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Abstract

We consider a principal–agent moral-hazard problem with risk-neutral parties and no limited liability in 
which the principal has private information. The principal’s private information creates signaling consid-
erations that may distort the implemented outcome. These distortions can explain, e.g., efficiency wages 
(Beaudry, 1994) and muted incentives (Inderst, 2001). We show that in a large class of environments these 
distortions vanish if the principal is allowed to offer sufficiently rich contracts.
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1. Introduction

In the standard principal–agent model, the principal has no private information and the op-
timal contract can be found by solving a constrained optimization problem. If the principal has 
private information, the model becomes a signaling game and the contract’s value is determined 
endogenously in equilibrium. The signaling incentives introduce novel distortions, which may 
explain, e.g., efficiency wages (Beaudry, 1994) and muted incentives (Inderst, 2001).

We consider a principal–agent model with risk-neutral parties and no limited liability in which 
the principal has private information (her type) about the technology that translates the agent’s 
effort into observables (Beaudry, 1994; Inderst, 2001). This environment is useful for under-
standing distortions that can be generated by the privacy of the principal’s information since the 
benchmark environment in which the principal has no private information features nor distor-
tions: the optimal contract is to “sell the firm” to the agent (see e.g. Grossman and Hart, 1983, 
Proposition 3(2)).

Under asymmetric information, the value of the firm is uncertain to the agent and the envi-
ronment becomes that of the informed principal (Myerson, 1983; Maskin and Tirole, 1992). The 
model, however, differs from the literature because there exists an ex post verifiable variable, 
e.g., profit, that is correlated both with the agent’s effort and the principal’s private information.

In Section 3, we consider environments in which the first-best effort is constant across all 
principal types, and we provide two logically independent sufficient conditions under which the 
first best can be implemented. These conditions are (1) the first-best effort is the most costly 
action for the agent and (2) a linear independence condition on the distribution of the ex post
verifiable variable, which is satisfied generically if the support of the variable is sufficiently 
large. In Section 4, we allow the first-best effort to vary with the principal’s type and show that 
the first best can be implemented if a stronger linear independence condition holds, which is still 
generically satisfied if the support of the ex post verifiable variable is sufficiently large.

This result stands in contrast with the results in Beaudry (1994) and Inderst (2001), in which 
these independence conditions are violated. The conditions hold if the dimensionality of the sup-
port of the ex post verifiable variable is sufficiently large relative to the dimensionality of the type 
and effort spaces. Hence, the dimensionality is the key to the distortions that can be caused by 
the signaling considerations and, in sufficiently rich contractual environments, the privacy of the 
principal’s information does not impose any costs on the principal. This observation can mani-
fest itself in other moral hazard environments and, thus, it might prove useful when developing 
applications.

The result that the principal can implement the same outcome regardless of whether her 
information is private or publicly known to the agent has been observed in other environ-
ments. It holds in independent private value environments with risk-neutral players (Myerson, 
1985; Maskin and Tirole, 1990; Tan, 1996; Yilankaya, 1999; Balestrieri, 2008; Skreta, 2009;
Mylovanov and Tröger, 2014) if payoff functions satisfy a montononicty condition (Mylovanov 
and Tröger, 2014).

The contracts that attain the first best are strongly neologism-proof (Maskin and Tirole, 1992;
Mylovanov and Tröger, 2012): they extract the entire surplus conditional on each type of the 
principal and cannot be dominated by any other contract. Severinov (2008) offers a full-surplus-
extraction informed-principal result in environments with adverse selection, no moral hazard, 
and correlated types. Fleckinger (2007) presents a full-surplus-extraction result for an informed 
principal in an environment with adverse selection, no moral hazard, and countervailing incen-
tives.
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In addition to Beaudry (1994) and Inderst (2001), the informed principal problem with moral 
hazard is studied in Jost (1996), Bond and Gresik (1997), Mezzetti and Tsoulouhas (2000), Chade 
and Silvers (2002), Benabou and Tirole (2003), Kaya (2010), Karle and Staat (2013), and Fong 
and Lee (2013). These papers feature risk-averse players, allow for dynamic interaction, impose 
limited-liability constraints, or introduce moral hazard on the part of the principal.

2. Model

There is a principal (i = 0) and an agent (i = 1) who operate a firm. The principal has a type 
t ∈ T = {1, . . . , τ }. The type distribution is denoted λ0 = (λ0

1, . . . , λ
0
τ ), where the probability 

λ0
t > 0 for all t . The agent chooses an effort a ∈ A = {1, . . . , m} which determines the distribution 

f(t, a) = (f1(t, a), . . . , fn(t, a)) of an ex post verifiable variable s ∈ {1, . . . , n}. Alternatively, the 
agent may choose not to work for the firm, which we denote as a = 0. In addition, the parties can 
exchange a verifiable monetary payment or wage w ∈R from the principal to the agent.

