














































9. Explain the term “agency cost” in the context
of Principal-Agent problems. Why does it arise?
There are a number of situations under which the
agency cost is absent (or zero). What are these
situations? For each one, describe the outcome

and how the Principal achieves it.
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Introduction
Agency cost is the risk premium associated with the contract given to the agent
by the principal to exert a high effort level. The risk premium associated with
a lottery is the difference between the expected value of the outcome, and the
certainty equivalent—which in the context of the principal-agent problem is
simply the agent’s reservation utility plus effort costs.

Broadly speaking, agency cost arises because effort is unobservable and agents
are risk-averse. Because effort is unobservable, the principal has to pay an agent
a high wage when the high outcome obtains, and low wage when the low outcome
obtains to incentivise the agent to put in high effort. But because the principal
now has to pay what is essentially a lottery—and the agent is risk-averse—the
principal will have to pay a higher amount than the certainty equivalent in order
to satisfy the agent’s participation constraint. In this essay, I will set up the
basic principal-agent model, then analyse all the possible situations, and show
that agency cost only arises when the principal wants to induce high effort in
both the observable and unobservable effort case.

Basic model setup
Suppose a risk-neutral principal derives a payoff

Π = y(e)− w(e)

which depends on output and the wage it pays to the agent. The output (and
possibly wage) in turn depend on the effort exerted by the agent.

For ease of exposition, we assume that effort can only take low or high levels:
that is, e ∈ 0, 1.

Let the probability of a “high” outcome yH conditional on the agent exerting
effort level 1 be denoted as p(1), mutatis mutandis for effort level 0. That is,
p(1) = P (y = yH |e = 1) and p(0) = P (y = yH |e = 0). Additionally, we demand
that p(1) > p(0): if the agent exerts high effort, the probability of a “high”
outcome increases.

The principal wants to maximise his expected profit by choosing some wage
contract (wL, wH) which induces the effort level e that maximises the following
profit function:

Π = (1− p(e))(yL − wL) + p(e)(yH − wH)

Finally, the agent’s utility function is some function of his wage minus his effort
cost (a function increasing in his effort).
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U(w, e) = f(w)− e(e).

The agent also has a reservation utility ū, below which he will decline to work
for the principal.

Model analysis
Now that we have set up the model, we can analyse the different cases where
agency cost may be zero or absent. I will first analyse the base case, where effort
is observable, and then see if there is any difference in the contracts paid to the
agents in the following cases:

• Any agent when effort can be deduced from outcome
• Risk neutral agent
• Risk-averse agent when effort is unobservable:

1. When the principal always prefers low effort
2. When the principal prefers high effort when effort is observable but

low effort otherwise
3. When the principal always prefers high effort

Observable effort
When effort is observable, the principal offers a wage schedule depending on
whether profit is maximised when the worker exerts low effort or high effort.
This in turn depends on the agent’s effort costs.

The agent has both a participation and an incentive constraint. The participation
constraint ensures that the agent’s reservation utility must be lower than his
wage when he exerts either high or low effort, i.e. it is better to work than not
at all. The incentive constraint is that u(1) > u(0), i.e. it’s better to exert high
effort than low effort.

When effort is observable, the incentive constraint is irrelevant. The principal
can simply make wage conditional on effort, and will set

(w|e) = ū + e(e),

that is, the wage conditional on effort level just equals the agent’s reservation
utility plus the effort incurred. This is the participation constraint: the agent
(weakly) prefers to work for the principal. The principal can additionally set
the wage conditional on its undesired effort to equal zero (it can really be any
amount as long as it gives the agent a lower payoff).

The principal prefers to induce high effort if and only if the expected payoff from
inducing high effort is greater:
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p(1)yH + (1− p(1))yL − w(1) > p(0)yH + (1− p(0))yL − w(0),

where w(·) is the wage paid to the agent if he exerts a particular effort level. We
have thus that

w(i) = ū + e(i)

in the case where effort is observable.

Unobservable effort
As mentioned, agency costs start to arise when effort is observable, but not
always. I now examine the cases.

There is no agency cost when the outcomes are a sure thing so that
effort is essentially observable

It’s a bit pedantic, but let’s mention the corner case for completeness. If
Pr[Y = 1|e = 1] = 1 and Pr[Y = 1|e = 0] = 0 then while effort is not
technically observable it might as well be, because effort corresponds perfectly
to the outcome. In this case, agency cost is zero for the simple reason that there
is no risk in the outcome.

There is no agency cost with a risk-neutral agent

Suppose the agent were risk-neutral. Without (much) loss of generality we can
write his utility function as the following:

U(w, e) = w − e(e).

