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A2l 3 (Solution Method)
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—C>0 & C"0 > ex: C(E) = E?/2



—Ex: U=
=0.25
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Given (a, b) Max E.QY U=Y - C(E)
subjectto Y = a + b*xQ & Q =E

3> 99 F AkNE eele] BH T
2> Max U = a + b*E — E* /2

2> F.O.C: au/ee =b-E =0

=2 Ex=b
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C(E) =E




Principal—Agent Problem

= E* maximizes the difference between Y and C(E).

= At this effort level, C’(E) = b

Bottom line for the agent’s problem

=» Effort increases with b

=» Effort is independent of a
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— MaxII, = Ex — (a + b*E)

=b —(a+b?) > hQU EAZHE Ex=b

=b — b® —a
2 F.O.C:oa/ab =1-2b=0
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—U=Y-C(E)=a+ b*xQ - C(E)
—Max,a + bxQ — C(E) = a+b*E —E*/2

=a+b’/2> d
—F.0.C: au/ad =Db >0
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<7} = the more the better

— g3 =3t dAZAS YF& (internal solution) =& A&

9] commission rate = Y3t
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— Max,, U+ II =Ex—(a + b*Q) +(a + b*Q)- C(Ex*)

= Ex —C(E*)

=b — b%/2



—F.O0.C: a3u+n/ab =1-b =0

—b* = 1 or 100% commission rate
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