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Pay depends on effort.
Principal captures whole surplus.
(subject to caveat on Limited Liability)
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Principal conditions pay on output, no cost
to increasing this difference as much as
needed. Principal captures whole surplus.
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Low, relative to Efficient Effort.
net bepefit of effort Principal conditions pay out on output.
X If limited-liability constraint is binding, agent
ReqUIr‘ed gets limited-liability rent.
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Contract a fixed payment, lower output in
expectation. Principal bears all risk.
No surplus for agent.
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Moral Hazard Flow Chart

(2 players, 2 actions, 2 outcome levels. Observable and Verifiable output)
Dr David Reinstein



