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ABSTRACT

This paper is concerned with countervailing incentives in the adverse selection problems that typically arise in
principal-agent relationships when the agent has private information. These incentives are present when the
agent is tempted to either overstate or understate his private information depending upon the specific
realization of his type. These problems were first analyzed by Lewis and Sappington (1989) and have been
characterized and extended by Maggi and Rodriguez-Clare (1995a) and Jullien (2000). In this paper we propose
a simple method of characterizing countervailing incentives in which the key element is the analysis of the
properties of the full information problem. Our method for solving the principal problem, once identified the
presence of countervailing incentives, follows closely the Baron’s (1989) approach, which does not require using
optimal control theory. The methodology we present can be easily applied to many different economic settings.
For example, in health economics, an insurer (or a hospital manager) might act as a principal and a physician as
an agent. In labor settings, an employer may play the role of principal and a worker may act as the agent. In
regulated industries, the regulatory agency might act as a principal designing incentive schemes for firms (the
agents). In environmental regulation or resource exploitation, the principal might be an international agency

dealing with national governments or firms.

1. Introduction

This paper is concerned with countervailing incentives in the
adverse selection problems that typically arise in principal-agent
relationships when the agent has private information. We propose a
simple method of characterizing countervailing incentives in adverse
selection problems. The key element in our proposal is to analyze the
properties of the full information problem. One relevant advantage of
our methodology is that it allows the resolution of the principal
problem without using optimal control theory. This paper may be seen
as a step-by-step guide to apply adverse selection models, characterized
by countervailing incentives, to models of health economics, monopoly
regulation, environmental regulation and others.

Most of the existing principal-agent models under adverse selection
concern settings where the agent (he) has a systematic incentive to
always overstate or to always understate his private information. The
results are well known in the literature: the principal (she) deviates
from the full information contract (either below or above the full
information levels) in order to reduce informational rents. This

incentive to exaggerate private information may, in certain circum-
stances, be tempered by a countervailing incentive to understate
private information. That is, the agent might be tempted either to
overstate or to understate his private information depending upon the
specific realization of his type. When countervailing incentives arise,
performance is distorted both above and below the levels under full
information, and the agent's informational rents typically increase with
the realization of his private information over some ranges, and
decrease over other ranges.

Much research has analyzed the way countervailing incentives
affect some specific agency problems, including Lewis and
Sappington (1989), Maggi and Rodriguez-Clare (1995a, 1995b) and
Jullien (2000). However, to the best of our knowledge, there are no
general results in the literature characterizing the presence of counter-
vailing incentives in a general framework. This is the contribution of
this paper. We characterize the existence of countervailing incentives
under adverse selection through the analysis of necessary and sufficient
conditions. This new modelling of the principal-agent problem with
countervailing incentives allows us to solve this problem without the
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need to use optimal control, as well as to identify ex ante whether the
contract is pooling for some types. As a result, the usual method
followed in adverse selection models can be used to analyze a number
of related issues that have attracted considerable attention in recent
years such as partially altruistic agents in health economics, labor
contracts, limited liability, environmental regulation and others.

The paper is organized as follows. Section II presents the general
model. In Section III, we characterize the full information case. In
Section IV we analyze the general contract under private information
and state the main result of the paper. In Theorem 1 we identify the
exact conditions under which general incentive problems are charac-
terized by the existence of countervailing incentives. We also state a
general and very simple method to obtain the optimal contract under
private information. Then we illustrate how different economic pro-
blems analyzed in literature may be seen as particular cases of our
general benchmark. Finally, Section V presents some concluding
remarks.

2. The model

We consider that the relationship between the principal and the
agent involves an action variable, denoted as [, which is observable to
both, and a monetary transfer, denoted as ¢, from the principal to the
agent. Moreover, there is a one-dimensional parameter, denoted as 6,
which is known to the agent but unobservable to the principal. The
principal’s uncertainty about the parameter ¢ is represented by a
probability distribution F(0) with associated density function f ()
strictly positive on the support [, 8]. This function is assumed to be
common knowledge.

