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Abstract

This paper examines a two-period moral hazard model with an inequality-averse agent. We
show how the agent’s past performance will help the principal to relax incentive compatibility
constraints and how the existence of an inequality aversion of the agent affects a level of wage in
each period in a long-term contract. In particular, we focus on the performance in period 1 on
the level of wage in period 2. We show that the agent’s wage in period 2 depends on performance
in periods 1 and 2. This implies that the long-term relationship creates the opportunity for
intertemporal risk and inequality sharing.
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1 Introduction

In recent years, other-regarding concerns such as fairness and reciprocity have been introduced into
strategic environments by many researchers.! In particular, Fehr and Schmidt (1999) and Bolton
and Ockenfels (2000) propose a class of preferences with inequality aversion and investigate their
implications in economic models. It is observed that other-regarding preferences may have a positive
role in a moral-hazard situations (Charness, 2004; Fehr, Géachter, and Kirchsteiger, 1997; Hannan,
Kagel, and Moser, 2002). The observation has stimulated research into a theoretical analysis of the
contract theory.? Itoh (2004) examines the fundamental properties of the second-best contract with
other-regarding preferences by introducing the Fehr-Schmidt utility function. By using a continuous-
effort model of Holmstrom (1979), Englmaier and Wambach (2010) set up a model where an agent
has an inequality-averse preference, which is a variant of the Fehr-Schmidt preference, and provide a
comprehensive treatment of the moral-hazard problem under inequality aversion.

Most works of behavioral contracts employ a one-period moral hazard model. However, since
the works of Lambert (1983) and Rogerson (1985), the importance of long-term contracts are widely
recognized. This paper aims to examine how inequality-averse concerns affect long-term labor con-
tracts. In particular, we incorporate inequality aversion into the standard model of repeated moral
hazard, developed by Lambert (1983) and Rogerson (1985).> Our formulation of inequality aversion
follows the work of Englmaier and Wambach (2010) with a variant of Fehr-Schmidt preference. We
clarify the properties of the first-best contract and the second-best contract. Since we assume that
individuals have separable utility functions, the first-best contract is independent of the history of
outcomes: the second period wage function is determined only by the current outcome. In the case
of the second-best contract, the second-period wage function is dependent on the past histories. In

such a case, the first-period economic performance, which determines the first-period inequality, also

'See Fehr and Schmidt (2006).

2Many works focus on the effects of other-regarding preferences on optimal contracts. Other-regarding concerns
are introduced into relationships between a principal and an agent (Itoh, 2004; Dur and Grazer, 2008; Englmaier and
Wambach, 2010), between agents (Demougin, Fluet, and Helm, 2006; Bartling, 2008; Bartling and von Siemens, 2010a;
Neilson and Stowe, 2010), between agents in team production (Daido, 2004, 2006; Rey-Biel; 2008; Bartling and von
Siemens, 2010b), and between agents in tournaments (Grund and Sliwka, 2005).

3For other papers on repeated moral hazard, see Radner (1981) and Chiappori, Macho, Rey, and Salanie (1994).



affects the second-period effort level of the agent. Thus, economic performance and inequality in the
second period depend on the first-period outcomes, and the interaction between the past inequality
and the current inequality arises in our model.

The rest of this paper is organized as follows. Section 2 formulates our model. Section 3 presents

our results. Section 4 concludes the paper. The Appendix contains detailed derivations of our results.

2 The model

A principal hires an agent to work and the relationship between them is repeated for two periods. We
basically follow the notation introduced by Englmaier and Wambach (2010). In period ¢ € {1, 2}, the
agent selects a level of effort e; € [e,€]. The outcome (profit) z; € [z, T] is realized at the end of each
period depending on the level of the effort. Then, x; and x2 have distribution functions F'(xi|e;)
and F(za]ez), with everywhere-positive density functions in the intervals, f(z1le;) and f(x2leq),
respectively. These probability functions are assumed to be differentiable. Note that the outputs,
1 and x2, are independently distributed over time, so the past realization, x1, does not yield any
information on the current realization of the profit z5. The effort exerted in one period has no effect
on the profit in any other period.

We impose the monotone likelihood ratio property:

e, Oree
S >0 =2 >0,
8%1 ’ 81’2

The principal’s strategy is to determine what wage is paid in each period. Let wi(z;) and
wa(x1, x2) denote the wages paid to the agent in periods 1 and 2, respectively. The contract offered
by the principal specifies the pair of wages w = {w(x1), wa(z1,22)}. Note that we depends on x;
and xo.

