability, where an information system ¢ is locally more informative
than j if the likelihood ratio distribution of 7 is a mean preserving spread of that of j (Grossman

and Hart 1983, Kim 1995, Jewitt 2006).
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fi(e79)
f1<eH79) f1<€L79)

f2(€H)

faler)

0n 05 0
Figure 4.1: Single Crossing for Success Probabilities with ey and ey in both Jobs.
fl(ea 6) = gl<€) + 07 with gl(eH) = 047 gl(eL) =0 and f2(€) = g2(e)7 with 92(61'1) =
0.7 and go(er) = 0.35.

The existence of such a 0’ is guaranteed by [Condition 3] It implies that at the top
of the ability distribution it is likely that talent matters more for output than effort
in higher level positions (e.g. Rosen (1982)). Intuitively, captures the
notion of increasing returns to talent in higher level jobs in a hierarchy, stating that
at the top talent has such a big impact on the success probability that output in the
high ability job 1 is less informative about effort than output in lower level job 2. In
other words, if you are extremely talented, you succeed easily even in a demanding
high skill job, and this makes it hard for the principal to detect whether your success
is due to effort or talent. Thus, she has to compensate you more to make you work
hard. Imposing these conditions leads to predictions summarized in Propositions

and (14 which are broadly consistent with empirical findings as we argue below.

Proposition |13 shows that it is optimal to promote some individuals “to their level
of incompetence” because this reduces the cost of getting them to work hard. The

promotion threshold is below the first best level, 898 < 9B = éH, and thus the
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fi(ev 8)

fl(eHv'g)

fa(en)

% % -0
Osn Ors
Figure 4.2: Expected Output for ey in both Jobs. fi(e, ) = g1(e)+0, with gi(ey) =

0.4, g1(er) = 0 and fy(e) = ga(e), with ga(ey) = 0.7 and go(er) = 0.35, ¢ = 0.25.

Peter Principle holds for an agent with 0% < 6 < #75: he is promoted to job 1
even though he would produce more in job 2 with the same effort level. Figure
[4.2] illustrates for a numerical example the pattern of expected output predicted by
the model. The inefficient promotion threshold — and hence the discontinuity in
expected output — is due to differences across the two jobs in informativeness of
output about effort, and not caused by the unobservability of effort per se.

Proposition [14] summarizes the implications for the wage policy of the firm. At the
top of the ability distribution, success may be driven mostly by talent, and effort
may have a lesser impact. This notion is captured by [Condition 3] If it holds, we
predict the pattern observed in Baker, Gibbs and Holmstrom’s (1994b) study: the
wages for the bottom tier of the higher level job are lower than those at top tier
of the preceding hierarchy level. Thus, our model offers an intuitive explanation
that links this “earnings gap” to the Peter Principle. Agents at the bottom tier of
the higher level job are less productive than they would be in their old job: their

slightly less able colleagues, who remain in the lower level job, simply produce and
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Figure 4.3: Wage Pattern for ey in both Jobs. fi(e, ) = g1(e)+60, with g;(ey) = 0.4,

g1(er) =0 and fa(e) = go(e), with go(eg) = 0.7 and go(er) = 0.35, ¢ = 0.25.

>0

earn more than they do.

guarantees that expected wages after a promotion increase with the
agent’s ability. Figure 4.3| shows that one can easily satisfy these conditions using
an additively separable production function fi(e,0) = g(e) + h(6), which is often
employed in the literature (Fairburn and Malcomson 2001).

The expected utility follows the same pattern as the expected wage: it is given by
the expected wages less the cost of effort c. Thus, our model offers an explanation
for why individuals often are less happy after a promotion: they are kept on toes by

being put into a job for which they are not sufficiently talented.

High Effort not Optimal in Both Jobs

Consider now the case where it is not always optimal for the principal to induce
the agent to provide high effort. We consider the empirically relevant setting where
output in job 1 is more informative about the agent’s effort. Therefore, the moral

hazard problem is less severe than that in job 2. For this reason it is more likely

79



that the principal implements high effort in job 1 than in job 2. Put differently,
when moving up the career ladder the agent is going to work more rather than less
and is rewarded more often with a performance related incentive scheme. This is
what one typically observes in firms: lower hierarchy workers simply receive a wage,
while a manager’s compensation often includes performance related elements such
as bonuses or stocks. In our model, an implication of this is that the promotion
threshold is less distorted than in the case where agents are made to provide high
effort in both jobs. The reason is that the principal is less tempted to assign an agent
to the higher level job because the agent always earns more than in the lower level
job. But, as we will see later, the Peter Principle can still hold. Before discussing this
further, we summarize our results on implemented effort levels and the promotion

threshold in the following lemma:
Lemma 7
(a) The implemented effort in job 1 is higher than in job 2, i.e. e7P(0) > 5P, V0;

(b) The promotion threshold to the ability sensitive task 1, 058, is higher than when

efP(0) = e = ey V0.

In contrast to the case where high effort was always optimal, the optimal effort
level can now stay at ey, or increase from ey, to ey after a promotion. The possible
scenarios are summarized in the following result — showing when the Peter Principle

emerges and when not:

Proposition 15 Suppose that fails to hold for job 2 (i.e. e3P =ep).

(a) 058 < O0FB and the Peter Principle holds for § € [958 ,0F8) if and only if

is satisfied for job 1 (i.e. eYB(8) = ey) and Cy (ey,0"5) >
S (€H79FB) - f2(€L)~

(b) 0FP < 958 = 0; and the Peter Principle holds for any ability level if and only

if|(Condition 1| is satisfied for job 1 (i.e. e7B(0) = ey ).

In Part (b), no incentives are required in any job and the promotion threshold de-
pends solely on the impact of the job assignment on output. That is, the promotion

threshold is 67, and the agent is assigned to the job in which he is most productive.
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Part (a) shows that at the first-best promotion threshold #*? assigning the agent
to the higher level job leads to an increase in output given by f; (eH, orB ) — faler).
If and only if this is sufficient to compensate for the cost of implementing high
effort, C (eH, QFB), we have that 5% < 0B and the Peter Principle holds. It is
interesting to note that an inefficiently low promotion threshold can arise even in
the case where the agent always earns strictly more when he moves up the career
ladder. But even though the wage is higher, the principal can gain from promoting
the agent: as the output of a low ability agent is more informative in a high ability
job, the principal can induce him to work hard in job 1 when she would only like to
implement low effort in job 2.

If, however, the agent is so untalented that even the lower implementation costs for
high effort in job 1 cannot outweigh his lack in talent, then #°7 > %7 and the Peter
Principle does not hold: even though too few workers are promoted relative to the
first best scenario, a worker is never more productive in the other job holding effort
constant. The reason is that in both jobs this low talented agent would be made to
exert low effort. Thus, the distortion in the promotion threshold cannot be driven
by the desire to exploit lower effort implementation costs in job 1.

For both of these cases in Proposition the expected wage and expected utility of
the agent increases after a promotion. Thus, our model predicts an immediate wage
rise for those cases where the agent has to work harder after a promotion than in

the previously held lower hierarchy level job.

4.4 Conclusion

This model provides a simple explanation for why organizations only rarely correct
what appears to be at first glance a botched promotion. Jobs higher up in the
hierarchy of an organization tend to be more informative about the effort of an
employee. For this reason, an organization may find it optimal to promote an
employee even if this leads to a reduction in output (the Peter Principle). This
decrease in expected output can be outweighed by the reduction in implementation

costs caused by the higher level job being more informative about effort.
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4.5 Extension — Intrinsic Motivation

In the last sections we saw how differences in extrinsic motivation — i.e. the
motivation to provide effort induced by wage payments — can lead to inefficient
job assignments. Often, however, agents are not only extrinsically motivated,
but also intrinsically, as psychologists pointed outf_f] And job assignments are one
important factor that influence this intrinsic motivation. An agent’s self esteem —
which influences his intrinsic motivation’| — depends on the assignment: e.g. not
getting assigned to a better job may cause frustration and doubts about the own
ability. But even though the job assignment rule influences the intrinsic motivation
— which may make distortions optimal — it is a priori not clear why the principal
does not simply outweigh this with an appropriate wage scheme. This would allow
him to implement the efficient rule. We will show that the job assignments rule
(influencing the intrinsic motivation) and the wage (influencing in our model only
the extrinsic motivation) are not simple substitutes and hence the principal assigns
the agent more often than efficient to the “high motivation job in the separating

equilibrium we identify.

We adopt the formalization of the concepts of self esteem and intrinsic motivation
from Bénabou and Tirole (2003). In their model there is one agent who has imper-
fect knowledge about his type. He will undertake a certain task only if he has a
high self confidence that he will succeed, where self confidence refers to the agent’s
belief about his probability of success. The principal knows the agent’s type. Since
effort and ability are complements, the principal wants to enhance the agent’s self

efficacy by choosing her instrument, a bonus. The bonus thus not only influences the

4There are many experiments which confirm this starting with Deci (1971). Ryan, Deci, and
Koestner (1999) provide a meta-analysis of existing experiments. For an economic experiment
see Gneezy and Rustichini (2000). An overview of the psychologists’ definitions of intrinsic and
extrinsic motivation (doing something because it leads to a separable outcome) or self efficacy, and
how they work together, can be found in Ryan and Deci (2000) or in Leonhard, Beauvais, and

Scholl (1995).

5Some authors define intrinsic motivation explicitly as the belief about the probability of success

(self efficacy) times the value of obtaining a goal.
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motivation of the agent directly via the payoff, but also indirectly from the inference
process. Bénabou and Tirole (2003) show that rewards are bad news for the agent:
the principal offers an equal or lower bonus to a more able agent. Hence, a higher
bonus reduces the agent’s intrinsic motivation. In equilibrium, the principal either
pools the agent on the lowest possible bonus or mixes for the low type between the
lowest possible and a higher bonus, while paying the high type the lowest one.

