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Abstract
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reward. There is a negative correlation between the first success time and the share
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1 Introduction

Intermediate milestones are frequently observed in principal-agent relationships when the
feasibility of the project is unknown to both parties. A fundamental reason for this is that
the performance in early stages conveys valuable information about subsequent stages to the
principal. Given this informational spillover and the agent’s ability to affect the observable
information, several questions arise: How are the agent’s incentives to exert effort affected by
the informativeness of the milestone? How does the optimal contract adapt to these incentives?
How does the role of bonus payments, deadlines and continuation contracts change with an
informative milestone?

I show that the informational spillover across stages affects the optimal contract substantially
because it introduces an endogenous ratchet effect: By privately shirking and thereby strategically
delaying a breakthrough in the first stage, the agent increases the principal’s pessimism in the
second stage. Conditional on the agent’s private, more optimistic, belief, this yields higher rents
for the agent through a higher payment tailored to a more pessimistic belief in the second-stage
contract. To prevent such a delay in effort, the optimal contract rewards early successes with
higher rewards. These additional first-stage rents increase in the level of the continuation value
from second-stage experimentation because a higher continuation value amplifies the ratchet
effect. Therefore, in contrast to a setting with independent stages, rewarding the agent with
a more valuable continuation contract is costly. To reduce the resulting information rents,
the optimal contract features bonus payments for first-stage successes. Hence, due to the
informativeness of the milestone, full backloading of payments is suboptimal.! If the principal
has access to a new agent for the second stage, the informative milestone gives rise to replacement
of the agent if he succeeds too late in the first stage. Replacing the agent after the first success
reduces the incentive to delay effort provision and saves information rents.

As an application of the setup, consider the venture capital industry.? Innovative projects
involve uncertainty about their quality. They require effort and knowledge of experts as well as
substantial amounts of capital. As entrepreneurs rarely have the necessary funds themselves,
they contract with financial investors. One of the main funding sources for high-risk startups is
venture capital.> The considerable risk about the project’s future profitability together with the
substantial size of the investment may make financiers reluctant to invest. To overcome this
problem, intermediate stages, so-called milestones, are introduced to gather information about
the project’s quality at a reduced cost with the option of terminating the project. A typical
example of such a milestone is the development of a prototype.

Staging of venture capital contracts is a well-documented feature: Kaplan and Stroemberg

1Other papers on staged dynamic moral hazard problems find that all payments should be backloaded when
there is only one agent, e.g. Green and Taylor (2016), Moroni (2017).

20ther settings also fit the setup: e.g., labor contracts with unknown worker type and probationary periods,
within-firm contracts between management and a research division developing several patents.

3Gornall and Strebulaev (2015) show that 42% of independent U.S. public firms founded after 1974 are
venture-capital backed. Notably, 85% of the R&D expenditures of those independent U.S. public firms founded
after 1974 stem from venture-capital backed firms.



(2004) show that 72.8% of contracts in their sample involve staging. It has been argued that
staging helps in mitigating agency costs (see, for example, Gompers (1995), Neher (1999)
or Cumming (2012)). However, the literature is surprisingly silent about learning and the
informational value of milestones.? I show that introducing an informational content of early
stages has important consequences for the entrepreneur’s incentives as well as for the design
of the optimal contract. Indeed, Moorman, Wies, Mizik, and Spencer (2012) document that
innovative firms understand and exploit that they can affect beliefs by delaying the revelation of
innovations and make use of a ratchet-effect motif.

I develop and study a continuous-time principal-agent bandit experimentation model with an
informative milestone. A project of uncertain quality has to complete each of two sequential
stages to realize its benefits. Any success is immediately and publicly observed. The intensity
rate of obtaining a breakthrough depends on the project’s quality and on the agent’s effort. For
a given level of effort, in the first stage stage is higher for a good than for a bad project, while
only the good project can succeed in the second stage. Hence, the total effort exerted until the
first success is informative but not conclusive about the project’s quality.® As effort is costly
and unobservable to the principal, this is a dynamic moral hazard problem with private learning.
I solve for the principal’s full-commitment profit-maximizing contract that conditions on the
publicly observable success times. I allow for arbitrary payment rules subject to limited liability.

The optimal contract features a deadline for each of the stages because, if the principal becomes
too pessimistic, she will terminate the project. Moreover, it is without loss of generality to focus
on bonus contracts that have payments to the agent only at success times. Hence, there are at
most two payments to the agent. First-stage bonus payments represent short-term incentives
that do not condition on the long-run success of the project, and their value is independent of
the current belief about the project’s quality. However, the second-stage bonus payment and
deadline together induce an expected value for the agent that depends on the belief about the
project’s quality at the beginning of the second stage, which is determined by the first-stage
performance. This continuation value can be interpreted as the value of equity given to the
agent after the first success.

The informational spillover across the stages implies that effort choices in the first stage affect
not only the belief about the project in the first stage but also the initial belief of the second
stage. If more effort is exerted before the first success is obtained, players are more pessimistic
in the second stage. Unobservable deviations from the expected effort path persistently divert
the agent’s private belief from the principal’s belief. Therefore, the principal holds a different
belief after the first success than the agent following a deviation. This is the key novelty of
this paper and the underlying reason for the main results. The effect of a deviation from the

expected effort path on the belief in the current stage gives rise to procrastination rents, while

“Moroni (2017) studies a related two-stage experimentation model. However, in her setting the first stage
does not carry any marginal information about the second stage. Therefore, the belief in the second stage is
unaffected by actions in the first stage.

5The stochastic process of the breakthrough in the first stage is the same as, for example, in Keller and Rady
(2010), while the stochastic process for a breakthrough in the second stage is the same as, for example, in Keller,
Rady, and Cripps (2005).



the effect of a deviation on the belief in the following stage gives rise to a novel rent that I call
informativeness rents.

First, consider the interaction of moral hazard and private learning in the current stage. The
agent’s incentives are driven by his private belief about the success probability: the reward has
to be chosen such that the agent is at least compensated with an ezpected utility that outweighs
the cost of effort. However, the agent has the ability to privately shirk and divert the beliefs in
a dynamic setting because the principal cannot distinguish whether the absence of a success
was due to bad luck or due to a deviation. Therefore, the principal becomes overly pessimistic
after a deviation and the reward may be misspecified: if the principal is overly pessimistic, she
believes that she has to pay a higher reward to the agent. If the contract does not account for
private learning about the current stage, the agent has an incentive to delay effort. This effect
is present in both stages, and the agent has to be granted procrastination rents to prevent belief
manipulation about the current stage.

Second, consider the interaction of moral hazard and private learning about the second stage
from first-stage experimentation. By privately shirking in the first stage, the agent induces the
principal to be overly pessimistic in the second stage. A low second-stage belief of the principal
implies that the continuation contract has to promise the agent a high bonus for a second-stage
success: the less likely the principal thinks it is that the agent obtains a success, the higher the
bonus payment must be to incentivize the agent to exert effort. Hence, conditional on reaching
the second stage and his private belief, the agent wants the principal to be pessimistic about the
second stage to enjoy higher payments upon second-stage success.

The intuition for the agent’s incentive to manipulate the principal’s belief can be related to
the ratchet effect:% the agent wants the principal to be sufficiently optimistic to continue the
project; however, conditional on continuation, he wants the principal to be pessimistic to be
granted a high bonus after the second success.

This effect is present neither with independent stages nor in a one-stage setting. With
independent stages, the belief at the beginning of the second stage is exogenously given and
the agent cannot affect this by off-path effort choices in the first stage. In a one-stage setting,
the interaction ends after the first success. To prevent the delay in effort, the principal has to
reward early successes with higher rents than later successes. I call these rents informativeness
rents as they only arise due to the informativeness of the milestone. The rate at which the total
reward for the first success decreases is exactly the rate at which the agent gains from private
information at the beginning of the second stage; that is, the value of holding a marginally more
optimistic belief than the principal in the second stage. While the procrastination rents prevent
deviations that directly affect the level of the reward for a success in the current stage, the
informativeness rents prevent deviations that alter the assessment of the second-stage contract
through the persistence of the agent’s private information into the second stage.

Procrastination rents are unaffected by the way in which the reward is delivered. However,
the informativeness rent has to be provided because the agent can gain from the persistence

in his private information in the continuation contract. I show that the informativeness rent

5See, for example, Laffont and Tirole (1988) or, more recently, Bhaskar (2014).



increases in the on-path value of the continuation contract. The higher the value promised from
the second stage, the higher is the value of being more optimistic in the second stage. Therefore,
the principal faces a tradeoff when choosing how to deliver the first-stage reward. The principal
would like to incentivize the agent to work until an extended deadline in the second stage:
due to the procrastination rents, experimentation stops inefficiently early in the second stage.
By extending the deadline, additional overall surplus is generated, which makes continuation
contracts an attractive reward mechanism. However, the downside of delivering utility through
more valuable continuation contracts is that these increase the informativeness rents in the first
stage. In particular, at all times prior to a particular success time, the agent’s incentive to delay
effort increases if additional utility is delivered through a continuation contract at that success
time: it increases the value of the private information which can be obtained by prior deviations.
Hence, the cost of using the long-term reward continuation contract increases in the success
time.

In the optimal contract, early successes are rewarded with continuation contracts only,
implemented through long second-stage deadlines, because the gain of extending the deadline
is large while the cost is very low. As time elapses without a breakthrough, the composition
changes such that the reward consists of an increasing share of bonus payments and a decreasing
share of continuation value to reduce the informativeness rents for all earlier successes. Hence,
compared to other settings with multiple stages and dynamic moral hazard (e.g., Green and
Taylor (2016) and Moroni (2017)) full backloading of payments is not optimal if the first stage
has a marginal informational value.