The principal’s net expected utility is

BUp = [ farte) [o1 = wnen) + [ Foaleaton))lea — walior w0ldre) don

Note that the principal is risk-neutral.



Given the contract, the agent decides how much effort e; to exert in each period t. Let the pair
of efforts made by the agent be denoted by e = {ej,ea(x1)}. Note that ey can depend on ;.

The agent’s payoff consists of three parts: utility from wealth u(w;), cost incurred from efforts
c(et), and inequality aversion G(z; — 2w;) (explained below). We also assume that «/(-) > 0 and

d(-) > 0.
BUs= [ Faler [u<w1<x1>> Gl — 2 (1))

+ /I f(zalea(zr))[u(wa(z1, 22)) — G(x2 — 2wa(x1,22)) — c(ea(xy))]dxs |dz1 — c(e1),

with G/() {> 0 lf [xl — wl(azl)] > wl(xl) or [1‘2 — wg(xl,:rg)] > wg(xl,azg)
< 0if [z1 —wi(z1)] < wi(zr) or [x2 — wa(x1, x2)] < wa(z1,22)
G"(-) >0, G(0) =0, G'(0) = 0.

G represents the other-regarding concern. Under our formulation, the agent is altruistic toward the
principal if the agent’s income exceeds the principal’s income, while the agent feels envy otherwise.

The timing of the game is organized as follows. The players can precommit to a two-period
contract beforehand. At the beginning of period 0, the principal offers the wage contract w =
{wi(x1),wa(x1,22)}. Then, the agent can decide whether to accept the offer or not. If the agent
rejects the offer, the game ends and the agent obtains an identical reservation utility U//2 in each
period. If the agent accepts the offer, he chooses a level of effort, e, in period 1. At the end of period
1, both players observe the realization of profit x1. In period 2, the agent chooses the level of the
effort, ea(x1). At the end of period 2, z is realized, and both the principal and the agent observe it.

Then, the wage is paid to the agent.
3 Analysis

In this section, we begin by solving the first-best problem, and then consider the second-best problem.



3.1 The first-best contract

We now examine the case where the level of the effort is contractible, i.e., there is no moral hazard

problem. Then, the principal’s maximization problem is given by

{rglavzl)i EUp = /:f(xﬂel)[xl —wi(x1) + /:f(xgleg(a:l))[xg — wo(x1, x2)|dxe)dy,
subject to (PC) /w f(z1lern)[u(wr(z1)) — G(ay — 2wy (1)) +

/x f(xalea(x))[u(wa (21, 22)) — G(xg — 2wo(x1,w2))]dxs — cea(x1))]drr — c(er) > U.

The constraint in this problem is called a participation constraint (PC). It requires that working for
the principal is at least as good as other work opportunities for the agent.

The Lagrangian of the problem, L, is as follows:
Lp —/ f(z1ler)[z1 — wi(z1) +/ f(zalea(w1))[r2 — wa(w1, v2)]dwa]dzy
[ farlenlutwn (@) - Glar - 2 (e0)+

/ f(walea () [u(wa (21, 22)) — G(xg — 2wa(21, 2))|das — c(ea(21))]dry — c(er) — U},
where ) is the Lagrange multiplier of (PC). Differentiating £z with respect to w1 (z1) and wa(x1, x2),
we obtain

Al (wi(21)) + 2G" (21 — 2wi (21))] = 1, (1)
At/ (wa(z1, 22)) + 2G" (22 — 2wa (w1, 22))] = 1. (2)

Then A[u' + 2G’] = 1 holds under the first-best contract.

Differentiating (1) with respect to x; and (2) with respect to z9 and rearranging the expressions

yield
roy 1 u” (w1 (1))
W) = 5+ Gy = 2w (21)) — 307 (wn (21)
Owa(w1,72) _ 1 u” (wa (w1, 2))
o 2 8G"(xo — 2wa(x1,m2)) — 20" (wa(x1, 22))

The following result states the slope of the first-period wage function.



Proposition 1. Under the first-best contract,
(i) if the agent is risk-neutral with respect to wealth, then w)(z1) =1/2;

(i) if the agent is risk-averse with respect to wealth, then wj(z1) € (0,1/2).