Parties are risk-neutral and have private values, with the payoff functions

u0(s,w) = πs − w,

u1(a,w) = w − c(a),

where π = (π1, . . . , πn) is the vector of the expected profits of the firm conditional on s, c(a) is 
the cost of effort a ∈ A. If the agent decides not to work for the firm (a = 0), both players obtain 
0 payoff (formally, suppose that there is an additional realization s = 0 with π0 = 0 that occurs 
for sure if a = 0, and c(0) = 0).

2.1. First-best efforts

Let a∗(t) ∈ A be the (assumed unique and deterministic) first-best effort that maximizes the 
difference between expected firm profits,1 f(t, a) · π , and effort cost, c(a):

a∗(t) = arg max
a∈A

f(t, a) · π − c(a).

Let

U∗
0 (t) = f(t, a∗(t)) · π − c(a∗(t))

denote the first-best payoff of type t , and let U∗
0 = (U∗

0 (t1), . . . , U∗
0 (tτ )). We assume U∗

0 ≥ 0, that 
is, each type generates a weakly positive surplus.

In the benchmark environment without uncertainty about the principal’s type, each type can 
obtain U∗

0 (t) by “selling the firm” to the agent. The contract makes the agent the residual claimant 
of the surplus by asking the agent to pay the principal the expected value of the firm, U∗

0 (t), and 
transfers to the agent the property rights over the profits of the firm, π .

If the principal type is uncertain, the selling-the-firm contract is not feasible because of ad-
verse selection. The market can unravel, and the parties might fail to implement the efficient 
outcome (Inderst, 2001).

1 Let · denote the inner product on Rn .
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2.2. The informed-principal game

We consider a mechanism-selection game in which any generalized mechanism as defined 
in Myerson (1983) may be proposed by the principal. Following Myerson’s terminology, the 
“public actions” that may be specified by the mechanism are the payment profiles (that is, the 
mappings from the ex post verifiable variable s into payments, formally the vectors in Rn), and 
the agent’s “private action” is a ∈ {0} ∪ A. A generalized mechanism specifies a message space 
for the principal together with a space of possible recommendations for the agent, and maps 
messages into probability distributions over public actions and recommendations. The timing is 
as follows. After privately observing her type t , the principal offers a generalized mechanism M . 
Then each player chooses her strategy in M (consisting of a type-dependent message for the 
principal, and a private action for the agent that depends on the recommendation received). If 
the agent has decided to work for the firm (a �= 0), the ex post verifiable variable is realized, and 
the payment according to the payment profile specified by M is implemented; otherwise both 
players obtain 0 payoff.

A perfect-Bayesian equilibrium for the mechanism-selection game specifies (i) for each type 
of the principal, an optimal (possibly randomized) mechanism proposal, (ii) for each mechanism, 
a belief about the principal’s type that is computed via Bayes rule if the mechanism is proposed by 
at least one type, and (iii) for each mechanism, a strategy profile that is a sequential equilibrium 
in the continuation game that follows the proposal of the mechanism.

2.3. Direct mechanisms

Equilibrium outcomes can be described by direct mechanisms. A direct mechanism or alloca-
tion ρ is a mapping from the principal’s announcements of her type into a payment profile and 
an effort recommendation to the agent2

ρ(·) = (α(·),w(·)),
α(·) : T → A, w(·) : T → R

n,

where A is the set of probability distributions over {0} ∪ A. With some abuse of notation, we use 
α(a|t) to denote the probability of recommending a after report t , and we use ws(t) to denote 
the payment conditional on signal s and report t .

Given a direct mechanism ρ, the expected payoff of type t of the principal if she announces 
type t̂ is denoted

U
ρ
0 (t̂ , t) =

∑
a∈A

f(t, a) · (π − w(t̂))α(a|t̂ ).

Similarly, given a direct mechanism ρ and a belief λ about the principal, the expected payoff of 
the agent who, for each a ∈ {0} ∪ A, chooses effort ε(a) if he is recommended to choose a, is 
denoted

U
ρ,λ
1 (ε) =

∑
a∈A

∑
t∈T

(f(t, ε(a)) · w(t) − c(ε(a)))α(a|t)λt .

We will use the shortcut Uρ
0 (t) := U

ρ
0 (t, t).