In an extension, I consider the possibility of replacing the agent after the first stage. In
contrast to other models of experimentation or staged financing, my model can rationalize
managerial turnover in young startup firms.” Hannan, Burton, and Baron (1996) show that 40%
of CEOs are replaced within the first 40 months of a startup. In my model, the presence of the
informativeness rent gives rise to turnover which does not occur with independent stages: The
principal always wants to introduce two deadlines in the first stage: (i) if the agent succeeds
before the first deadline, he is rewarded according to the previously derived contract, (ii) if
the agent succeeds after the first and before the second deadline, he receives a payment and is
replaced by a new agent in the second stage, (iii) if the agent has not obtained a success before
the second deadline, the project is terminated. To see why replacement is optimal, recall that
the agent receives the informativeness rent only because his private information is valuable in
the second stage. Hence, if the agent is replaced when he succeeds after the first deadline he can
be incentivized at a lower cost in the first stage. This implies that the agent receives lower rents
in the continuation region because delaying effort becomes less attractive as the replacement
deadline approaches. Thus, the principal faces a tradeoff between the cost of more expensively
rewarding agents in the replacement region with a bonus payment instead of a continuation
contract and the benefit of reduced informativeness rents. I show that the principal always

prefers to have both, a replacement and a continuation region, in the optimal contract if there is

"Garrett and Pavan (2012) provide a dynamic model of managerial turnover. However, they assume ex ante
asymmetric information and that the productivity of the agent is changing.



an agency conflict in the first stage.

I extend the analysis to allow for the principal’s choice of informativeness and endogenous
staging. Assuming that the principal can choose the intensity rate of the first stage and that
the second stage vanishes as the first stage becomes fully informative, I show that the optimal
two-stage contract converges to the optimal one-stage contract. Intuitively, a fully informative
prototype coincides with the final product and therefore there is no need for a second stage
anymore. The principal faces a non-trivial tradeoff in the staging decision: when introducing
an informative milestone, the principal gains from the additional information provided in the
first stage and can condition the second-stage funding and contract on the first stage outcome.
However, introducing an informative milestone generates the informativeness rents. Numerically,
I show that the staging decision depends on parameter values, and it cannot be argued that one
mode dominates the other generically, but I find that staging is more likely to take place if the
initial success probability is low; that is, when the value of additional information is relatively
high. This implies that introducing an informative milestone can facilitate funding for projects
with low initial success probabilities that would not receive funding as a one-stage project.

The insights I derive can be applied in several other contexts. For example, they could describe
the interaction of a CEO with the leader of a research department about work on a risky and
expensive project. Alternatively, there could be uncertainty about the worker’s type instead
of the project’s quality. In this case, an employer could offer a contract with a probationary
period in which a first signal about the employee’s competence can be obtained. The result
on the composition of an agent’s reward conditional on performance provides a perspective on

regulating CEO compensation.

Empirical Implications. My analysis generates several empirical predictions that can be of
interest in the different applications mentioned above: (i) The total worth of the reward is higher
for the well-performing CEO. (ii) The composition of the agent’s compensation changes with
performance. In particular, if performance gets worse, the total reward is lower and consists
of relatively more short-term than long-term rewards. For example, a well-performing CEO is
rewarded with stock options that are tied to future performance. A CEO that performs worse is
rewarded with bonus payments and less with stock options. (iii) Deadlines are relatively more
responsive to early performance while final-stage bonus payments are less responsive to early
performance compared to a setting without informativeness rents. (iv) Early-stage deadlines are
relatively shorter if there is a learning spillover to future stages. (v) Successful agents may be
replaced if they do not perform sufficiently well although the project is continued and the agent
is known to be able to complete future tasks. (vi) Staging occurs more frequently if the initial
risk is high.

In addition to the finding in Moorman, Wies, Mizik, and Spencer (2012) that innovative firms
understand that the timing of their revealing their innovations can be used to affect beliefs
in a ratchet-effect motif, some other of the empirical implications can be found in empirical
papers. Lerner and Wulf (2007) find that R&D heads that develop well-performing patents are



rewarded more and relatively more with long-term rewards than with cash payments supporting
predictions (i) and (ii). Short early-stage deadlines may explain the observation of high failure
rates of startups. Gosh is cited in The Wall Street Journal (2012) that only 35% of startups
survive to the age of 10 years. High failure rates are not necessarily due to high risk only. If the
investors use deadlines and agency conflicts induce deadlines to be inefficiently short, too many
startups fail and too few innovations become available to society. Concerning the replacement of
successful agents, Wasserman (2008) notes in a Harvard Business Review article that: ”[o/thers
inwvest in a start-up only when they‘re confident the founder has the skills to lead it in the long
term. FEven these firms, though, have to replace as many as a quarter of the founder-CEQOs in
the companies they fund.” Hence, replacement also occurs even though there is no doubt about
the agent’s qualification to succeed with the project. Although empirical implication (vi) about
staging and initial risk is only a numerical outcome, it is fairly intuitive and empirical evidence
has been found in Bienz and Hirsch (2011).

Related Literature. My paper contributes to the growing literature on principal-agent models
with ex ante symmetric uncertainty about a project’s feasibility. Most of the early work focuses
on the case where one success suffices to complete the project and in the absence of a success
players become pessimistic about the project’s quality; see for example, Bergemann and Hege
(1998; 2006), Halac, Kartik, and Liu (2016), Horner and Samuelson (2013). These models apply
the exponential bandit model by Keller, Rady, and Cripps (2005), in which one success is fully
informative about the project’s quality. By contrast, I assume that there may be a first stage
that is informative but not conclusive about the quality of the project and a second breakthrough
is required to complete the project. First, this modelling approach allows an assessment of the
impact of staging that is widely used in contracting relationships when there is uncertainty
about the project’s value. I show that introducing an additional and informative stage can
facilitate funding of projects that would not be undertaken if they were forced to involve only
a single stage. Seond, it allows for more flexibility in the learning process compared to the
one-stage experimentation literature; during the course of the project, players may become more
optimistic instead of increasingly pessimistic.

To the best of my knowledge, three other papers consider staged projects, which are closely
related. First, Moroni (2017) considers a principal contracting with several agents on a project
that requires multiple breakthroughs to yield the final payoff. She shows that agents have an
additional free-riding incentive because another agent may start a subsequent stage. Because she
assumes that early stages carry no information about later stages, staging has no informational
value, and therefore there is no informativeness rent present. If there is only one agent, her
analysis may serve as a benchmark to the present paper without learning across stages and
with a fixed second-stage belief. In that case, the agent would be incentivized with a constant
continuation value in the first and a constant bonus payment in the second stage. Hence, the
continuation contract would be independent of the first-stage performance and there would be

no replacement of the agent.



Second, Green and Taylor (2016) and Hu (2014) study dynamic moral hazard problems in which
the agent also has to obtain two success. However, the quality of the project is known to be
good but the agent has the ability to divert the principal’s flow funding. In their case, deadlines
arise to prevent the agent from diverting cash. Early successes also have to be rewarded with
higher continuation values. However, the reason is fundamentally different: In both papers the
agent has a direct benefit from delaying effort, which is the flow benefit from diverting the cash.
In my paper, delaying effort creates an informational advantage because it persistently drives a
wedge between the principal’s and the agent’s belief about the project’s value. If the project
was known to be good, the principal could achieve the first best in my model. While Green and
Taylor (2016) focus on the role of communication and private observability of progress after a
first success, I study the consequences of learning from a first success.

This paper also relates to the ongoing discussion on staged contracts. Examples of this
literature are Bolton and Scharfstein (1990), Neher (1999), Cuny and Talmor (2005) and Booth,
Dalgic, and Young (2004). These papers discuss the value of staging contracts to mitigate agency
conflicts through the threat of termination and to reduce the hold-up problem. However, these
papers do not consider the possibly uncertain feasibility of the project about which the agent
can privately learn by exercising effort. While this may be realistic in some cases, learning plays
an important role in the financing of innovation. Therefore, I take a different perspective and
study the informational value of staging if the project’s feasibility is unknown. Pindyck (1993)
also discusses the informational value of early investments that can reduce uncertainty over
later costs. I show that if learning is private, then there is a tradeoff to introducing informative
milestones. On the one hand, an informative milestone can be beneficial because a signal can
be generated at a lower cost. On the other hand, the agent’s private learning can give rise to
an additional agency rent due to the possibility to manipulate the principal’s belief. To my
knowledge, this is the first paper to address this potential drawback of informative milestones.

Bhaskar (2014) considers a related two-period model with learning about a project’s difficulty
but without commitment. In the first period, a signal is generated that depends on the agent’s
effort and the project’s type. Similar to the present paper, he shows that the agent has an
incentive to manipulate the principal’s belief such that he obtains higher payoffs in the second
period. Different to his paper, I study the interplay between learning and dynamic moral
hazard. Thereby, I can shed light on the use of different reward instruments, deadlines and
bonus payments, to incentivize the agent.

On a more abstract level, this paper is related to DeMarzo and Sannikov (2016), who also
study a model where agent’s private deviations affect the assessment of the promised continuation
value. In their model, the principal also has to pay an additional information rent to prevent the
agent’s deviation to get an informational advantage over the principal. The model differs in the
underlying learning process: DeMarzo and Sannikov (2016) study a Brownian model in which
informative outputs are produced continuously, while I assume that news arrive at exponentially
distributed times. While their model is suitable for analyzing an unknown profitability of a
continuously producing firm in which news arrive continuously, my model highlights the aspects

of an innovative project in which drastic news arrive at random times. This focus allows me



to study staged contracts and the role of deadlines and bonus payments. Prat and Jovanovic
(2014) consider a model similar to DeMarzo and Sannikov (2016) with a risk averse agent and a
constant quality. As information arrives continuously in their model, early deviations have a
stronger impact on the belief diversion than later deviations.

The paper is organized as follows. In Section 2, I present the general two-stage model. In
Section 3, I describe the first-best benchmark. The optimal contract is studied in Section 4.
Agent replacement is analyzed in Section 5. Extensions are discussed in Section 6. I conclude in

Section 7. All proofs are relegated to the Appendix.

2 Model

There is an agent (entrepreneur, he) with access to a project of unknown quality that has
to complete two sequential stages, ¢ € {1,2}. The agent has no wealth and contracts with a
principal (e.g. a venture capitalist, she) to receive the necessary funds, f;, that are required to
work on stage i¢. After the completion of the final stage the project immediately generates a
value 7 to the principal. The project can be either good or bad, w € {g,b}. Only a good project
can complete both stages; however, a bad project may complete the first stage. The agent has
to undergo experimentation to learn about the quality of the project and to advance it towards
completion. Experimentation is modeled as a two-armed bandit in continuous time, ¢ € [0, 00).
The agent chooses in time interval [t,t + dt) how much effort to exert, i.e., chooses a;; € [0, 1],
which comes at cost a;¢c.