Proof. See the Appendix. B

According to Proposition 1, the slope of the wage in period 1 is 1/2 when the agent is risk-neutral,
while that of the wage in period 1 is greater than 0 and less than 1/2 when the agent is risk-averse.
This result is similar to the result of Englmaier and Wambach (2010), which incorporates inequality
aversion into a one-period moral-hazard model.

The intuition behind Proposition 1 is as follows. When the agent is risk-neutral, only inequality
matters. In the presence of inequality aversion, the agent dislikes the income difference between the
two. Thus, both get a more equitable share, yielding w)(z1) = 1/2. When the agent is risk-averse,
he prefers the slope of the wage to be more flat, yielding w}(z1) < 1/2.

Next, consider the wage function in period 2. We have the following proposition.

Proposition 2. Under the first-best contract,

(i) if the agent is risk-neutral with respect to wealth, then Ows(x1,x2)/0x2 = 1/2;
(i) if the agent is risk-averse with respect to wealth, then Ows(x1,x2)/0x2 € (0,1/2);
(11i) Owa(x1,x2)/0x1 = 0.

Proof. See the Appendix. B

The intuitions behind Proposition 2 (i) and (ii) are the same as those behind Proposition 1 (i)
and (ii), respectively. Proposition 2 (iii) states that the realization of the outcome in period 1 has
no effect on the wage of period 2. This is because the principal chooses the optimal level of effort
in each period by the assumption that the effort can be contracted. Thus, we can confirm that the

cross effect Qwq(x1,x2)/0x1 is zero.
3.2 The second-best contract

Subsequently, we examine the case where the level of effort cannot be contracted. The offered contract

cannot be made contingent on the agent’s choice, and thus, there exists a moral-hazard problem. The



first and second constraints are incentive constraints in periods 1 (IC1) and 2 (IC2), which require

that the agent’s strategy is incentive-compatible in both periods:
10D e1 € argma [ a1 fo)uuwn(e2)) - Gas — 201e1)
+ /;f(w\e?(xl))[u(m(xh r2)) = G(xg = 2wa(21, 22))|ds — c(ea(z1))]dry — c(€),  (3)
(IC2) ex(1) € arg max / * Fwal)u(wn (w1, 2)) — Glas — 2wn(wn, 22)) s — (@), (4)

Following the first-order approach, equations (3) and (4) are replaced by the first-order conditions of
the agent, (IC1’) and (IC2’), respectively (see below). The second-best contract is then obtained as
a solution to the next problem:

x

max EUp = /wf(m1|61)[x1 —wi(xy) +/ f(z2lea(z1))[z2 — wal(z1, x2)|dxs]dzy,

T

subject to

(PC) [ farlen)lutun(e1) ~ Gl — 201 (1) +

[ faaleateutwntir, ) ~ Glos — 2us(ar,a2))ldns — cleaten)li — clen) 2 0.
aer) [ gt futun ) - 6o — 2o+

[ dwales(e)utun(on,22)) = 6oz — 2uar,ea)ldes — leatea)lde — ) >0

(IC27) /zfe(x2|eg(x1))[u(w2(:z:1,xg)) — G(x9 — 2wa(w1,12))]dzs — ¢ (e2(z1)) > 0.



The Lagrangian of the maximization problem is defined as follows:

£= [ swlenles—wen + [ Haaleatrn)s — water,)ldnld
A [ farlenlu(un (@) - Glar 21 (w))+
[ Haaleatelutun(en22) — Glaz  2ualir,e2)des — cleatin)ldes — e(er) - U}
i [ oleluton(en) - Gl — 2w o)+
[ Haaleaterlutuation,e2) - Glaa — 2ualir,za)dss = s — o1}
4:[%ﬂﬂm)éxﬁ@ﬂ@@ﬁﬂww@mxﬁ)—G@Q—m@@mxﬂWMQ—d@ﬂm»}ML

Differentiating the Lagrangian £ with respect to wy(z1) and wa(z1, z2), we have

(A + D) (wi(21)) 4 2G" (21 — 2wi (1)) = 1, (5)
()\ + D + Dg) [u,(’wg(l‘l,l‘g)) + 2G,(SU2 — 2’[1)2(5[71,1‘2))] =1, (6)
where
 felzi]er) _ 1 - fe(xalea(x1))
Pr=imane) P2 = Farlen™ ") Flasleatan))