One of the main differences to Bénabou and Tirole (2003) is that a separation
of agents by type occurs in our model. The job assignment not only serves as a
signalling device, as does the wage in their model, but also directly affects the prin-
cipal’s payoff: an inefficient assignment leads to a lower success probability. In this
respect, our model is related to Crutzen, Swank, and Visser (2006), who ask whether
differentiation by rank in the workplace can be optimal if agents are intrinsically
motivated. Technically, they achieve a separating equilibrium by introducing a term
in the production function that captures complementaries between the agents: for
example, the agent profits from harder working or more talented colleagues.

Ishida (2006) applies the Bénabou and Tirole (2003) framework to promotion poli-
cies, and is therefore most closely related to our model. He, however, does not derive
the wage scheme endogenously, but assumes that the agent gets a fixed share from
the output. In comparison, we show how job assignments — which in our model af-
fect purely the intrinsic motivation — and the wage — which affect only the extrinsic

motivation — interact.

4.5.1 The Model

We adjust the model from Section as follows. Following Bénabou and Tirole
(2003) we assume that effort (where e, = 0 and ey = 1) and the type 6 are
complements in the probability function. Without providing effort, the agent will
fail, regardless of his talent for the job: f;(6,e) = efi(#). The multiplicative form
implies that the agent’s type is not informative about his effort, and hence both
jobs are equally informative about effort. Furthermore, we assume %p < 0. This
captures the idea that the two tasks are on the same level of the hierarchy, but
require different talents: “low” types can be as good in their job as “high” types

in theirs. Thus, compared to Section [£.2] a high or low type should not refer to an
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agent with a high or low ability, but with a certain ability for a job. Therefore, the
model captures optimal job assignment rather than promotion decisions. To achieve
single crossing for high effort (let the cutoff be 6) we assume that:
. d f2(6 d fi(6

Assumption 8 220 > 0 and 2O <0 and fo(05) > f1(0n) = f2(01).

The timing and information structure are as follows. At date 1 the type of the agent
is neither known to the principal nor to the agent. However, it is common knowledge
that types are distributed according to the function ®(6), with ¢ : [0, 0] — [0, 1],

~

® € C' and density ¢(6), ¢ : [0,,0u] — IR. We assume that ®(6) = 1. At
this date the principal offers a contract. We will restrict our attention to bonus
payments that reward the agent if his output is high (we let the wage be w;) and
pay him zero otherwise] We assume that the relationship between the agent and
the principal is ongoing, so that there is no participation constraint. This allows
us to fully concentrate of the incentive effects of job assignments. At this date the
principal also specifies a job assignment rule 7 (0), J : [0r,0u] — {1,2}. At date 2
the principal privately learns the agent’s type. For example, we can think of this as
the outcome of a training phase that the agent undergoes. The agent cannot judge
whether he performed well in this training or not. After learning the agent’s type,
the principal implements the specified job assignment rule at date 3. The agent can
observe to which job he is assigned and tries to infer from this something about his
talent. Then he provides unobservable effort in his assigned job at date 4. At the
last date output and payoffs realize. As before, the principal receives a revenue of =
if the agent has a high output, and zero otherwise. He also has to pay the specified
wage to the agent. The agent receives this wage minus his effort costs. In addition
he gets some non-monetary value v (Z > v, v < ¢) out of a high output. This value
v stands for the agent’s intrinsic gain if he succeeds in completing his task: e.g. he
feels proud or happy if he sees that he did a good job. We assume that the total

profit is maximized when the agent provides high effort, i.e.:

Assumption 9 f;(0)(z +v) —c >0 Vb, ;.

6In the appendix we show that our model implies that the wage does not condition on the type

given the contract is in the form of a bonus payment.
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Intrinsic Motivation

We adopt the formulation of intrinsic motivation from Bénabou and Tirole (2003)[]
The agent does not know his type when he produces. Hence, he believes that his
success probability is E[f;(0)|Z], where T is the information the agent has about
his type at this time. We call this belief about the success probability self esteem
or self confidence. Then we can capture by the product E[f;(6)|Z]v the intrinsic
motivation of an agent - it is composed of the value of the goal and the self esteem,
as proposed by psychologists. It is higher, the higher the self esteem of the agent.
Thus, the agent has a higher motivation to provide high effort in a task if he feels

more competent.

4.5.2 Analysis

To better understand how imperfect self knowledge matters for the job assignment
rule, we first consider a situation, where both the agent and the principal know the

agent’s type.

The Agent Knows his Type

Suppose that the principal and the agent both know the agent’s type when sign-
ing the contract. In other words, the self esteem and the intrinsic motivation are
predetermined and the principal cannot influence them. We are hence dealing with
a standard moral hazard problem. Suppose the principal wants to implement high
effort. This is optimal for the agent if the following incentive constraint holds:
1i(0)(v+w;) —c > 0. As this constraint is binding in equilibrium the principal sets

w — v and her expected profit is: f;(0)(Z+v) —c. Assumption @ guarantees

O
that this is greater than zero. Hence, she wants indeed to implement high effort.
Expected profits are maximized if she assigns an agent with 6 > 0 to job 1 and one
with 6 < 6 to job 2.

In contrast to Section moral hazard does not cause any inefficiencies in the as-

signment because the likelihood ratio does not depend on the type. Hence, the job

"Note that in contrast to Bénabou and Tirole (2003) we do not assume that f;(6) is linear in

0. We can capture, however, with our more general function also this case.
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assignment does not improve the estimate of effort since the likelihood ratio is the
same for both jobs. Furthermore, there is no distortion in effort because the agent
receives ex ante no limited liability rent: his expected wage is equal to his effort

costs c.

The Agent Does not Know his Type

We solve by backward induction. First we consider the incentives of an agent to
provide effort given a wage scheme and job assignment, before we derive the optimal

job assignment rule and the wage scheme.

Incentives to Provide Effort

The agent does not know his success probability when making his effort choice at
date 4, but holds a posterior belief E[f;(0)|Z] about it. Z summarizes the agent’s
information at this date. This information consists solely of the job assignment he
observed at date 3: the wage offered at stage 1 conveys no further information about
the type. First, the wage does not condition on the type (which the principal might
announce to the agent), but only on the observable job assignment. Second, every
wage pair induces a subgame. Hence, also for out-of-equilibrium wages the beliefs
are pinned down by the observed job assignment.

Therefore, for any w; (on or off the equilibrium path) the agent provides high effort
in his job if and only if:

Ef;(0)1T](w; +v) — ¢ 2 0.

Assumption [9] implies that it is optimal to induce an agent to provide high effort.

Pooling Equilibria

At date 3 — after observing the agent’s type at date 2 — the principal implements the
job assignment rule she specified at date 1: the agent can observe the implemented
rule and thus she has no incentive to deviate from her announcement. She can either
assign all agents to the same job j (pooling equilibria); or some to job 1 and some
to job 2 (separating equilibrium). In this section we consider pooling equilibria. In

the appendix we show that an equilibrium always exists in the subgame following
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date 2 and discuss also how to deal with multiple of equilibria.

If the principal pools on job j, the agent holds the belief that his success probability
is E£f;(0): the assignment rule conveys no further information. Can we support such
a pooling equilibrium? Suppose w; is such that the agent provides high effort and
T > wj, i.e. profits from pooling on job j are positive. If we can find for a given wj
an out-of-equilibrium belief § such that f;(A)(w; + v) < ¢ or if for the pair (w;, w;)
we have f;(0)(z —w;) > fi(0)(z — w;) VO, then the principal has no incentive to
deviate and assign the agent to job ¢ instead of j. In the former case the agent does
not provide high effort in job 7 — resulting in zero profits. In the latter profits are
higher in job j than in job ¢ for all types of agents.

Given that the principal indeed wants to pool the agent on job j, she then selects at
date 1 w; in such a way that one can support the pooling equilibrium (see above).
The wage w; is chosen such that profits are maximized, i.e. such that the incentive
constraint is just binding: w; = m — v. For wages that are higher (up to z)
or lower than this one, pooling on j can still be an equilibrium (depending on wy;),
but such equilibria would lead to lower profits than this one. Finally, whether the
principal wants to pool on job 1 or job 2 (assuming that pooling is optimal) depends
on whether E f;(6) is smaller or larger than E f(#). She will announce the rule that

maximizes her profits.

Separating Equilibria

We now turn to separating equilibria. Here the principal selects wages (wy, ws) and
specifies the job assignment at date 1 (a cutoff fs) that induce the highest profits
to herﬁ That is, the principal maximizes her expected profits under the constraints
that a) the agent provides the specified effort given his belief (which is E[f;()|6s, j]
when assigned to job j given cutoff fg) and b) a separating equilibrium for these

wages indeed exists. The latter requires that the principal is indifferent between

8 As for the pooling equilibrium, first the principal has no incentive to deviate at date 3 from the
job assignment rule she announced at date 1. Second, for other wages than the ones characterized
in the following a separating equilibrium can exist — but the following lead to the highest profits

and will thus be selected in equilibrium.
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assigning an agent with type s to job 1 or job 2: f1(0s) (T —wy) = f2(0s) (T — ws):

On Os
S| f1(0)p(0)do (T — w1) + i f2(0)9(0)d6 (7 — ws),
s.t. E[f1(0)]0s,1] (w1 +v) —c >0,
E[f2(0)]0s,2] (w2 +v) —c >0,

fi(0s) (Z —w1) = fo(Os) (2 —w2) = 0.

The following proposition shows that there exists a unique solution to this problem:

Proposition 16 Suppose it is optimal for the principal to separate agents, i.e. she

assigns an agent with 6 < Og to job 2 and one with 8 > Og to job 1. Then:

(i) There exists a unique cutoff Og, call it 0y, satisfying f1(0a)(T — w1 (0yr)) =
f2(00) (T — w2 (0ar))-

C

(11) Wages satisfy: wi; = wyi(0y) and we = we(byr), with w;(0y) = PG

and wy > wsy if and only if E[f,(0)|0,1] < E[f2(0)|8,2].

(iii) If and only if E[f1(0)|0,1] < E[f2(0)(0,2] (>), 0 < 0x (>), i.e. fewer agents

than efficient are assigned to job 1.

() If and only if E[f1(9)|é, 1] < E[fQ(G)]é, 2] (>), the agent has a higher intrinsic
motivation in job 2 than in job 1: E[f1(0)|0xr,1] < E[f2(0)|0u,2].

