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1. Introduction

This paper takes a new look at the approach to outside finance that was developed by Jensen and
Meckling (1976) some thirty years ago. Their approach is summarized by the following propositions:

e Outside finance involves “agency costs” because relations between, on the one hand, financiers and,
on the other hand, entrepreneurs or managers are affected by moral hazard.
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o Different forms of outside finance involve different forms of moral hazard and, therefore, different
types of agency costs. Outside equity finance is mainly affected by moral hazard with respect to the
level of effort that the manager exerts. Outside debt finance is mainly affected by moral hazard con-
cerning the risks inherent in the entrepreneur’s strategy.

e The equilibrium capital structure of the firm minimizes the sum of all agency costs. To the extent
that monitoring and bonding activities affect moral hazard as well, the equilibrium capital structure
is determined jointly with these activities so as to minimize the sum of all agency, monitoring, and
bonding costs.

Beyond the narrow issue of how to explain capital structure, the work of Jensen and Meckling has
initiated the general research program to explain observed financing patterns and financial
institutions in terms of optimal (nth best) responses of market participants to problems of moral
hazard and incomplete information. This research program has shaped the entire literature.! In the
nineties, the direction of research has shifted from “complete” to “incomplete” contracts, focussing on
control rights assignments, rather than return patterns associated with different securities.> However,
the incomplete-contracts approach also follows the overall program of explaining observed
financing patterns as optimal solutions to contracting problems with moral hazard and incomplete
information.

This paper returns to the original Jensen-Meckling problem of explaining capital structure in terms
of the incentive implications of return patterns associated with different mixes of instruments for out-
side finance. I am not trying to suggest that control rights are unimportant. However, the incentive
implications of different return patterns are also important, even for the incomplete-contracts ap-
proach. Thus, Dewatripont and Tirole (1994) refer to these incentive implications when they study
why control rights assignments and return patterns tend to be linked the way they are for debt and
equity. They rely on the original insights of Jensen and Meckling that outside equity finance is more
susceptible to moral hazard concerning effort choices and outside debt finance is more susceptible
to moral hazard concerning risk choices.

Jensen and Meckling did not actually provide the encompassing analysis that their conclusions
would seem to have required. They provided piecemeal analyses of (i) the incentive effects of outside
equity finance when moral hazard concerns effort choices only and (ii) the incentive effects of outside
debt finance when moral hazard concerns risk choices only. They did not put the different pieces of the
puzzle together in a model with both sources of moral hazard at the same time. This is where the pres-
ent paper steps in.

The paper develops an integrated model with moral hazard that involves effort choices and risk
choices at the same time.> It turns out that there is a natural interdependence between these two
sources of moral hazard. The moral-hazard problem as a whole takes on an extra dimension if the entre-
preneur is able to conceal a low effort choice behind a relatively high return realization made possible by
a high risk choice. Separate, piecemeal analyses of the different types of moral hazard by themselves do
not capture this extra dimension. It is therefore inappropriate to think of the total agency cost that is
associated with a given mix of debt and equity finance as a sum of the agency costs of the debt issue
and the agency costs of the equity issue, one concerning risk choices and the other concerning effort
choices. In the integrated model, risk choices and effort choices are two sides of the same coin. It makes
no sense to talk about their agency costs separately.

It also makes no sense to talk separately about the agency costs of debt instruments and the agency
costs of equity instruments. Outside equity finance and outside debt finance jointly determine the total
investment that can be financed and the overall incentive scheme that the entrepreneur or manager
faces as he takes his effort-and-risk choices. One must think comprehensively in terms of overall
incentive effects of a given package of financial instruments on the combination of effort and risk lev-
els that is chosen.

! For an early survey, see Harris and Raviv (1991).

2 See, e.g., Aghion and Bolton (1989, 1992), Hart (1993, 1995), Bolton and Dewatripont (2005).

3 Arudimentary form of the model was already used in Bester and Hellwig (1987). The model here is more general and therefore
more suitable for dealing with the issues raised by Jensen and Meckling.
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Indeed, it is not at all clear that an optimal incentive scheme for the given moral-hazard problem
should take a form that can be interpreted in terms of standard financial instruments. Standard finan-
cial instruments induce incentive schemes that have a special mathematical structure, making the
entrepreneur’s income a piecewise linear, continuous function of realized overall returns. Why should
a scheme with such a structure be optimal in dealing with the given incentive problem? Standard
incentive theory often comes up with much more complicated, highly nonlinear, sometimes even dis-
continuous incentive schemes.?

Following most of the literature on financial contracting, the paper assumes that all parties are risk
neutral. Risk sharing considerations play no role. Incentive considerations arise because of limitations
to the entrepreneur’s ability to pay, more precisely, because, in each state of the world, the entrepre-
neur’s ability to repay his financiers depends on the return realization in that state; this return real-
ization in turn depends on the entrepreneur’s prior risk and effort choices.

Under risk neutrality, the integrated moral-hazard problem with both risk and effort choices is
more serious than either a pure risk choice problem or a pure effort choice problem. For either prob-
lem by itself, the assumption of risk neutrality implies that, despite the limitations on the entrepre-
neur’s ability to pay, there always exists an incentive scheme which implements a first-best
outcome. For the integrated problem studied here, such an incentive scheme never exists if the entre-
preneur’s initial wealth is insufficient to finance the first-best level of investment.

If the entrepreneur’s initial wealth is insufficient to finance the first-best level of investment, second-
best outcomes always involve excessive risk taking in the sense that a marginal increase in effort
designed to reduce the entrepreneur’s failure risk would raise the expected aggregate surplus. If the
technology is separable, failure risk is strictly greater in a second-best outcome than in a first-best
outcome.

By contrast, the characterization of second-best levels of investment and effort depends on the
underlying technology, in particular, the elasticity of substitution between these two inputs. If the
elasticity of substitution between investment and effort is equal to one, second-best investment
and effort levels are both below their surplus-maximizing values, but, conditional on second-best risk
and effort choices, the investment level is actually efficient. If the elasticity of substitution between
investment and effort differs from one, the difference affects the wedges in the conditions for both,
effort and investment, enhancing one wedge and reducing the other, so that, conditional on second-
best risk and effort choices, there is overinvestment if the elasticity of substitution is less than one
and underinvestment if the elasticity of substitution is greater than one. The overall size of the venture
is always inefficiently small in the sense that a proportional increase in both effort and investment
would raise expected aggregate surplus.

If investment and effort are close to being perfect substitutes, a second-best contract comes close to
maximizing the expected aggregate surplus. In this case, the level of outside finance is close to zero,
and the entrepreneur’s effort substitutes for the shortfall in investment. If investment and effort are
close to being perfect complements, a second-best contract also comes close to maximizing the ex-
pected aggregate surplus. In this case, investment, effort, and risk choices are close to their first-best
values; the investment-effort ratio is slightly above the first-best level.

These findings suggest that, in assessing the impact of double moral hazard, we must pay more
attention to the technology. Relations of complementarity and substitutability affect the severity of
the agency problem, as well as the comparative statics properties of the different decision variables.

As for the research program of “explaining” capital structure in terms of the incentive implications
of the return pattern of the entrepreneur’s retained inside equity, the results of this paper are ambiv-
alent: On the one hand, the paper provides an interesting class of cases in which optimal incentive
schemes can indeed take a form that corresponds to a combination of debt and equity issues. On
the other hand, it also gives examples where optimal incentive schemes cannot be interpreted in
terms of debt and equity packages. Even in those cases where optimal incentive schemes can be gen-
erated by debt and equity instruments, this finding seems to reflect a certain arbitrariness of optimal

4 The exception is Holmstrém and Milgrom (1987). However, in their model, moral hazard concerns effort choice only, and they
are quite explicit that the model cannot be extended to allow for risk choices as well (p. 324).
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schemes under risk neutrality, rather than any inherent structural properties of these financial
instruments.

In the following, Section 2 introduces the basic model, presents the assumptions about the technol-
ogy, and demonstrates the impossibility of implementing first-best when the entrepreneur has insuf-
ficient funds of his own. Section 3 provides a systematic analysis of second-best contracts under the
assumption that the observation of return realizations involves no “noise” and permits a precise infer-
ence about certain aspects of the entrepreneur’s choices. This section contains the results on excessive
risk taking and on the role of the elasticity of substitution between investment and effort that were
mentioned above. Section 4 gives conditions under which the second-best outcomes considered in
Section 3 are robust to the introduction of “noise.” Section 5 discusses whether the incentive schemes
that are used to support these outcomes can be interpreted as the results of outside debt and equity
finance. The presentation is, by and large, self-contained. However, some proofs that contribute little
to the understanding of the economics of the analysis are given in the Supplementary Material in the
online version of this paper; these proofs are also available in Hellwig (1994).

2. A model of outside finance with double moral hazard
2.1. The model

An entrepreneur with initial assets A > 0 wants to raise external funds I — A in order to finance a
project with an overall investment I. When the investment is made, he chooses an effort level ¢ from a
set £ ¢ R, and arisk class © from a set IT c R,.. Given I, ¢, , the project earns the random gross return
y where

y =0 f(I,¢,7) with probability 2.1)
and
y = 0 with probability 1 — 7. (2.2)

In (2.1), 0 is a positive-valued random variable with a given distribution function F; without loss of
generality, I assume that Ef = 1. The risk class = is identified with the project’s success probability.
A project of risk class 7 fails altogether with probability 1 — 7. The project’s return in the event of
success depends on the effort ¢ and the risk class 7, as well as the investment I. The function f is
increasing in I and ¢ and decreasing in 7. An increase in the success probability 7 necessitates either
a decrease in the project’s return in the event of success or an increase in I or /.

The functions F and f are assumed to be common knowledge. I also assume that the investment I is
observable and verifiable. However, outside financiers cannot observe the chosen effort level ¢ and risk
class 7. These choices will depend on the incentives that the finance contract provides to the
entrepreneur.

Besides the investment I and the outside funding I — A, the contract must stipulate the division of
the gross return y between the entrepreneur and his financiers. [ assume that the realizations of y are
observable and verifiable. The portion w of the return that goes to the entrepreneur and the portion
T =y — w that goes to the financiers can therefore be taken to be arbitrary functions of y, without
any additional incentive considerations.?