The agent’s welfare is represented by a utility function U (l, 1, 0)
which depends upon the action variable [, the transfer t, and the
unknown parameter 6. In particular, we assume that the agent’s utility
depends linearly on transfers:

U, t,0)=u(, 0)+t. (€Y

We consider a principal’s welfare function that incorporates a linear
cost of transfers:

W, 1, 0) = w(, 0)—put, )

where y is a parameter that may incorporate both the shadow cost of
public funds and distributive considerations. For example, if the
principal is a regulatory agency which takes into account distributive
concerns (through a coefficient a € [0,1]) Land public funds are costly
(4 > 0), ? then the principal’s function can be represented as:

W, t,0)=CSD)+aU(l, t, )= + )t = CSD)+au(l, O)+at—(1 + )t,

where CS (.) denotes the consumer surplus. So in that case y=1 + 1 — a
(Laffont and Tirole, 1990a, 1990b, consider a=1 and 1>0, and Baron
and Myerson, 1982, 0 < a<1 and 1=0). If the principal does not take
into account the agent’s utility and public funds are not costly then u=1.

Finally, we assume that the principal is endowed with the power to
set both [ and t.

3. The full information case: a benchmark

Consider the benchmark case in which the regulator knows the
parameter 6. The problem of the principal under full information is
then given by:

1 For example, if the agent is a monopoly the parameter « may be such that it weighs
more consumer surplus than firm profits.

2 Raising and transferring $1 through public channels costs society $(1+4). Transfers
between a firm and either consumers or the state may involve administrative costs, tax
distortions or inefficiencies that can be taken into account in the design of the regulatory
mechanism. See, for example, Laffont and Tirole (1986, 1993) and Caillaud et al. (1988).
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max W ([, t, )
Lt

subject to U (I, t, 8)>0.
Solving (1) for t and substituting ¢ in (2), the problem is equivalent
to:

max W (I, U, 0)
LU

subject to U>0.
That is,

max w(l, €)+uu(l, )—uUsubject to U> 0.
LU 3)

The first order conditions (where subscripts denote partial deriva-
tives) are given by:
W (%, U*, 0) = w (I*, 0)+uu (I*, 6) = 0, 4)
%)

Given that transfers are costly to the principal, the full information
policy consists of /*(0) determined by (4) and payment transfers such
that the agent obtains no utility, *(0)=—u (I*(0).0). Note that,

dr©) _
do

U*=0.

_Wo
Wi

where Wy (I*, U*, @)=wyy (I*, 0)+uup (I*, 0). As a consequence, the sign
of % is the same as the sign of Wj,.

4. Characterization of optimal contracts under private
information

We now analyze the optimal policy when the agent has private
information concerning the parameter 6. The parameter 6 is continu-
ously distributed on the support ®=[9, ] according to the cumulative
distribution function F(#) and the strictly positive density f(6). We
assume that F (0) satisfies the monotone hazard rate condition; that is,
the ratios - ff()a) d % are non-decreasing functions of 9.%.

The single-crossing property, which states that the greater the
parameter 6, the more systematically willing an agent is to forego
transfer payments to obtain a higher value for [, holds if the firm’s
marginal rate of substitution (MRS) of the action variable for transfer
payment grows with 0. Given the agent’s utility defined by (1), the
marginal rate of substitution is MRS,,=—%/’=—u,. Without loss of

. IMRS
generality we assume %=u91>0.

To characterize the optimal regulatory policy under private infor-
mation we first determine the class of feasible policies and then select
the optimal policy from that class.” At the first stage, we restrict the
analysis to direct revelation mechanisms by the revelation principle.® A
direct revelation mechanism is composed of transfer functions and
associated action variable levels given by {I(0).t(0) }oco. Therefore, we
may be restricted to regulatory policies which require the agent to
report his private information parameter truthfully, that is, incentive
compatible policies, to determine the class of feasible policies. The
principal maximizes the expected social welfare subject to the following
incentive compatibility and individual rationality constraints:

Incentive compatibility constraints (IC): the agent reports 6

3 These properties require the density function not to increase too rapidly. They are
satisfied by distribution functions frequently used in the literature (for example,
Uniform, Normal and Exponential).