To interpret the proposition we define the “high motivation job” in the sense that
under an efficient assignment rule the intrinsic motivation is higher in this job and
assume in the following that this is job 2. Following Part (iv) this implies that in
equilibrium the motivation is still higher in job 2. Part (iii) of Proposition |16|shows
that if job 2 is the high motivation job, the principal assigns the agent more often
than efficient to job 2. This is because the intrinsic motivation in job 2 at 0 is higher
than in 1. Thus, assigning the agent more often to job 2 increases his motivation.
Since a higher motivation leads to a lower wage, this higher motivation of the agent
compensates for his lower success probability in job 2.

Part (ii) of the proposition characterizes the wages — they are such that the incentive

constraint is just binding for a given cutoff. Combining Part (ii) with Part (iv) we see
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that the wage is lower in the job in which the intrinsic motivation is higher. When
choosing the wages, the principal faces the following trade-off. She can choose the
wages in a way that makes the incentive constraint just binding: wy(0y7) and ws(0yy).
However, this implies a large distortion 6,; < 0. Or, she can increase wy away from
ws(Ayr), which leads to a smaller distortion, but to higher wages. To achieve the
minimum distortion she would set w; = wy = wy(f). As Part (i) of the proposition
shows, the principal distorts the cutoff, because the gain — lower wages due to a a
higher intrinsic motivation of the agent — is larger than the loss — a reduced success

probability for an agent with 6 € (0,0,]. Thus, intrinsic and extrinsic motivation

are not simply substitutes.

Separating versus Pooling

Lastly, we have to consider whether the principal would like to choose the profit

maximizing pooling equilibrium or the separating equilibrium:

Proposition 17 The principal always prefers to separate the agents as described

above to an assignment rule that pools all agents on one of the two jobs.

4.5.3 Conclusion

The second part of this chapter showed that not only differences in the extrinsic mo-
tivation — as in the first part — but also in the intrinsic motivation lead to inefficient
job assignments. The job assignment rule trades off the increased motivation in the
high motivation job with a lower success probability. Although the principal can
outweigh the lower motivation with a higher wage and reduce the distortion in the
cutoff, she chooses not to do so. This shows that intrinsic and extrinsic motivation
are not simply substitutes.

One direction for future research is to let agents not only be intrinsically motivated,
but also care for their “ego utility”. Koszegi (2006) provides such a formulation
where utility depends directly on the believed self, i.e. u(E[0|Z]). The agent has a
higher utility the better he thinks of himself. Note that this would generalize our
model, as here u was linear in E[f|Z]. Moreover, one can assume that the ego utility

does not only depend on the perceived self, but also on the job. For example, agents
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may feel pride if they work in a higher hierarchy job.
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Conclusion

The leitmotif of this thesis is the value of information in incentive problems: is more
or early information always better? The first three chapters deal with the optimal
timing of information and the value of ex ante information. The last chapter shows
how the principal’s desire to extract more information may lead to inefficient job
assignments.

Chapter [1] endogenizes the point in time when an agent observes the realization of a
signal — before or after his effort choice. From decision problems it is well known that
if there are informational gains, the decision maker can strictly increase revenues
by conditioning effort to the state of the world. Otherwise, she simply ignores the
information which implies that revenues are unaltered. I show that for incentive
problems she cannot simply ignore the information as an informative signal changes
the agent’s incentives. I discuss in this chapter the possible constellations for the
signal to lead to informational gains, but to be uninformative about effort, or for
it to be informative about effort, but not to lead to informational gains. Based on
this I show that there is no difference between incentive and decision problems if
the signal is uninformative about the agent’s effort: ex ante information is never
worse and — if there are gains from tailoring effort to the new information — strictly
better than ex post information. If the signal is informative about the agent’s effort
and there are no informational gains, however, the surprising result is that ex ante
information harms.

Chapter [2| builds on the analysis of Chapter [l but the signal the agent observes now
is the output of a colleague. While this does not change the analysis from Chapter
for the agent, there might be a positive effect on the colleague: I show that this effect
can make ex ante information optimal only if the colleague’s output is informative

about effort. The interesting point is that ex ante information can be optimal even
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though there are no informational gains, which are the only source that can make ex
ante information strictly better in decision problems. If it is uninformative, then the
two agent incentive problem behaves again like a decision problem. These findings
connect a firm’s organizational structure and its internal transparency — showing

that M-form firms are more likely to be transparent than U-form firms.

Chapter |3 asks whether the sufficient statistic result — which shows that additional
signals that are informative about the agent’s effort are valuable in principal agent
models with hidden actions — is valid if the agent and the principal observe the
signal realization before he chooses his effort. 1 give a condition on the shape of the

likelihood ratios under which the value of such an additional signal is negative.

Chapter {4 differs from the first three chapters in the sense that I consider only
ex post information. Still it deals with information in moral hazard problems: it
shows that more information may not be beneficial if spread asymmetrically over
jobs. More precisely, the first part of this chapter shows how the principal’s desire
to extract more informative signals about the agent’s effort leads to inefficient job
assignments. If an agent is not very talented for a job, a success by him indicates
that he worked really hard. Stated differently, a success of an untalented agent in
a high skill job is very informative about effort. Relative to placing the agent in a
low skill job, assigning him to a high skill job thus reduces implementation costs.
This can outweigh the drop in the success probability. Thus, this chapter provides
a simple explanation for the Peter Principle showing that it is optimal for the firm
to promote some employees to their level of incompetence.

The second part of Chapter [4]identifies another source of inefficient job assignments
(assuming that there are no inefficiencies from moral hazard as in the first part) —
workers are not only extrinsically motivated, but also intrinsically. The agent has
imperfect self knowledge, while the principal knows the agent’s type. Thus, the job
assignment rule the principal chooses, provides information to the agent about his
type. This belief about the type influences the agent’s intrinsic motivation. Again,
there is a trade-off between motivating the agent and assigning him to the job that
suits him best. I show that she chooses an inefficient assignment in equilibrium,

although she can motivate the agent additionally with monetary payments.
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Overall, this thesis demonstrates the importance of information in principal agent
problems with hidden actions when agents are risk neutral and protected by limited
liability. The first three chapters make a contribution to the understanding of the
benefits of information in moral hazard problems, pointing out that the point in
time when an agent receives information matters. Since there are many examples
in firms when the agent receives information before he chooses his effort or where
the principal can choose the time where he receives it, these results have impor-
tant implications for the design of organizations. To apply them further to such
examples seems an important direction for future research. The last chapter is a
first attempt to do so: it applies the role of information in incentive problems to an
organizational context. It provides a simple explanation for the Peter Principle and

provides predictions in line with the empirical evidence.
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Appendix

Appendix to Chapter

Proof Proposition [1}

Let (e) be any effort vector of the ex post information scenario. In the following we show
first that we can find (€, ¢e), satisfying e = pé + (1 — p)e that yield strictly higher profits
if the condition in the proposition is satisfied. Note that this vector (€, e) need not to be
optimal for the ex ante information scenario. However, — as profits are already higher with
these non-optimal ones, profits have to be higher with the optimal ones.

Consider first the cost function. By a Taylor Approximation we have (assume that e > e,

the case € < e is analogous):

and

_ cr(e) p* (e —e)*
cle) = cle) +pecle) (f — ) + Y B
k
Hence, we can we write the implementation costs for the ex ante information scenario as:

_ 3 _ . cile) € —e)*
pe(@) + (1 —p)e(e) =cle) +peee) E—€) +p Y o .
k

Subtracting implementation costs for the ex post information scenario from the ones for

the ex ante information scenario we get the difference:

cile —pF) (e —e)F
ge-0=Y k(e) (p—p") (€ —e)"

k!
k

Note that ¢g(0) = 0 and %g((éé:é) le=e = 0. Thus, costs do not increase by introducing a
small spread under the ex ante information scenario.

The difference in expected revenues is given by:

f(zz|e) — f(zzle) + f(zzle) — f(zze).
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Again by a Taylor Approximation:

—p)* fr(zzle) (e —e
F(52le) = f(@2le) — (1 p) flazle) (e — o) - Y L2 IdEAOE 2 0)
k

and:

zzle) (e — ¢

k!

k
_ _ _ _ Pk
Flazle) = F(azle) +p folazle) (e - o) + 30 LI
k
Hence, we can write the difference in revenues as:

r(e—e) = [(1-p)fe(zzle) —pfe(Tzle)](e —e)

Z (1-p)* fu(zzle) (e —¢) Z p* fk(m]lj)(e - Q).

Note that r(0) = 0 and %Q(éé__f)) le=e = (1 — p) fe(ZZ|€) — p fe(Zz|e). Dividing by p and

1 — p shows that the sign of this derivative is given by sign|[h.(Z|Z,€) — he(Z|z,€)]. Note
then that f(zzle) + f(zzle) # pg(zle) + (1 —p) g(Z|e) = he(Z|Z, €) # he(Z|z, ). Hence, if
f(zz|le)+ f(zzle) # pg(zle) + (1 —p) g(Z|e) we can find for any e a vector (e, e), satisfying
e = pé+ (1 — p)e, making ex ante information scenario strictly better than ex post
information.

To see the necessary part suppose to the contrary that not, i.e. profits are strictly higher
under the ex ante information scenario, but f(zz|e) + f(zz|e) = pg(z|e) + (1 — p) g(Zle).
Take the optimal (é,e) for the ex ante information scenario. By Jensen’s In-
equality we have that the profit function for the ex ante information scenario
g(zle)+ (1 —p)g(z|le) —pc(e) — (1 —p) c(e) lies below the one for the ex post information
scenario g(T|e) — c(e) given e = pe + (1 — p) e — contradicting that profits are strictly

higher. |

Proof Lemma [1l
Before we can solve the principal’s problem we have to check that we can indeed omit the
participation constraint and that the incentive constraint yields a global maximum of the

agent’s problem for the equilibrium wage scheme.