A project of quality w generates a success in stage ¢ with probability A*a; (dt if effort a;; has
been exerted in time interval [t,t 4 dt). I assume that the intensity rate of a good project is
higher than the intensity of a bad project, A/ > )\f. Moreover, only a good project can succeed
in the second stage, i.e., \J > )\g = 0.8 The principal and the agent hold a common initial belief
po € (0,1) that the project is of good quality. Let p;:({ais}o<s<t) denote the belief that the
project is of good quality at time ¢ in stage ¢ given effort path {a; s }o<s<t-

Breakthroughs are immediately publicly observed. The public history at time ¢, ht € H,
consists of the success times, i.e., {7;};c(1,2) With 7; € {# UR, } where the emptyset refers to
the case that no success in stage ¢ has been obtained yet. Note that if I did assume that the
success is verifiable but not publicly observable, the most profitable deviation of an agent could
be to exert effort, but hide a potential success. However, I show in an extension that under
the optimal contract with public observability of successes, the agent would have no incentive
to hide a success even if he could do so. Denote by hl, € H!, the private history of the agent
at time ¢ that consists of the public history as well as the agent’s effort choices in each of the
stages, {a;t}o<s<t. The history of past effort choices matters only through its aggregation in

each stage A;; = fot a;dt as this determines the agent’s belief. Hence, I can restrict attention

8The results would not change qualitatively if a bad project could also succeed in the second stage when a
bad project’s success probability in the second stage is sufficiently low that it would not be funded if it was known
to be of bad quality.



to private histories of the form H! € {H! x {DU[0,¢]} x {DU[0,t]}}. The agent’s strategy is
therefore a measurable map from calendar time and his private history into the unit interval,
ait(ht) : Ry x HY — [0,1]. To simplify notation, I drop the explicit dependence on the history
and keep only the time index ¢.

The principal offers the agent a profit-maximizing payment process conditioning on the public
history to which she is fully committed from time zero on. I restrict attention to deterministic
contracts. A payment process consists of a flow payment, w¢(h'), and a lump-sum payment,
wy(h?) at every history h' € H!. In the Appendix, I show that it is without loss of generality to
restrict attention to bonus contracts; that is, to contracts that have payments only at time zero,
and the success times. Denote by H* the subset of public histories at time ¢ with a breakthrough
at time ¢. Hence, a bonus contract maps for every history h € H? a bonus payment b(h') € R to
the agent and chooses a payment by at time zero. To simplify notation, I drop the dependence
on the history of the bonus payment and denote a bonus payment in stage i given the history h'
as b; ;. No payments take place at histories h! ¢ {7:[t UHY}. T assume that the agent is subject
to limited liability. Hence, at every history h' the agent’s bonus payment is nonnegative. Note
that without limited liability the principal could obtain the first-best by having the agent make
a payment equal to the expected value of the project at time zero.

For expositional purposes and to help building intuition, I consider in the main text that
discounting is in the limit » = 0. All results remain qualitatively unchanged with a common and
positive but sufficiently small discount rate » > 0. All proofs are carried out with » > 0 in the
Appendix.?

Given a terminal history h with success times {7; } ;¢ {1,2y and bonus payments b; ¢, the principal’s

payoff is given by

e T2 (

™ — 6277—2) —e b177_1'
Similarly for the agent
T1 T2
e "Mby 5 —/ e "cay dt +e by, —e T / e "cag dt.
0 0

The agent’s outside option is normalized to zero.

9To make the analysis of the informative milestone interesting, I assume that discounting is sufficiently small.
Strategic incentives in the present setting are driven by the possibility to delay effort. However, if the agent
discounts the future more (if r becomes large), the agent becomes less strategic. In the limit case of a myopic
agent, the efficient outcome is obtained. Assuming r = 0 throughout introduces a technical difficulty in the proof
that full effort will be implemente by the principal. This can be circumvented by assuming a strictly positive
discount rate.
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A1t =0A14 =0 Start of Second stage Aq g

Figure 1: Belief path depending on total amount of effort up to success.
The red line plots the belief path if more effort is required to obtain the first breakthrough, while
the green line plots belief path obtains the first breakthrough if less effort is required.

2.1 Learning

A breakthrough is informative but not conclusive. After a success at time 7 in stage 1 the belief

jumps according to Bayes’ rule to'°

_ Np1 (A7)
Np1r(Arr) + A1 = prr(Ary))

p2,0(A17)

Hence, the less effort has been exerted until a success is achieved, the higher is the upward jump
of the belief after a success. When effort is exerted but no breakthrough is observed the agent
becomes more pessimistic about project quality as )\f > )\f. The belief follows the differential

equation'!

dpi,t = —Pz‘,t(l - pz‘,t)A/\iat

where A\, = N — A? and initial condition pi o = po and pag = p2o(A1,) as defined above.
Hence, the belief drifts downwards if the agent exerts effort. To simplify notation, denote
A =29, Al = AP and AJ = A while A} = 0 by assumption. A9 > A\’ implies that the absence of a

breakthrough makes players more pessimistic about the state of the project.

Note that beliefs do depend on the total effort that has been exerted in each of the stages,
but not on how it was distributed over time. Hence, the higher is total effort until ¢, the lower

is the belief about the project quality at ¢. This is illustrated in Figure 1. Learning is private

10Note that to be precise, p1,- in this equation is p1,,—, i.e., the left-limit of the belief held at 7. For almost all
t, that is whenever no success occurs, p1,;— = p1,:. This is to say that the action at ¢t cannot condition on the
arrival of a success at t.

"This follows from calculating the belief at ¢ + dt via Bayes’ rule and taking the limit d¢t — 0.

11



because the agent’s effort choices are unobserved by the principal. However, the principal holds
a belief about the agent’s effort. If the agent’s choices coincide with the principal’s belief about
these, their beliefs about the project’s quality coincide. Otherwise, if the agent has exerted less
(more) effort than expected by the principal, the principal is more pessimistic (optimistic) than

the agent.

3 First-Best Benchmark

As a benchmark consider a social planner that maximizes the sum of payoffs. This optimization
is solved by backward induction through the stages. Hence, consider the second stage and
assume that the first stage was completed at 71. The initial belief at the beginning of the second
stage is therefore pyo(Ayr ) with Ay - = [ a1,dt. Note first that the probability of reaching

time ¢ in the second stage is given by'?

67 fot p2,5(A1,7'1 ))\a2,5d5

and the instantaneous success probability by
P2,t( A1, ) Aag dt
which implies that the probability of a success in [¢,t 4 dt) is given by
e~ Jop2s(Air)harsds) (41 Yay dt.

Therefore, in the second stage the social planner chooses {a;};>¢ to maximize

o0 ¢
/ e~ Joprs(Arr)hazsds gy |y (Ar YA — c) dt.
0

This gives as optimal choice az; = 1 for all ¢ such that ps;(Aq - )Aagsm > ¢ and azy = 0

otherwise. The optimal experimentation duration is given by

P2, 1 B (A ) (A17 )/\Utz,Tg‘“Wr =c

1 p2o(A1n) TA—C
TFB A . — ] ) )71 )
2 (i) =3 n<1—p2,0(A1,n) c

This optimal deadline generates value

T1 +T2FB (Al,‘rl )

(A7) = /
T1

t
e_ frl pQ,S(Alle )Ads (p27t(A177-1)>\7T - C) dt - f2

1275 ease notation, assume that the clock is restarted when the second stage is reached.
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and therefore, in the first stage the principal solves

I = max /OO em PN HImpL )N )ansdsg ((th)\g + (1= pre) A"z (A1) — C) dt — fi1.
+Jo
The optimal effort policy has a1 ¢ = 1if (p1 A9 +(1 —th))\b)Hg(ALQ > ¢ and a1 = 0 otherwise.
Note that not only does the probability of succeeding in the first stage decrease in the absence
of a success but also the continuation value of reaching the next stage. Because increasing
pessimism in the first stage induces also higher pessimism in the second stage, the initial belief
of the second stage is lower if more effort was required to reach that stage. This follows from
the logic that bad quality projects require more effort to successfully complete the first stage.
As a consequence, the better the project performed in the first stage, the higher is the optimal
amount of total experimentation in the second stage. Earlier successes are better news about the
project and therefore generate more optimisim about its quality. The first-best experimentation
policy therefore uses the first-stage performance to adjust the optimal amount of experimentation

in the second stage.

4 Derivation of the Optimal Contract

In this section, I derive the optimal contract via backward induction. That is, I first derive
the continuation contract for the second stage. Taking this continuation contract as given, I
move to the first stage and study the agent’s incentives and solve for the optimal contract.
To apply backward induction, I need to ensure that the principal cannot improve upon the
optimal continuation contract by committing to a suboptimal continuation contract that reduces
deviation incentives in the first stage. I show that the optimal continuation contract subject to
promise keeping is indeed the contract that gives the least incentives to deviate which allows me

to use backward induction.

4.1 Second-Stage Continuation Contract

I first study the optimal continuation contract after a first-stage success. I proceed in several steps.
First, I define the principal’s optimization problem. Second, I derive the incentive-compatible
bonus payment process that implements any desired effort path. Third, I derive the optimal
continuation contract. Finally, I consider the agent’s value after a deviation in the first stage.
The principal enters this stage with a belief pgp(/llm) that depends on her belief about
the total effort that has been exerted up to the success time 71 in the first stage, where
/11,71 = foﬁ a1,dt. The principal can only condition on this belief as she can condition on the
public history which consists of the success times only. In this subsection, I first assume that the
agent has not deviated in the first stage implying that the belief held by principal and agent at
the beginning of the stage coincide. To induce the desired effort, the contract has to satisfy the

agent’s incentive-compatibility condition. Hence, the principal solves the following optimization
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problem!