Differentiating (5) with respect to z; and (6) with respect to z2, we have

o ()

ﬁ [u/ (w1 (1)) + 26" (21 — 2wi(21))] 3757
1

A4G" (1 — 2w (z1)) — u (w1 (21)) ’

, 1 su (w1 (1)) +

1
AG" (xg — 2wa (1, 22)) — u' (wa(z1, 22))

811)2(1’1,.%‘2)

8.%'2 _2

fe(z2]ea(z1))
x {1u”(w2(x1,:62)) L Wlwa(w1, ) + 2G (w2 — 2wp(21,22)) pa(21) O Flaaleatar) } :

2 A+ Dy + Dy f(ziler) 0o

Before presenting our results, we discuss how the incentive constraints distort the contracts by

comparing (1) with (5) and (2) with (6).



Let us consider period 1. D, is the difference between the first-order conditions of the first-best
and second-best contracts. This represents a distortion arising from the incentive constraint. We
provide an interpretation of this term. Note that p is the Lagrange multiplier of (IC1%). It then
represents the marginal change of the principal’s expected utility arising from a marginal relaxation
of (IC1"). D; can be interpreted as a marginal value of deviation from optimal risk sharing.*

Subsequently, we consider period 2. We focus on the difference of first-order conditions between
the first-best and second-best contracts. The distortion of period 2 between the two contracts is
decomposed into two terms, D; and Ds. D; is the first-period distortion. Then, the second-period
wage function is directly affected by the first-period incentive constraint.

We explain Dy. Note that pa(x1) is the Lagrange multiplier of (IC1’). It represents the marginal
change of the principal’s expected utility arising from a marginal relaxation of (IC2’). Then,
u2(x1)/ f(xz1]e1) represents a conditional value of the sensitivity of (IC2’) on the realization of the
outcome of period 1. Moreover, an interpretation of f.(z2|ea(z1))/f(z2]e2(z1)) is as a benefit-cost
ratio for deviation from optimal risk sharing in period 2 depending on the realization of the outcome
of period 1. As a whole, Ds can be interpreted as a marginal value of deviation conditional on z7.
It is noteworthy that this term depends on both the first-period and second-period outcomes.

We now present our results on the wage function in period 1.

Proposition 3. Under the second-best contract,
(1) if the agent is risk-neutral with respect to wealth, then wi(xz1) > 1/2;

(i) if the agent is risk-averse with respect to wealth, then wj(xz1) > 0.

Proof. See the Appendix. B

In the absence of inequality aversion, if the agent is risk-neutral, then the first-best effort is
achieved by a simple contract. The solution is an upfront “sale” of the profit to the agent before
the profit is realized since the delegation is costless to the principal. Thus, the agent can obtain
residuals of all profit, and only providing incentives matters. In this case, similar to the standard

moral-hazard problem, the principal offers the wage with slope 1 in each period, that is, w}(x1) =1

“See Holmstrom (1979, p.79).



and Qws(x1,x2)/0xe = 1.

Proposition 3 (i) states that in the presence of inequality aversion, the slope of the wage in period
1 is greater than 1/2 and not equal to 1. Thus, considering the case where the agent does not care
for the whole risk of the profit but cares for the difference in income distribution, the slope is greater
than 1/2 and less than 1.5 Proposition 3 (i) and (ii) can be interpreted as extensions of Englmaier
and Wambach’s (2010) study of one-period contracts.

We next present our results on the wage function in period 2.

Proposition 4. Under the second-best contract,
(i) if the agent is risk-neutral with respect to wealth, then Owa(x1,x2)/0x2 > 1/2;

(i) if the agent is risk-averse with respect to wealth, then Ows(z1,x2)/0x2 > 0;

(iii) Owa(z1, 22)/0x1 > 0 if Olpa(z1)/ f(z2l(e2(z1)) X fe(walea(21))/ f(22]e2(x1))]/0z1 > 0.

Proof. See the Appendix. B

Proposition 4 (i) and (ii) explain how the outcome in period 2 affects the wage in period 2. These
results have the same implications to Proposition 3 (i) and (ii). Proposition 4 (iii) states a sufficient
condition for the positive responsiveness of wy to x7.