The entrepreneur and the financiers are taken to be risk neutral. Expected payoffs are specified as
Ew — ¢ for the entrepreneur and Er — (I — A) for the financiers. Because of risk neutrality, there is no
loss of generality in assuming that w and 7 = y — w are given by deterministic functions of y; any ran-
domization in w conditional on ¥ could be averaged out with no change in expected payoffs and in
incentives. Expected payoffs can therefore be written as

UL, mw()) =1 / w(of (I, ¢, 7)) dF(0) + (1 — m)w(0) — ¢ (2.3)

5 The setting is thus different from the costly-state-verification literature initiated by Townsend (1979) and Gale and Hellwig
(1985).



M.F. Hellwig/]. Finan. Intermediation 18 (2009) 495-525 499

for the entrepreneur and
V(L ¢, T,w(-)) = n/[Of(I,& ) —w(0f (I, ¢, m))] dF(0) — (1 — m)w(0) — (I — A) (2.4)

for the financiers.
If there is Bertrand competition among financiers, the overall contracting problem can be written
as

max U(L6,7,w(.) 2.5)
ncnv{/(e)éw

subject to the financiers’ participation constraint

VI, ¢,m,w(:) =0 (2.6)
and the incentive compatibility constraint

Ul ¢, m,w(-) = U, ¢, ,w(-)) for all ¢ € £ and all ©’ € I1. (2.7)

The set W of admissible incentive schemes will be specified below.
Problem (2.5) encompasses several specifications of agency problems in the literature as special
cases:

e The Jensen and Meckling (1976) analysis of effort choice and equity finance corresponds to the
specification

0=1, L£L=R,, II={1}, (2.8)
and
W = {w(-)| for some « € [0,1], w(y) = (1 — a)y for all y}. (2.9)

In this specification, « is the share of outside equity in the firm.
o The analysis of risk choice and debt finance in Jensen and Meckling (1976), Keeton (1979), or Stiglitz
and Weiss (1981) corresponds to the specification

£={0}, H=10,1], (2.10)
and
W = {w(-)| for some R > 0, w(y) = max(0,y — R) for all y}. (2.11)

In this specification, R is the entrepreneur’s debt service obligation to his creditors.
o The analysis of effort choice under any form of outside finance in Innes (1990) corresponds to the
case where 0 is a nondegenerate random variable with range R, £ =R, Il = {1}, and

W= {w()|wy) =0, y—w(y) = 0 for all y,
and y — w(y) is nondecreasing in y}. (2.12)

By contrast to these contributions, I will consider the general specification

L=R,, II=][0,1], (2.13)
and
W ={w()lw(y) = 0 for all y}. (2.14)

Thus, I allow for moral hazard with respect to effort and risk choices at the same time. Moreover, |
impose hardly any restrictions on the set of admissible incentive schemes. As discussed in the
introduction, I propose this generalization for two reasons.
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First, if the research program is to explain observed financing patterns in terms of optimal incentive
contracting, one does not want to assume that the implied incentive scheme must take the form
w(y) = (1 — o) max(0,y — R).® Therefore, I only impose the condition that w(y) be nonnegative, i.e., that
the portion of the return that goes to the financiers, must not exceed y. This condition is motivated by the
notion that any source of funds that is available to the entrepreneur is already included in the initial as-
sets A. Once these assets are brought into the firm, there are no further funds to provide for the financiers
receiving payments in excess of y.

Second, if the mix of outside debt and equity financing is to be interpreted as an optimal response
to moral-hazard problems involving risk and effort choices, one should rely on a model that actually
involves a double moral-hazard problem. Separate analyses of moral hazard with respect to effort
choices and of moral hazard with respect to risk choices are not enough.

2.2. A Reformulation of the contracting problem

To highlight the interdependence of effort choices and risk choices, I introduce the variable
y=fl.0.m). (2.15)

This variable represents the conditional expectation of the random return y given the event of success.
According to Eq. (2.1), the impact of ¢ and = on the conditional distribution of y given the event of suc-
cess is entirely determined by their impact on y. In particular, the expectation of the incentive pay-
ment w = w(y) conditional on the event of success is equal to

/w 0y) dF(0 (2.16)

which depends only on j. The overall incentive problem can therefore be decomposed into two
subproblems:

o Taking y as given, how can the entrepreneur be motivated to choose the desired combination of ¢
and 7 to achieve y?
e How can the entrepreneur be motivated to aim for the desired y?

In the first of these subproblems, one has to take account of the fact that a given y can be achieved
by a low-effort/high-risk strategy, as well as a high-effort/low-risk strategy. Financiers would prefer
the latter, but the entrepreneur is unwilling to comply unless he is given proper incentives. This re-
quires that the difference w(y) — w(0)between the conditional expectations of payments in the event
of success and in the event of failure must be sufficiently large.

Proceeding formally, let

D= {(y,I,m) € R% x [0,1]| f(I,¢,) > y forsome ¢}, (2.17)
and, for (y,I,m) € D, let
Ay,1,m) = min{¢ > O|f (I, ¢, ) > y} (2.18)

be the smallest effort level that achieves the conditionally expected return y in the event of success.
Further, for any ¥, v, and I, define

U (y,v,I) := sup [mv — A(y, I, 7)]. (2.19)

el0,1]

Problem (2.5), with the constraints (2.6) and (2.7), can then be rewritten as:

max[aw(y) + (1 - mw(0) — A(y.1. m)] (2.20)

6 This point underlies the difference between Townsend (1979), Gale and Hellwig (1985), and Innes (1990) on the one hand and
Jensen and Meckling (1976) on the other.
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subject to the constraints that

ny -wy)) - (1-mw(0) - (I-A4) >0, (2.21)

n(w(y) —w(0)) - (y.I, ) = U (y, w(y) — w(0),1), (2.22)
and, for all ' such that (¥/,1, ) € D,

U'(y.wy) -w(0),l) = U'(y',w(y') - w(0),1), (2.23)
where

W) = / w(0y') dF(0). (2.24)

A solution to this problem will be referred to as an optimal contract.

In this formulation, the incentive constraint (2.7) has been decomposed into two conditions: For
the stipulated y, I, and v = w(y) — w(0)), the desired = must achieve the supremum in (2.19), and
the entrepreneur must consider y to be at least as attractive as any other return target y'.

The new problem formulation makes the formal structure of the overall incentive problem clearer.
Except for incentive considerations, the financiers do not care about the entrepreneur’s effort at all.
They care about the conditional expectation y of returns given the event of success, the investment
level I, and the success probability 7. From their perspective, the problem is to motivate the entrepre-
neur to put in the effort A(y,I, i) that will, for given I, produce the contractually stipulated pair (y, 7).
In this problem, the variables y and 7 play very different roles. Neither variable is directly observable.
However, some information about y is provided by the return y = 6y in the event of success; when
there is no noise, i.e., in the case 0 = 1, y is actually revealed by y in the event of success. By contrast,
the only observable variable that provides information about the success probability 7 is the incidence
of success or failure as such. To meet the incentive constraint (2.22), therefore, the incentive payment
to the entrepreneur in the event of success must involve a sufficiently high premium over the payment
he receives in the event of failure.

2.3. Basic assumptions and preliminary lemmas

Throughout the analysis, I assume that the function f is continuous on R2 x [0, 1], as well as twice
continuously differentiable on R?, x (0, 1). Moreover,

f(1,6,1) =£(0,0,m) =0 (2.25)
for all I,¢,m. On R?, x (0,1), fis strictly increasing in I and ¢ as well as decreasing in 7, i.e.,
flle,m) >0, fl.,m) >0, fo( ) <0. (2.26)

Further, f is assumed to be differentiably strictly concave in I and ¢, concave in 7, and differentiably
strictly quasiconcave in ¢ and 7.’
Finally, to eliminate the possibility of boundary solutions, I impose the boundary conditions that

limfi(I', ¢, 1) = oo, Umfy(I, ¢, ) = oo (2.27)
I'0 710

forallI >0,¢> 0, and 7 € (0, 1), that, for some 4, and 7o, one has
fim {2l Mo) _ (2.28)
110 I

and that, for any sequence {(I*, ¢, )} with I* + ¢* going out of bounds, one has
L fut ey
;Lngc TRk 0. (2.29)

7 The qualifier “differentiably” means that the Hessian of f with respect to I and ¢ is everywhere negative definite (rather than
semidefinite), and the Gaussian curvature of the n-¢-isoquants of f is everywhere strictly positive.
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The following lemma uses these boundary conditions to show that, under an optimal contract, the
variables y,1,¢, and 7 do not take boundary values.® The proof is given in Section A of the Supplemen-
tary Material in the online version of the paper.

Lemma 2.1. Any optimal contract satisfiesy > 0,1 >0,¢ >0, © € (0,1), and

Uy, W) —w(O),]) =1y — £~ +A > A (2.30)

The following lemma provides a characterization of the effort cost function A that was defined in
(2.18) and (2.17) above.

Lemma 2.2. The effort cost function /. is continuous on its domain D. At any point(y,I, ) € D where
2y, 1, ) > 0, the effort cost function is twice continuously differentiable, strictly increasing in ¥y, strictly
decreasing in I, and strictly increasing in 7. The effort cost function is also differentiably strictly convex iny
and I and differentiably strictly convex in .

Proof. Continuity of 2 follows from the maximum theorem. Differentiability at any point (y,I, ) at
which A(y,I, ) > 0 follows from the implicit function theorem. The derivatives are given as

iﬂyJ*”):jxfizﬁ%‘Efﬁﬁ>’Q (2.31)

M&Lm:—%%%%%%%<a (2.32)
and

Ay, 1, 1) = Ll 20 L1, (2.33)

NN ARCES

Differentiably strict convexity in y and I, as well as differentiably strict convexity in 7 follow by routine
calculations, e.g.,

7féf7m +f£f7w)~n _fﬂfm _fnfé‘l;m _ /2 7/ zfnﬁﬁm +f,%fw
2 2 ’

which is positive by the assumption that f is differentiably strictly quasiconcave in ¢ and =. O

/‘Lnn(yJa TC) =

Strict convexity of 1 in 7 implies that the entrepreneur’s objective function in (2.19) is strictly con-
cave. The incentive constraint (2.22) can therefore be handled by a first-order approach. Because
Jzz > 0, one obtains:

Lemma 2.3. A contract (I, ¢, 7y, w(-)) with (y,I, ) € IRi+ x (0, 1) satisfies the incentive constraint (2.22)
if and only if it satisfies the first-order condition

w(y) —w(0) = i(v,1, 7). (2.34)

Because financiers have no direct control over the entrepreneur’s choice of 7, the only way to
implement the stipulated 7 is to provide appropriate monetary incentives through the premium
w(y) — w(0) of the entrepreneur’s expected return in the event of success over his return in the event
of failure.