4 Araujo and Moreira (2010) study a class of adverse selection problems where the
agent’s utility function does not satisfy the Spence-Mirrlees Condition or, also named, the
single-crossing property.

5 We adopt the approach of Baron and Myerson (1982) and Guesnerie and Laffont
(1984). In this paper, we follow closely the approach by Baron (1989) that is very
intuitive from an economic viewpoint.

©The revelation principle was established by Myerson (1979) and Dasgupta,
Hammond and Maskin (1979).
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truthfully if the utility it expects to obtain by announcing his type is at
least as great as the expected utility from any other report. That is,

AQOU®O >U®B, 0 Y @,0) e 02

where U (9, 0)=u(l (), 0)+1(9) and U (0)=U (0, 9).”
Individual rationality constraints (IR): the principal cannot force
the agent to participate if it expects negative profits. That is,

(IR)U@ =20 Veoeo.

The problem of the principal (for instance, a regulator) can be
written as:

max
1(6).1(0)

7
f w (@), t(@), 8)do
0 (6)

subject to IR and IC.
The following lemma characterizes the class of policies that satisfy
IC.

Lemma 1. The necessary and sufficient conditions for IC are:

() “P=u,y(10), 0).
(i) ug(1(60). )" V205,

Therefore, we can replace IC in problem (6) by conditions (i) and
(ii) of Lemma 1. The resolution of this problem requires, in general,
using optimal control theory. As Baron (1989) shows, in the basic
adverse selection model where uy is either positive or negative for any
6, ° optimal control theory can be avoided following a simple shortcut:
Condition (i) can be written as a simple formulation of the agent’s
utility that incorporates the required informational rents to satisfy IC
and that allows knowing where IR is binding."’

Lewis and Sappington (1989) reconsider the basic model and
introduce the term “countervailing incentives” to refer to a model
where the incentive of the agent to understate or overstate his type
could be different for different types (that is, the sign of uy could be
different for different types). The presence of countervailing incentives
has some technical implications: if the agent incentives (the sign of uy)
are not identified a priori, then we would not be able to rely on the
classical Baron’s approach and it would be necessary the use of optimal
control theory to solve the problem. The resolution of the problem
would determine the direction of informational rents (ex post).

Nevertheless a total characterization of countervailing incentives
will allow ex ante the identification of the agent’s incentives for any IC
regulatory policy and, therefore, the optimal direction of the informa-
tional rents. As a consequence, it will be possible to solve the principal
problem without using optimal control theory following closely Baron’s
(1989) approach.

Assume that the agent is responsive (see Cailleau et al., 1988) which
implies that /*(0) is a non-decreasing function of ¢ and therefore can be
implemented under private information through a transfer ¢(/*(9))
such that “2% =y, (1% (0).0).

When uy (I*(0),0)=0 ¥ 0 € [0, 9], the optimal allocation under com-

7 For simplicity we omit some arguments of the agent utility function.

8 The proof of Lemma 1 is standard and therefore omitted. See, for example, Baron
and Myerson (1982) and Guesnerie and Laffont (1984). Note that part (ii) implies that a
local optimum is always global.

2 The sign of uy for any incentive compatible /(6) is crucial to know the direction of
informational rents. A positive (negative) sign implies that higher (smaller) types have to
be compensated more because they have more incentives to announce smaller (higher)
types.