Omit the Participation Constraint:

This constraint is given by:
F(@zle)w(@2) + f(azle)w(z2) + fazle)w(es) + flazlé)w(zz) — (&) = 0.
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Since the agent’s reservation utility is zero, the participation constraint is automatically
satisfied if the limited liability and the incentive constraint are: by choosing an effort
level of zero, the agent can achieve at least an expected utility of zero as wages are larger
than zero by the limited liability constraint. Hence, by maximizing his expected utility

over effort (the incentive constraint) he can never do worse then zero.

Incentive Constraint Yields Unique Global Maximum:

Concerning the incentive constraint note that a global maximum of the agent’s problem
exists, since the second order conditions are satisfied for all wage schemes, satisfying
w(Zz) > w(zz) (which we show below holds in equilibrium): the cost function is strictly
convex and the probability function concave for all output combinations. For out of

equilibrium wages w(Zz) < w(zz) the agent provides an effort of zero.

The Principal’s Problem:

We can now solve the principal’s problem (as stated in the text). This is a linear optimiza-
tion problem, with a convex feasible set and a continuous and concave objective function.
Since for such problems any local maximum is a global maximum, the Kuhn-Tucker first
order conditions are necessary and sufficient for an optimum.

Note that w(zz) > 0 (analogue w(zz) > 0) decreases incentives, compared to setting
w(zz) = 0 (analogue w(zz) = 0), since fe(zz|e) < 0. This cannot be profit maximizing
for the principal since effort is smaller and the principal pays the agent more by setting
w(zz) > 0 (analogue w(zz) > 0), which reduces her profit. Therefore, w(zz) = 0 (ana-
logue w(zz) = 0).

Denoting by A the Lagrange multiplier and by £ the Lagrange function for the principal’s
problem, the first order conditions with respect to w(zz) and w(zz) are:

oL . oL

dw@z) —f(zzle) + A fe(zZle) <0, w(ajz)aw(jz):Q
oL ) ) o
oGz = @) A f(azle) <0, w@z) 5o =0.

There exists a A such that both equations hold with equality if and only if
l(zz|é) = l(zz|e). In this case wages are determined by the incentive constraint:

[fe(Z2le)w(ZZ) + fe(Zz]e)w(Z2)] = ce(e).

So let these ratios be unequal and assume first [(ZZ|e) > [(Zz|e). Suppose that 811‘?(%) =0

and hence w(zz) > 0. Rearranging gives us A = 1/1(zz|e). Plugging this in % and re-

arranging again shows that this holds with < given the assumption that I(zZz]e) > I(Zz]e).
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Hence, w(zz) = 0. From the incentive constraint it then follows that the principal sets
w(Zz) > 0 to implement a strictly positive effort. The case I(Zz]e) < [(Zz|e) follows

analogue. ]

Proof Equation ([1.1).
As described in the Proof of Lemma [l if likelihood ratios are equal, wages for a given

effort vector e are determined by:

fe(i‘ae)w(i‘z) + fe(jé‘e)w(i‘z) = Ce(e)'

Substituting for f.(zz|e) from the likelihood ratios yields:

fo(zle) ;Eiz;gw(mz) +w(@2)| = ele).
Rearranging gives us the expected wage payment:
(@) glale)
C(zle) = f(zzle)w(zz) + f(Zz]e)w(zz) = F(@2le) ce(e) = ge(a_c]e)ce(e)'

The last equality follows as [(Zz]e) = l(Zzle) & fe(Zle)f(xzle) = g(Z|e)fe(xz|e). Also
l(zzle) = l(zle) — fe(z[e)f(zzle) = g(z[e) fe(xz]e).

For [(zz|é) # [(Zz|é) note that we can write the incentive constraint as:

fe(zzle)w(zz) = ce(e),

where zz € {zz,Zz}, depending on the likelihood ratios as described in the Proof of

Lemma [I} Hence, to implement effort levels e the wage has to satisfy:

w(zz) = . (3)

To calculate then the expected wage, C'(zz|e), multiply w(zz) by f(zz|e). [

Proof Equation ([1.2]).

To obtain Equation (i multiply w(zz) by f(zz|e), which gives p J{E (éi,'ﬁa )) and w(zz) by

f(zz|e), which gives (1 —p) ]{((Z%fe)). Adding up yields:
Afrn =i ce(€) ce(€)
= 1—
Then use the definition of C(s|e) = fie(gi)z) ce(e) [
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Ex Ante versus Intermediate Information.
What differs under these two informational scenarios is the agent’s participation con-

straint(s). For the intermediate information scenario it is:

STN flazle()w(az) - p(2)ele(z)) > 0,

and for the ex ante information scenario:

> fzzle(z)w(zz) — pe(e()) >0,

xT

> flazle(z))w(zz) = (1 -p)e(e(z) = 0.

xT

Using the two incentive constraint we see that the agent receives in every of these two
states a strictly positive rent. Hence, they are satisfied. The ex ante participation

constraint (for the intermediate information scenario) then also holds. ]

Proof Proposition [2}
Suppose that likelihood ratios are equal, i.e. [(ZZ|e) = [(Zz|e) = I(Z|e). Using this in
Equation ([1.2)), we obtain for the expected wage of the ex ante information scenario:
).
l(zle(z))
For the ex post information scenario the expected wage is:
ce(Ee(z)) )
1(z[Ee(2))"]

Suppose € # e. Defining g(e) = lc(}(fe)) and applying Jensen’s Inequality shows that the

expected wage under the ex ante information scenario is larger if and only if Eg(e(z)) >
g(Ee(z)), i.e. if and only if g(e) is convex.

For l[(zz|e) > l(Zz|e) (the other case is analogue), it follows that:

CA(z%,7208,e) = Pl(c;;e;) +(1-p) l(C;iTi)
co (&) o cele)
> Pz TP e

ce(e)

= I(zzle)”

Proof Proposition [3]

The principal’s expected profit if the agent receives information ex post is:
Ii(e) = g(zle)z — C(z[e)
= {ph(z|z,8) + (1 —p) h(Z|z,e)} T — {pC(Zle) + (1 —p) C(Zle)},
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with € = e. This is just the profit function of the ex ante information scenario, where
we, however, do not require € = e. Hence, the maximization problem of the principal is
identical for both structures up to this restriction. Maximizing without it cannot make
the principal worse off.

The proof that ex ante information can do strictly better if and only if there are gains

from tailoring effort follows exactly the same lines as the Proof of Proposition ]

Proof Proposition 4}

We first argue that for any (€, e) of the ex ante information scenario we can implement
the same expected effort for the ex post information scenario yielding to strictly higher
profits.

For the implementation cost part remember from Proposition [2] that those are strictly
higher for the same expected effort under an informative signal. Furthermore, expected
revenues are lower for the ex ante information scenario, since: 1) we excluded gains from
tailoring effort, i.e. f(zzle) + f(zzle) = pg(z|e) + (1 — p)g(Z|e) and 2) g(Z|e) is concave
in e.

Taking implementation costs and expected revenues together we see that for any (€,e) # 0
(which is optimal for f.(Zz|e) > 0) for the ex ante information scenario, we can implement
the same expected profit for the ex post scenario, leading to strictly higher profits. This

effort need not to be optimal. But the principal cannot do worse with the optimal one. m

100



Appendix to Chapter

Proof Equation (2.1)).

Note that we can omit the participation constraint: it is automatically satisfied if the
limited liability (which requires w(zz’) > 0) and the incentive constraint are. Furthermore,
wages after a failure are zero, as they would decrease the principal’s profits and agent’s
incentives.

The principal’s problem is a linear optimization problem, with a convex feasible set and a
continuous and concave objective function. Since for such problems any local maximum
is a global maximum, the Kuhn-Tucker first order conditions are necessary and sufficient
for an optimum. Denoting by A the Lagrange multiplier and by £ the Lagrange function,

the first order conditions with respect to w(zz) and w(Zz) are:

8U(13(£:ESE) = —f(zxle,en) + Af(ZZ|e,en) — f(TZle,er)] <0, w(zT) 8w8(§56) -
awa(f:ar) = —f(zZle,en) + Alf(zzle, en) — f(zTle,er)] <0,  w(zz) 3108(66@ -

There exists a A such that both equations hold with equality if and only if I(ZZ]e) =

l(zzle) = I(Z|e). In this case wages are determined by the incentive constraint. Sub-

f(@zleen)—f(aZleer) _ g(xlen)—g(Zler)
f(aZleer) 9(Zlen)

stituting for from the likelihood ratios and plugging

into the incentive constraint gives the expected wage payment (implementation costs)

> flaZle,ep)w(xz) = ﬁcﬂe)
So suppose that these ratios are unequal. For [(Zz|e) > [(zZ]e) it is easy to see that this

implies w(zZ) > w(zz) = 0. Hence, we can write the incentive constraint as:
[f(zzle, en) — f(zZle, em)w(zT) = c,

which gives us w(zz) as stated in the text. Multiplying by f(ZZ|e,ep) gives us the

implementation costs. [

Proof Equation ([2.2)).

Derive w(zz) and w(zz) from the incentive constraints and take expectations. ]

Proof Proposition [5]

1 1
1—l(zzley) 1—I(zzler)

C(fi”e}[, eH) — C(fi”e}[, eL)

l(zzlem) — l(Zxler)
(1 —Il(zzlen))(1 — l(zxler))
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This is larger than zero for:

l(a‘ca_c]eH) > l(a‘:a‘:\eL) = [f(:E:E\eL,eH)]Q > f(a_ci\eL,eL)f(:?::T;\eH,eH).

Proof Assumption
To see that Assumption [3| implies that both agents provide high effort note that this is

optimal if and only if:
29(zlen)x — 2C(xx|em, en) > [g(Zlen) + g(zler)|z — C(ZZ|em, er).

