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Put rewards where the decisions are made
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The Principal-Agent Problem with Uncertainty and Risk Aversion
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— Y =a+ b*Q
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—In good state: Y* = a + b*(dE + k/2)
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For risk—averse worker

—U =a+ b*E -r(bk)”

—r(bk)?is a measure of worker’s degree of risk aversion

—1f agent is risk neutral, thenr = 0
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Conclusion

1. The optimal commission rate, b* 1s now less than 1.

2. The optimal commission rate declines as k and r rise.

3. For k and r high enough, the optimal a* becomes positive.
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— Optimal commission rate 1s 100%

— In bad times, the worker gets paid extra to show up. a, > a,

— 3AtE T Adsto] U AHY S & Q7] wiEe ZZA A lump sum 2

2 9 Bds s

— B #4 g W, Wl BEFS wRol F



Piece—rate A=H-A]

Safelite Glass Corporation Case by Lazear (2001)
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Predictions by Piece—rate theory
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