(OBJQ) H<A7'1=v(7—1>) = max )/ e fotp27s(A1,¢1))\a2,sd5a27tp27t(121177_1)/\(7( — b2¢(7’1)>dt
0

a2,¢,b2 ¢ (11
(IC) s.t.agy € arg mgxx/ e~ fotpQ’S(ALTl))‘&Q’Sdsdzt(pg’t(ﬁlm))\bgﬂg(ﬁ) —c)dt
a Jo
(PK) v(A1n) > (:)/ e Jo Ps(Arr )Nazsdsgy (g (A 7)) Aba (1) — c)dt
0

where v(fhm) is the utility the agent is promised from the first stage. Hence, condition PK
means that the agent’s utility from the second-stage contract has to equal to v(fll,ﬁ). Note
that it depends on the first stage whether the promise-keeping constraint has to hold with
equality or inequality. It may be optimal to commit to a value less than the desired level if this
reduces first-stage information rents. This will be discussed in the analysis of the first stage.
The principal maximizes her payoff by choosing an effort path {as;}+>0 she wants to induce.
For the agent to follow that recommendation the bonus payment has to be chosen such that the
agent finds it indeed optimal to choose that effort path. That is, bg,t(fllm) has to satisfy IC5 as

well.

Incentive Compatibility. I first study the agent’s effort choice and derive the incentive-
compatible second-stage bonus payment that induces effort of the agent up to a deadline.
The agent’s effort choices in the second stage have two effects. First, effort is required to obtain
a success at the current instant. Second, effort determines the learning; if more effort has been
exerted without a success, the more pessimistic is the agent. Whenever the agent has followed
the principal’s effort recommendations, their beliefs coincide. However, by deviating from the
recommended effort path, the agent can divert his private belief from the principal’s belief. In
this case, the bonus payment is tailored to the belief the principal holds. This induces a dynamic
agency rent. To build intuition, consider a dynamic programming heuristic similar to Bonatti
and Horner (2011). Recall that only a good project can succeed and conditional on a success

the value of the project, 7 realizes and the agent receives bonus bg ;.
V, = (1 _ 6_02,tp2,t>\dt)b2’t _ ca27tdt + e—a2,tp2,t>\dt‘/;+dt

Using the analogous approximation for V; 4, approximating the exponentials with a second-order
Taylor expansion, dividing by dt? and taking the limit as dt — 0 yields for the effect of delaying
effort

<8Vt+ oV

— dt> =b .
Oagy aaQ,t+dt> / 2ib2

3Note that deadlines are always implemented by the bonus dropping to zero at the desired point in time.
Also, note that it is without loss to restart the time variable at the beginning of the second stage. Hence, I use for
the second stage the interval [0, T3] instead of [11, 71 + T3].
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By shifting effort from today to tomorrow, the agent loses the marginal payoff from effort
today, p2¢Aba ¢, but gains in return the marginal benefit of effort, ps ;Abg tya¢. If the principal
were to use an increasing bonus process, the agent had an incentive to delay effort; this induces
a procrastination rent. If the principal wants to make the agent indifferent between all effort
levels, incentive compatibility implies 1'32775 = 0. If the bonus process were decreasing, the agent

preferred to frontload effort.

Lemma 1. The time-independent profit-sharing rule by ¢(A1 7, ) = ba(A1 7, ) that makes the agent
indifferent between all effort levels at the second-stage deadline To(Ay 1), i.e.

c 1
by(Arr) = ~
2( 17 1) )\p27T2(A1‘T1)(A2,T2)

induces the agent to exert full effort for all t € [m, 71 + T2(As)]. Fort > 7 + Ta(Ar),
bQ(ALTl) =0.

Note that this bonus payment depends on the total effort that has been required in the first
stage. This, as a consequence of the informativeness of the first stage, affects the continuation
contract because it determines the belief about the project quality in the second. The bonus
chosen by the principal depends on her belief about the effort choices of the agent, i.e., on fll,ﬁ.
However, for now, I assume that the agent has not deviated in the first stage and therefore
Al,n = Ay -,. With positive discounting, a delay in effort were less attractive and the principal
could save on some procrastination rents. The bonus payment was slightly increasing; however,

the intuition for the incentives to delay effort were unaltered.

Principal’s Optimization. Next, I study the principal’s preferred contract subject to the
incentive-compatibility and promise-keeping constraints. Because the absence of a success is bad
news and the principal as well as the agent become increasingly pessimistic, she will terminate
experimentation in finite time. It will turn out that the principal frontloads effort in the second
stage. That is, she wants to induce as; = 1 for all times up to a deadline. Hence, the problem
boils down to determining a maximum level of total effort that she wants to induce in the second
stage. Because she wants to frontload experimentation and the effort level is at its maximum,
total experimentation on path coincides with calendar time, Ay; = ¢.

Recall that incentive compatibility induces a weakly decreasing bonus process. Moreover,
promise-keeping requires that the agent’s expected utility in the second stage is at least as
high as the promise from the first stage, v(A1 ). If the promise-keeping constraint is binding,
the principal has to choose how to deliver additional utility to the agent. She can either
pay higher bonuses for a success or she can extend the deadline and thereby increase the
probability of obtaining the bonus. It is optimal for the principal to deliver additional utility

by incentivizing agents to work until extended deadlines. To see why this is optimal, note that
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the experimentation deadline in the second stage will be distorted downwards from the efficient
level derived in Section 3 due to the procrastination rents. Having the agent exert more effort
before terminating experimentation increases the total surplus as well as the agent’s expected
utility generated in the second stage. Therefore, the principal chooses the contract such that
the agent receives the promised utility at the highest total surplus. The level of the bonuses is

pinned down by the agent’s incentive compatibility condition at the deadline.

c 1

1 ) N )
) 2.1 (A1m) Ap2,1y (A1)

If a longer deadline is chosen, the agent is more pessimistic at the deadline and therefore a
higher bonus is required to incentivize him to exert effort. The agent’s value of a contract with

constant bonus process and deadline 75 is given by

ATz _
@) ol Ar) = (1= praliin)) (S0~ )

I denote the outcome of a maximization of the principal without promise-keeping constraint by
second-best contract. The corresponding deadline is denoted by T3P (A1 ,) and the corresponding
utility by v(T5P(A1,,)). Note that it may be optimal to commit to a continuation utility that
is lower than the second-best utility in the first stage to reduce deviation incentives. When this

will occur, will be discussed in the following subsection.

Proposition 1. The principal-optimal second-stage contract given first-stage success time T,

corresponding total effort in the first stage Ay -, and agent’s promised utility v(A; ;) is given by

T2SB(A1,T1) ’ if’U(TQSB(ALTl))
TQ(ALTMU(ALH)) ) ifv(TﬁgB(Al,Tl))

v

,U(ALTl)

(A1) = (o)
v 1,71

N

or if the principal commits to providing value less than the second-best by
Ty(A1r) = To(Arr, v(Ary)),  for all v(Ayy)

where To( A1 7,,v(A1,r)) is defined as the solution, T, to

AT _
o(Arm) = (1 - pro(Arn)) (Al _ T)

which is given by'4

v(A1 1 T LG W D
TQ(AI,TUU(ALH)) = _C(l _ ;2 (1)7(114>1 )) o X (1 +W_, <—€ c=p2,0(41,7y)) )) .
) »T1

M17_, (x) denotes the negative branch of the Lambert-W-function.
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TyB(Ay ) is given by

1 p20(A1n) TA—c
SB = e
TQ (ALTl) DY In <]_ — pgyo(Al,n) ¢ .

The corresponding bonus payment is given by

c 1
b A [
2,t(A1,7,) A P1y(Ar 7))

One important feature of the optimal second-stage continuation contract is that it uses
deadlines as the main instrument to deliver utility to the agent: given a deadline, the principal
always uses the lowest possible bonus payment that incentivizes the agent to exert effort until
that deadline. The underlying reason is that extending deadlines reduces inefficiencies in the
total amount of experimentation in the second stage and therefore increases the overall surplus.
In addition, by rewarding with extended deadlines, the bonus payment is as low as possible
given the promise-keeping condition. Hence, generating the maximum surplus and keeping
the bonus payment as low as possible while keeping the promise from the first stage are both
obtained through extended deadlines. This observation will lateron lead to the conclusion that
this contract is not only profit-maximizing in the second stage but also the contract that yields
the lowest incentives to deviate in the first stage.

The main comparative statics that are relevant for the analysis of the first stage are summarized

in the following corollary.

Corollary 1 (Comparative Statics of the Continuation Contract.).

The bonus and the deadline in the second stage are (weakly) increasing in the promised utility
for a given initial second-stage belief.

The bonus in the second stage is increasing and the deadline decreasing in the initial second-stage

belief for a given level of promised utility.

That bonus and deadline are weakly increasing in the promised utility follows from the way the
principal provides the agent with additional utility: she extends the deadline and to incentivize
the agent to exert effort until the new deadline she has to promise a higher bonus payment
conditional on success. The deadline is decreasing in the initial belief because for every deadline,
the principal has to provide the agent with higher bonuses to incentivize him. However, she
does not want to reduce the deadline too much as this also reduces the probability of obtaining
the final breakthrough.

Agent’s Continuation Value after a First-Stage Deviation. To study the agent’s incentives
in the first stage I need to evaluate his continuation payoff after a deviation in the first
stage. An agent could deviate by making effort choices that are different from the principal’s

recommendation. Off-path effort choices have no direct benefit but divert the agent’s from the
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principal’s belief. Due to the informativeness of the milestone and the resulting persistence of
the private information the deviation has two consequences. First, it affects the agent’s belief in
the first stage. Second, it affects the initial belief of the second stage because the required effort
in the first stage is informative about project quality. If the agent has exerted less effort in the
first stage than the principal believes he has, he is more optimistic about the project’s quality
than the principal. Therefore, the agent will value the continuation contract differently than the
principal believes he does. The value of a continuation contract given that the principal beliefs

the exerted effort is fllm while the true exerted effort is A; -, is given by

U(t, Al,ﬁ , An) =c

(3)
1 1- pQ,O(Al,n) eAT2(A1’T1) —1
p2,0(A17) By
p2,0(A17)

—(1 —P2,0(141,71))T2(A1,ﬁ)> .