Rearranging gives the assumption.
Next we want to show that Assumption [3] implies that the first agent under the ex ante
information scenario provides high effort. Suppose first that € = ¢ = ey. Then imple-

menting e; = ey is optimal if and only if:

9(Zlen)z — C(ZZ|en,en) + g(Tlen)x

— [9(Zlen)C(2Zlen,en) + (1 — g(Zlen))C(zZlen, en)

~~

<g(Zler)C(ZZ|eq,en)+(1—g(Zler))C(zZlen ex)
> g(Tler)T + g(Zlen)T — g(zler)C(2Zler, en) — (1 — g(Zler))C(zZler, en),

or:

[9(Zler) — g(Z|ep))x > C(zxlem,eq) + EC(xZ|en,en) — EC(zZ|er, em),

SC(E@‘EH,GH)—C(SEE‘GH,EL)

where the inequality in the lower bracket is shown by showing C(zZ|em,en) —
C(zzler,en)] < C(zZley,en) — C(Zx|ey, er). Hence, this always holds given Assump-
tion [Bl

Suppose now € = ey and e = e;. Then implementing e; = ey is optimal if and only if:

g(Zlem)r — C(zZ|em,en) + f(Zxlem,en)x + f(zZlem,er)x — g(Zley)C(Zx|em, ex)
> g(zlep)z + f(zx|ep,em)T + f(zZ|ep,er)x — g(Zler)C(ZZ|er, epm),

or:

{9(Zlen) — g(zler) + f(ZZlem,en) — f(ZZler,en) + f(zZ|en,er) — f(zZler,er)}

> C(zzleg,en) + 9(zlen)C(zZ|len,en) — g(Zler)C(ZZ|er, en),
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because Assumption (3| implies ¢(Z|ley) — g(zler) > C(zZ|em,em). As furthermore,
hz|z,em,eq) — h(Z|Z, e, eq) > C(TZ|en,en) — C(ZT|er, en) this is always satisfied.

Suppose now € = ey, and e = ey. Then implementing e; = ey is optimal if and only if:
9(Zleg)x — C(ZZlemy,ey) + f(ZZ|em, er)T + f(aTley, eq)T
—(1—g(zlen))C(zZlen, en)

> g(Zlep)T + f(zZ|ep,er)T + f(zZ|er,eq)® — (1 — g(Zler))C(zZ|er, en),

which holds because by Assumption |3 g(zlerr) — g(Zler) > C(zZ|em, er). And further-

more, (1 — g(Z|er))[C(zZleq,en) — C(zxler,en)] < C(ZZlem,en) — C(TZ|em, em). ]

Proof Proposition [§]
Note first that (€,e) = (em,ep) can arise under Assumption |3| The condition for € = ey

to be optimal is :
l9(zlen) + f(zZlen, en)]T — (1 + g(Zlen))C(TT|en, en)
> [g(Zlen) + f(zlen, er)| — C(TZ|em, em),
or:
[f(zZlen, en) — f(zZlen, er)lz > g(zlen)C(zT|en, en).

Note that if h(Z|z,em, em) — h(Z|Z, eq,er) = g(Zlem) — g(Z|er) this is always satisfied by
Assumption [3]

Condition for e = ey is:
l9(Zlen) + f(Zzlem,em)]T — C(TZlem,en) — (1 — g(Tlen))C(zZleq, er)
> [g(Z|en) + f(zzlen,en)|z — C(ZZ|en, en),

or:

[f(zZlen, en) — f(zElen, ep)]z > (1 - g(Zlen))C(zZlen, en).

C(zZ|em,er) does not appear in Assumption (3| and hence this can be satisfied.

For (e,e) = (em,em) profits for the first agent are the same under both structures.
Revenues for the second agent are also the same. However it follows from Equation
and that implementation costs are strictly higher for the second agent if the

principal provides ex ante information.
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That ex ante information does strictly worse for (e,e) = (er,er) follows directly from

Assumption [3] [

Proof Proposition [9]
As we have shown in the Proof of Proposition [§ (é,e) = (em,er) or (eé,e) = (er,en)

can both arise under Assumption (3| The former only if h(Z|Z,ep,ey) — h(Z|Z,em, er) #

9(zler) — g(zler).
Consider first the case, where (€,e) = (er,ep). Here ex ante information does strictly

better than ex post information if and only if:

2[g(zlen)z — C(zZ|em, en)]
< g(zleg)x — C(zx|lem,er) + [f(zZ|em,er) + f(zZ|en, em)]|zT

— (1—g(zlen))C(zTlen, en),
[f(zzlem,en) — f(TZ|en,er)]z < 2C(zZ|em,en) — C(zzlem,er) — (1 — g(Z|en))C(zT|ew, en).

Consider next the case, where (€,e) = (e, er). Here ex ante information does strictly

better than ex post information if and only if:

2(9(zlen)z — C(zx|eq, en))

< g(Zlep)r — C(zxlem,en) + [f(ZZlem,en) + f(zTlen, er))T — g(Zlen)C(ZZlem, en),
or:
[f(zZlem,en) — f(aZlen,er)]Z < (1 — g(Zlen))C(TZ|en, en).

This cannot for example hold in the plus-k model. ]

104



Appendix to Chapter

Proof Lemma [2l

o(zle) . (22 (z]e)
® T iEouEe - f@de]
And:
Ge(Ele) _ ful@zle) _ g(@le)ful@zle) — F(E7le)gelale)
o@le) - fade) O fedel@e - f@zle)]
And:
fe@zle) | gel@le) _ o(ale)fe(zle) — f(EEle)oe(ale) _

Proof Lemma [3l
Before we can solve the principal’s problem we have to check that we can indeed omit the
participation constraint and that the incentive constraint yields a global maximum of the

agent’s problem for the equilibrium wage scheme.

Omit the Participation Constraint:

This constraint is given by:
f(zzle)w(zz) + f(zz|lé)w(zz) + f(zz]é)w(zz) + f(zz]é)w(zz) — c(é) > 0.

Since the agent’s reservation utility is zero, the participation constraint is automatically
satisfied if the limited liability and the incentive constraint are: by choosing an effort
level of zero, the agent can achieve at least an expected utility of zero as wages are larger
than zero by the limited liability constraint. Hence, by maximizing his expected utility

over effort (the incentive constraint) he can never do worse then zero.

Incentive Constraint Yields Unique Global Maximum:
Concerning the incentive constraint note that a global maximum of the agent’s problem
exists, since the second order conditions are satisfied for all wage schemes, satisfying

w(zz) > w(zz) (which we show below holds in equilibrium): the cost function is strictly
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convex and the probability function concave for all output combinations. For out of

equilibrium wages w(Zz) < w(zz) the agent provides an effort of zero.

The Principal’s Problem:

We can now solve the principal’s problem (as stated in the text). This is a linear optimiza-
tion problem, with a convex feasible set and a continuous and concave objective function.
Since for such problems any local maximum is a global maximum, the Kuhn-Tucker first
order conditions are necessary and sufficient for an optimum.

Note that w(zz) > 0 (analogue w(zz) > 0) decreases incentives, compared to setting
w(zz) = 0 (analogue w(zz) = 0), since fe(zz|e) < 0. This cannot be profit maximizing
for the principal since effort is smaller and the principal pays the agent more by setting
w(zz) > 0 (analogue w(zz) > 0), which reduces her profit. Therefore, w(xzz) = 0 (ana-
logue w(zz) = 0).

Denoting by A the Lagrange multiplier and by £ the Lagrange function for the principal’s

problem, the first order conditions with respect to w(Zz) and w(Zz) are:

oL oL
W = —f(j:i‘e) + /\fe(575|6) <0, w(i’,?) W =0,
oL _ oL

Gy — e T Af(@e) <0, w(zz)

There exists a A such that both equations hold with equality if and only if
l(zzle) = l(zz|e). In this case wages are determined by the incentive constraint:
Fe(@2leyul@2) + fo(@zle)w(@2)] = cole).

So let these ratios be unequal and assume first [(ZZ|e) > [(Zz|e). Suppose that % =0

and hence w(zZz) > 0. Rearranging gives us A = 1/Il(zz|e). Plugging this in &?éz) and re-

arranging again shows that this holds with < given the assumption that I(ZZz|e) > I(Zz]e).
Hence, w(zz) = 0. From the incentive constraint it then follows that the principal sets
w(zz) > 0 to implement a strictly positive effort. The case I(ZZ|e) < [(Zz|e) follows

analogue. n

Proof Equation (3.1 and (3.2]).

As described in the Proof of Lemma [3] if likelihood ratios are equal, wages for a given

effort vector e are determined by:

fe(Zzle)w(z2) + fe(Zzle)w(Zz) = cele).
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Substituting for f.(zz|e) from the likelihood ratios yields:

o [f@zle) N
fe(zzle) f@§|€)w(x2) +w(zz)| = ce(e).
Rearranging gives us the expected wage payment:
Clale) = f(asle)u(ss) + f(alulan) = 1 2 o) = L0

The last equality follows as [(Zz|e) = I(Zz|e) & fc(Zle)f(zzle) = g(Z|e)fe(zz|e). Also
l(zz]e) = U(z[e) < fe(Tle)f(zzle) = g(z|e) fe(xz]e).

For [(zz|é) # [(Zz|é) note that we can write the incentive constraint as:

fe(zzle)w(zz) = ce(e),

where zz € {zz,zz}, depending on the likelihood ratios as described in the Proof of

Lemma [3| Hence, to implement effort levels e the wage has to satisfy:

_ ce(e)
fe(zzle)

To calculate then the expected wage, C(xz|e), multiply w(zz) by f(zzle). ]

(4)

w(zz)

Proof Lemma 4.

To see this subtract implementation costs:

(C(zzle) — C(Tle))/cc(e) =

which holds as C(ZZ|e) are the relevant implementation costs if I(zz]e) > [(Zz|e), which
we have shown in the Proof of Lemma[2]is satisfied for f(zz|e)g.(Z|e) — g(Z|e) fe(ZZ|e) < 0.
Hence, the profit function under the informative signal lies above the one for no additional
information scenario for all effort levels. Thus, also the maximized value of implementa-

tion costs has to lie above. []

Proof Equation (3.4]).

The first order conditions characterize a global maximum as the second order conditions
are satisfied: the probability and cost function are concave/convex (one strictly) by as-
sumption.

The posterior probabilities are:




Plugging them in the incentive constraints, we receive the following wages that are neces-

sary to implement effort levels (€, ¢e): w(zz) = %ce(é), and w(Zz) = %ce(é).