We now explain why Proposition 4 (iii) holds. In general, the sign of the slope of the wage in
period 2 with respect to x1 can be positive or negative. As shown in the Appendix, we have the

following equation:

Ows (1, 22) 1 " U (wo(z1,12)) + 2G' (x2 — 2wa(z1, 22))
o0xy 4G”(CL‘2 — 2'[1}2(.%'1, .%'2)) — u”(wg(xl, 1’2)) A+ Dy + Do P
(+) (+)

f(z1ler) f(@2lez(z1)) flaalea(z1))
% H 8.%'1 + 8901 ' (7)

()

ole(ziler) a( p2(z1) fe(leez(xl))>

The expression in the braces of (7) is the key to determine the sign of dws(z1,22)/0x1. As

such, we focus on two terms in this brace, 0D1/0x1 = p10|[fe(x1le1)/f(x1|e1)]/0x1 and OD2/0x1 =

5If the limited liability constraint exists, then this ensures that the slope of the wage is bounded between 0 and 1.
For more detail, see Innes (1990).
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Olpe(x1)/ f(x2|(e2(x1)) X fe(zalea(z1))/ f(z2]ea(z1))]/O0x1. The two terms represent the second-period
distortion effect of deviating from optimal risk sharing as 1 changes. We call the first term the first-
period-distortion effect. Since the second-period wage function directly depends on the first-period
distortion, the first-period outcome affects the second-period wage through the first-period distortion.
It is clear that the first-period distortion effect yields a positive impact.

The second term represents an indirect effect of the first-period outcome. Since the effort is
state-contingent, a change in the first-period outcome induces a change in the second-period effort.
This leads to a change in the distortion related to the second-period incentive constraint. We call
the second term in the brace the commitment effect.

As stated in Proposition 4 (iii), if the commitment effect is positive, then the wage in period
2 is increasing in x1. Thus, the higher the effort level that is exerted in period 1, the higher the
wage in period 2 is. On the other hand, if the commitment effect is negative, then the sign of (7)
is ambiguous: it is positive when the first-period-distortion effect dominates the commitment effect,
but is negative when the first-period distortion effect is dominated by the commitment effect.

Finally, we explain a persistent feature of economic inequality. Note that the Lagrange multiplier
w1 in the first period is affected by the inequality aversion G of the agent. Then, u; partially reflects
the degree of inequality in the first period. The Lagrange multiplier pq is included in the second-
period first-order condition (6). Therefore, the second-period outcome, which includes economic
performance and inequality, depends on both the first-period Lagrange multiplier pq and the second-
period Lagrange multiplier uo. This implies that the degree of inequality in the second period

correlates with that in the first period.

4 Concluding remarks

In this paper, we investigated the repeated moral hazard under inequality aversion. We clarified the
properties of the second-best contracts. In particular, it was shown that the wage is dependent of
the past history under the second-best contract. Moreover, we characterized the basic mechanism of

the historical dependency of the worker’s wage.

11



Throughout this paper, we considered the two-period case. Our results can be extended to the
T-period model (T" > 3). As in the two-period model, past histories affect the optimal contract,
but the mechanism is more complicated. The fundamental suggestion is, however, the same: the
principal must take both current-period and future-period incentives and inequality aversion into
account to exert the agent’s effort. To clarify this point, consider the three-period case. We explain
how the first-period outcome x; affects the wage in the third-period. First, the third-period effort
directly depends on the first-period outcome x1. Second, there exists another indirect effect. The
second-period effort, which determines the distribution over the second-period outcome, depends on
the first-period outcome x1. Thus, the first-period outcome x; affects the third-period effort through
the second-period outcome.

The persistence of past histories is observed in various experiments. For example, the results
of multiple trials of the public-goods experiment contrast with that of a single trial. In the case of
a single trial, most subjects cooperate with each other: they contribute 40-60% of their allotments
(Camerer, 2003). When the game is repeated, the cooperative behavior of subjects declines sharply
(Kim and Walker, 1984; Isaac, Walker, and Thomas, 1984; Andreoni, 1988). What is the cause of
this decline? Researchers have provided various explanations by experimental and theoretical studies.
One reasonable hypothesis is a reciprocity consideration among subjects (Dawes and Thaler, 1988).
In this case, past history matters for subjects. However, it is not obvious how past history relates to
a reciprocity consideration. In a general class of game with a long-term relationship, the relationship
is significant but complicated when players have other-regarding preferences. Our analysis clarified

the mechanism for a simplified but important class of games.
Appendix
Proof of Proposition 1: Differentiating Lr with respect to wy(z1), we have