It is straightforward to show that the agent’s value is decreasing in A;¢; that is, for every
continuation contract he prefers to hold a higher belief than the principal. This already
foreshadows that the agent has an incentive in the first stage to shirk in order to become more
optimistic than the principal and thereby increase his continuation payoff. I will lateron show
that the contract derived in this section is also the contract that yields the smallest incentive to

deviate to the agent given the promised utility from the first stage.

4.2 First-Stage Analysis

Given the analysis of the second stage, I now move to the first stage. I analyze the agent’s
incentives to exert effort first and then study the principal’s optimal contract. To incentivize
the agent to work in the first stage the principal has to promise a reward in case of a success.
As the first stage is followed by the second stage, the principal can use the experimentation
assignment in the second stage as a reward instrument. However, the principal can also use
a bonus payment to reward the agent for a first-stage success that is independent of future
performance. The total reward of the agent consists of both, the bonus payment and the value
of the continuation contract
w(r) = b1r, +v(11).

To understand the agent’s incentives in the first stage it is important to note that, in contrast
to settings with independent stages, an off-path effort choice has two consequences. First, it
diverts the agent’s from the principal’s belief in the first stage as it is the case in the second
stage. Second, it also diverts the initial belief at the beginning of the second stage because the
effort required to complete the first stage is informative about the project quality.

To see the impact of the latter on the agent’s incentives, consider the implementation of the
second-stage contract: the principal chooses the continuation contract such that it delivers in
expectation the promised utility from the first stage to the agent. This expectation is calculated

based on the principal’s belief about the project quality. By first-stage deviations the agent can
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divert his private belief from the principal’s in the second stage. This will affect the agent’s true
expected value of the continuation contract: recall the off-path value of the agent from equation

(3). The gain of holding a marginally more optimistic belief is

(4)

Ou(t, A1, Arr) c <1 —p20(A1n)

ATo(Ar7y) _ )
- ¢ V—1) + AT (A ) > 0.
0p2,0(A1,T1) A p2,0(A1,7_1) ( ( 77'1)
How this affects the agent’s incentives can again be seen in a dynamic programming heuristic:

_ _ b _ _ b
V, = (1 —e a1t (p1AI+(1—p1,e)A )dt),wt _ C@Ltdt +e a1,t(p1,eA9+(1—p1,e)A )dtVt+dt

Using the analogous approximation for Vi, 4, approximating the exponentials with a second-order
Taylor expansion, dividing by dt? and taking the limit as dt — 0 yields for the effect of delaying
effort

Ay, Arr Ay,
<_ oV; I oVi ) /dt2 = [y, — 8U(t, 1,715 411, 1) ap2,0( 1, 1)
Oary  0a1 t4dt Op2,0(A1r) O0A1 7

al,t) <p1,t)\g +(1- p1,t))\b) .

This heuristic mirrors the two effects of a deviation: first, a delay in effort affects the level of
the total reward, wy, because the agent can divert the belief in the current stage. Second, the
delay in effort also affects the agent’s belief in the second stage and thereby the assessment of
the continuation contract. Becoming more optimistic than the principal increases the value of a
continuation contract that is tailored to a more pessimistic agent. Therefore, the persistence in
the private information across stages creates an endogenously arising ratchet effect: the agent
wants the principal to think that the success probability in the second stage is low because in that
case the principal believes that she has to promise high payments conditional on second-stage
success to incentivize the agent.

So far, I have assumed that the second-stage contract is implemented as derived in the previous
section. By full commitment this is not necessarily the case because it could be better for the
principal to commit to a suboptimal second-stage contract that reduces the deviation incentives
in the first stage. The following lemma shows that the optimal second-stage contract is the
implementation of the promised utility from the first stage that induces the lowest incentive to

deviate allowing me to use backward induction.

Lemma 2. The continuation contract derived in Proposition 1 induces the lowest incentives to

deviate in the first stage while satisfying the promise-keeping condition.

Intuitively, this result holds because the contract in Proposition 1 is the implementation
with the lowest bonus payment after a second-stage success. The ratchet effect in the first
stage arises because by making the principal more pessimistic the agent is promised a higher
bonus conditional on success in the second stage. This effect is increasing in the second-stage
bonus and therefore the incentive to deviate is increasing in the bonus payment. Hence, the
principal wants to implement the continuation contract such that the bonus payment is as low

as possible. As a consequence, she rather extends the deadline further and thereby increases the
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success probability rather than increasing only the bonus payment keeping the deadline at the
second-best level.
Taking this continuation contract as given, I next characterize the minimal total reward process

that induces incentive compatibility of an effort path {a;;}+>0 in the following proposition.

Proposition 2. The minimal required continuaton utility to induce effort {a1+}e>0 in the first

stage solves the following differential equation

. v t,fl JA
aft) = AR,

with boundary condition

C

w(Ty) =
1) PN+ (1 —prm )N

and wy = 0 for all t > T4, if there is a Ty such that a1, =0 for all t > T7.

This proposition shows that due to the informativeness of the first stage the agent has to
receive an additional rent to exert effort if he is assigned experimentation in the second stage.
Note that in the absence of the informativeness of the milestone this rent would not be required as
then M’(fﬁiw = 0 which is the case, for example, in Moroni (2017). As M’gf‘iw < 0, the

agent’s continuation value is decreasing over time and can be disentangled into three components

: c c Op2,0( A1) ov(t, Ay, Ay t)
b Wy = - + -— + - ~~a ’ J
(5) ! D1t D1t 0A1, bt Op2,0( A1)

static MH procrastination effect of effort effect of belief

rent on belief on value

The first term corresponds to the agent’s instantaneous cost of effort that he has to be
compensated for. This changes over time as the agent becomes more pessimistic when exerting
effort. However, this induces the procrastination incentive to obtain a higher reward and the
agent has to be granted a procrastination rent. Moreover, due to the persistence of the private
information across the stages, the agent has to obtain the informativeness rent. To incentivize
effort the total reward on path has to decrease sufficiently steeply over time. The rate at which
it decreases is such that the gain from delaying effort and thereby becoming more optimistic
than the principal in the second stage is at most as large as the value the agent loses from not
succeeding today. Importantly, it has to decrease more steeply if the value of the continuation
contract is higher because it implies that a higher bonus payment is required in the second
stage. Hence, the more utility the agent receives through a continuation contract, the higher
is the incentive to divert the beliefs. This induces first-stage information rents to increase in
the value of the continuation contract at a given success time for all earlier success times. This
creates a downside of using continuation contracts and therefore long-term incentives because

they induce informativeness rents in the first stage. However, using continuation contracts also
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Figure 2: Tradeoff between Continuation Contract and Bonus Payment.

The left panel shows a hypothetical total reward of the agent as a function of the success time if
the agent were rewarded with a continuation contract only. The total reward therefore decreases
relatively steeply. The brown line illustrates the corresponding profits of the agent.

The right panel shows how the optimal contract improves on the hypothetical contract illustrated
in the left panel: by introducing bonus payments at the end, it reduces the informativeness
rents for all earlier success. The dotted lines are the total reward and profits from the left panel
as benchmark.

has an advantage over bonus payments: by using continuation contracts the principal generates
a continuation value to herself as she only receives the benefits of the project if second-stage
experimentation is successful. Moreover, recall that second-stage experimentation is inefficiently
short due to procrastination rents. Suppose that the principal has to provide the agent with an
additional unit of total reward after a first-stage success. Then, she has to choose whether to
deliver this through a first-stage bonus payments, which implies lower information rents for earlier
successes in the first stage, or through a more valuable continuation contract, which generates
additional surplus in the second stage through more efficient second-stage experimentation. This
tradeoff is illustrated in Figure 2. Introducing a bonus payment after late first-stage successes
reduces the information rents at all previous success times but costs profits at the respective

success time.

Therefore, the informativeness of the first stage induces a tradeoff between short-term incentives
that only condition on current performance, i.e., bonus payments after the first success, and
long-term incentives that condition on future performance as well. This tradeoff does not arise in
a setting without persistent information across stages because the agent does not have the ability
to divert the beliefs that the second-stage contract terms condition on. Therefore, in a setting
with independent stages the principal would never use bonus payments that only condition on
first-stage success. In the following I am restricting attention to the case of costly incentives
defined below.

Definition 1 (Costly Incentives). First stage incentives are costly if the agent’s first-stage
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incentive constraint is binding for all t € [0,T1]. That is

Gv(t, Al,ta Al,t)

(6) Tt = W — 8A1,t

ait

is such that vy = 0 for all t € [0,T1]. A sufficient condition for costly incentives to occur is that
wy < 078 and wp, > U%B.

This implies that the principal does not provide the agent with more utility than necessary to
ensure incentive compatibility in the first stage. That is, the first-stage incentive constraint is
binding for all ¢ € [0,T1]. It may be the case that under some parameter values, the principal is
willing to give more utility to the agent than necessary. This can occur if the incentives in the
first stage are relatively cheap such that a continuation value less than the value of the second
stage alone would incentivize the agent to work in the first stage. If incentives are relatively
cheap, the incentive constraint still requires 7 > 0 as in Proposition 2. As the main contribution
of my paper lies in the analysis of the first-stage incentives and the corresponding optimal
contract, I am assuming that first-stage incentives are costly.

The following theorem shows how the optimal contract solves this tradeoff in the costly

incentives case.

Theorem 1. Suppose that first-stage incentives are costly. The total reward wy the agent receives
conditional on completing the first stage at time t induces full effort, is strictly decreasing for all

t € [0,T1] and solves

6p2 O(At) 8U(t,At) C
= 2 .t. T) =
U= oA ape(d) ™ I = T

and has w, = 0 for all t > T\. There is a t € (0,T1) such that wy = vt and byy = 0 for all
t €10,1); i.e., early successes are rewarded with continuation contracts only.

For all t € (t,Ty], wy > v(t) and byy > 0 with %—’Z increasing in t; i.e., if the success is obtained
after t, the total reward consists of a continuation contract and a bonus payment with the share
of the bonus payment in the total reward increasing in the success time.

The continuation contract, v(t), is implemented according to the optimal second-stage contract

as in Proposition 1.