10 For example, in Baron and Myerson (1982) ug(p(0), 0)=—q(p(6)<0 ¥ 6 € [8, F].
This conditiog might be replaced by the following formulation of the agent utility

U ©)=U @)+ f q(p(u))du, where the second term represents the informational rents. The

result of this’ problem is well known: given that transfers are costly, there are no
informational rents at the top (IR is binding at 8, U (9)=0) and there is no distortion at
the bottom.
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plete information is implementable through the transfer
t(I*(0)) = r*(0), and therefore it would be optimal under private
information (see Lewis and Sappington, 1988a). When
ug (I*(0),0)#0 for some 0 € [, A] and transfers are costly, the optimal
allocation under private information is, however, different from /*(9)
because the expected value of the associated transfer 7(/*(0)) is too
high. The principal faces a trade off between the cost of informational
rents and the welfare loss generated by the departure from the
complete information allocation. In order to solve this trade off, the
principal would distort /(9). The sign of this distortion is related to the
sign of uy(I*(0).0). Let [’ (6) be the optimal allocation under private
information and let [ (@) the allocation such that
ug(lN (6),0)=0V 6 € [0, 9], that is the allocation that minimizes informa-
tional rents.
We provide some examples for [ (6):

e In Baron and Myerson (1982), uy(p(0), 0)=—q(p(#)), then the
pricing policy that cancels the informational rents is such that the
monopoly does not produce.'’ Therefore, information rents always
appear under private information, p*’ (0)#p (9) .

e In Lewis and Sappington (1988a), us(p(0), 0)=q,(p(0))[p(@)—cl,
and given that there is no «cost of public funds,
pPL(O)=p (0)=p*(@)=c V O€[4, ]. As a consequence, informational
rents never exist. However, when the cost of public funds is
considered (Aguirre and Beitia, 2004, 2008),
p0) > p" (0)=F (0)=cVoelb, 9).

® In Maggi and Rodriguez-Clare (1995a), uy(q(0), 0)=—v'(0)—q(0)
(where v((@) is the agent reservation utility level and ¢(0) the
output produced by type ), then § (6)=—v'(0) and the relationship
between ¢/ (8), §(#) and ¢*(9) depends on 7' (0).

4.1. Necessary and sufficient conditions for countervailing incentives

We consider the following definition of countervailing incentives.

Definition 1. Countervailing incentives. There are countervailing
incentives when the incentive of the agent to understate or overstate his
type depends upon his realization. '

For any IC allocation, the incentive of the agent to understate or
overstate his type is directly related to the direction of his informational
rents. The next lemma states the direction of the informational rents.

Lemma 2. The direction of the informational rents.

(1) For any type 6 € [0, 8] such that uy(*(0),0)>0, the optimal
allocation under private information must be such that
ug (I*(0),0)>uy (1 (9),0)>0. Consequently, such a type of agent
would have an incentive to understate the true value of the private
information = parameter, ¢. Further, we have that
[o<" ©) <.

For any type 6 € [0, #] such that uy(I*(0),0)<0, the optimal
allocation under private information must be such that
ug (I*(0),0)<ug (I (6),0)<0. Consequently, such a type of agent
would have an incentive to overstate the true value of the private
information parameter, 6. Further, I*(0)</” (6) < I (9).

Lemma 2 states that the direction of the informational rents when
the principal implements any IC allocation is necessarily the same as
the direction of these rents when we implement /*(0) under private
information. This means that the incentive of the agent to understate or
overstate his type under private information is the same as his
incentive when /*(0) is implemented through the necessary transfer
to guarantee IC.

(i)

11 Under linear demand g (p)=a — bp,  (0)=alb.
12 gee, for instance, Lewis and Sappington (1989) and Maggi and Rodriguez-Clare
(1995a, 1995b).
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Moreover, the single-crossing property, ug>0, implies that the
optimal allocation under private information will always be between
the two reference values, [*(0) and IN(H). The principal will move from
*(0) and 7(0) in order to solve the trade-off between maximizing
welfare and minimizing informational rents.

The next theorem states almost tautologically the conditions under
which the optimal policy under private information exhibits counter-
vailing incentives. We only require the function uy to be a monotonic
function of ¢ (that is, fully non-increasing or fully non-decreasing).'?

Theorem 1. The principal’s optimal policy under private information
presents countervailing incentives if and only if under full information
there exists a type deo, 0) such that uy (I* (@), 6)=0, that is [ (9)=I*(#).

Proof. Assume that uy is a non-decreasing monotone function of 6.
(The proof when a non-increasing function is similar).

