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ABSTRACT
This study presents a model which can be used to improve our understanding of relationships
involving asymmetric information. The results show that when there is asymmetric
information it is profitable to make some of the salary dependent on the outcome (to give
the agent an incentive to work hard). Yet, not all the salary is outcome dependent, since the
agent is risk-averse. In short, the optimal contract is the result of a tradeoff between optimal
risk-allocation and optimal incentive mechanisms. The effort (and, as a consequence, the
amount produced) will be lower under asymmetric information than symmetric information.
Keywords: A principal-agent problem, economic growth, symmetric and asymmetric
information

INTRODUCTION
The typical example of asymmetric information involves a landlord and his tenant, although
the relationship is generalizable to many situations (such as between doctors and patients).
The essential point is that these relationships are often characterized by asymmetric
information, that is, one person knows more than the other about some important variable.
For instance, the tenant knows how hard he works, but the landlord may only observe the
actual harvest. Since a good harvest is only partially correlated with high effort (variables
other than effort influence the harvest, such as the weather conditions), the principal cannot
infer the effort of the agent directly from the outcome. Given this situation of asymmetric
information, we might ask what kind of salary the landlord should offer the principal in
order to maximize his profit.
MODEL
It is instructive to see what would happen in a model of symmetric information. We may
then compare the social optimality of this contract to the contract that will emerge under
asymmetric information.
Symmetric Information
The principal wants to maximize his expected profit, which can be written as:
r = px − w

(1)

r is profit, p is the price of the product, x is the amount produced and w is the wage paid to
the agent. Assume that the following relationships hold:
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