To obtain Equation || multiply w(zz) by f(zz|e), which gives p ]{; (gé"ee )) and w(zz) by

f(zz|e), which gives (1 — p) ;gjg Adding up yields:
CH(zz,22le,€) = p ) —p cele)
(222169 =P iz H P i
Then use the definition of C(s|e) = ce(c) (e) [

Proof Proposition |11}
To obtain the condition in the corollary rearrange Equation (3.7) assuming that the prin-

cipal implements in all states and scenarios an effort of e:

f(zZle)ge(Zle) — g(z|e) fe(TZ]e) fe(zZ]€)
- | <p—(1—p)fe(m|€)> ce(e).

The first term gives us the difference in the inverse likelihood ratios in state zz and z,
which is — as we assumed [(ZZz]e) > [(Zz|e) — smaller than zero. The second term is
smaller than zero if and only if the marginal posterior success probability in state ZZ is
larger than the one in state zz. If these terms have opposite signs, then an informative
signal leads to lower implementation costs for the same effort (say the optimal one for
the uninformative one). But as implementation costs are already lower for € = e = e,
which need not to be optimal, the principal cannot do worse by having the opportunity

to choose (€, e) optimally. |

Proof Equation (3.10]).

Implementation costs for the informative signal are:

e k 1-— —k
ap 1l—ap
= p@ 4+ (1-p) (@ +k(te- 1P,
- a 1l—ap )’
A
B

Implementation costs in case no signal is available are:

(pe+(L—p)e)*.

C
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Subtracting C' from A:

p(e)?+(1—p)(e)*—(pe+(1—-p)e)?)
= p(l—-p)(@°+p(l—p)(e)®—2p(1—p)ee

= p(l—p)(e—e)

Adding term B gives us Equation (|3.10]). [

Proof Lemma [5l

We first ignore the possibilities of corner solutions. Those can arise because the prob-
abilities have to lie between zero and one. We check below under which conditions the
equilibrium is indeed interior for the parameter range we are interested in. The maximiza-

tion problem of the principal for the informative signal is then:

e+ k 1-— —k
max  —piRetE._q_pldzaplek,
¢ ap 1—ap

s.t. pé+ (1 —p)e > E.

The first order conditions are (where A is the Lagrange multiplier):

™)

k
—2pe——-+Ap=0,
a
(1—-p)
(1—ap)

The second order conditions are satisfied: the constraint set defines a convex set and the

—2(1-ple+k +A(1—p)=0.

e

objective function is strictly concave. From these two equations we obtain:

(é—e)——ﬁ ! +i
= 2\l—ap ap)’

k 1 +1
K 2\1—ap ap/’

From the restriction that the principal has to implement at least an expected effort of

Define:

E: plée—e)+e=FE. Hence, e = E —pu and € = E + (1 — p)u. Below in the Proof of

Proposition [3.4.2] we consider the restrictions from the probability distribution. ]
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Proof Proposition [3.4.2
Plugging optimal efforts from Lemma [5|in Equation :

A = p(l—p)(e—e)2+k<1e— L-p )

a 1—ap§
= p(pyn (SO QR Ep)
_ 2 E(l-a)+Q-pu
= p(l-ppu +k< a(1—ap) >
B (1-a)  k(Q-p) k B k
- PP 2ap<1—ap>(a<1—ap> 2a<1—ap>>
_ (l1-a) K (1-p)
a kEa(l—ap) 4a?p(1—ap)?

S L E )

a(l—ap) _4ap(1—ap)
We define:
A(a,p,k,E)zM(E(l—c)—M). (5)
A sufficient condition for A(a,p,k, E) > 0 is ffl(jgg)) > 0. For our leading case k < 0 we
hence need for A > 0 that E(a —1) > —#{_’21)) holds.
Assume first that e > 0 < FE > —%. Hence, for a > 3/2, A > 0 is automatically

satisfied once we assume an interior equilibrium. We have to check that those values are
actually compatible with a proper joint probability function (what we do here for the
second set of parameters in Proposition . For this we first have to check whether
none of the four joint probabilities is smaller than zero or larger than one (i.e. whether
we have determined an interior equilibrium). It is easy to see that those eight conditions

reduce to the three following.
(a) ape+k >0.
(b) p(1—ae)—k >0.
(c) 1—p—e(l—ap)+k>0.

The other five conditions are:
(d) ape+k <1. Holds under p(1 —ae)—k > 0.
() p(1—ae)—k <1. Holds under aep+k > 0.
(f) e(l1—ap)—k>0. Holds as k <0 and a < %.

(g) e(1—ap)—k<1. Holdsunder 1 —p—e(1—ap)+k >0.
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(h)y 1—-p—e(l—ap)+k>0. Holdsask‘ﬁOandaﬁ%.

We choose p = 1/2. Hence, a € (1,2). Thene = E — ﬁ and e = E + % Con-

dition (a) implies that e > —%. Hence, if a > 3/2 this holds. Condition (b) requires

that € > 1(1 — 2k). Given that (a) is satisfied we have that if £ < 1, then (b) holds,

a

too. As a < 2 this implies £ < 1. Finally, Condition (c) implies that e < L2 (for this
to be positive we need —% < k). Hence, we need % > F+ % This holds under

Condition (b).

To summarize, we get for p = 1/2 the following conditions a € [%, 2), —% <kand F < %
(note that these are sufficient conditions for the three conditions to hold). Following our
above discussion we know that for a > %, A > 0 is then automatically satisfied.

Assume next that e = 0 and hence € = E/p. Plugging in Equation we obtain:
A= %E2 + %E =F (lp%pE—i— %), which is larger than zero for (1 — p)Ea > —k.
From the three conditions above it follows that 1 —p > —k, p—k > aF and a E > —k.
Hence, one can find values for (p,a, E, k) such that A > 0 and the three conditions hold.
Finally, we have to check, whether the participation constraint is indeed satisfied: com-
pared to our assumptions note that for €, where f(xz|€) = 0 holds, we do not have ¢(€) = 0
or ¢(€) = 0. After a signal realization z this is not a problem, as e(1 —ap) — k > 0 for

0,

e = 0, where hence c¢(e = 0) = 0. So we have to check, whether ape + k — g > 0 at

the optimal e: e <ap — M) +k > 0. For p = 1/2 this is satisfied if and only if
g (1/2a _1/2E+ W’gm)) 4+ k> 0. Choose a = 3/2 and E = 1/2. Then this holds if

8/9k% + 2k +1/4 > 0. This is positive for values —0.13 < k. ]
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Appendix to Chapter

Proof Lemma [6L

157 (err,0) = fro(en.0) = C1o(0)
_ filen,0) fio(er, 0) — filer,9) fiolen,0)

= Julend) TN
_ Jilen,0) fro(er, )
> fio(en, ) N ¢ >0,
as fio(em,6) > fig(er,0) (Assumption 5 SA) and [Afi(9)]* > fi(en,6)c (Condition 1).
This shows Part (a). Part (b) follows immediately. ]
Proof Proposition [13|
9B ey, 0F8) — 1158 (eyy) > 0
& filem,0"P) = Ci(en,07P) > folen) — Calen)
= Cl(eH,G B) < CQ(@H)
& filem,0"8) — fi(er,0"B) > falew) — fa(er)
& fier,0FP) < faler),

1(leq,0"B) = faley). The resulting inequality fa(er) > fi(er,0FP)

~

using repeatedly
implies that 6 < @r. The rest of Part (a) follows because the profit difference is strictly
increasing in 6 (Lemma @) Part (b) follows directly from #°8 < 7P and because high

effort is implemented in both jobs. ]

Proof Proposition [14]
For Part (a) note that the difference between the expected wage payment in job 1 and job

2 for an agent with type @ is:

filen,0) fa(en) oo Jiler,0) falen) — filen,0) faler)

Filen,0) — filer.0) < alem) — faler) 1 (e 0) — fi(er, 0)] [falen) — faler)]

This is negative at #57 because §°F < 0

f1 (er,0°5) falew) — f1 (e, 055) faler) = folen) [f1 (er,0°8) — fa(er)] <0,
and positive at P if and only if:

filer,0m) folen) — fi(en,0u) fa(er) >0 < JJZZ((ZIZ)) > J;ll((zlz:gg)),
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which gives us — using the intermediate value theorem — the condition in the text.

For Part (b) note that Cp(0) = hlen.6) flg(e?f}:(g;](f“e) holen9) ¢ ig positive if and only if

the numerator is positive which gives|Condition 4 when rearranged.

Part (c) follows directly because the expected utility is the expected wage minus cost of

effort c. -

Proof Lemma [7] and Proposition

Consider the second best profits in jobs 1 and 2. Suppose that high effort is implemented
in both. From the Proof of Proposition [13| we know that the threshold where both these
profits (which need not be the optimal second best levels - low effort implementation can
be optimal) are equal is less than §7'5 = 01 < 61. Denote the threshold that makes them
equal by 6. Thus, fi (eL,§> < fa(er) so:

H‘qu (eH,é> —HfB (eLjé) = HgB(eH) - N1 (eL,é)

> 5P (en) — faler) =57 (e) — T35 ().

The second best promotion threshold is strictly higher than 6. Suppose first that

Condition 1 holds for job 1. Then ISB(er) = faler) > fi (eL,é) e (eL,é) -

nye (eH,§> = 58 (ey). As II5P (e, 6) is increasing in 6, we have that 658 > 4.
Suppose now that does not hold for job 1. Then it follows immediately that

GSB:éL>9~. [ |
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Appendix to Chapter 4] - Extensions

The Wage Scheme

The wage scheme can condition on the following variables: the job (which is ob-
servable and verifiable), the agent’s output (which is observable and verifiable), and
the type the principal announces to the agent. In the text we assumed first that
the wage scheme is a bonus payment (i.e. conditions only on the output realiza-
tion z) and second does not condition on the type the principal announces to the
agent. While the former is an assumption that is usually made in the literature (see

Bénabou and Tirole (2003)), we can derive the latter endogenously:

Lemma 8 Suppose the wage scheme is of the form of a bonus payment. Then the

wage does not condition on type the principal announces to the agent.