2 Due to additive separability of payoffs, we can restrict attention to mechanisms in which, conditional on each type, 
the payment profile and the effort recommendation are stochastically independent. Due to risk-neutrality, we do not need 
to allow randomization over payment profiles.
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An allocation ρ is called λ-feasible if both players’ incentive constraints—truthful reporting 
by the principal (1) and obedience by the agent (2)—are satisfied:

∀t, t̂ ∈ T : U
ρ
0 (t) ≥ U

ρ
0 (t̂ , t), (1)

∀ε : {0} ∪ A → {0} ∪ A : U
ρ,λ
1 (a) ≥ U

ρ,λ
1 (ε), (2)

where with some abuse of notation a stands for obeying recommendation about effort choice.
By the revelation principle, any equilibrium outcome can be represented by a λ0-feasible 

allocation.
Observe that (2) requires that, conditional on each recommendation a, the agent cannot gain 

by choosing not to work for the firm; in particular,

U
ρ,λ
1 (a) ≥ 0. (3)

2.4. Strongly neologism-proof mechanism

Given allocations ρ and ρ′ and a belief λ, we say that ρ is λ-dominated by ρ′ if ρ′ is λ-feasible 
and

∀ t ∈ supp(λ) : U
ρ′
0 (t) ≥ U

ρ
0 (t),

∃ t ∈ supp(λ) : U
ρ′
0 (t) > U

ρ
0 (t).

Definition 1. An allocation ρ is strongly neologism-proof if (i) ρ is λ0-feasible and (ii) ρ is not 
λ-dominated for any belief λ with support in T .

Strong neologism-proofness is introduced in Mylovanov and Tröger (2012)3 and is a general-
ization of the concept of “strongly unconstrained Pareto optimal” (SUPO) allocations of Maskin 
and Tirole (1990).

2.5. Perfect Bayesian equilibrium

Mylovanov and Tröger (2012, Proposition 1) show that any strongly neologism-proof allo-
cation is a perfect-Bayesian equilibrium allocation. Their result is obtained for environments 
with private values in which the only private-action choice is the agent’s participation decision. 
Extending the proof to the common-value environments with agent’s effort choice that are con-
sidered here is straightforward. We present the sketch of the proof and omit the details.

Proposition 1. (See Mylovanov and Tröger, 2012.) Any strongly neologism-proof allocation is a 
perfect-Bayesian equilibrium outcome of the mechanism-selection game.

Sketch of the proof. The proof is by contradiction. Take a strongly neologism-proof alloca-
tion ρ. Suppose that there exists a deviating mechanism M such that, for every belief λ and 
every λ-feasible allocation implemented by M , at least one type strictly prefers M over ρ. The 
principal’s type-dependent payoff can be summarized as a vector U0 : T → R. For any belief λ, 

3 The definition in Mylovanov and Tröger (2012) includes provisions about types who obtain the highest feasible 
payoff. Here, there are no such types because payments can be arbitrarily high.
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M determines the set of implementable payoff vectors M(λ). On the other hand, for any payoff 
vector U0 we can determine the set of beliefs that are Bayesian-consistent with the observation 
that the principal chooses her payoff from U0 over her strongly neologism-proof payoff Uρ

0 . By 
Glicksberg and Fan’s (or Kakutani’s) fixed point theorem, there exist a belief λ∗ and a payoff 
vector U∗

0 that fit together in the sense that both implementability and Bayesian consistency are 
satisfied. But this contradicts the strong neologism-proofness of ρ because some type strictly 
prefers U∗

0 over Uρ
0 , and hence the allocation that implements U∗

0 λ∗-dominates ρ. �
Corollary 1. If the first-best payoffs U∗

0 are obtained in a λ0-feasible allocation ρ, then ρ is a 
perfect-Bayesian equilibrium outcome of the mechanism-selection game.

To see this, observe that, for any belief λ and any λ-feasible allocation ρ ′,∑
t∈T

U
ρ′
0 (t)λt + U

ρ′,λ
1 (a) ≤

∑
t∈T

U∗
0 (t)λt

by definition of the first best. Using (3) with ρ replaced by ρ′, one sees that ρ is not λ-dominated 
by ρ′, showing that ρ is strongly neologism-proof.

3. First best: type-independent effort

In this section, we consider the environment in which the first-best effort is independent of 
the principal’s type. An example of such an environment is a model with two levels of effort, 
shirking (a = 1) and working hard (a = 2), in which working hard is the efficient effort level for 
each type, that is,

A = {1,2} with f(t,2) · π − c(2) > f(t,1) · π − c(1) (t ∈ T ).