Suppose the principal wished to induce high effort. Then the principal must
offer a wage schedule that satisfies the following participation and incentive
constraints:

IC : p(1)wH + (1− p(1))wL − e(1) ≥ p(0)wH + (1− p(0))wL − e(0),

or rewriting in terms of expectations,

IC : E[w|e = 1] ≥ E[w|e = 0] + e(1)− e(0).

And because the risk-neutral agent’s utility function is linear in wage, the PCs
can be written as:
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PC1 : p(1)wH + (1− p(1))wL − e(1) = ū,

or (if the principal prefers low effort)

PC0 : p(0)wH + (1− p(0))wL − e(0) = ū.

The constraints all bind with equality because the agent is profit-maximising.

But now notice that we can rewrite the wage terms as the expected wage, and
rearrange the participation constraints to give

PCi : E[w|e = i] = ū + e(i)

Compare this equation with the wage paid in the observable effort case. This
equation tells us that the wage schedule can be anything as long as:

1. The expected wage when the agent exerts effort level i is equal to his
reservation utility plus his effort cost, and

2. The expected wage when the agent exerts high effort is (weakly) greater
than the expected wage when the agent exerts low effort plus the difference
in effort costs.

Why does this result hold? Simply because the agent is risk-neutral, which
means that the agent is indifferent between all lotteries with the same expected
value. So the risk premium is zero here. And because the principal pays an
expected wage equal to ū + e(1), exactly the same as that in the observable effort
case, the agency cost is zero.

There is no agency cost when principal always prefers to elicit low
effort

I have defined agency cost (following the notes) as the risk premium associated
with the contract given to the agent by the principal to exert a high effort level.
By definition, therefore, agency cost cannot exist when the principal wishes to
elicit low effort. But let us examine why agency cost cannot exist in this case.

If the principal wants to induce low effort, there is no change from the unob-
servable case. The principal can pay a fixed wage w = wH = wL such that the
participation constraint for low effort is satisfied with equality:

p(0)u(wH) + (1− p(0))u(wL)− e0 = ū

With w = wH = wL, this simplifies to

u(w)− e(0) = ū,
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which is once again exactly the PC in the case with observable effort, and hence
there is no agency cost. Note that because e(1) > e(0), if the PC for low effort
is satisfied with equality, the PC for high effort will never be satisfied. So the
principal is guaranteed to get low effort.

There is no agency cost (but a welfare loss) when the principal prefers
high-effort in the observable effort case but low effort otherwise

As we’ve just shown, if the principal wishes to exert low effort when effort is
unobservable, then agency cost does not exist by definition. But there is a
welfare loss. If the principal wants to induce H in the observable case but L in
the unobservable one, then it must be the case that the agency cost is greater
than the increased expected surplus from inducing high effort. That must mean
the principal is worse off.

There is agency cost when principal always prefers to elicit high effort

Finally, let us look at when agency costs arise.

Recall that the IC can be written as

p(1)u(wH) + (1− p(1))u(wL)− e(1) ≥ p(0)u(wH) + (1− p(0))u(wL)− e(0).

That is to say, the agent will prefer to exert high effort to low effort when the
expected utility from high effort exceeds the expected utility from low effort.

This means that the difference between the low wage and the high wage must
be high. To induce high effort, the principal must offer a low wage that is low
enough to satisfy the IC. We rearrange the incentive constraint and take the
inverse to obtain

wL ≤ u−1(u(wH)− 1
p(1)− p(0))

As usual, it must also offer a wage high enough to satisfy the participation
constraint:

p(1)u(wH) + (1− p(1))u(wL) ≥ ū + e(1).

in other words, that the certainty equivalent of the wage when exerting high
effort must give the agent at least its reservation utility. Again, we can rewrite
this in terms of the expected utility:

E[u(w)|e = 1] ≥ ū + e(1).
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Here Jensen’s inequality bites. Because the agent is risk-averse, his utility
function has diminishing marginal utility to wealth: that is to say,

E[u(w)|e = 1] ≥ u(E[w|e = 1]).

What does this inequality imply? The principal can no longer pay a wage such
that the expected wage E[w|e = 1] equals the reservation wage plus the effort
cost, like in the observable effort and risk-neutral agent case! The expected
wage the principal must pay is higher such that the certainty equivalent equals
the reservation utility (plus effort cost). Thus, the agency cost is the difference
between the expected wage in this unobservable contract, and the expected wage
in the observable contract:

Why is this the case? When effort is not observable the incentive constraint
means that the low wage must be low enough. But because the agent is risk-
averse, this is not appealing to the agent. Hence the high wage must be high
enough—and in particular high enough such that the certainty equivalent just
satisifies the participation constraint. This is why the principal is worse off: it
must pay a low wage low enough to incentivise high effort, but it must raise
wages above to compensate the agent’s risk aversion as a result.
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