(i) Necessity is almost trivial. Assume that there does not exist a type

fe9, d) such that ug(l*(GN ), il )=0. Then from monotony or
ug (I*(0), 9)<0 V 0 € (4, 9), and therefore from Lemma 2, any
type would have an incentive to overstate his realization or
ug (I*(0), 9)>0 V 0 € (8, ) and, consequently, from Lemma 2,
any type would have an incentive to understate his realization.
As a consequence, there are not countervailing incentives.
It is also straightforward to show sufficiency. Assume that there
exists a type §e(ﬁ), 0) such that ug(l*(é)N), 5)=0. If uy is a strictly
monotone increasing function, then uy (I*(0), 0)<0 V 0 € (6, 9)
(and, from Lemma 2, these types would have incentives to over-
state) and uy (I*(0), 0)>0 V 0 € (GN , @) (and the incentive would be,
therefore, to understate). As a consequence, the incentive of the
agent to understate or overstate his type depends on his realiza-
tion. So there are countervailing incentives.i

Theorem 1 provides a complete characterization of the existence of
countervailing incentives that will allow solving the principal problem

under private information in a simple way without using optimal
control.

(i)

4.2. Characterization of the optimal policy under private information

Once identified the presence of countervailing incentives (that is,
there exists a type §e(g, 0) such that ug(l*(5 ), 5):0)) we proceed to
solve the principal problem following closely the approach by Baron
(1989). The optimal policy under private information depends crucially
on the curvature of U for any implementable policy. This curvature is
given by:

dl

dPUO) _dug _dl
o do

a6 T do

Ugg.

Given that u(,,%ZO for any implementable policy, the sign of %
depends on both the sign and the relative magnitude of ug.'* In order
to solve the problem under countervailing incentives, we distinguish
three cases:'”

a) ug<0 (small enough in absolute value)

In this case, U is convex for any implementable allocation and U
reaches its minimum at § when there exist countervailing incentives.
Further, 7(0) is a non-decreasing function of 6 and, therefore, is
implementable under private information. Note that in this case we
have that under private information u,(/ (GN ), ] )=0, uy(1(0),0)<0
Vo e[, 0) and uy(1(6).0)=0 V0 € (d, 8], given that uy(I* (@), §)=0

13 That is, ugg does not switch signs across the interval of types [0, 0].

14 Note that the curvature of U (6) determines who obtains the highest informational
rent in equilibrium.

15 Note that our classification of cases is similar of that used by Maggi and Rodriguez-
Clare (1995a) even though our approach considers a general utility function for the
agent.
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d*U ) _dug >
dg2 T do =
and (0,0] yields, respectively:

W _,.(1(0),0) over [0.9)

and 0

0. Integrating both sides of

0
U@ =U@) - /u(,(l(v),v)dv Yoe o),
0

and

0
U@ =U@) + fug(l(v),v)dv voe@,a),
7

U (@)20.
The principal’s problem can be written as:

max
1(0),U (0)

0
[wa@. 1o, 0 @0
0 (7

0
subject to (@) U©) = U@) — /u,,(l(v), Wdv YV oeE®,D),
0

0
GU® =U@) + fug(z(v), wdv VYoe@,0),
7

©U@)>0,
dl
(d)%ZO,

(@up( (), §)=0,
(Hug (), 0)<O  Voe[g, 0),

(Que((0), 0)=0 VOe(@, 0].

Plugging (a) and (b) into the objective function and taking into
account that (c) is binding at the optimum we can rewrite the social
welfare in state 0 as:

_ w(l(0), O)+uu(l (@), 9)+ﬂ%u9(1(0), 0) V 0e(g, 5)
W(10). 0) = o .
w(l(0), O)+uul(0), O)—p 70 ue(l(a), 0) V 0@, 0).

The principal’s problem becomes:

7
maX/W(l(@), ) f (0)do
o J ®
subject to (d), (e), (f) and (g).

The next proposition characterizes the principal’s optimal policy
under private information.