8 The lemma actually requires the “joint” Inada condition (2.28) as well as the separate conditions in (2.27). For instance, the
specification f(I,¢, ) = X(m)cIn(1 + (M‘)%) satisfies (2.27), but, if ¢ X (%) < V8 for all =, one finds that, for A =0, there is no
contract with I > 0 that satisfies the financiers’ participation constraint as well as the entrepreneur’s incentive constraints. Yet, for
this specification, first-best investment and effort levels are strictly positive if ct X () > 2 for some .
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2.4. The impossibility of implementing first-best

The need for monetary incentives collides with the financiers’ desire to recover the opportunity
cost of their funds. Some triples (¥,1,7) may not be implementable at all by a contract that also
satisfies the financiers’ participation constraint. As an example, consider an outcome (y*,I", *) that
maximizes the expected aggregate surplus 7y — I — A(y,I, 7).° Such a first-best outcome satisfies the
first-order condition

V' =iy ). (2.35)

Implementation of (y*,I", ©*) through a contract satisfying the incentive constraint (2.22) would there-
fore require that w(y*) — w(0) = y*. The premium of the entrepreneur’s return in the event of success
over his return in the event of failure would then be equal to the entire return from the success of his
venture. If the entrepreneur’s own funds do not suffice to finance the first-best investment I, such an
arrangement violates the financiers’ participation constraint. Thus, one obtains:

Proposition 2.4. A first-best outcome with I* > A cannot be implemented.

The logic behind this result is the same as the logic behind the results of Jensen and Meckling
(1976) that, if the entrepreneur has not enough funds of his own, then, in a model of moral hazard
with respect to effort, a first-best outcome cannot be reached by issuing equity to outsiders, and, in
a model of moral hazard with respect to risk-taking, a first-best outcome cannot be reached by issuing
debt to outsiders.!® By contrast to these results, Proposition 2.4 makes no assumption about the form of
the finance contract. In the pure effort choice model of Jensen and Meckling, a first-best outcome can be
implemented by using debt finance rather than equity finance. In the pure risk choice model of Jensen
and Meckling, Keeton, or Stiglitz and Weiss, a first-best outcome can be implemented by using equity
rather than debt finance.!" In the combined effort-and-risk choice problem studied here, the implement-
ability of a first-best outcome cannot be reestablished by changing the class of incentive schemes that
are considered. The combined effort-and-risk choice problem is thus more robust than either the pure
effort choice problem or the pure risk choice problem alone.

3. Optimal contracts in the absence of noise
3.1. Optimality conditions for the case 0 = 1

Lemma 2.3 implies that the incentive constraint (2.22) can be replaced by Eq. (2.34). This equation
can also be used to substitute for w(y) in the objective function (2.20) and the financiers’ participation
constraint (2.21). The contracting problem then takes the form

max [z (y, I, 1) +w(0) — Ay, I )] 3.1

1=0,m€(0.
y=0w()ew

subject to the incentive constraints (2.34), (2.23), and (2.24) and the participation constraint
Y — ix(y,1, ) —w(0) — (I -A) > 0. 3.2)

In this section, I study this problem under the additional assumption that 6 = 1. Under this
assumption, the observed return y in the event of success is equal to the target return y, so (2.24) im-
plies w(y) = w(y) for all y. By observing the entrepreneur’s return in the event of success, the finan-
ciers obtain full information about the target that the entrepreneur was aiming for. Therefore, a
forcing device can be used to ensure that the incentive compatibility condition (2.23) is satisfied.

9 Because I have not assumed that the product 7 f(I, ¢, 7) is concave, there may be more than one such triple.

10 0On the latter result, see also Stiglitz and Weiss (1981) and Bester and Hellwig (1987).

1 As discussed by Bester and Hellwig (1987), the analysis of moral hazard with respect to risk choices in Stiglitz and Weiss
(1981) presumes that financiers cannot observe the level of returns in the event of success; otherwise, equity finance would solve
the problem.
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Lemma 3.1. If 0 = 1, any contract(l, ¢, 7, y,w(-)) that satisfies

w(y) =w(0) if y <y, (3.3)

w(y) =w(0) + Zz(y,I,m) if y > ¥, (3.4)
and

U (y,w(y) —w(0).I) > 0, (3.5)

is incentive-compatible.

Proof. If § = 1, then, for any contract satisfying (2.24), Egs. (3.3) and (3.4) imply

w(y) =w(0)if y <y (3.6)
and

w(y) =w(0) + 4y, I,m) if y > y. (3.7)

By Lemma 2.3, (3.7) implies that the incentive constraint (2.22) is satisfied.
I next consider the incentive constraint (2.23). For ¥’ < ¥, (3.6) and the specification of U* imply

uy,wy)-w0),Il)=-iy,1,0) <0. (3.8)
The inequality (2.23) follows from (3.8) and (3.5). For ¥’ > y, (3.7) and (3.4) imply that
Uy, wy)-w).D) =U" ¥, wy) —w(0),I). 3.9

Because, by inspection of (2.19) and Lemma 2.2, U” is nonincreasing in output, the inequality (2.23)
holds in this case as well. O

Lemma 3.1 implies that, when 0 = 1, the constraints (2.34), (2.23), and (2.24) are moot in the sense
that, for given y, I, , and w(0), they are automatically satisfied if w(-) = w(-) and w(-) satisfies (3.3) and
(3.4). Because the values of w(-) and w(-) at y#0 do not enter the entrepreneur’s objective function in
(3.1) or the financiers’ participation constraint (3.2), the contracting problem simplifies to the problem
of choosing scalars y, I, , and w(0) so as to maximize the objective in (3.1) subject to (3.2).

The Lagrangian for this problem can be written as:

my =AY L) I+ A+ (=1 - 2a(y,1, 7)) = w(0) — (I - A)]. (3.10)
The necessary first-order conditions can be written as:

72y =L iy — ), (3.11)

u
, u-1,
-Ah-1= —(ﬂAnl — )vl), (312)
u

V= in = i, (3.13)
and

nu-1=0, (3.14)

with equality if w(0) > 0; in (3.11)—(3.13), the terms Zy, Ay, etc. are all evaluated at (y,1, 7). The left-
hand sides of Eqgs. (3.11)-(3.13) indicate the impact of the maximization variables on the aggregate
surplus my — 4 — I. The right-hand sides reflect the differences between the impact of the maximiza-
tion variables on the financiers’ participation constraint and on the aggregate surplus. These differ-
ences are relevant because, from the financiers’ point of view, the effort cost of the outcome (y,I, )
is given by the expected incentive payment m.(y,I, ), rather than the actual cost A(y,I, 7).
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3.2. Excessive risk taking

If u=1, Egs. (3.11)-(3.13) reduce to the first-order conditions for maximizing the aggregate sur-
plus 7y — 4 — I. By the argument used to establish Proposition 2.4, this is only possible if A > I. If
A < I, one must have p > 1 and w(0) = 0.

If u > 1, Eq. (3.13) implies that, at an optimal contract, the success probability = is fixed at a value
that is inefficiently low in the sense that a small increase in 7w would raise expected returns by more
than the entrepreneur’s effort cost. The reason is that, with 1., > 0, an increase in 7 necessarily raises
the expected incentive payment 7/, by more than the actual effort cost 1. Given the convexity of the
effort cost function in 7, this observation yields:

Proposition 3.2. Assuming that0=1, let(I,¢,w,y,w(-)) be an optimal contract, and let
7t =argmax,[py — A(y,I,p) — 1. If A < I, then

n<w and ¢ < i(y,I, 7). (3.15)

Conditional on the other variables of the contract, an optimal contract always involves excessive
risk taking and too little effort to reduce the probability of failure. The reason is that the tradeoff be-
tween the success probability = and the effort A(y, I, ) that is relevant for aggregate surplus is more
favorable than the tradeoff between the success probability 7 and the requisite incentive payment
Az (y,1, ). To the extent that the financiers’ participation constraint ny — wi;(y,I, ) > I — A is rele-
vant, the latter tradeoff plays a role and contributes to reducing both = and A(y, I, ). The result can be
understood as an instance of the general principle that, in the presence of agency costs, some deviation
from first-best is desirable because, at a first-best outcome, the efficiency loss of such a deviation is
small relative to the savings in agency costs.

All this is conditional on the other variables of the optimal contract. To move beyond such a con-
ditional assessment, from now on, I impose the additional assumption that the return function f takes
the separable form

[ 6,m) = X(m)g(l, 0). (3.16)

For this specification, I will show that, if the entrepreneur needs outside funds, then the success prob-
ability 7 under an optimal contract is smaller than the success probability in a first-best outcome.

I being with two lemmas showing that, for the separable specification (3.16), the first-best outcome
is unique and that one must have u > 1 if the entrepreneur’s own funds are less than the first-best
investment level.

Lemma 3.3. If f takes the separable form (3.16), there is a unique first-best outcome (y*,I",¢*, *). The
first-best success probability * is the unique solution to the equation

X(m) + wX' (") = 0. (3.17)

Proof. If f is given by (3.16), any first-best outcome involves a risk choice 7* that maximizes
[nX(m)g(I*,¢") — I" — ¢*]. Such a risk choice also maximizes X (7). Under the given assumptions on f,
the function X(-) in (3.16) is decreasing and concave. The second derivative of the product 7X(7) with
respect to 7, X" + 2X’, is therefore negative, and the product 7X(m) is strictly concave in 7. The
solution to the problem max,7X(7) is unique and coincides with the unique solution to Eq. (3.17). A
first-best outcome also satisfies (y*,I") € arg max[n*y — A(y,I, ©*) — I + A]. By Lemma 2.2, the solution
to this problem is unique. O

Lemma 3.4. If f takes the separable form (3.16) and if A < I", then, in the first-order conditions for an
optimal contract, one has i > 1 and w(0) = 0.

Proof. If f takes the form (3.16), (2.31)-(2.33) take the form
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1 g X g
L R (N S - 3.18
Xg, ' & " X g ( )

Therefore, if 1 = 1, conditions (3.11)-(3.13) imply nX(n)g, = 1, g = g, and X(7)g = —;(((n’gg The first
and last of these conditions together yield X = —nX'(7). Then 7 must be a solution to Eq. (3.17). By
Lemma 3.3, this implies = = 7*. Given that 7 = 7*, the strict concavity of g implies that the conditions
nX(m)g, = 1 and g, = g, have a unique solution; moreover, for = = 7t*, this solution must coincide with
the first-best input pair (I',¢). For f taking the form (3.16), u =1 thus implies that the outcome
(¥,1,¢,m) is equal to the unique first-best outcome (y*,I",¢*, w*). By Proposition 2.4, it follows that

A = TI'. Conversely, if A < I, one cannot have u=1. O

Ay

Given these lemmas, the following result translates the conditional assessment of the second-best
choice of 7 that is provided by Proposition 3.2 into a comparison of 7 with the first-best success prob-
ability 7*.