Proof Lemma [8l

We have to show that wages are attached to jobs and output and not to announced types.
Suppose instead that the principal offers a wage scheme of the form - “if I learn your type
is 9~, I will pay you w(é)”, where 6 is the type the principal announces to an agent.
Suppose to the contrary of the claim in Lemma [§] that the wage scheme is such that for
some 61 and 0y assigned to the same job we have w(f;) # w(f2). Suppose further that
w(él) is such that both types provide effort. But then the principal has an incentive to
announce to the type that receives the higher wage, say 01, to be of type 0. If one type
does not work under the specified wage and the other does, the principal again has an
incentive to deviate and give the type that does not work the wage of the type that works.
Also she would like to offer a larger wage if none of the individuals worked, also if they
held the worst beliefs, since by assumption it is always profitable to induce all types to

work. ]

Proofs

Proof (Existence of Equilibrium in Subgame following Date 2).
To see that an equilibrium exists note that given our continuity and monotonicity
assumptions we have that for any (wj,w;) either f;(6)(z — w;) > fi(0)(T — wy) V6,

;0@ — wj) < fi(0)(Z — w;) VO, or there exists a unique 6, such that

114



[i0)(x —wj) = fi(6)(Z — w;). In the first case a pooling equilibrium on job j
can be supported (fg = ), in the second pooling on job i (fs = 61) and in the third an
interior separating equilibrium exists.

Multiple equilibria can arise in the subgame following date 2. The principal, however,
announces at date 1 the job assignment rule. She has no incentive to deviate from this
announcement at date 3 (as the agent can observe the assignment). She announces at
date 1 the rule that maximizes his profits. Thus, this announcement helps to coordinate

on one equilibrium in the subgame at date 3. ]

Proof Proposition (16|

In the following we consider only the case — o) j;H f1(0)p(0)do < % f;L F2(0)p(0)do.

The other case follows analogue. The principal’s maximization problem is as stated in

the text. We structure the proof in several steps to determine the equilibrium wage and
cutoff. Like this we do not have to make further assumptions about the concavity of the
problem.

Some preliminary facts. Define w;(fs) = m — v. Note that @alT(gS) < 0 and
2l85) > 0. To see this note that iy [y f2(0)6(0)d0' = gl f2(0) [y ¢(0)d0 =
2@ f(0), with 6 € (0,,0) and thus fo(d) > fo(f). Define the function
w(ls) = w;(0s) — wy(fs). This is a decreasing and continuous function in 6g.

Furthermore, w(f) > 0 and w(f) < OH Hence, by the Intermediate Value Theorem,

there exists a unique 6 € (8,0y), call it Ay such that w(fy) = 0.

Part 1: w; > w;(0)ys) Vi can never be optimal

Suppose first that w; > wa. For fi(0g)(W — wy) — f2(0s)(W — wse) = 0 (which we call
in the following the indifference condition) to hold we must have 6g > 0. Reduce instead
wy to w; = wy. Note that then w; = wy > Qz(é) > wy(fg) and MQ(é) > wl(é). Hence,
this induces higher profits, since the incentive constraint is still satisfied, the cutoff is the
efficient one and wy is smaller. Hence w; > w;(0as) and w; > wy cannot be optimal.
Suppose now that ws > wi. For the indifference condition to hold we must have g < 0.
Reduce instead weo marginally, leaving w; unchanged. This increases g and hence

wy(fg), but still wy > wy(fs). Hence, profits increase.

So suppose w; = ws. This implies = fg. Then wl(é) < QZ(é) < wy = wy. But setting

9Since f1(0r) = f2(05) > :LH f2(0)p(0)do.
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wy = wy = wy(f) leads to higher profits.

Part 2: iff w; = w; and w2 > w,, then g = 0), is profit maximizing.

From the indifference condition we know that wo(fg) = f2 (0?2)(_9]; 1)(95 )z + g Egi gwl (f0s). We

have to check in which range wy(fs) > wy(0s) can hold. Define:

_ fo(bs) = f1(Bs) -, f1(0s) Cw
9(0s) = 209) T+ fQ(QS)wlws) w(0s)

Note that g(6w) < 0, since fa(6w) < fi(6w) and w, (6w ) = wy(fw) and g(d) > 0, since

w,(0) > wy(0) and fo(f) = f1(A). Furthermore, 8%(:;) < 0 as wy(fg) is decreasing in g,

w,y(0s) is increasing and:

F4(05)11(65) — 11(05)F2(65) (HU ‘ ) e
(f2(09))? 57 Jo f2(0)6(0)d6
Hence, there exists a unique 0g (0y7) such that g(fy) = 0. Thus, we can conclude that
whenever the incentive constraint in job 1 is binding and in job 2 (weakly) not that
0s € (01, 0h).

Consider now the profit function with these wages plugged in:

O
m(0s) = i J1(0)¢(0)d0(z + v — w,(0s))
Os _ fa(0s) — f1(8s) . f1(Os)
+ ) f2(0)p(6)do <:13 - 205) T — f2(95)w1(95)> .
This is an increasing function in fg:
om(0s) _ |z _ f1(0s)f2(0s) — f3(05) 1(0s) /o \1(0s) os
)~ [ o AODRE T wi0s) 2G| [ raerotoas
O
— wy(fs) ; f1(0)¢(0)do
+ (= w(05)) f1(05)8(0s) — (T — wa(bs)) f2(05)P(0s) > 0.
0

Hence, the principal sets 6g = 05, which is highest possible cutoff consistent with these

wages. Thus, wy = wa(Oyr).

Part 3: iff w; > w,; and wy = w,, then 0g = 0,/ is profit maximizing.

Analogue to Part 2.

Part 4: iff w; = w;, then 05 =0,/ < 0

See Part 2 and 3. That equilibrium wages satisfy w; > wo follows then from the
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indifference condition and from 0, < 0. [ ]

Proof Proposition [17]
Assume 6y > 6 (the other case is analogue). The principal prefers the separating job

assignment rule to one that pools the agents iff:

0n Os O
(Z+v) < f1(0)9(6)do + f2(9)¢(9)d9> —c>(T+v) fi(0)9(6)db — c,
O 0L, 0L
or iff:
05 Os Oy
i f1(8)o(6)do + ; f2(0)9(60)do = ) fi(0)¢(6)do. (PS)

Suppose first that [, f1(0)¢(0)d0 > [;" fo(8)$(0)d6. Then Condition (PS) holds iff
Jo (f2(0) = £1(6))$(6)d0 > 0. Note that as 6y > 0 we have E[f2(6)[0 < 0s] > E[f1(6)|0 >
fs]. Furthermore, E[f1(0)|0 > 05| > E[f1(0)|0 < 05| and hence E|[f2(6)|0 < 0s] >
E[f1(0)]0 < 5] and the condition is satisfied for ®(f) = 1/2 (hence () > 1/2).

Suppose now that [, f1(0)¢(0)d0 < [, f2(6)$(6)de, then Condition (PS) can hold only
iff: [y (f1(6) — f2(0))$(0)d > 0. Note that 05 > f. Hence, we have fo(0) < f1(6) V0 €

[0s, 0] and this is always satisfied. Hence, the principal always would like to separate the

agents. [ |

117



118



Bibliography

AcHION, P.; anDp J. TIROLE (1995): “Some Implications of Growth for Organi-

zational Form and Ownership Structure,” European Economic Review, 39(3-4),

440-455.

ALBANO, G. L., anp C. LEAVER (2005): “Transparency, Recruitment and Reten-

tion in the Public Sector,” mimeo, University of Oxford.

Amava, K. (2005): “Rational Ignorance in Moral Hazard Problems,” mimeo, Kobe

University.

ANTLE, R., AND A. SMITH (1986): “An Empirical Investigation of the Relative Per-
formance Evaluation of Corporate Executives,” Journal of Accounting Research,

24(1), 1-39.

Aovacr, M. (2003): “Information Feedback in a Dynamic Tournament,” ISER

Dicussion Paper Nr. 580, Osaka University.

AryA, A., J. C. GLOVER, AND K. SIVARAMAKRISHNAN (1997): “The Interac-
tion Between Decision and Control Problems and the Value of Information,” The

Accounting Review, 72(4), 561-574.

BaimvAN, S.; anp J. EVANS (1983): “Pre-Decision Information and Participative

Management Control Systems,” Journal of Accounting Research, 21(2), 371-395.

BAIMAN, S., aAND K. SIVARAMAKRISHNAN (1991): “The Value of Private Pre-

Decision Information in a Principal-Agent Context,” The Accounting Review,

66(4), 7A7-766.

119



BAKER, G., M. GiBBS, anD B. HOLMSTROM (1994a): “The Internal Economics

of the Firm: Evidence from Personnel Data,” Quarterly Journal of Economics,

109, 881-919.

——— (1994b): “The Wage Policy of a Firm,” Quarterly Journal of Economics,
109, 921-955.

BANERJEE, A., AND A. BEcGs (1989): “Efficiency in Hierarchies: Implementing
the First-Best Solution by Sequential Actions,” RAND Journal of Economics,
20(4), 637-645.

BENABOU, R., anD J. TIROLE (2003): “Intrinsic and Extrinsic Motivation,” Review

of Economic Studies, 70(3), 489-520.

BLACKWELL, D. (1953): “Equivalent Comparisons of Experiments,” Annals of

Mathematical Statistics, 24, 265-272.

CALZOLARI, G., aAND A. PAVAN (2006): “On the Optimality of Privacy in Sequen-

tial Contracting,” mimeo, Northwestern University.

CHE, Y.-K., anD S.-W. Y00 (2001): “Optimal Incentives for Teams,” American
Economic Review, 91(3), 525-541.

CHWOLKA, A. (2005): “Scheduling Information Activities and the Preference for

Early Information in Decision and Control Problems,” Schmalenbach Business

Review, 57, 55-79.

CREMER, J. (1995): “Arm’s Length Relationships,” The Quarterly Journal of Eco-
nomics, 110(2), 275-95.