Ao/ (wy(z1)) + 2G" (21 — 2wy (21))] = 1. (1)

12



Differentiating (1) with respect to z yields

o (wy (x1))w) (21) + 2G" (21 — 2w1 (1)) (1 — 2w (x1)) =0
2G”(a:1 — 2w1(a:1))

= wi(xl) = 4G" (21 — 2w (21)) — u” (wy (1))
oy = 26— 2un(e0) — W) + )
11 AG" (x1 — 2w (z1)) — w’ (w1 (1))
N | (w1 (1))
= wl(ﬁﬂl) = 9 + 8G”(l’1 . le(I’l)) _ 2u”(w1(:£1)) : (8)

(i) Consider the case where the agent is risk-neutral. Note that u”(-) = 0 holds. Substituting
u”(+) = 0 into (8), we have w](z1) = 1/2.

(ii) Next, consider the case where the agent is risk-averse. Since u”(-) < 0 and G”(-) > 0 hold, the
second term of (8) is negative. Thus, we have w/(x1) < 1/2. Since v”(-) < 0 and G”(-) > 0 hold, we

have

| u” (w1 (1)) 1 w"(wi(z1)) _
WilT1) = 54 3G = 2w (1) = 2 @) 2 @)

Thus, we have w](z1) € (0,1/2). &
Proof of Proposition 2: Differentiating Lp with respect to wy(z1, z2), we have
A (wa(z1, x2)) + 2G" (22 — 2wa(x1, 72))] = 1. (9)

Differentiating (9) with respect to 25 and rearranging the above expression, we have the following:

U"(W(whxz))w +2G" (9 — 2w (21, x2)) |1 — QM —0
Bwa(z1,22) _ 1 ! (ws (w1, ) o
8932 2 8G//({L‘2 _ 2’[02(5(31, .CCQ)) _ 211L//(,w2(:1;17 x2)) .

(i) If the agent is risk-neutral with respect to wealth, u”(w2(x1,22)) = 0 holds. By (10), we have
Owsy (1, w2)/0x9 = 1/2.
(ii) If the agent is risk-averse, u” (wa(x1,22)) < 0 holds. Since the second term of (10) is negative,

we have Ows(z1,22)/0x2 < 1/2.

13



(iii) Differentiating (9) with respect to x1, we have

0 , o ’
u//(w2(x17$2))w2§)?1562) + 2G”($2 — 2wsy(x1, x2)) [_QW} =0
wa(w1,22) _
81‘1 '

Thus, we have the desired results. B

Proof of Proposition 3: (i) Differentiating the Lagrangian with respect to wq(x1) and rearranging

this, we have

fe(z1ler)

f(x1]er) ] [u’(wl(l’l)) + 2G’(961 — 2w (z1))] = 1. (5)

[)\+H1

Differentiating (5) with respect to x1, we have

o ()
0 =p1 ————% [u/(wi(21)) + 2G" (x1 — 2wy (21))]

633‘1
; [A . u{;(“’l')} a0 ) (1) + (1L — 20 (21))26" (21 — 2un ()],

(z1]e1)
P Je(z1le1)
L (wi(21)) + M1W[u'<wl<xl>> + 26 (@1 — 2w (21))]

4G" (z1 — 2wy (1)) — v (w1 (21))

1
N, fe(ziler)
AU F e

(11)

Since the agent is risk-neutral, u”(-) = 0 holds, yielding the following equation:

fe(z1ler)
0 ( f(wlllell)

) [W/ (w1 (21)) + 2G" (21 — 2w1 (71))]

1 M1 071

1
, /\+Mfe(w1|61)

f(zq1ler) . (12)

A4G" (x1 — 2w (x1))
Since the monotone likelihood ratio property is assumed, O(fe(x1le1)/f(x1le1))/0x1 > 0 is implied.
Then, the signs of the second term are all positive except

1

fe(ziler)
A e

[ (w1 (21)) + 2G" (21 — 2wy (21))] (13)