The results below establish sufficient conditions for the existence of a perfect Bayesian equi-
librium in which each type obtains her first-best payoff or, equivalently, existence of a λ0-feasible 
allocation in which the agent undertakes the first-best effort a∗ and is paid the expected wage of 
c(a∗).

In order to illustrate our construction, let t ∈ arg minT U∗
0 (t) be a type with minimum surplus. 

We define an allocation in which type t = t of the principal sells the firm to the agent by setting 
ws(t) = πs + c(a∗) − f(t, a∗) · π , and all other types t keep the firm and pay a fixed wage 
ws(t) = c(a∗).

This allocation is incentive compatible for type t because she obtains her first-best payoff 
regardless of her report. It is also incentive compatible for all other types t �= t because all reports 
t̂ �= t yield the first-best payoff of U∗

0 (t), while a deviation to t̂ = t sells the firm at the lower price 
of U∗

0 (t).
This direct mechanism is non-transparent for the agent in the sense that the agent cannot 

infer the type of the principal and, hence, the wage profile when choosing his effort based on the 
mechanism’s recommendation to take action a∗. The agent’s incentive constraints (2) are satisfied 
with a slack conditional on type t and are violated otherwise. It follows that if t is sufficiently 
likely, then the mechanism is incentive compatible for the agent; otherwise, the mechanism’s 
construction is more involved and includes “overselling” the firm conditional on type t such that 
the incentive constraints for the agent conditional on this type are satisfied with a sufficiently 
large slack. The proof of Proposition 2 extends this construction by allowing general contracts 
that generate slack in the agent’s incentive constraints in addition to a sell-the-firm contract.
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Proposition 2. Suppose that the first-best effort is constant in type, a∗(t) = a∗, and that there 
exists a type t and a vector k = (k1, . . . , kn) such that

f(t, a∗) · k = 0, f(t, a∗) · k ≥ 0 for all t �= t, and f(t, a) · k < 0 for all a ∈ A \ {a∗}.
Then, there exists a perfect-Bayesian equilibrium in which each type obtains her first-best payoff.

Proof. Consider the allocation ρ that always recommends action a∗ and pays

ws(t) =
{

c(a∗) + γ ks if t = t,

c(a∗) otherwise,

where γ > 0 is some positive number to be determined.
The allocation satisfies the principal’s incentive compatibility constraints (1). Indeed, type t

obtains the same payoff regardless of her report,

U
ρ
0 (t, t̂) = f(t, a∗) · π − c(a∗) = U∗

0 (t) = U
ρ
0 (t).

For types t �= t , (1) writes

f(t, a∗) · π − c(a∗) ≥ f(t, a∗) · (π − w(t))

or, equivalently,

γ f(t, a∗) · k ≥ 0,

which holds by definition of k.
The agent’s payoff from following the recommendation of the direct mechanism is equal to 0 

conditional on each type (because f(t, a∗) · k = 0). Hence, the principal obtains the first-best 
payoffs U∗

0, and the agent’s incentive constraint (2) with ε(a∗) = 0 is satisfied. Consider now 
a = ε(a∗) �= a∗ and �= 0. Then

U
ρ,λ0

1 (ε) =
∑
t∈T

(f(t, a) · w(t) − c(a))λ0
t = c(a∗) − c(a) + γ λ0

t f(t, a) · k. (4)

Since f(t, a) · k < 0 by definition of k, setting γ >
c(a∗)−c(a)

λ0
t |f(t,a)·k| for all a /∈ {0, a∗} ensures that the 

expression in (4) is non-positive, (2) is satisfied, and the allocation ρ is λ0-feasible. �
Corollary 2. Suppose that the first-best effort is constant in type and is the most costly effort for 
the agent, i.e., a∗(t) = a∗ and c(a∗) ≥ c(a) for all a ∈ A. Then there exists a perfect-Bayesian 
equilibrium in which each type obtains her first-best payoff.

Proof. Let t ∈ arg mint∈T U∗
0 (t) be a type with minimum surplus. Define ks = πs − f(t, a∗) ·π .4

By construction, f(t, a∗) · k = 0. Furthermore, f(t, a∗) · k = (f(t, a∗) − f(t, a∗)) ·π ≥ 0 by defini-
tion of t . Finally, for all a ∈ A \ {a∗}, f(t, a) · k = (f(t, a) − f(t, a∗)) ·π < 0 from the assumption 
that a∗ is the unique first-best effort and c(a) ≤ c(a∗). Thus, the conditions of Proposition 2 are 
satisfied. �

4 Note that if we set ws(t) = c(a∗) + ks , then πs − ws(t) = U∗
0 (t) is constant in s and the allocation conditional on t

is “sell the firm”.