Theorem 1 implies that the composition of the reward changes over time. Early successes are
rewarded with continuation contracts only and the second-stage contract has deadlines close
to the first best. If the success arrives late, the reward consists of bonus payments as well as
less valuable experimentation assignment in the second stage. The part of the reward that is
provided to the agent with a bonus payment is increasing, the later the breakthrough is obtained.

The reason that a lower share of the reward is provided with continuation contracts over time
is that the additional gain in overall surplus from extended deadlines is decreasing in the belief

about the project’s quality. This belief is decreasing in the first-stage success time. Moreover,
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the arising ratchet effect implies that higher information rents have to be paid for all earlier
success times if more utility is delivered through a continuation contract. By choosing the share
of the total reward that is delivered through a continuation contract, the principal can control
the information rents for all earlier successes. At earlier success times, the agent has to be
granted a sufficiently higher reward to prevent him from delaying effort. If a success at a later
time is rewarded with a relatively high share of utility through a continuation contract, the
gain from holding a more optimistic belief then is high. Therefore, a higher reward for earlier
successes is needed to prevent a deviation. Hence, bonus payments become more favorable for
later successes for two reasons: the effect on information rents for earlier successes increases and
the gain of extending deadlines decreases in the belief.

It is interesting to note that the optimal contract provides a decreasing amount of value
through a continuation contract and therefore induces the continuation contract instruments
to vary with success times. The second-stage deadline is strongly dependent on the first-stage
success time while the second-stage bonus is not as dependent on performance as in the second-
best contract. The reason is, as discussed above, that the incentive cost is lower if the agent is
rewarded with extended deadlines rather than with higher bonus payments. However, having

the bonus payment become less dependent on performance reduces the ratchet effect.

Corollary 2. Second-stage deadlines are decreasing in the first-stage success time and more
responsive to it than in the second-best contract.
Bonus payments are increasing in the first-stage success time and less responsive to it than in

the second-best contract.

How the second-stage contract terms depend on the first stage outcome is illustrated in

Figure 3.

5 Endogenous Agent Replacement

In this section, I consider the case in which the principal has access to another agent for the
second stage. This gives her the additional choice whether to keep the agent from the first stage
to work in the second stage as well or whether she rather has a new agent and get the second-best
value in the second stage. If the agent is replaced, he is rewarded with a bonus payment only and
no continuation value. As shown in the previous section, this implies that at those success times
at which the agent is replaced, he does not need to receive the informativeness rent. Therefore,
the principal saves on rents for earlier success times when replacing the agent. However, she
foregoes the possibility to gain from extended deadlines in the second stage. Replacement is
the most extreme bonus payment and saves the most informativeness rents. Without a new
agent this corresponds to terminating the project as no continuation value is granted to the
agent and no second-stage experimentation takes place. Because the principal can obtain the

second-best value after replacement if she has access to a new agent, I show that she will always
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Figure 3: Deadline and Bonus in Optimal Contract.
The left panel shows how the second-stage deadline in the optimal contract varies with the
first-stage success time compared to the first-best and second-best deadline.
The right panel show how the second-stage bonus in the optimal contract varies with the
first-stage success time compared to the first-best and second-best bonus.

make use of this possibility for success times close to the deadline. The optimal contract with
replacement is illustrated in Figure 4. I assume that parameters are such that we are in the
costly incentives case. If the agent has not to be granted rents that exceed the second-best value

it is straightforward that replacement may not be desirable from the principal’s point of view.

Theorem 2. Suppose that first-stage incentives are costly. If the principal has access to another
agent in the second stage, she will choose two deadlines, T and Ty in the first stage. For all
t e [O,T], the agent receives wy upon a breakthrough as in the optimal contract with boundary

condition given by w; = TN and works in the second stage. For all t € (T, Ti], the

(6]
pry A+ (1—pry
agent receives wy = by = wp, upon a breakthrough and a new agent works on the second-stage
contract according to the second-best value and the belief given by p2o(Ai ). If no success has

been obtained by 17, the project is terminated.

In light of the optimal contract without replacement this result seems intuitive. However, it
is not obvious: there is no learning about the agent’s type but still the successful agent gets
replaced, although continuation contracts are ”cheaper” to provide the required utility than
bonus payments. In particular, when the first milestone is not informative about the second
stage, replacement between stages never occurs because there are no information rents to be
saved by replacement. Moreover, if agents could be continuously replaced even within a stage at
no cost, the principal would replace the agent continuously and induce first-best experimentation
because no dynamic agency rents have to be paid at all. Theorem 2 shows that informative
milestones give rise to replacement of agents that do succeed in their assigned task but took
relatively long to do so. The underlying reason is that continuation contracts give rise to the
informativeness rents caused by the persistence of learning. Hence, replacement occurs to reduce

information rents in the first stage. This may be one explanation for high managerial turnover
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Replacement at 77, termination at T}
No replacement, termination at T}
No replacement, termination at 73
----- Reward provided to new agent

----- Total reward delivered to all agents

Continuation Contract Entrepreneur Replacement

Figure 4: Agent Replacement.
The orange line shows a hypothetical reward process with a short deadline Ty. The blue line
show a hypothetical reward process with longer deadline T{. The green line shows the evolution
of a contract that rewards the agent at least partially with a continuation contract for a success
before T{ and with a bonus payment only for a success before the deadline Ty. The dashed black
line corresponds to the new agent’s value in the second stage if the first-stage agent is replaced.
The dashed green line is the total reward that both agents receive in the replacement region.

rates in the innovative industries found by Hannan, Burton, and Baron (1996), for example.

6 Extensions

6.1 Project Design

In this section, I study the choice of the informativeness of the first stage and endogenous staging,
i.e., the decision of choosing one or two stages for the project. In many instances, a milestone
may not be necessary to implement the full project but still the principal requires it: when a
prototype is required, it may serve as an informative signal about the project. Typically, the
principal is able to decide on the informativeness of the prototype; that is, how many details of
the final product should be incorporated. The tradeoff of the principal is that on the one hand
she wants the signal to be as informative as possible to prevent funding a bad-quality project
in the second stage. On the other hand, if the initial informativeness is low, then if the signal
becomes marginally more informative, the agent’s ability to divert the beliefs increases and

therefore the informativeness rent in the first stage does as well. However, the capital required
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for the first stage is increasing in the informativeness because the more informative is the first
tak, the closer it is to the final product. Hence, the optimal level of informativeness is not
obvious and may not be extreme.

The ratio % can be interpreted as the informativeness of the first stage. The higher is the
ratio the higher is the upward jump in the belief after a success. If % — 00, there is certainty
after a first-stage success that the project is of good quality. If % — 1, there is no learning at
all. I assume that the more has been learned in the first stage, the faster is a success obtained
in the first stage. Towards this, I assume that the good project’s intensity rate in the second
stage is given by A = % This implies that when the first stage is perfectly informative, there
is no second stage because A = co. I can show that the two-stage contract converges to the
second-best one-stage contract as \> — 0. Also, I change A9 with A’ such that the expected
duration of project completion conditional on the quality being good remains constant, which
yields A9 = 1+ A\® when normalizing A\9(A\? = 0) = 1. An additional advantage of this formulation
is that for all combinations of A9 and A’ under this restriction the belief evolution in the first
stage is identical because A9 — X\’ = 1. However, the upwards jump after a success depends on

the ratio % as the posterior is given by

1
P20 = T 0 el +1
po  1+XP

which is decreasing in A’ and goes to one as A\’ goes to zero. To capture the feature of capital
infusions that are contingent on milestones, I let the fixed cost per stage, f; depend on the
informativeness of the first stage. The more informative the first stage, the higher is the cost for
this stage, f;( %) I assume that if % — 0o the cost of the second stage converges to zero and
the first stage cost converges to the one-stage case. Moreover, I continue to assume that the
parameters are such that we are in the costly incentives case. Otherwise, the principal would get
the informative first stage signal without having to deliver any additional rents and the staging
decision became trivial.

As a first result I show that the optimal two-stage contract converges to the optimal one-stage

contract as the first stage becomes perfectly informative.

Lemma 3. With A\ = % and A — 0, the two-stage optimal contract from the previous sections,

converges to the optimal one-stage contract with \°"¢5129¢ = \I(\b = 0).

This result allows me to study endogenous staging as a choice of A’ numerically quite
straightforwardly. When the principal chooses A’ = 0 the problem collapses to a one-stage
problem. Note that in the present setting, the principal cannot choose an entirely uninformative
first stage except for the limit case A’ — oo because A9 =1+ \* > A\b. In this case, again, the
problem would collapse to a one-stage problem because the first stage is immediately completed
and there is no way to divert beliefs for the agent. It is immediate that the principal would
never choose a perfectly uninformative first stage A’ = A9. This would make the first stage a

pure moral hazard stage without any signal. Still, the agent has to be incentivized to exert
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effort. That is, the principal would have to deliver additional rents to the agent without gaining
from the first stage.

It follows from the comparative statics of the optimal contract in the informativeness that the
informativeness rent is inversely u-shaped in the informativeness. If the first stage is entirely
uninformative, then the informativeness rent is zero. If the first stage is fully informative, it
is zero as well. In between, it is strictly positive. Hence, moving from a one-stage project to
a two-stage project with a somewhat informative first stage has the following effects: (i) a
positive informativeness rent has to be delivered to the agent in expectation (ii) the principal
can condition the second capital infusion on the first-stage outcome. These two effects work
against each other and it depends on the parameters which one dominates. Note that if the
initial belief is sufficiently high, investing all capital at once and avoiding the informativeness
rent is more attractive. If the initial belief is lower, investing all capital at once is less attractive
because it is lost with a high probability. However, the principal may then introduce a first
stage at a cost that is lower than investing into the full project immediately to generate an

informative signal and condition the second infusion on this signal.

Numerical Results. In a numerical analysis in Mathematica, I study the endogenous choice
of staging and the optimal degree of informativeness of the first stage. This reveals that the
previously discussed tradeoff between terminating bad projects and agent’s information rents is
relevant when designing a project. In several specifications, the optimal degree of informativeness
is interior and hence the choice of two stages dominates a one-stage project. However, not
requiring a milestone may also be optimal under other parameter values. The analysis reveals
intuitive comparative statics, as the agency conflict increases, the optimal informativeness
decreases. This follows because the cost of the informativeness is increasing in the agency conflict
and hence, the optimal informativeness is reduced. Also, the principal chooses an inefficiently
low level of informativeness.