Proposition 1. The optimal policy under private information
{IP1(0),t71(0) }oe(0.9) is given by:

i(6) 9<0<6,

IPLO)=4T (6)6,<0<05,
h(6)0,<0<0

0
= [ueW ), dv=u(” (6), 6)9<0<f

e =4 ,° :

[ ug(P' @), vYdv—u(I” (9), 0)0<0<0
7

where [(0) solves w;(i(0), 0)+uw (5(0), 0)+u=Pug (4(0), 0)=0, and

0}
b(0) solves w;(5(0), 0)+uy (b (0), 0)—u' ==

G

uell(iz(g), 0)=0. The types
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A
l
O
58
‘0 lPI(H)
0‘ : _
>
“0 : l(g)
o
Q 91 g 02 5 0

Fig. 1. Optimal Policies under full information and under private information when
ugp=0. Pooling equilibrium appears under private information.

0, and 6, are such that constraints (f) and (g) are binding, respectively,
and therefore f (9)=I (6;) and k, (6,)=I (6,).
Note that the constraint (d), %20, and the single-crossing property,

ug >0, imply that when the constraint (f) is binding for a type 6,€(6, g )y
then it will be binding for any type in (6, §). Alternatively, if the
constraint (g) is binding for a type 0,€(@, 01, then it will be binding for
any type in (4, 6,). As a consequence, (" (0)=I (0)V 6 € [6;, 6] and
there are no informational rents for types in this interval.

Note that when ug=0 then lN(Q):l*(g)v 0 e[0, 0]. As a conse-
quence, in this case there would be a pooling equilibrium in the interval
[0y, 65], as illustrated in Fig. 1.

Nevertheless, when ug <0, I (0) is a strictly increasing function and
therefore the optimal solution under private information depends on 6
even though some types do not receive informational rents, as
illustrated in Figs. 2 and 3.

Fig. 3 represents the agent’s utility under private information when
the optimal level of the action variable under full information, /*(6), is
implemented through the transfer needed to guarantee incentive
compatibility, #(/*(9)). Given that the implementation [/*(#) under
private information generates high informational rents, the principal
deviates from this level and in order to reduce these rents, they will be
zero in the interval [0, 6,].

This kind of optimal contract has characterized many incentive
problems in the literature. In a labor economics context, Kiibler (2002)
analyzes the optimal contract between an employer and a worker when
the productivity of the worker is not observable by the principal (the
employer). In a context in which the more productive a worker is, the

A

%) 6, 60 0, 0 0

Fig. 2. Optimal Policies under full information and under private information when u is
not too concave.
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ur(0),¢(l"(6)),0)

Luar(e), (1" (6)),6)

0, 2 [%

Fig. 3. Agent’s utility when /*(9) and [*/ (9) are implemented under private information

0, g

| -

and ugy<0.

higher is his reservation utility, she shows that optimal contracts may
be characterized by countervailing incentives (compare for example her
Fig. 1 with our Fig. 1). Aguirre and Beitia (2008) consider the
regulation of a multiproduct monopolist with unknown demand and
show that when the firm sells demand complements then counter-
vailing incentives characterize the optimal contract in contexts where
the firm would want to practice cross-subsidization under full informa-
tion. Finally, in a context of health economics, Choné and Ma (2011)
discuss how countervailing incentives of this type may characterize the
optimal contract.

b) ugg>0.

The principal faces the same maximization problem as in the
previous case (U is strictly convex for any implementable allocation)
but now [ is a decreasing function of 6 and, as a consequence, it is not
implementable under private information. The next proposition sum-
marizes the optimal contract under private information.

Proposition 2. The optimal policy under private information
{171(0),t™(0) Yoer0.0) 1s:

1(0)0<0<6,

I*(6)6,<0<0,,

b(0)0,<0<0

ZPI (9) —

where [ (0) solves w,(,(0), )+uu,(4(0), )+l Pug (i (6), 6)=0, and

7o
L(©) solves wi((0). )+ui (B(6), 0)—u (" ua(L(6), 6)=0. The types

0, and 6, are such that § (0)=h @0,)=1*(0).