To examine the sign of the above expression, we focus on the first-order condition (5), again. This
condition ensures that both terms [u/(wi(z1)) + 2G' (21 — 2w1(z1))] and [X + pu(fe(z1ler)/f(z1]er))]

have the same sign. Thus, since the second term of (12) is positive, we have w/(z1) > 1/2.
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(ii) Arranging (11) yields

2G" (x1 — 2w (x1))
4G" (21 — 2w (1)) — v’ (w1 (1))

9 (fe(xl\m)

wy(21) =

u{;"> o/ (w1 (1)) + 26 (1 — 2 (1))
AN ACT ‘
ot 6 = 20 ) = (o)

The first term is positive since G”(z1 — 2wi(x1)) > 0 and v”(w1(z1)) < 0 hold. The second term is

positive by (13) > 0. Thus, we have the desired result, w}(z1) > 0. B

Proof of Proposition 4: (i) Differentiating the Lagrangian with respect to wa(z1, z2), we have

()\ + D + Dg) [u'(wg(ml, 1’2)) + QG/(.CL‘Q — sz(l‘l, $2))] =1, (6)
where

fe(z1]er) 1 fe(zalea(z1))

Dy = 188V p, — p) 1222 TIL)

= e P2 = Faden "2 Faaleaon)
Differentiating (6) with respect to 3, we have
ow ow

o 20) G2 201~ 2526 (2~ sl )

fe(@ales(@1))
L1 (@) Pt
E f(zile) Oz

[t (wa(x1,x2)) — 2G" (22 — 2wa(x1,72))] = 0,

where

B [Mulfe(mlel) L H2(@) fe<x2|e2(x1>>]_

f(@iler) — f(xiler) f(w2lea(z1))

Similar to the above cases, differentiating this expression with respect to xs, we have the following:

Owsa(x1,x2) B 1 1
O0xa 2 4G (v — 2wa(w1, m2)) — (w221, T2))
fe(z2]ea(x1))
L, ' (wa (1, x2)) + 2G" (x2 — 2wa(x1, T2)) ph(x1) 0 ( Flealenter)) )
X §U (wz(:zn,xz)) + At fe(z1ler) + po(z1) fe(x2|62(11)):| f($1|€1) 83}2 . (14)
HLf(arler) T Flailer) flaalez(z1))
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Since the agent is risk-neutral, substituting u” (wa(x1,22)) = 0 into (14) yields

Ows(x1,x2) 1 1
dz2 2 " 4G (w5 — 2ws(ar, 2)
o (wa|ws (w1, 32)) + 26" (wa — 2ws (1, w9)) ph(wr) 9 (W) (15)
A+ dle) o el Lolelo) | floler)  Ox
The second term of ( is positive by the first-order condition, the shape of function G, and the
monotone likelihood ratio property. Thus, we have Qws(x1,x2)/0xy > 1/2.
(ii) Rearranging (14) yields
Ows(x1,72) 2G" (xg — 2wa(x1, 22)) 1
Oxa 4G" (29 — 2we(x1,x2)) — u'(wa(x1,22)) 4G (19 — 2wa (21, 22)) — U (wo(x1, X2))
(w1, 22)) + 26 g — 2unlr.a)) sylar) O (TR )
M+ ey 4 gela) Lo | f(mler) O

The first and the second terms of (16) are positive, similar to Proposition 3. Thus, we have
Ows (1, x2) /029 > 0.

(iii) Totally differentiating the first-order condition (6) with respect to x;, we have

Owa(x1,22) 1 " ' (wa(x1, 22)) + 2G" (22 — 2we(x1, x2))
ox CAG! (z9 — 2wa(x1, 22)) — u (wo (1, T fe(z1le1) p2(z1) fe(walea(x1))
1 (22 2(71,72)) (wa(w1,22)) {)\—i—ul f(x11|€11) + f(;llél) f(ac22|622(x11))
(+) ~
(+)

o <fe(x1\€1)> +a( p2 (1) fe(x2|62(x1))>

y f(z1ler) f(z2lea(z1)) f(zale2(z1))
i 8.%'1 8951
—_————

The sign of the derivative, dws(x1,z2)/0x1, depends on the sign of the last term in the brace.

Thus, if Jfua(z1)/f(x2(ea(z1))) X fe(za(ea(x1)))/f(z2(e2(x1)))]/0x1 > 0 holds, we always have
Owsy (1, z2)/0x1 > 0. A

References

Andreoni, J., 1988. Why free ride?: Strategies and learning in public goods experiments. Journal

of Public Economics 37 (3), 291-304.