Proposition 3.5. Assume that 0 = 1. If f takes the separable form (3.16) and if A < I', then, any optimal
contract satisfies T < 7.

Proof. From (3.18), one computes

_XX// +X12 g

, :
_ & e A
Jom X2 3 + /1ny /ly (3 9)
Condition (3.13) therefore takes the form:
u—1_-XX"+X?*g .
Xg —p = T =+ Ay ). 3.20
S T A A ) 20
If one multiplies (3.11) by 2,/4; and subtracts the resulting equation from (3.20), one obtains
ne BT (XX"+X%)  (-X) g
X+nX')g = 4 + =. 3.21
X mx)g == (s x5 (3:21)

Because i > 1 and because, under the given assumptions on f, the function X(-) is decreasing and con-
cave, the right-hand side of (3.21) is positive. Therefore, one has

X(m) + nX'(m) > 0. (3.22)

Given the concavity of the function © — 7X(7) and the first-order condition (3.17) for 7*, (3.22) yields
n<m. O

3.3. Investment and effort levels: the Cobb-Douglas case

The conditions for y and I, Egs. (3.11) and (3.12), are more difficult to disentangle. They do not in-
volve any incentive considerations concerning these variables as such. They reflect the consideration
that y and I affect the difference 7/, — 4 between the expected incentive payment 7/, and the effort
cost A. If, at the margin, an increase in y or I raises 7/, — 4, then, in the optimal contract under con-
sideration, the variable in question is fixed at a value that is inefficiently low in the sense that a small
increase would raise the aggregate surplus. If an increase in y or I lowers the difference 7/, — 4, the
variable in question is fixed at a value that is inefficiently high in the sense that a small decrease
would raise the aggregate surplus.

Which of these possibilities arises depends on the technology. I first consider the Cobb-Douglas
specification

f6,m) =X(mg(l, ) = X(m)I'e, (3:23)

where X(-) is again decreasing and concave, a and b are positive, and a + b < 1. For this specification,
one has
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. y o\
I,m) = 3.24
i) = (s 324)
and
, A ,oak (X)),
/Lyfﬁ, /L’f_ﬁ./ /Lnfw/t. (325)
The difference between the expected incentive payment and the effort cost is given as
, —nX'
Mg — A= <( X )—1>},, (3.26)
which, for given 7, is just proportional to 2. Conditions (3.11) and (3.12) can therefore be rewritten as
T —Jy =Ky (3.27)
and
- — 1=K, (3.28)
where
w—1/(-nX")
K:="— —-1]. 2
i (o 629

The wedges between the marginal benefits and the marginal effort costs of increasing y and I are
proportional to each other and have the same sign. The following result shows that these wedges are
in fact positive. Investment and effort are below their surplus maximizing levels. They are even below
the levels I(r) and /(7) that maximize surplus when 7 is taken as given.

Proposition 3.6. Assume that 0 = 1. If f takes the form (3.23) and if A < I, then, any optimal contract
satisfies

I<I(n) and ¢<i(m), (3.30)
where, for any p,

(i(p). i(p)) := argng%x[pxm)i”é” —i-1. (331)

Proof. By routine calculations, conditions (3.27) and (3.28) yield

_ X (7)) P aob” =
y=X(m) {%} (3.32)
nX(n)a“bb" o
“aser 233
and
apl-a plﬂ
(=2y,I,m) = %} (3.34)
+
By (3.26) and (3.29), one has
K= % y (3.35)

By Lemma 3.4, A < [I" implies u > 1. By Lemma 2.1 and (2.19), @i, — 4> A > 0. The constant K is
therefore positive, and Eqgs. (3.33) and (3.34) yield
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1

I < [nX(m)a' bbb (3.36)

and
¢ < [mX(m)a®h' ) (3.37)
These inequalities are equivalent to (3.30). O

(I', ¢7). Trivially, therefore, Proposition 3.6 also implies I <" and ¢ < ¢".

Despite the apparent symmetry of results about investment and effort, Proposition 3.6 should be
interpreted as an undereffort result rather than an underinvestment result. Underinvestment arises
only because there is too little effort and, in this Cobb-Douglas specification, the marginal return to
investment depends positively on ¢. Conditional on ¢ and =, the investment level in an optimal contract
for the Cobb-Douglas specification is in fact efficient. By contrast, conditional on I and =, the effort
level is inefficiently low.

Because 7 < 7* and 7X(7) < X (1), the pair (I(7), /() is strictly smaller than the first-best pair

Proposition 3.7. Assume that 6 = 1. If f takes the form (3.23) and if A < I', then, any optimal contract
satisfies

I = argmax[nX(m)I'e® — ¢ — 1] (3.38)
1
and
¢ <arg mfx[nX(n)I”ib i) (3.39)
Moreover
I r
I (3.40)

Proof. The first statement follows by using standard calculations to determine the maximizers on the

right-hand sides of (3.38) and (3.39) and comparing with (3.34) and (3.33). For (3.40), it suffices to

note that (3.33) and (3.34) imply
I a I
7= (1 K)B_ (1 +K)£—*.

If one compares Propositions 3.6 and 3.7 with Propositions 3.5 and 3.2, one sees that there are two
distinct undereffort results: Propositions 3.5 and 3.2 assert that, at an optimal contract, additional ef-
fort devoted to raising © would raise expected surplus. Propositions 3.6 and 3.7 assert that, at an opti-
mal contract, additional effort devoted to raising ¥ would also raise expected surplus.

The underlying reasons for the two kinds of results are different. Both are due to the fact that 7 is
not observable and that an increase in effort to raise 7 or y raises the requisite incentive payment 7,
by more than it raises /. However, for an increase in effort devoted to raising 7, this wedge arises nat-
urally from the convexity of the effort cost function. For an increase in effort devoted to raising y, the
wedge arises from the particular mathematical structure of the effort cost function in the Cobb-Doug-
las case. Because /4, = b—y the inequality w2y, — 4; > 0 is directly implied by the inequality 7, — 4 > 0.

O

3.4. The role of the elasticity of substitution

The Cobb-Douglas specification (3.23) is very special. Therefore, it is of interest to see which of the
preceding results are robust to changes in the specification of the technology. For this purpose, I will
consider the more general separable homogeneous specification

fL6,m) = X(m)g(l, ) = X(mw(1,0), (341)
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where y is linearly homogeneous and 0 < f8 < 1.12 I will be particularly interested in the role of the
elasticity of substitution between investment and effort,

v
o(l.0) = e (3.42)

This elasticity generally depends on the investment-effort pair that is chosen, but, for the CES
specification

F6m) =X(@a = + (1 - a)' ¢, (3.43)
with « < 1,070, and 0 < B < 1, it is an exogenous constant,
1
a(l 44
oll.0) =1, (3.44)
regardless of [ and ¢. For the Cobb-Douglas specification (3.23), o(I,¢) = 1.
For the separable homogeneous specification (3.41), (3.18) takes the form
1 M= _W I = Xy (3.45)

= XYy, T BX ¥,

The difference between the expected incentive payment 7, and the effort cost / is therefore com-
puted as

,_ (r(m) ¥
Ty — A= (T vi - >)., (3.46)
where
~ —nX'(m)
™ =) (347)

Whereas, in the Cobb-Douglas case, the ratio - i is a constant and plays no role in assessing the ef-
fects of changes in y or I on the difference 7/, — /, in the general homogeneous case, the ratio p'/’ de-
pends on y and I, as well as 7. Changes in y or I affect the difference 7, — 4 through their effects on
this ratio, as well as their effects on 4. The first-order conditions (3.11) and (3.12) for y and I now take
the form:

, _M=1[Tie -2 Ln)ﬂl—at
T—ly = —'u {71 + 5wl o }Ay (3.48)
and
W= 1[Thg— 4 @ﬂlfaﬁ
R e T 549

The first terms on the right-hand sides of (3.48) and (3.49) correspond to the wedge K = ﬂ; 1 Tzt ip the
Cobb-Douglas case; these terms reflect the fact that, for a given value of the ratio " , the change in 4
that is induced by a change in ¥ or I is accompanied by an even greater change in the incentive pay-
ment 7. The other terms reflect the effects of changes in y or I on the ratio ;. These effects depend on
whether, at the margin, the elasticity of substitution between investment and effort is greater or less
than one. For the reader who is familiar with the role of the elasticity of substitution in the theory of
income distribution, the effect follows from the observation that - W is the inverse of the “share” of ef-
fort in the “output” iy when the “inputs” ¢ and I are valued at thelr marginal products.

12 As a special case of the yet more general homothetic specification g(I,¢) = h(y(I, ¢)), the homogeneous specification (3.41)
involves a constant ratio h(y)/h ()y. As shown in Hellwig (1994), the results presented here generalize to the case where
h(y)/H (y)y is nondecreasing in .
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Because of the effects of y and I on the ratio % in (3.46), investment in an optimal contract no long-
er exhibits the conditional-efficiency property of Proposition 3.7 when ¢#1. Instead, one obtains:

Proposition 3.8. Assume that 6 = 1. If f takes the separable homogeneous form (3.41) and if A < I', then,
any optimal contract satisfies

< T 0 ; >
I= arg mTax[TcX(Tc)(//(I,é) — ¢~ I] depending on whether o(I.£)=1. (3.50)

Proof. Upon multiplying (3.48) by # and subtracting the result from (3.49), using the fact that, by
homogeneity, v = ;I + ¢, one obtams

gH_q_p-1rml-0

nzy 1= TR . (3.51)
By (3.45), it follows that

T I Irmy1-0 3.52

BRXY" ™ Yy u 5, o (3.52)
and, hence, that

prXy’ 21 as o1 (3.53)

The proposition follows immediately. 0O

The left-hand side of Eq. (3.52) indicates the difference between the expected marginal product of
an increase in I and the opportunity cost of the requisite funds when ¢ and & are taken as given. The
right-hand side corresponds to the effect of this increase on the ratio - w ~in (3.46).1f g(I,¢) > 1, a small

increase in I and y, keeping ¢ and 7 constant, raises the ratio -% 7= =1+u .. (, ifo(l,¢) < 1, the increase in |

lowers this ratio. At an optimal contract, therefore, the expected return from a marginal increase in I is
strictly greater than the cost if ¢ > 1 and strictly less than the cost if ¢ < 1. Conditional on ¢ and =,
investment under an optimal contract is inefficiently low if ¢ > 1 and inefficiently high if ¢ < 1.
The conditional efficiency of investment in the Cobb-Douglas case marks the boundary between
the cases 0 > 1and o < 1.