The conjecture that projects with lower initial beliefs; i.e., more risky projects are more likely
to be staged investments seems to be true in numerical examples. This is in line with the findings
in Bienz and Hirsch (2011).

6.2 Privately Observable Successes

One important feature of the optimal contract derived is that even if successes were not publicly
but only privately observable, the agent would not make use of the possibility to strategically
hide a success. In principle, a profitable deviation of the agent could be to hide a success if it is
obtained instead of shirking to divert the beliefs. However, the gain from hiding a success is the
same as the gain from shirking for an instant: it alters the principal’s belief in the following
stage and therefore increases the value of the continuation contract from the agent’s perspective.
The optimal contract precludes this behavior by rewarding earlier successes with higher rents.

Hence, the agent would immediately reveal a private breakthrough.

27



Corollary 3. If successes are privately observed by the agent, the agent immediately reveals a

SUCCESS.

It follows from this corollary that the assumption of publicly observable breakthroughs is
without loss of generality. In principle, with private observability the agent has an incentive
to strategically delay the arrival of a success due to the arising ratchet effect. The principal
needs to impose an additional truthtelling/revelation constraint on her optimization problem.
However, by inspecting the incentive to hide a success, it becomes apparent that this condition
coincides with the decision to exert effort. Hence, the optimal contract satisfies the revelation

constraint as well and the agent immediately reveals a success.

6.3 Learning About Agent’s Type

If the learning is about the agent’s type instead of the project and the project’s quality is known,
the optimal contract without replacement is as in Theorem 1. However, replacement is different
in this case because a new agent is hired, that is at the beginning of the second stage the initial
belief is back at the initial prior pg. This changes the optimal replacement deadline, but not
the incentive to introduce a replacement region. It may even be more attractive to introduce
replacement because it allows to increase the belief at the beginning of the second stage if the
principal became too pessimistic in the first stage. The continuation value for the principal upon
replacement would therefore be unaffected by first stage outcomes and she can always guarantee

herself at least this continuation payoff after a first-stage success.

Corollary 4. If the agent’s type is unknown, the optimal contract without replacement is as in
Theorem 1. With replacement and independent agents, the continuation value after replacing the
agent is independent of the timing of the first breakthrough and given by the second-best value
under the initial prior belief v3B (pyg = po).

This shows that replacement may also occur due to information rent reasons if learning is
about the agent’s type. That is, replacement does not only occur because the agent is too likely
to be of low quality but to reduce informativeness rents that he would have to be provided if he
would receive a continuation contract. However, the possibility to obtain a new agent whose
quality is drawn according to the initial prior makes replacement attractive as well. It increases

the continuation value for the principal if the belief about the current agent’s quality is low.

7 Conclusion

In this paper, I study the optimal contract for a two-stage project under full commitment in
a dynamic moral hazard setting with ex ante symmetric information and learning within and

across stages.
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I show that the informativeness of the first stage gives rise to an endogenously arising ratchet
effect. As a consequence, the optimal contract has to provide the agent with additional rents
for good performance. Moreover, using long-term rewards with continuation contracts that
condition on future performance is costly in that they amplify the ratchet effect and therefore
increase the agent’s information rents. This induces the composition of the total reward to
change with performance: bad performance cannot be identified as either bad luck or simple
shirking. Thus, the agent receives a higher share of the total reward as a bonus payment rather
than a continuation contract if a success is obtained later. Good performance is rewarded more
with continuation contracts because these reduce the inefficiencies in the second stage caused
by procrastination rents. If the principal has the ability to replace agents after stages, she
will make use of this possibility for the latest success times that still induce continuation. By
replacing the agent, the principal eliminates the incentive to manipulate the performance within
the replacement region and therefore reduces informativeness rents for all success times.

My analysis has several empirical implications: (i) The composition of the agent’s compensation
changes with performance. In particular, if performance gets worse, the total reward is lower and
consists of relatively more short-term than long-term rewards. For example, a well-performing
CEO is rewarded with stock options that are tied to future performance. A CEO that performs
worse is rewarded with bonus payments and less with stock options. The total worth of the
reward is higher for the well-performing CEO. (ii) Deadlines are relatively more responsive to
early performance while final-stage bonus payments are less responsive to early performance
compared to a setting without informativeness rents. (iii) Early-stage deadlines are relatively
short if there is a learning spillover to future stages. (iv) Even successful agents may be replaced
if they do not perform sufficiently well although the project is continued and the agent known
to be able to complete future tasks. (v) Staging occurs more frequently if the initial risk is high.

Besides studying these empirical implications, there are still open avenues for future research:
First, it would be interesting to consider the case of no or only partial commitment of the
principal. Second, in a setting with ex ante private information of the agent, one may wonder
whether a menu of differently staged contracts can elicit the agent’s superior information about
the project. Third, analyzing how competition between agents and free-riding interact in the

presence of the arising ratchet effect is another potential extension.
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8 Appendix

8.1 Preliminaries

The following results will be used frequently throughout the analysis.

Probability that no success has occurred until . The Poisson distribution implies that no

success occurs in an interval [0, t] with probability

o= Jo i AT+ (1=pi )N )ar ods.
Using the definition of the posterior and its law of motion, dp; = —p¢(1 — pt)AXay s, we can
rewrite this probability. First, note that the law of the posterior can be written as

dpi,t
— Digt

b
—Pt>\ga1,t = - pi,t)\ ait-

Second, I apply this on the probability of no success:

t dPis . b
€0 Topis Pi,s A al,sdse— fg[(l—piﬂs))\b]alysds

b _2Pit ¢ b b
e’0 1-Pit o~ fo [(1=pi,s) A" +pi,s A\]a,sds

t APt
. t
e’ T=pis o= Jo Xay sds

— e ln(lfpi,t)ef)\b fot a1,sds

1= Pio X flards.
1 —pis

b rt
e Mot 1_p, o)

Using the posterior at time ¢, 1 — p;; = , we get

e fé alysdspi’0+e—Ab fé al’sds(lfpi,o)
_\9 [t b [t
—e M [5 al,sdspLO +e AP S a175d5(1 _pi,O)
This allows me to rewrite the agent’s objective functions as follows

oo
e e Jo @i A (Impi )N ads g ((pz',tAg + (1= pin) A )ui(t) — C) dt

S~

o0 t t
[ e rtane (e i mtepig e T (1 i) (9 (1 pNtt) — ) e
0

o
/ e aiy <(pi,o)\ge_ Jo arsx9ds (1—pio)A’e” Iy /\bal’sds) v;(t)
0

¢ t
_ <€_>\g Jo al,sdspi70 + e_)\b I a1,sds(1 _ p¢,0)> C) dt
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where v;(t) is the value of succeeding in stage i at time ¢. For the principal, the value is given by
R — [Yay1,s09d b — [FAbay od
/ e " (pi,o)\ge 0 @LsATAS 4 (T — pj g) A7 Jo N s 5) mi(t)dt
0

where 7;(t) is the principal’s value of a success in stage ¢ at time ¢.

Posteriors and Odds Ratios. The belief in the second stage depends on the success time in
the first stage and parameters of the model. The initial belief in terms of primitives and success

time is given by

Npoe™Jo ' Aasds

T - T T
p2,0( 1) )\gpgef fol Nay sds + )\b<1 o p0)€, fol Abay sds

and the posterior after an experimentation duration of ¢ in the second stage

Npge™ fOTl )\gaLSds—fg Aai sds

T1,t) = = T )
p270( 1 ) )\gpoef fOl )\gal,st*fOt )\al,sds + )\b(l — po)e_ fOl Abalvsds

The odds ratio is then given by

p20(m,t)  po &6— ST N sds— (N9 =2?) [ ar ods
1L —pao(ri,t)  1—poA°

Bonus contracts are without loss of generality. The same argument as in Moroni (2017)
yields the result. Denote the general payment process {wgdt + w;};>0 by w. w maps histories
into payments, w : H! — R. Consider a bonus contract b that only has payments at time zero
(10 = 0) and breakthrough times 71 and 7. Define w; (), hi-1) as discounted payoff that payment
process w delivers to the agent given the history if the game ended without a breakthrough at
hTi. Then, let by = w1 (0, hY) and b, (h™) = €™ (w;1(0, h™) — w; (D, h7i-1)). This is a bonus
contracts giving the same expected payoff after every history to the agent as the initial contract
w. Limited liability is satisfied in the bonus contract as well if no positive payments are made
if no breakthrough is obtained in a stage. Such a payment rule is clearly suboptimal for the

principal.

8.2 Proofs

If it does not cause confusion, I drop stage indices in the proofs to simplify notation.
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Proof of Lemma 1. ' The proof relies on Pontryagin’s maximum principle. The second-stage
analysis in my model resembles the one of Moroni (2017). The agent’s problem is to choose an

effort path {a;} given a contract by; to maximize expected payoffs, that is

o0
r{nai</ et I PsAasds g, (ptAba s — ) dt.
at 0

Using the definition of the posterior as well as the differential equation determining its law, this

can be rewritten as

[e¢]
I%lai(/ e "ay (poe*’\ Jo asds)\bu — (poe*)‘fot asds 4 9 _ pg)C) dt.
at 0

Defining A; = fg asds, we can rewrite the maximization as optimal control problem

T
r{laic/ e "ay <poe_)‘At)\b27t — cpoe_AAt —c(1— po)) dt
at 0

s. t. At = Q.
The Hamiltonian and the costate law are given by

Y — ot <p06—)\At >\b2,t o Cp06_>\At _ C(l — po)) ay + neay

= G_Ttpo(bgﬂg)\ — c)e_AAt)\at.
Note that the objective is linear in a; is binary. Let
7= ¢ (poe™ Ny — epoe ™ — e(1 = o) ) +

then if 4 > 0, the agent will exert effort, a; = 1, and if 7+ < 0, he will exert no effort a; = 0.