16



Bartling, B., 2008. Relative performance or team evaluation? Optimal contracts for other-regarding

agents. Journal of Economic Behavior & Organization 79 (3), 183-193.

Bartling, B., von Siemens, F.A., 2010a. The intensity of incentives in firms and markets: Moral

hazard with envious agents. Labour Economics 17 (3), 598-607.

Bartling, B., von Siemens, F.A., 2010b. Equal sharing rules in partnerships. Journal of Institutional

and Theoretical Economics 166 (2), 299-320.

Bolton, G.E., Ockenfels, A., 2000. ERC - A theory of equity, reciprocity and competition. American
Economic Review 90 (1), 166-193.

Camerer, C. F. 2003. Behavioral Game Theory: Experiments in Strategic Interaction. Princeton

University Press.

Charness, G. 2004. Attribution and reciprocity in an experimental labor market. Journal of Labor

Economics 22 (3), 665-688.

Chiappori, P., Macho, 1., Rey, P., Salanié, B., 1994. Repeated moral hazard: The role of memory,

commitment, and the access to credit markets. European Economic Review 38 (8), 1527-1553.
Daido, K., 2004. Risk-averse agents with peer pressure. Applied Economics Letters, 11 (6), 383-386.
Daido, K., 2006. Peer pressure and incentives. Bulletin of Economic Research, 58 (1), 51-60.

Dawes, R.M., Thaler, R.H., 1988. Anomalies: cooperation. Journal of Economic Perspectives 2 (3),

187-197.

Demougin, D., Fluet, C., Helm, C., 2006. Output and wages with inequality averse agents. Canadian
Journal of Economics 39 (2), 399-413.

Dur, R., Glazer, A., 2008. Optimal incentive contracts when workers envy their bosses. Journal of

Law, Economics and Organization 24 (1), 120-137.

17



Englmaier, F., Wambach, A., 2010. Optimal incentive contracts under inequity aversion. Games

and Economic Behavior 69 (2), 312-328.

Fehr, E., Gachter, S., Kirchsteiger, G., 1997. Reciprocity as a contract enforcement device: Exper-

imental evidence, Econometrica 65, (4), 833-860.

Fehr, E., Schmidt, K. M., 1999. A theory of fairness, competition, and cooperation. Quarterly
Journal of Economics 114 (3), 817-868.

Fehr, E., Schmidt, K. M., 2006. Theories of fairness and reciprocity: evidence and economic
applications. In: Dewatripont, M., et al. (Eds.), Advances in Economics and Econometrics:
Theories and Applications, Eighth World Congress of the Econometric Society. Cambridge
University Press, Cambridge, 208-257.

Grund, C., Sliwka, D.; 2005. Envy and compassion in tournaments. Journal of Economics &

Management Strategy 14 (1), 187-207.
Hannan, R. L., Kagel, J. H., Moser, D.V., 2002. Journal of Labor Economics 20 (4), 923-951.
Holmstrom, B., 1979. Moral hazard and observability. Bell Journal of Economics 10 (1), 74-91.

Innes, R.D., 1990. Limited liability and incentive contracting with ex-ante action choice. Journal

of Economic Theory 52 (1), 45-67.

Isaac, R.M., Walker, J.M., Thomas, S.H., 1984. Divergent evidence on free riding: An experimental

examination of possible explanations. Public Choice 43 (2), 113-149.

Itoh, H., 2004. Moral hazard and other-regarding preferences. Japanese Economic Review 55 (1),

18-45.

Kim, O., Walker, M., 1984. The free rider problem: Experimental evidence. Public Choice 43 (1),
3-24.

Lambert, R.A.; 1983. Long-term contracts and moral hazard. Bell Journal of Economics 14 (2),

441-452.

18



Neilson, W.S., Stowe, J., 2010. Price-rate contracts for other-regarding workers. Economic Inquiry

48 (3), 575-536.

Radner, R., 1981. Monitoring cooperative agreements in a repeated principal-agent relationship.

Econometrica 49 (5), 1127-1148.

Rey-Biel, P., 2008. Inequity aversion and team incentives. Scandinavian Journal of Economics 110

(2), 297-320.

Rogerson, W.P., 1985. Repeated moral hazard. Econometrica 53 (1), 69-76.

19