C. Wagner et al. / Journal of Economic Theory 159 (2015) 280–289 287
Corollary 3. Suppose that the first-best effort is constant in type, a∗(t) = a∗, and there exists 
t ∈ T such that {f(t, a∗)}t∈T ∪{f(t, a)}a∈A\{a∗} is a set of τ +m −1 linearly independent vectors. 
Then there exists a perfect-Bayesian equilibrium in which each type obtains her first-best payoff.

Proof. Fix x < 0 and consider the system of linear equations in k

f(t, a∗) · k = 0 for all t ∈ T , and

f(t, a) · k = x, for all a ∈ A \ {a∗}.
By the linear-independence assumption, this system has a solution. By construction, the solution 
satisfies the conditions of Proposition 2. �

Observe that a necessary condition for the linear-independence condition is that n ≥ τ +m −1.

4. First best: type-dependent effort

In this section, we allow the first-best effort to vary in type and assume it is distinct for each 
type. Therefore, in any mechanism that implements the first best, the agent will infer the type 
from the effort recommendation and, unlike in the case of a constant first-best effort considered 
in the previous section, the principal cannot exploit uncertainty about the wage in order to relax 
the agent’s incentive constraint. As a result, the mechanism implementing the first-best outcome 
must provide incentives and extract the entire surplus from the agent conditional on each type. 
Naturally, this requires a somewhat stronger condition on the environment.

Proposition 3. Suppose that for all t ∈ T there exists a vector k(t) = (k1(t), . . . , kn(t)) such that

f(t, a∗(t)) · k(t) = 0,

f(t̂ , a∗(t)) · k(t) ≥ 0 for all t̂ �= t, and

f(t, a) · k(t) < 0 for all a ∈ A \ {a∗(t)}.
Then there exists a perfect-Bayesian equilibrium in which each type obtains her first-best payoff.

Proof. The proof follows the proof of Proposition 2 and is relegated to Appendix A. �
Corollary 4. Suppose that, for all t ∈ T , the set {f(t̂ , a∗(t))}t̂∈T ∪ {f(t, a)}a∈A\{a∗(t)} consists 
of τ + m − 1 linearly independent vectors. Then there exists a perfect-Bayesian equilibrium in 
which each type obtains her first-best payoff.

Proof. The proof is analogous to that of Corollary 3 and is skipped. �
5. Conclusions

In this paper, we provide sufficient conditions under which the privately informed principal 
obtains the same payoff as when her information is commonly known. The conditions hold if 
the dimensionality of the support of the ex post verifiable variable is sufficiently large relative 
to the dimensionality of the type and effort spaces. The observation that assumptions about the 
relative dimensionality of the effort, the type, and the ex post verifiable information determine 
whether principal private information creates signaling distortions can prove useful in studying 
applications in other moral hazard environments.
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Appendix A

Proof of Proposition 3. Consider the allocation ρ that, for all t ∈ T , recommends effort a∗(t)
following the type-announcement t and pays

ws(t) = c(a∗(t)) + γ (t)ks(t),

where γ (t) > 0 is some positive number to be determined.
The principal’s incentive-compatibility constraints (1) can be written as

f(t, a∗(t)) · (π − c(a∗(t))) ≥ f(t, a∗(t̂)) · (π − w(t̂)) for all t̂ �= t

or, equivalently,

U∗
0 (t) − (f(t, a∗(t̂)) · π − c(a∗(t̂))) ≥ −γ (t)f(t, a∗(t̂)) · k(t̂) for all t̂ �= t.

Observe that the left-hand side is non-negative because a∗(t) is the first-best effort. The right-
hand side is non-positive by definition of k(t̂). Thus, (1) is satisfied.

The agent’s payoff from following the recommendation of the direct mechanism ρ is equal 
to 0 conditional on each type (because f(t, a∗(t)) · k(t) = 0). Hence, the principal obtains the 
first-best payoffs U∗

0.
To verify the agent’s incentive constraint (2), it is sufficient to show that, for each type t and 

a = ε(a∗(t)) �= a∗ and �= 0,

f(t, a∗(t)) · w(t) − c(a∗(t)) ≥ w(t) · f(t, a) − c(a).

To see this, observe that

f(t, a) · w(t) − c(a) = c(a∗(t)) − c(a) + γ (t)f(t, a) · k(t). (5)

Since f(t, a) ·k(t) < 0 by definition of k(t), setting γ (t) > c(a∗(t))−c(a)
|f(t,a)·k(t)| for all a /∈ {0, a∗} ensures 

that the expression in (5) is non-positive, (2) is satisfied, and allocation ρ is λ0-feasible. �
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