CrUTZEN, B. S., O. H. SWANK, anxD B. VISSER (2006): “Differentiation in the

Workplace?,” mimeo, Erasmus University of Rotterdam.

Deci, E. L. (1971): “Effects of External Mediated Rewards on Intrinsic Motiva-
tion,” Journal of Personality and Social Psychology, 18(1), 105-115.

DEMOUGIN, D., anp C. FLUET (1998): “Mechanism Sufficient Statistic in the Risk-
Neutral Agency Problem,” Journal of Institutional and Theoretical Economics,

127(4), 622-639.

120



DEWATRIPONT, M., I. JEWITT, AND J. TIROLE (1999): “The Economics of Ca-

reer Concerns, Part I: Comparing Information Structures,” Review of Economic

Studies, 66(1), 183-98.

EDERER, F. P. (2004): “Feedback and Motivation in Dynamic Tournaments,”

mimeo, MIT.

EDERER, F. P., anp E. FEHR (2006): “Communication and Information in Dy-

namic Tournaments: Theory and Evidence,” mimeo, MIT.

ERTAC, S. (2005): “Social Comparisons and Optimal Information Revelation: The-

ory and Experiments,” mimeo, UCLA.

FAIRBURN, J. A., aND J. M. MALCOMSON (2001): “Performance, Promotion, and

the Peter Principle,” The Review of Economic Studies, 68(1), 45-66.

FARrIA, J. R. (2000): “An Economic Analysis of the Peter and Dilbert Principles,”

Working Paper Series 101, University of Technology, Sydney.

GIBBONS, R., anpD M. WALDMAN (1999): “A Theory Of Wage and Promotion
Dynamics Inside Firms,” The Quarterly Journal of Economics, 114(4), 1321—
1358.

GJESDAL, F. (1982): “Information and Incentives: The Agency Information Prob-

lem,” Review of Economic Studies, 49(3), 373-90.

GNEEzY, U., AND A. RUSTICHINI (2000): “Pay Enough or Don’t Pay at All,” The
Quarterly Journal of Economics, 115(3), 791-810.

GOLDFAYN, E. (2006): “Organization of R&D with Two Agents and Principal,”

Bonn Econ Discussion Paper, University of Bonn.

GROSSMAN, S. J., anp O. D. HART (1983): “An Analysis of the Principal-Agent
Problem,” Econometrica, 51(1), 7-45.

HoLmsTrOM, B. (1979): “Moral Hazard and Observability,” Bell Journal of Eco-
nomics, 10(1), 74-91.

121



(1982): “Moral Hazard in Teams,” Bell Journal of Economics, 13(2), 324—
340.

INNES, R. D. (1990): “Limited Liability and Incentive Contracting with Ex-Ante
Action Choices,” Journal of Economic Theory, 52(1), 45-67.

IsHIDA, J. (2006): “Optimal Promotion Policies with the Looking-Glass Effect,”
Journal of Labor Economics, 24, 857-877.

JEwrTT, I. (1988): “Justifying the First-Order Approach to Principal-Agent Prob-
lems,” Econometrica, 56(5), 1177-90.

——— (2006): “Information Order in Decision and Agency Problems,” mimeo,

University of Oxford.

JosT, P.-J., anp M. KRAKEL (2006): “Simultaneous- versus Sequential-Move
Tournaments with Heterogeneous Agents,” Schmalenbach Business Review, 58,

306-331.

K, S. K. (1995): “Efficiency of an Information System in an Agency Model,”
Econometrica, 63(1), 89-102.

——— (1997): “Limited Liability and Bonus Contracts,” Journal of Economics
¢ Management Strategy, 6(4), 899-913.

KocH, A., AND A. MORGENSTERN (2005): “From Team Spirit to Jealousy: The
Pitfalls of Too Much Transparency,” IZA Discussion Paper Nr. 1661.

KocH, A., anp J. NAFZIGER (2007): “The Peter Principle Revisited,” mimeo,

University of Bonn.

KocH, A., anp E. PEYRACHE (2005): “Tournaments, Individualized Contracts

and Career Concerns,” 1ZA Discussion Paper Nr. 1841.

Ko0szeGI, B. (2006): “Ego Utility, Overconfidence, and Task Choice,” Journal of
the European Economic Association, 4(4), 673-707.

LAZEAR, E. P. (2004): “The Peter Principle: A Theory of Decline,” Journal of
Political Economy, 112(1), 141-163.

122



LEHMANN, E. L. (1988): “Comparing Location Experiments,” The Annals of
Statistics, 16, 521-523.

LEONHARD, N. H., L. L. BEAUVAIS, aAND R. W. ScHOLL (1995): “A Self-Concept

Based Model on Work Motivation,” mimeo, University of Evansville.

Lizzeri, A., M. A. MEYER, aND N. PERSICO (1999): “Interim Evaluations in

Dynamic Tournaments: the Effects of Midterm Exams,” mimeo, University of

Oxford.

(2002): “The Incentive Effects of Interim Performance Evaluations,” Penn

CARESS Working Paper, University of Pennsylvania.

Lupwic, S., anp J. NAFZIGER (2006): “Feedback in Team Production,” mimeo,

University of Bonn.

Ma, C.-T. (1988): “Unique Implementation of Incentive Contracts with Many
Agents,” Review of Economic Studies, 55(4), 555-72.

MaskiIN, E.,; Y. QiaN, anp C. XU (2000): “Incentives, Information, and Organi-

zational Form,” Review of Economic Studies, 67(2), 359-378.

MEYER, M. A., AND J. VICKERS (1997): “Performance Comparisons and Dynamic

Incentives,” Journal of Political Economy, 105(3), 547-81.

MIRRLEES, J. A. (1999): “The Theory of Moral Hazard and Unobservable Be-
haviour: Part I,” The Review of Economic Studies, 66, 3—21.

MOOKHERJEE, D. (1984): “Optimal Incentive Schemes with Many Agents,” Review

of Economic Studies, 51(3), 433-46.

MUKHERJEE, A. (2005): “Career Concerns and Optimal Disclosure Policy,” mimeo,

Nothwestern University.

NAFZIGER, J. (2006): “Job Assignment’s and Workers’” Motivation,” mimeo, Uni-

versity of Bonn.

——— (2007a): “Information, Decisions and Incentives,” mimeo, University of

Bonn.

123



——— (2007b): “Moral Hazard and Ex Ante Observability,” mimeo, University

of Bonn.

NAFZIGER, J., aND S. LubwiG (2007): “Intermediate Information in Multiple

Agent Moral Hazard Problems,” mimeo, University of Bonn.

NELSEN, R. B. (1995): “Copulas, Characterization, Correlation, and Counterex-

amples,” Mathematics Magazine, 68(3), 193-198.

ORTEGA, J. (2003): “Power in the Firm and Managerial Career Concerns,” Journal

of Economics and Management Strategy, 12(1), 1-29.

PENNO, M. (1984): “Asymmetry of Pre-Decision Information and Managerial Ac-

counting,” Journal of Accounting Research, 22(1), 177-191.

PETER, L. J., anD R. HULL (1969): The Peter Principle: Why Things Always Go
Wrong. William Morrow & Co. Inc, New York.

PRrRAT, A. (2005): “The Wrong Kind of Transparency,” American Economic Review,
95(3), 862-877.

PRENDERGAST, C. (1999): “The Provision of Incentives in Firms,” Journal of

Economic Literature, 37(1), 7-63.

PrescotT, E. C., AND M. VISSCHER (1980): “Organization Capital,” Journal of
Political Economy, 83(3), 446-461.

QIAN, Y., G. RoLAaND, anp C. XU (2006): “Coordination and Experimentation
in M-Form and U-Form Organizations,” Journal of Political Economy, 114(2),
366—402.

RoBBINS, E. H., aND B. SARATH (1998): “Ranking Agencies under Moral Hazard,”
Economic Theory, 11, 129-155.

ROSEN, S. (1982): “Authority, control, and the distribution of earnings,” Bell Jour-
nal of Economics, 13(2), 311-323.

Ryan, R. M., anp E. L. DEecr (2000): “Intrinsic and Extrinsic Motivations:
Classic Definitions and New Directions,” Contemporary FEducational Psychology,

25(1), 54-67.

124



Ryan, R. M., E. L. DEc1, anp R. KOESTNER (1999): “A Meta-Analytic Review of
Experiments Examining the Effects of Extrinsic Rewards on Intrinsic Motivation,”

Psychological Bulletin, 125(6), 627-668.

ScumiTz, P. (2005): “Allocating Control in Agency Problems with Limited Li-
ability and Sequential Hidden Actions,” RAND Journal of Economics, 36(2),
318-336.

9

WINTER, E. (2006): “Transparency Among Peers and Incentives,” mimeo, Hebrew

University.

125



126



	Introduction
	Information, Decisions and Incentives 
	Introduction
	The Model 
	First Best 
	The Wage Scheme 
	Review of Information Concepts 
	Ex Post Information 
	Ex Ante Information 
	Comparison of Implementation Costs 

	Comparing the Structures 
	Uninformative Signal 
	Informative Signal

	Conclusion 

	Transparency and Organizational Structure 
	Introduction
	The Model 
	The Wage Scheme 
	The Wage Scheme for the Second Agent
	The Wage Scheme for the First Agent 

	Comparing the Structures 
	Uninformative Outputs
	Informative Outputs

	Extensions 
	Heterogeneous Agents
	Integration

	Conclusion 

	Moral Hazard and Ex Ante Observability 
	Introduction
	The Model 
	Production
	Timing
	Payoffs and the Principal's Problem
	Definition of an Informative Signal 

	The Wage Scheme 
	No Additional Information and a Brief Digression to Ex Post Information 
	Ex Ante Information 

	The Value of Ex Ante Information 
	General Effects 
	Examples

	Discussion of Robustness 
	Conclusion 

	The Peter Principle Revisited 
	Introduction
	The Model
	Analysis 
	Observable Effort (First Best) 
	Unobservable Effort (Second Best)

	Conclusion 
	Extension -- Intrinsic Motivation 
	The Model 
	Analysis 
	Conclusion 


	Conclusion
	Appendix
	References