The corresponding effect in the first-order condition for the return target y works in the opposite
direction. From (3.48), one finds that

T—Jly>M—1Ty —

iy < u
Whereas, in the Cobb-Douglas case, the wedge in the condition for y was given by K := /-1 Tzl in the
more general specification considered here, the wedge is greater or less than K depending on whether

the elasticity of substitution is less than or greater than one. If ¢ (I, ¢) < 1, the conditional undereffort
result of Proposition 3.7 is thereby enhanced.

4 depending on whether o(I, €)§1. (3.54)

Proposition 3.9. Assume that 0 = 1. If f takes the separable homogeneous form (3.41) and if A < I', then,
for any optimal contract, o(I, ¢) < 1 implies

¢ < argmax[zX(m)y(, 8 — i 1] (3.55)
4
and
I_r
At (3.56)

Proof. By the same argument as in the proof of Proposition 3.6, one has "Hl Tzl (. By (3.48), i
follows that ¢ < 1 implies =% > 0, hence by (3.45), prX(m)y* 1y, —1 >0, which yields (3.55). By
(3.49), 0 < 1 also implies ”"ﬁ > 0, hence 7 ‘ E> 1, which yields (3.56). O
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If o(l,¢) > 1, the different components of the wedge work in opposite directions. If ¢ is close to one,
the inequalities (3.55) and (3.56) will still be valid because the term involving ¢ — 1 is dominated.
However, the following result shows that the inequality (3.56) is reversed if a(I,¢) is a sufficiently
large constant. The proof is given in Section B of the Supplementary Material in the online version
of this paper.

Proposition 3.10. Assume that 0 = 1. If f takes the separable CES form (3.43) and if A < I, then, for any
optimal contract, one has

r.r
L or
if 0 > max(2, 3).

(3.57)

Because of the role played by the elasticity of substitution, I do not have an analogue of the separate
findings of unconditional underinvestment and undereffort that Proposition 3.6 provides for the
Cobb-Douglas case. However, the following result shows that the sum of investment and effort and
the resulting output are always smaller than they would be under surplus maximization.

Proposition 3.11. Assume that 6 = 1. If f takes the separable homogeneous form (3.41) and if A < I, then,
any optimal contract satisfies

[+ ¢ <I(m) +é(m) and y(I,¢) < y(I(m),{(m)), (3.58)
where, for any p,

((p).i(p)) = arg n(;%x[pxm)w(t O —0-1). (3.59)

Proof. By (3.45), (3.48) can be rewritten as

_ -1 [mig—4 r(w) Yyl o-1

Xy, -1 = | ro-1y

Xy’ 1y, Tl 5

If one multiplies this equation by ¢ = A(y,I, w) and Eq. (3.52) by I and adds the results up, one obtains
BIXY (L, 0 ol + yl) — 1 — £ = K¢, (3.60)

where again K := ! Ziz=’ and, by the same argument as in the proof of Proposition 3.6, K > 0. By
the linear homogeneity of i/, it follows that

BrXy (I, 0)F > 1+¢. (3.61)

The first-order conditions for I() and /() imply
-1

g (), 6m)) v, = prxy (icm), im) =1,
hence

prXy (7(n),é(n)>ﬁ_] [l//[é(n) + ¢,i(n)] —i(m) —I(m) =0. (3.62)
By the linear homogeneity of , it follows that

prxy (i), im)' = i(m) + i), (3.63)

From (3.61) and (3.63), one obtains

13 Note that the left-hand side of (3.60) is the derivative of the function § — mX(m)y(sl,5¢)" — 51 — 6¢ at the point 5 =1. A
proportional increase in both, I and ¢, would thus raise expected surplus.
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v(.0" _ y((m),

m)’
I+67 I(m)+i(m)

(1)

(
- 3.64
7 (3.64)
One also has y(I,4) = @(I(m) + #(r)) and y(I,¢) < (I + ¢£), where, for any R, @(R) := max;y(I,R - I).
Thus, (3.64) implies

eU+0" _
[+¢ I(m)

fm)" (3.65)
4(m)

4+
+7

Given that y is linearly homogeneous and 0 < 8 < l,Athe function R — @(R)" is strigtly increasing and
strictly concave. Therefore (3.65) implies I+ ¢ <I(m) + i(m) and @(I+0) < @(I(%) + é(m)). Since
w(I,0) < oI +¢) and y(I,¢) = @(I(w) + {()), the proposition is thereby proved. [

The same logic as in the Cobb-Douglas case implies that I(7) + () < I' + ¢*, so Proposition 3.11
also implies that [ + ¢ < I' 4+ ¢*. Upon combining this finding with Propositions 3.9 and 3.10, one also
obtains:

Corollary 3.12. Under the premises of Proposition 3.9, for any optimal contract, o(I,¢) < 1 implies ¢ < ¢".
If f takes the separable CES form (3.43) and if ¢ > max(z,%), the optimal contract satisfies I < I".

3.5. The case of nearly perfect substitutes

If effort and investment are perfect substitutes, the investment-effort mix is a matter of indiffer-
ence. In this case, a first-best outcome can be achieved without recourse to outside finance, with
entrepreneurial effort substituting for investment. A first-best outcome can also be achieved with out-
side financing of investment sufficiently large to substitute for the entrepreneur’s effort. Both arrange-
ments are incentive-compatible, the first one because there is no outside finance, the second one
because the entrepreneur need not be given any incentives.'

Given that a first-best outcome can be implemented when effort and investment are perfect sub-
stitutes, it seems plausible that payoffs close to first-best should be attainable when effort and invest-
ment are imperfect substitutes provided the elasticity of substitution is large. For the separable CES
specification (3.43), the following result shows that this intuition is justified. If the elasticity of sub-
stitution is large, an optimal contract will be close to the contract with efficient effort and zero outside
finance that is first-best when investment and effort are perfect substitutes.

The CES specification (3.43) is parametrized so that first-best outcomes are independent of ¢.!°
Regardless of o, first-best investment and effort levels are computed as'®I' = aC* and ¢ = (1 — a)C*, where

1
C= {ﬂn*X(ﬂ'*)}l /- (3.66)
The corresponding surplus,
wo=1-F ;ﬁc*, (3.67)

is also independent of ¢.
In the limiting case of perfect substitutes, with

14 By contrast, the argument underlying Proposition 2.4 can still be used to show that one cannot implement first-best input
combinations that involve outside finance and a positive effort by the entrepreneur.

15 The Cobb-Douglas specification (3.23) does not conform to this requirement. For this purpose, (3.23) would have to be
replaced by the modified Cobb-Douglas specification f = X(r)(I/a)* (¢/(1 — a))'~¥*,

16 To see this, observe, first, that the first-order conditions for I* and ¢* imply L = hence, I' = aC" and ¢* = (1 — a)C* for some
C*. The value of C* is obtained by maximizing 7*X(n*)C” — C with respect to C.
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f(17€7 TC) :X(T[)(I—&-E)ﬂ, (368)

a first-best outcome still satisfies I + ¢ = C* and yields the surplus W* = 1-£C". However, in this limit-
ing case, any pair (I, ¢) with I + ¢ = C" is first-best, in particular, also the pair (A,C" — A), which does not
involve any outside finance. The following result shows that, as ¢ goes out of bounds, the investment-
effort pairs that result from optimal contracting converge to (A,C" — A). The, proof of this result is gi-
ven in Section B of the Supplementary Material in the online version of this paper.

Proposition 3.13. Assume that § = 1, let f take the separable CES form (3.43) and suppose that A < I*. For
any g, let (1(0), ¢(0), n(0),y(c), w(-|0)) be an optimal contract when the exponent is o. = 2-1. As ¢ goes out
of bounds, (I(c), ¢(c)) converges to (A,C* — A), Tt(c) converges to 7*, and y(c) converges to X(r*)C*. The

entrepreneur’s payoff from the optimal contract converges to W* + A.

Although the entrepreneur’s payoff converges to the first-best payoff when & goes out of bounds,
the input pairs (I(0), ¢(¢)) remain bounded away from the first-best pair (aC", (1 — a)C"). The following
corollary shows that, when ¢ is large, an optimal contract actually involves overeffort relative to ¢* and
undereffort relative to the level that would maximize expected surplus when I(¢) and (o) are taken as
given. The difference reflects the fact that I(o) is less than the first-best level I". When investment and
effort are close to perfect substitutes, this shortfall in investment raises the level of effort that would
be required for surplus maximization. The contractually chosen effort level takes account of this need
and is therefore greater than ¢*. However, conditional on I(¢) and 7t(0), it is still inefficiently low.

Corollary 3.14. If o is sufficiently large, the contracts (I(c),¢(0), (0),y¥(0),w(-|G)) in Proposition 3.13
satisfy

A/j ~

0 < 4(0) < argmax |w(o)X(m(o)y((0),£) ——1(0)]. (3.69)

3.6. The case of nearly perfect complements

At the other extreme, when investment and effort are nearly perfect complements, second-best
outcomes are also close to being efficient. This is shown by the following result, whose proof is given
in Section B of the Supplementary Material in the online version of this paper.

Proposition 3.15. Assume that 0 = 1, let f take the separable CES form (3.43) and suppose that A < I*. For
any o, let (1(0),4(0),m(0),y(0),w(-|d)) be an optimal contract when the exponent is o =21 As ¢
converges to zero, (I(0),¢(0)) converges to (I",¢*) = (aC*,(1 —a)C"), n(c) converges to m*, and y(o)

converges to X(m*)C**. The entrepreneur’s payoff from the optimal contract converges to W* + A.

The logic behind this result is best understood by looking at the case of perfect complements itself.
This is given by the specification

f(l,¢,m) = X(m) min [(é) ﬂ., <£> ﬂ} , (3.70)

which yields the same first-best outcomes as the CES specification (3.43), namely, I" = aC’,
=1 —-a)C",y =X(m)C”, with C" given by (3.66). When fis given by (3.70), the effort cost function
J is given by

1
im—d-af XY i) s ¥
Ay, L,m)=(1-a) <X(TC)> 1f<a> > X (3.71)
If (é)ﬁ < % Z(y,1, 7) is undefined because, for the given I and 7, the value of f cannot be raised to y.