By Lemma 2 we know that I” (9)=1*(0)=I (§). Given that [ (0) is a
decreasing function of @ and I/ (0) is necessarily non-decreasing (by
constraint (d)), we know that the optimal policy under private
information is such that 1”@ < " @) =1*@)=T@) <T©®) Vo< @0
and 7(0) <T@)=1#@)=1P@)<IP@®)V 0 @, 0], which implies
that constraints (e) and (f) are never binding. Pooling equilibrium
appears at an interior interval of types [6;, 6,]. At the interval (8, ),
given that uy(/(0),0)<0, the principal deviates from the optimal
allocation under complete information by increasing [ in order to
reduce informational rents, but once he reaches I’ (5):1*(5) at 6,
IP1(9) remains constant until reaching §. A similar argument follows in
the interval (@, 9).

Fig. 4 represents the optimal policy under full information and
under private information and Fig. 5 illustrates the agent’s utility when
I*® and [/(9) are implemented under private information.
Proposition 2 states that as in the case where ug,=0, there is pooling
equilibrium in the interval [0}, 6,] (see Fig. 4) but now the only type that
does not receive informational rents is § (see Fig. 5).

This kind of contract is obtained in Lewis and Sappington (1989).
They consider the regulation of a single product firm with unknown
total cost. The firm has private information on constant marginal cost
and on fixed cost, and they assume that both variables move in opposite
direction: the higher the marginal cost of a firm is, the lower is its fixed
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Fig. 4. Optimal policies when u is strictly convex.

ul(6),t(1"(6)),6)

U (), (1" (6),6)

4 0,

Fig. 5. Agent’s utility when /*(0) and {7/ (9) are implemented under private information
when ugg>0.

cost. The optimal regulatory policy exhibits countervailing incentives:
for low realizations of 6 the firm’s incentive to overstate 6 will dominate
its incentive to understate 0, while for higher realizations the dominant
incentive will be to understate 6. Under private information, the
optimal contract is such that an interior type obtains zero profits and
there is pooling equilibrium for an interior interval of types.

¢) ugg<0 (high enough in absolute value).

In this case U is concave for any implementable allocation and
reaches its maximum at § when there exist countervailing incentives.
Moreover, [ is an increasing function of # and, therefore, is implemen-

table under private information. Given that Mg(l*(g ), il )=0 and
%:%50, then uy(1(9), 8)=0, us(1(0)0)>0 VO€[0,0) and
ug (10),0)<0V 0 € @, 0. Integrating both sides of %=Mg(l(0),9) over

[6.0) and (6,0] yields, respectively:

0
ue)=u@ + /ug(l(v),v)dv Ve, 0),
0

and

2
U® =U@) - fu,,(z(v),v)dv voe@,a),
0

where U ()>0 and U (6)>0.
The principal’s problem can be written as:

1(0).U (0)

g
max / W {L(©0). 1(0). O)f (0)do
o )
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0
subject to (a") U(@) = U (0) + fug (I(v),v)dv V@€, 5),
6

a
GHYU@ =U@) - /ug(l(v), vdv VOe@,0),
0

(cHU (9)=0,

(d)U ()0,
ydl
(e )da >0,

(fug(L(0), 8)=0,
(&) up(L(6), 0)=0 Voe(®, 0),

(W) ug(L (), 0) <0V 0€(@, 9].

Plugging (a’) and (b’) into the objective function and taking into
account that (¢’) and (d’) are binding at the optimum, we can rewrite
the social welfare in state 0 as:

Mu (), 0 vV 6e

W (1(0), O)=w((0), O)+uu(l(0), 6)—
1), O)=w (), O)+uu(l(©), 0)—p 0 ,

[o. 91.

The principal’s problem becomes:

g
%xf W), 6)f (0)do
9 (10)

subject to (€), (), (g) and (h").
The next proposition characterizes the principal’s optimal policy
under private information.