The first-best outcome lies on the boundary of the domain of the effort cost function. At this point,
the effort cost function has a left-hand partial derivative
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a1 = (G o), (3.72)
but no right-hand derivative. For given y = y* and I = I, setting = = m* now maximizes the entrepre-
neur’s payoff tw(y*) + (1 — m)w(0) — A(y*,I', m) if and only if

w(y") =w(0) = A= (y",I', " ). (3.73)
The incentive compatibility condition for the risk choice 7 now is an inequality, rather than an equa-
tion. This provides enough leeway to eliminate the conflict between incentive compatibility and first-
best efficiency that gave rise to Proposition 2.4.

To see this, consider an incentive scheme satisfying w(y) =A if y <y and w(y) =A+y" — L if

y = y'. This incentive scheme provides financiers with the payment L if the entrepreneur’s project
succeeds. They are therefore happy to put up the requisite funds for the investment I". I claim that,
in the absence of noise, with w(-) = w(-), this incentive scheme also satisfies the incentive compatibil-
ity condition (3.73). Because y* = X(7*)C**, I' = aC*, and C* = [ﬁn*X(n*)]l%ﬁ, one computes

1 g1/
Vi — *X * [} _ 0 [ %
w(y") — w(0) - [T X(m")C" —aC’] P (/3 a)C
1 /1-a\. 10
>E(_ﬁ )c e (3.74)
Because ¢ = A(Y*,I", ") and because, by the first-order condition for 7*, L = ’}(i/}jy, the right-hand side

of (3.74) is equal to the right-hand side of (3.72). Thus (3.74) and (3.72) yield
w(y*) —w(0) > A(y",I", m*—). The incentive compatibility condition (3.73) is satisfied, albeit as an
inequality, rather than an equation.

4. Does noise make a difference?

If the random variable 0 is nondegenerate, the observation of the realized return in the event of suc-
cess does not permit the financiers to determine precisely whether ¢ and 7 have been chosen so as to
provide for the stipulated y. The observation of y still provides some information about y, but this
information is not perfect. The question is what difference this noise in ¥y makes for optimal
contracting.

The distribution of 0 determines the relation between the incentive scheme w(-) and the condi-
tional expectation w(y) of the incentive payment w(y) = w(0y) when the entrepreneur has chosen ef-
fort and risk so that f(I,¢, ) =y. This matters for the incentive compatibility condition that the
entrepreneur should prefer the stipulated y over any alternative y. If 6 = 1, one has w(j/') = w(/),
and a forcing contract ensures that this incentive condition is trivially satisfied. If 0 is nondegenerate,
a forcing device is no longer available. The question then is whether another incentive scheme can
serve the same purpose.'”

The question is illustrated in Fig. 1. To implement a given outcome (I, ¢, 7T, y), the excess w(y) — w(0)
of the entrepreneur’s conditional payoff expectation in the event of success over his payoff in the
event of failure must take the value v = 1,(¥,1, ). The smooth curve ¥(-) in Fig. 1 represents the entre-
preneur’s indifference curve through the point (y, V), i.e. the locus of all points (¥, ¥(y')) such that
Uy, v(@),I) = U (y,v,]). The question is whether one can find an incentive scheme w(-) such that

w(y) = /W(j/()) dF(0) = w(0) +V (4.1)
and
w(y') = / w(y'0) dF(0) < w(0) + V(¥ (4.2)

for all 3y, so that, as shown in the figure, the graph of the function w(-) — w(0) lies nowhere above
the entrepreneur’s indifference curve through (¥, v) and touches it in (¥, V) itself. In the case 0 = 1, the

17 For a systematic discussion of this problem, see Caillaud et al. (1992) and the references given there. Because I require that
w(y) > 0 for all y, I cannot rely on their results.
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v )
w(y*) - w(0)
W(y*) - w(0)
\_/ -
y y
Fig. 1.

answer to this question is given by the step function in the figure; this step function represents the
forcing contract of Lemma 3.1. In the general case, the question is whether the smoothing that is in-
duced by noise leaves enough scope for adapting the slope and curvature of the function w(-) to the
requirements of incentive compatibility. To investigate this, I first consider the indifference curve V().

Lemma 4.1. If f takes the separable form (3.16), the slope of the indifference curve V() is given by
S 1 O(y/)
% = 43
V)= @y D) 3
where, for any ¥,v, and I, T(y,v,1I) := argmax; [V — A(Y',1, )], and, as before, for any 7, r(t) = ’?(’(‘%()ﬁ).
If, in addition, the effort cost function / satisfies
Ay — /4y = 0 whenever i, — 4> 0, (4.4)

then, along any indifference curve with a strictly positive utility level, the elasticity %y',)f/(”) is a nonde-
creasing function of y'.

Proof. By (2.19), the indifference curve V(-) is implicitly defined by the equation
Ty, vy),hvy) — Ay, Lay vy).n) =U". (4.5)
By the implicit function theorem and the envelope theorem, it follows that
o LR, ),
Y0 = (40
For the separable specification (3.16), with
1 A Xin 1T

Ay = - =

“Xg, Xg Xy ry’

it follows that

- 1 Ay LY V). D)
V = (3 Ol o N 4'7
SRR ) y @7
By the first-order condition for 7(y’, V(y'),I), it follows that

ool 1 ‘7(}_}/)
VY)= o
S CTATON IS
From (4.5) and the first-order condition v(y') = i.(y/,I, n(y', v(¥'),I)) for =(y',¥(y'),I), one also

obtains
Wy, vy),)ix — 2 =U" (4.8)

and
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d_ o oos Y V'), D)iny — 5

ROVO)LD) =~ (49)
where Az, 2, Azy, 2y, and A are all evaluated at (y',I,#(y',v(y'),I)). If U" >0, one must have
', v(y'),Dir— 2 >0. By (4.4), it follows that 7y, V(¥'),[)iry — 4y = 0. By (4.9), therefore,
Ty, v(y),l) is nonincreasmg in ¥'. Under the given monotonicity and curvature assumptions on f
and X(-), the ratio r(7) = ’“’f () ) is everywhere increasing in 7. Under the given assumptlons therefore,
r(m(@',v(y'),D) is nonincreasing and, by (4.3), the elasticity -~ v(y, v(¥') is nondecreasing iny. O

4.1. A bothersome result

Lemma 4.1 and Proposition 3.5 imply that the elasticity of the indifference curve v(-) at y is equal to
r(m and is strictly greater than one. If the distribution of the random variable 0 is very flat, so to say,
“close to a uniform distribution on R,,” it may not be possible to bring the elasticity of the function
w(-) — w(0) at y to this level, regardless of how one chooses the function w(-). In this case, the outcome
(I,¢,m,y) cannot be implemented by any incentive scheme.

Proposition 4.2. Assume that f takes the separable form (3.16) and that A < I". Let (I,¢,,y,w(-)) be an
optimal contract for the case 0 = 1. For k > 1, let 0(k) = 2(k — 1) /k, and assume that the distribution of 0
takes the form

k6 . =
A k
FO)=1- kll (ik)) if 0> 0(k).

Ifke (1,5 -L.), there exists no incentive scheme w(:) € W that implements the outcome (I, ¢,7,y) and satis-
fies the ﬁnanaers participation constraint when 0 has the distribution F that is given by (4.10) and (4.11).

Proof. Suppose that, contrary to the proposition, for some k ¢ (1,%), the outcome (I,¢,7,y) is
implemented by an incentive scheme w(-) € W. As discussed in the text, let v = w(y) — w(0) and let
¥(:) be the entrepreneur’s indifference curve through (y,v). The incentive compatibility conditions
(2.22) and (2.23) require that

W) - w(O0) = in(y,1,7) = V = ¥(7) (4.12)
and
w(y) =V(y) (4.13)
where, for any y', w(y') = [ w(y'0)dF(0). For the function w(-), one computes
o oy k0 © ok ook*
" = ) —— =——do ) —— ——do
W) /0 w( Y)k—i-l (k) +/(’;(k) w( y)k—i-l ok

Ok k 1 o k Ok y
B /0 M +10(k)y et /(l(k W W +1  xk1 dx

Because the density of F is continuous and the function w(-) € W is nonnegative-valued, the slope of
w(-) at y' =y satisfies:
2

o Ky k 1 o K 0(k) g+
w (y) = —/O W(X) ﬁ de + /[)(k)y W(X) m xk+1 dx

koo ko 0k w(y)
<5 L MWy e ek
1 [V@)+w(
< OO 414)
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Since, trivially, © = (y, V(y),I), (4.3) implies

o 1 v(@y)
V() == —". 4.15
9= (415)
From (4.13), (4.14), and (4.15) together, one infers that w(0) > 0, hence,
my—mv—w0)-I+A<my—nv—I+A. (4.16)

By the financiers’ participation constraint, it follows that Ty — nv — I + A > 0. However, by Lemma 3.4,
one also has y — nv — w(0) — I + A = my — nv — [ + A = 0. The assumption that, for some k (17%),
the outcome (I, /¢, t,y) is implemented by an incentive scheme w(-) € W has thus led to a contradiction
and must be false. O

4.2. A reassuring result

Distributions that satisfy (4.11) involve hazard rates that go to zero as 0 goes out of bounds. They
are thus quite special. Under more standard assumptions about the distribution of 0, the problem dis-
cussed in Proposition 4.2 cannot arise. For a large class of cases, the presence of noise does not affect
the outcome that can be reached under optimal contracting.

Proposition 4.3. Assume that f takes the separable form (3.16) and that the effort cost function . satisfies

Ty — /4y = 0 whenever 7, — 1 > 0. (4.17)

Let (I,¢,7,y,w(-)) be an optimal contract for the case 6 = 1. If the distribution F has a compact support or if
F satisfies

E0)0 = p] 1
P 418
) i @19
for any sufficiently large p, then, there exist constants o < 1 and R > 0 such that, for w(-) given by
w(y) = (1 — o) max(y — R,0), (4.19)

the contract (1,4, ,y,W(-)) is an optimal contract when 0 has the distribution F. The constants R and o
satisfy the equations

E[010 > £] 1
ST %i%:% (4.20)

1 2,17 1
r(m) y f,;/“j, 0 dF(0)"
Before turning to the proof of this proposition, I make two remarks on its scope. First, if f takes the

separable homogeneous form (3.41), condition (4.17) is automatically satisfied if the elasticity of sub-
stitution o(I,¢) is everywhere less than or equal to one. In this case,

(4.21)

Mg —4 1@ yl1-0 Az — A,
= — y = Ay,
A B YLl o Y A Y

Ty — Jy

and (4.17) follows immediately. I do not know whether the conclusion of Proposition 4.3 can also hold
if o(1, ¢) is not everywhere less than or equal to one.

Second, if the distribution of 0 has a density ¢, then, by I'Hospital’s rule, condition (4.18) is implied
by the condition that limgﬂol"j’;‘ﬁfg> = oc. This is necessarily satisfied if the hazard rate ;% is bounded
away from zero.
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In ¥ (¥
In [W(y*) - w(0)]

Inv +[Iny* —Iny]/r(n)

Fig. 2.

The argument for Proposition 4.3 is illustrated in Fig. 2, which uses a logarithmic scaling for both y’
and v(y'). With this double-logarithmic scaling, i.e., in Iny — In¥(y')-space, rather than y' — v(¥/)-
space, the slope of the entrepreneur’s indifference curve in this space is given by the elasticity
%y',)\?’(j/’). Lemma 4.1 implies that, under the additional assumptions on f and /, this elasticity is non-
decreasing as one moves out along the indifference curve. In Iny’ — In ¥(y')-space, therefore, the entre-
preneur’s indifference curve is convex and lies nowhere below a supporting tangent. In particular the
entrepreneur’s indifference curve in this space lies nowhere below the straight line with slope that
goes through the point (Iny,Inv) = (Iny,In i,(y,I, ). To prove the proposition, it is therefore sufﬁ—
cient to find an incentive scheme w(-) € W so that, as shown in the figure, the induced set of pairs
(Iny', In[w(y") — w(0)]) touches this straight line in the point (Iny,InV) itself and lies nowhere above
it. The following lemma, whose proof is given in the Appendix, shows that this is always possible if
the distribution of 0 satisfies the additional assumption of the proposition.

Lemma 4.4. Let § > 1, suppose that the distribution F has a compact support or that
E0)0 > p] Pl _
p

for any sufficiently large p. Then, for any (y,v) > (0, 0), there exist constants R > 0 and o < 1 such that, for
the incentive scheme W(-) given by (4.19), the induced function w(-) satisfies

W(y) =V +W(0) = v (4.23)

(4.22)

and, for ally' > 0,
Inw(y') < Inv+4é(Iny —Iny). (4.24)

The constants R and o satisfy

=5 (4.25)

(4.26)

Proof of Proposition 4.3. If the distribution F has a compact support or if F satisfies condition (4.18),

then, for 6 = ; n), the premise of Lemma 4.4 is satisfied. For the given y,v = i(y,I, ), and § = % the
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lemma implies that, for some R > 0 and o < 1, the incentive scheme w(-) that is given by (4.19)
induces w(-) satisfying w(y) = v + w(0) = v, as well as

Inw(y') < Inv+ %(lnjf’ —Iny) (4.27)

for all y’ > 0. By Lemma 2.1 and (2.19), one has U*(y,v,I) = ni,(y,I, ) — A(¥,I, ) > 0. By Lemma 4.1,
therefore, the elasticity of the indifference curve v(-) through (y, v) is nondecreasing as one moves out
along the indifference curve, and one has

. -1 - -
Inv(y') > lnv-&-ﬁ(lny —Iny) (4.28)

for all ¥ >0. From (4.27) and (4.28), one obtains V(y') > w(') for all y >0, hence,
u@,v,)=U®,vy)I) = UGy, ,wQy),]) for all ¥ > 0. The contract (I, ¢, ,y,w(-)) thus satisfies the
incentive constraint (2.23) as well as the other constraints of the contracting problem. Given that this
contract provides the entrepreneur with the same payoff as the contract (I, ¢, w,y, w(-)) that is optimal
when the constraint (2.23) is not imposed, it follows that (I, ¢, , y, W(-)) is optimal when 0 has the dis-
tribution F and the constraint (2.23) has to be taken into account. O

For any incentive scheme of the form (4.19), one computes

W)= (1-2) [0y~ R) aF(0) (4.29)
and

Yo Imoydre)  E[00 >

w@)w(y)’fmy by~ R) dFO) [ > 1] - (4.30)

Condition (4.25) thus fixes R so that the elasticity of w(-) at y is equal to the stipulated § = % GivenR,
condition (4.21) fixes o so that w(y) reaches the stipulated V.

The additional assumption about the distribution of 6 ensures that Eq. (4.20) actually has a solu-
tion; if 29222 converges to one as p becomes large, one can make the elasticity (4.30) as large as
one wants simply by choosing R to be sufficiently large. By contrast, for the distributions considered
in Proposition 4.2, in the preceding subsection, one has ““/’>” 2 for p > 6(k) so that the left-hand
side of (4.20) is bounded above by k; for 6 > k, therefore, this equatlon has no solution. For these dis-
tributions, the requirement that the entrepreneur should be willing to choose the stipulated y over
any y'#y can only be satisfied if r(in < k. If the effort cost function satisfies the additional premises
of Proposition 4.3, the inequality i < k is also sufficient to ensure that the requirement that the
entrepreneur should be willing to choose the stipulated y over any y'#y can be satisfied. The presence
of noise with such a distribution imposes the additional constraint that = > r~'(}), i.e. that failure risk
should not be “too great.”

If the distribution of 0 is such that, as p becomes large, the ratio "‘;’f" decreases monotonically to a
constant C > 1, then, for an effort cost function with the stipulated properties, the requirement that
the entrepreneur should be willing to choose the stipulated y over any ¥'#y can be satisfied if and only
if = > r~'(<31). This condition defines an open set. Therefore, it may well be that, for noise having such
a probability distribution, the contracting problem has a supremum, but not a maximum.

5. Does the Jensen-Meckling model provide a theory of debt and equity finance?

To conclude the paper, I discuss the interpretation of the model as a model of debt and equity fi-
nance. The question is under what circumstances the incentive scheme w(-) corresponds to the resid-
ual claims that are left after debt and equity as the instruments of outside finance have been served.
The forcing contracts that I relied on for the case 0 = 1 do not admit such an interpretation. Under
these contracts, the financiers get the realization y of the firm’s return if this is less than the stipulated
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y, and they get the difference y — y if y is greater than y. This contract could be interpreted as a wage
contract with a wage payment that is conditioned on reaching the target y; it cannot be interpreted as
the result of some mix of outside debt and equity finance. However, the forcing contracts are vulner-
able to the introduction of noise.

For the case of nondegenerate 0, the contract (I, ¢, 7, ¥, W(-)) in Proposition 4.3 looks as if it could be
interpreted as the result of debt and equity finance. Under this contract, the entrepreneur receives
nothing if the return realization y is less than R, and he receives a constant multiple (1 — «) of any ex-
cess of y over R. The parameter R is positive and may be interpreted as a debt service obligation. The
multiple (1 — o) looks like the share that is retained when outside financiers hold a fraction o of the
firm’s equity.

The positivity of R is a corollary of the result that an optimal contract involves excessive risk taking.
This parameter is a solution to Eq. (4.20). Because © < 7* and, therefore, r(7) < r(n*) = 1, the right-
hand side of this equation is greater than one. Because, at R < 0, the left-hand side of Eq. (4.20) is less
than or equal to one, it follows that any solution to Eq. (4.20) must satisfy R > 0. There is thus a direct
link between the desirability of excessive risk taking in a second-best contract and the observation of
Jensen and Meckling that debt finance provides a way of reducing entrepreneur’s share WTM of (condi-
tionally) expected returns without reducing the slope w'(y) and thereby weakening the entrepreneur’s
incentive to take the effort that is required to achieve y.

The “share” parameter is more difficult to interpret. After substituting for v = /. (¥, I, 7), one can use
(3.18) to rewrite (4.21) in the form

Jy(.1,7) 1

1-oa= — .
4 jR/ye dF(0)

(5.1)

The first-order condition (3.11) indicates that, under the assumptions of Proposition 4.3, one has
7 > A;(y,1, 7). Equation (5.1) therefore implies that o is positive if fgjyé) dF(6) is close to one and
negative if .[;;/“y 0 dF(0) is close to zero. The following results show that, depending on the data of
the model, both possibilities can actually arise.

Proposition 5.1. If the distribution of the random variables 0 is such that, for some ¢ e (0,1(f)),

1 . ly(¥,1, )
F(1 —¢) <——min(r(n) —g 1 - 2222 5.2
(1-0) < 2y min(r(m - .1 - 20 52)
and if, moreover, the ratio E[0|0 > p]/p is a nonincreasing function of p, then the parameter o in Proposi-
tion 4.3 is positive, and the incentive scheme w (-) that is given by (4.19) can be interpreted as the result of
giving outside financiers a debt service obligation R > 0 and equity amounting to a share o in the firm.

Proof. By definition, E[0]0 > 1 —¢&] < Ttz BY (5.2), it follows that

. 1-¢ 1-¢
—g< -
Eolo > 1 8]\1—8—r(n)+8 1-r(m)’

By the monotonicity assumption on E[0|0 > p]/p, it follows that E[0|0 > p] < % forall p > 1 —e.
Hence,

>pl/p _ E0p>p | w1
pl/p—1 EBO=pl—p m=m-1 1M

for all p > 1 - &. Equation (4.20) therefore implies that R/y < 1 — &. Because the unconditional mean
of 0 is equal to one, one also has

TO0dF0) > 1-FR/9) > 1-F1—¢).
R/y

By (5.2), it follows that
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/ "o drg) > 20T
R/y

T

and, therefore, that the right-hand side of (5.1) is less than one. Thus, « > 0. O

Proposition 5.2. If the distribution of the random variables 6 is such that, for some ¢ € (0,1 —r(m)),
F(1 —r(m)) — F(e) is close to one,'® and, moreover, the ratio E[0|0 > p]/p is a nonincreasing function of p,
then the parameter o in Proposition 4.3 is negative, and the incentive scheme Ww(-) that is given by (4.19)
cannot be interpreted as the result of issuing a suitable mix of debt and equity to outside financiers.