Proposition 3. The optimal policy under private information is
{lPI (H)JPI @) }96[,9.51 where
I71(8) solves wi (1" (0).6)+puy (1" (0).0)~u =L Dug (17" (6).6)=0.

Proposition 3 implies that for all types different from 8 the principal
deviates from the first best /*(6)in order to reduce informational rents.
The direction and the amount of the deviation is given by

y%um(l” 1(0).0), which is minimum at §, maximum at the end

of the interval and, by constraints (g’) and (R), it has the limit at 7).
Fig. 6 illustrates the optimal policies both under full information
and under private information, and Fig. 7 shows the agent’s utility
when [*(0) and /*/ (0) are implemented under private information.
Maggi and Rodriguez-Clare (1995a) consider a situation where a
principal contracts with an agent to produce a certain amount of output

IPI(H)
1*(0)

v

Fig. 6. Optimal policies when U is strictly concave.
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U@re),t(1"(6)),0)

2] 0 )

Fig. 7. Agent’s utility when /*(0) and "/ (9) are implemented under private information
when u is strictly concave.

and compensates him with a monetary transfer. Constant marginal cost
(increasing with the type) is privately observed by the agent and it is
assumed that the agent also has an outside opportunity that provides
him with a reservation utility decreasing with marginal costs. When the
reservation utility is highly convex then uy <0 (high enough in absolute
value) and the analysis of Maggi and Rodriguez-Clare (1995a) is well
described by Fig. 7 where informational rents are bell-shaped with both
extreme types earning no rents. In an environmental economics
context, Sheriff (2008) considers the socially optimal policy for
reducing emissions in politically influential sectors. He shows that
countervailing incentives can exist if high productivity is correlated
with high foregone profits from abatement, and the incentive of over-
state or under-state productivity depends crucially of the realization of

Appendix A
A.I Proof of Lemma 2

(i) Proof by contradiction.

Economic Modelling 62 (2017) 82—-89
private information.

5. Concluding remarks

This paper develops a simple method of characterizing counter-
vailing incentives in adverse selection problems. The key element in
our characterization consists in the analysis of the properties of the full
information action profile. This allows us to solve the principal problem
without using optimal control theory. Our methodology can be applied
to a variety of adverse selection problems in different areas such as
health economics, monopoly regulation, labor contracts, limited liabil-
ities and environmental regulation.

There is also a literature on multidimensional screening that
considers incentive mechanisms when private information concerns
more than one variable (see, for instance, Rochet and Stole, 2003) in
which countervailing incentives have also been studied. Boone and
Schottmiiller (2013) analyze optimal procurement mechanisms when
firms are specialized. They assume that the procurement agency has
incomplete information concerning the firms’ cost functions and values
high quality as well as low price. They analyze a two-dimensional
screening model with countervailing incentives. Szalay (2013) con-
siders the regulation of a two-product monopolist when private
information concerns two variables and characterizes the optimal
policy that exhibits countervailing incentives. Future research may
consider extending the analysis to such multidimensional problems.
Finally, it would be also interesting to analyze in future research the
application of our methodology to dynamic agency problems (see, for
instance, Li et al., 2016).

Assume that (7 () is the solution under private information such that for a type 6,€[ 8, 8] we have that uy (I* (0y), 00)>0>1ug (17! (8y), 6). Then

the single-crossing property, ug >0, implies that I*(00)=1 0) > I71(0y).

At 0, the slope of U (9) required to induce truth-telling, given Lemma 1, part (i), is:

au (6o

= up(IP1(6y), 65) <0
20 ug (1" (6p), 6o)

which specifies how informational rents must change with 6. Individual rationality (IR) and the monotonicity of uyimply that any type

0 € (0), 6y] would obtain a strictly positive information rent.

Consider an allocation / (9) such that [ (0)=I"7 (9)V 0 # 6, and f (00):IN (6o). A move from [ to f (0) increases the principal’s welfare since the
distortion is reduced and informational rents also decrease. Thus we have reached a contradiction.

(i) The proof is quite similar to part (i), and hence omitted.l
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