Proof. I first claim that, under the assumptions of the proposition, one must have ’yi >1-r(m). To
establish this claim, I begin by noting that, on the support of the distribution F, the conditional
expectation E[0|0 > p] is strictly increasing in p. Thus, F(1 — r(7)) > 0 implies E[0]0 = 1 — r(%)] > 1. By
the monotonicity assumption on the ratio E[0|0 > p]/p, it follows that, for all p < 1 — r(7), one has

E66 > p) 1
0 1-r(m)’

and, therefore, that R = py cannot be a solution to Eq. (4.20).
Given that 8 > 1 —r(m), Eq. (5.1) implies

3@, I, m) 1

1—o>222

TR T 0dF(@

To prove the proposition, it therefore suffices to show that, under the given assumptions, [;~ rm 0 dF(0)

is close to zero. By the monotonicity assumption on E[0]0 > p]/p, one has

/‘”0 0 dF(0) < (1 —r(m))(1 —F(1 - r(n)))w
J1

—r(m) &
< 1-r(m)1-F(1 —r(m)
S 1-F(e)
< 1-r(m) {1 _F(1 - r(n)) —F(s)}
e —F(e

S {1 — (F(1 = r(m)) - F(.s))].

Hence, if (F(1 — r(m)) — F(¢)) is close to one, fffr(m 0 dF(0) is close to zero. O

To understand these results, it is useful to rewrite Eq. (5.1) as

(1-2) { A; 0 dF(e)] =iy, 1,7), (5.3)
or

(- [ odro)|mxmg.0 -1 (5.4
These conditions are just the first-order conditions for the entrepreneur’s choice of y with effort cost
A(y,1, ) or, equivalently, the entrepreneur’s choice of ¢ when y = f(I, ¢, ). The entrepreneur’s share
1—-o in the firm’s equity appears as an incentive device supporting the stipulated y and
¢ = J(y,l,m). In fixing this share, attention must be paid to the fact that the entrepreneur’s incentives
to work in order to achieve y are blunted if some of the benefits of the increase accrues to debt holders
rather than * equ1ty holders.” Indeed, with R > 0, the “bankruptcy portion” [(f "o dF (0 (0) of the total ef-
fect f of dF(0) =1 of a marginal increase in y accrues to “creditors” rather than “equity holders.” To
compensate for this effect, the entrepreneur’s “equity share” 1 — o must be adjusted upwards. The
amount of adjustment depends on the distribution of 0. If the “default probability” is small, not much

18 Using Chebyshev’s inequality, one easily verifies that this is the case whenever the variance of 0 is close to zero.
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of an adjustment is needed, and, with 7 > J;(y,1, ), one has o € (0, 1). In this case, the interpretation
of Proposition 4.3 as a result about debt and equity finance is unproblematic.

By contrast, if f,‘;jy 0 dF(0) is close to zero, the entrepreneur’s “equity share” 1 — o under the optimal
contract in Proposition 4.3 must be very large. Thus, 1 — o must eventually exceed 100%, at which
point the financiers would have to “hold” negative equity. Alternatively, one could think of an arrange-
ment under which the financiers hold 100% of the equity and the entrepreneur has a call option to buy
an equity share 1 — o at the exercise price R per unit. Under this arrangement, if f;jy 0 dF(0) is close to
zero, the financiers’ obligation under the call option held by the entrepreneur is strictly greater than
the 100% equity that they hold. Under either arrangement, from a traditional finance perspective, the
optimal contract in Proposition 4.3 seems somewhat outlandish.

One may object that, for f,:fy 6 dF(0) close to zero, the contract in Proposition 4.3 cannot be taken
seriously because the analysis has not taken account of possible limitations on the financiers’ ability or
willingness to provide the entrepreneur with a return w(y) above the firm return y. This objection is
valid and important, but it is somewhat besides the point under discussion here. By imposing the addi-
tional constraint that w(y) < y for all y, one rules out incentive schemes of the form (4.19) with o < 0,
but one does not eliminate the desire to raise the sensitivity of w(y) to an increase in y in order to com-
pensate for the blunting of incentives that is due to the noise. The analysis of Innes (1990) or Dionne
and Viala (1992) suggests that such considerations should lead to contracts with discontinuous incen-
tive schemes of the form w(y) = 0 for y < y* and w(y) =y for y > y*, for some y*, the jump at y* mak-
ing an extra contribution to the slope of the function w(-). This would seem to lead us even farther
from the world of traditional finance contracts and into the world of abstract incentive schemes.

Innes (1990) proposes to eliminate this effect by imposing the additional requirement that y — w(y)
must be nondecreasing in y. I suspect that in the context of Proposition 5.2, as in Innes’s own analysis,
this constraint would lead to the optimality of pure debt finance, i.e. an incentive scheme of the form
(4.19) with o = 0, inducing a lower ¥ and a higher n. However, the monotonicity requirement on
y —w(y) is problematic. To support this requirement, Innes invokes a free-disposal option for finan-
ciers or, alternatively, an option that the entrepreneur has of faking a higher return realization by bor-
rowing the shortfall from a third party, thereby winning a yet higher increase in his own payoff, part of
which serves to repay the amount borrowed. Both these arguments are moot if returns are observable
and verifiable.

Doubts about the relation between incentive contracting and financial packaging must run deeper
yet. Even the rather comforting conclusion of Proposition 5.1 is due to a certain arbitrariness of opti-
mal incentive schemes rather than any substantive virtues of piecewise linearity of incentive schemes,
let alone debt and equity instruments. Using the same arguments as in the proof of Proposition 4.3,
one can in fact show that the conclusion of that proposition remains true if the piecewise linear
scheme (4.19) is replaced by a piecewise quadratic scheme of the form

w(y) = (1 —a)max |y —R— By — R)*0|, (5.5)

where f is an arbitrary small positive number. The reason is that, when all parties are risk neutral, the
precise form of the incentive scheme does not matter provided that, in expected-value terms, it pro-
vides the requisite payoffs and incentives.'®
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19" Along the lines of Innes’s arguments, the reader may object that, fory — R € [%ﬂ,%], the scheme (5.5) is decreasing in y and that
this is not incentive-compatible if the entrepreneur can freely destroy output. The argument is valid, but hardly matters if noise is
small enough so that the return realization 0y does not actually reach the region of nonmonotonicity. If, instead, the range of ¢ is all

of R, the basic point remains valid if (5.5) is modified so that, fory > R +21/,, w(y) remains constant at (1 — o) 4l/f.
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Appendix

Proof of Lemma 4.4. Given the distribution F, define a left-continuous and nondecreasing function
0r(-) by setting

Or(p) = E[00 > p] if F(p) <1 (A1)
and
Or(p) = p if F(p) =1. (A2)
If the support of F is compact or if F satisfies condition (4.22), then, for the given § > 1, one has
Or(p) <0 (A3)
p
for any sufficiently large p. I further define a function y(-) by setting
7 Bp(eh)
A(2) =0z — / ———dt. (A4)
o Op(et) —et

By construction, F(e?) < 1 implies that, for t < z, 0(e') — e’ is bounded away from zero. Therefore, y(z)
is well defined.
I claim that the function y(-) has a global maximum at some z* satisfying

M =0. (A.5)
Op(e?) —er

To establish this claim, I first show that, at any z < In(1 — 1), the function y(-) is strictly increasing.
For this purpose, I note that, by the assumption that E0 = 1, one has 0(0) = [0 dF(0) = 1. Because
the function 6(-) is nondecreasing, it follows that 6¢(e?) > 1 for all t. For z < In(1 — 1), it follows that

Or(e?) oo 1

_(}F(ez)—ez/ _1—ez>0'

x(2) =0

(If 0§ (-) is discontinuous at e, the inequality still holds for the one-sided derivatives of (-).)
I next note that, by (A.3), there exists z such that, for all z > z, one has

0.(aZ 1G]
- Or(€) _ e > 0 >0
O (%) — ez U 17 0-1

ez

and, therefore,

0 z

X/(z) —§5—- OF(e )
Hp(ez) — ez

Thus, at any z > Z, the function y(-) is nonincreasing.

Because the function y(-) is obviously continuous on its domain, the restriction of this function to
the compact interval [In(1 — 1), z] has a maximum, say at z* € [In(1 — 1),z]. Because y(-) is increasing at
any z < In(1 — 1) and nonincreasing at any z > z, z* is in fact a global maximizer of y(-). Thus, one has

z* 0.(at
/ﬁfﬁflfm<af—@ (A6)
z Op(ef) —et
for all z e R.
Upon taking limits in (A.6) as z converges to z* from below, using the left-continuity of the function
0r(-), one has
0. (e 0. (at
_Or(®) iy ) 5 (A7)
Op(e¥) —er  tiz fp(et) — et
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Similarly, taking limits in (A.6) as z converges to z* from above, one obtains
. Or (et
lim sup _Or(e) > 4. (A.8)
2z te(z+ z) 01:(6[) —et
Because 0g(-) is nondecreasing, one also has
Op(e? . O (et
) S lim sup K& (A9)
Op(e*) — e¥ 217 te(zez) Op(ef) — et

From (A.7)-(A.9), one obtains (A.5).
From (A.5), one also obtains 0p(e?’) > e# and F(e? —) < 1. Therefore, one can define

R =ye* (A10)
and

h=1-=— ! . (A11)
Y (Op(e”) —e')(1 — F(e* —))

For the incentive scheme w(-) that is defined by w(y) = (1 — «) max(y — R, 0), one obtains

<!

W)= /0 " (1 - o)y max(6y' — R,0) dF(0)

Joy (09 —=R)dF(0) [ (0y — R) dF(0)

v
Tz (—e) dFE) ' Jg, (y—R) dF(0)

Clearly, w(y) = v. Moreover,
f,j/“y,f 6 dF(0) w(y) f;;},,_ 6 dF(6)

W/ 7 — f/ _ - W _
v fR/y’(Hy — R) dF(®) Y fR/yL(e - 5) dF(0)
_ w(y') g)F(}%) _ w(y') (A)F(ez“rlnyflny’)
y 0[: (Jé) —),% y (A)F(ez‘ﬂnyflny’) — ez’ +iny—Iny’ :

For the function s — y(s) := Inw(e®), one therefore finds

es éF (ez* +lny—s)

Jie\y S\
7S = W(es)w(e )= éF(ez*Hnyis) _ ez +Inj-s
and
~ . Iny @ (ez‘+ln}7—s) e é (et)
Iny) - y(In :/ O ds:/ _U€) g
V( y) /( y) Iny OF(EZ*Hny—S) — ez’ HIny-s z*+Iny—Iny’ OF(et) —et

the last equation following by the change of variables t = z* + Iny —s. By (A.6), it follows that
InW(@) ~ Inw) = y(Iny) - p(Iny) < 5(Iny ~ Iny)
forally. O

Supplementary material

Supplementary material associated with this article can be found, in the online version, at doi: DOI:
10.1016/j.jfi.2007.09.001.
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