If the principal wants to induce effort, she will choose 7 = 0 at which the agent is indifferent
between working and shirking. This is optimal, because whenever «; > 0, the principal can

increase her payoff by slightly reducing b2 ; without altering the agent’s incentives.

The standard boundary condition gives n7 = 0 implying v = e T (poe_’\At/\bQ,T — cpoe_)‘Ai —c(1— po)).
Choosing v = 0 implies

M= =" (poe ™ (Nbgy =€) = e(1 = ) )
Differentiating this with respect to time and equating it with (OBJ) delivers

e*”po(b;t/\ — c)e*)‘At Aay = e*”po(bgvt)\ — c)e*)‘At)\at — e*”poe*’\Afl')gt)\

e (poe M (Aboy — ) — (1~ o))

The existence and sufficiency results to the optimal control problem analyzed for the second stage in this
paper follow directly from Moroni (2017) and the references therein.
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and hence, we may conclude that

bg,t:r<b27t—c<l+ Poe ))
Po A

together with the boundary condition

1 —po 6)‘AT>

bor=c|1+
o ( Po A

induces effort path {a;} up to time T.
In the limit r — 0, the bonus payment is constant over time 627,5 = 0 and pinned down by the

static moral hazard constraint at the deadline.

Proof of Proposition 1. First, consider the second-best second-stage contract without a
promise-keeping constraint. Recall that incentive compatibility requires 1')27t follows from Lemma 1.
The principal wants to induce full effort which follows from Moroni (2017) in the second stage.

The bonus payment can be integrated to

Cc

_ m (A(pZ,O + efr(Tft)Jr)\T(l - p270)) - 7”(]?2,0 + (1 _p270)efr(Tft)+)\T)) )

ba ¢

Hence, the principal chooses a total effort Ap equal to calendar time 7. The objective of the
principal is
T
mj@x/ e_’"te_)‘Atpo)\(w —bo)dt
0

C
(Apoo + e TN = py)) = r(pg + (1= pag)e " T=IHT)).

s.t. byt = —->-——-
2t p270)\(/\ — 7’)

Applying the constraint and full effort in the objective delivers

T
—rt_—\t c —r(T—t)+AT
A - (A + 1-
mzélx/o o0 e (W p2,0>\(>\—r)< (P20 +¢ (1= p20))

—r(p2,o + (1 — Pz,o)e_r(T_t)MT))) dt

This simplifies to

(A — )pao(r — A)(1 — e—“"“)T))

1
max 3 (—C(l —p2,0)((1+ e(’\_")T)) + Y

T r—

and taking the first-order condition delivers

1 —
T=_—In(-220 T7C),
2\ 1 —pg’o C
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Consider the case of the promise-keeping constraint. The promise-keeping constraint is given
by

v(71,Ta(11)) > v(11)

where v(71) is the value promised to the agent. Note that the agent’s second-stage value can be

written as

ce_TT(l — P2,0)

=) <T(e)‘T ) A — eTT)>

Again Lemma 1 pins down the incentive compatibility condition. With promise-keeping constraint

the principal maximizes

Ts
(OBJ) jmgx / e—rte— fot Pz,s(ALrl))\asdsplt(Al’Tl))\at(ﬂ_ _ b27t)d7f.
2,02t Jo

T
(I0) st a carg max / ete Joprs (i Nasds g () (A 1 ) Nby — c)dt
at ) 0

Ts
(PK) ”é%’i]/ e e Jopae(An)Nasdsg, () Ay ) Aba s — c)dt > ().
at , 0

Applying Lemma 1 and assuming frontloading of effort, this reduces to

max
TQ(Tl) r— )\

— - 1 — e~ (r+N)T2(m)
(‘C“—p2,o><<1+e“—r>Tz<ﬁ>>>+W palr = (1 - ¢ ))

r+ A

C€_TT2(T1)(1 — pg}o)
r(r—2A)

st w(n,Ta(n)) = (r(eAT2(Tl) — 1)+ A1 - eTT2(T1))) > v(1).

Which yields as Lagrangean

1 _ (TX — &)pao(r — A)(1 — e~ HIT2(1))
= —c(1 — (A=r)To(m1) )
c rA( o1~ pro)(1 4 )+ e
ce ™2(M)(1 — py ) T
_ ’ 2(m1) _ _erTa(m)y) —
w ( mr—Y (r(e D+A1—e )) v(11)

that can be solved for T5(A; 7, ) by the Kuhn-Tucker Theorem. This is solved by the second-best
bonus, whenever v(7y,T3(71)) > v(71) as then p = 0 and we are in the case of the second best.

If the constraint is binding, we require T5(71) to be chosen such that

ce”" 2N (1 — py)
r(r—2M\)

(r() = 1) 4 A1 = ) ) = w(ry).
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If r — 0, this is solved by

’U(Tl) 1 T I G5 DA
T =—— 2 14+ W_ (- c(T=p2,0(r1)
a(11,v(11)) A= paol)) A ( +W_, < e

where W_; denotes the negative branch of the Lambert-W-function.

Proof of Proposition 2. The agent’s value, w; = b1 + v, consists of a promised utility from
the second stage, v, and a bonus payment after the first success, b1 ;. Note that the continuation
value of the agent depends on the agent’s private information. The principal promises the
continuation value conditional on the expected exerted effort, Al,t. Conditional on this, she
implements a bonus and a deadline in the second stage. However, the true total effort that the
agent has exerted is private information, A;; = fot asds. The promised utility is given by v(t)
and implemented through the continuation contract in Proposition 1. The value from the agent’s
view is given by v(t, A1) and depends on the true effort because she may hold a different belief

than the principal in the second stage. The Hamiltonian of the agent is given by

(7)
H = e (oA 4 (1= po)Ne 4 by + olt, A0) — (poe ™4 + (1= po)e™")c) + ma.

He will exert effort if

7= €7 (N4 4 (1= po)\e ™" 4) by + 0t A1) = (poe ™4 + (1= po)e ™" 4)e) 4+ 2 0
and the cheapest way to do so is 74 = 0. Hence, if 7 =0

(9)

me = e ((oAe™ AN 4 (1= po)Ae ™) (b1 + 0(t, Ar)) = (poe ™A + (1= po)e ™ 4)e)
The boundary condition is given by 7 = 0 which yields

poe” AT 4 (1 — po)e A

(10) (bT + /U(T7 AT)) = Cpo)\ge_ATAg + (1 _ pO))\be_ATAb *

The costate evolution is given by 7 = —04, H:

(11)
n=e" (axpov%-‘“t” + (1= po) AT e ) (b + v(t, Ay)) — (poAIe ™A 4 (1 — po)Abe ')

— e_”at(po)\ge_)‘gAt +(1- pg))xbe_/\bAt)c.
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Differentiating (9) with respect to time delivers

i = e (poA7e™ 4N 4 (1= po)Ae ™ Yu(t, Ap) = (poe™" 4 + (1 = po)e ™" 41)c)
(12)  +a((por e N 4 (1= po)ATe AN Yu(t, 4) — (poATe A 4 (1= po) At A)e
— oA A g (1 o)X (b 4 ift, 4)
or with ¢ not fixed
i = e+ e (oA (1= o)A ™ Yo(t, Ar) = (poe "4 + (1= po)e ™))
(1) +a((por e 4 (1= po)A e N Yo(t, Ar) = (poA?e A 4 (1= po)Xoe e

— (poNTe A 4 (1 — po)Abe N Ar) (bt +o(t, At)>)

or (8) Equating this with (11) yields

at

. “MAr 4 (1 = po)e N A ou(t. A
bt+1')(t,At):r<b1,t+v(t,At)— Po€ + (1 —po)e ) v(t, Ar)

C
(14) PoNIe A AL (1 — po) Abe=A"Ar OA;

n Ve
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Hence, if the promised utility follows (40) together with the boundary equation (10), the principal
can induce the effort in the interval [0, 7.

If » — 0, this reduces to

(%(t, At) a %
A, 1 poATe M AL (1 — po)Abe=A"Ar”

(15) by + (t, Ay) =

Proof of Lemma 2. Alternatively, the principal could provide the agent with utility by varying
the boundary condition, B, for the bonus payment and differing the deadline. The payment
rule, however, still has to satisfy incentive-compatibility. The bonus payment for each ¢ under

an alternative deadline is given by

b(t, B) = Be T ¢ <1 N U e_T(T—t)+>\T>>
A—r1 p2o
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This determines the agent’s value if, pgp(flt) is the principal’s and ps o(A¢) the agent’s belief, to
be given by
(16)

v(T, B, p2.o(Ar), p2.0(Ar))
1

" poo(Anr(r — A)(r+ )
(O DO = P)rpa0(Apa0(A) + € Tpao(Ar(ee (pao(Ae) = r + (B + e)pa.o(Ad)(r = M) (A +7)

+(A + 1) (c(p2,0(Ar) — 1)p2,o(A)r) + e(p2,0(A)r — p2,o(Ar)(—1 + p2,o(Ar) + rp2,o(Ar)))A
—(r—2Ae” TH) (e’ ((p2,0(Ar) — Dp2,o(Ar) + p2,0(Ae) (p20(Ar) — Dr)(r + N))
~( N)-

r—N)e” TN (py o (A)pao(A)r(c(r —1) + B(A+ 7

This delivers as deviation incentive in the first stage

(17)

(T, B, pao(Ar), p2,0(Ar))
0A;

~ Op2,0(Ar) 1

OAr pao(Ar(r = A)(r +X)
( (14 Nepao(A)r(h —7) + e T (ce’ (poo(As) — 1)1 + (B + )pao(Ad) (r — N)(r + A)
(r+ A)(ep2,0(A)r + c(r — pao(Ar) (1 +1))N)
(r = Ne "I (= N (epao(Ar) (r = 1)r + Bpao(An)r(r + A) + ce (pa,0(Ar) + (p2,0(Ar) — D)r)(r + /\))> :

To see how this varies with the composition of the continuation contract note that it follows

from the implicit function theorem applied on the promise-keeping condition that the deadline
and the bonus payment vary according to

dT (1 —eM)py.

o(
U8 0B = (B pao(An)(r 1 1) T T (—c(l — pao(As

A) < 0.
)

YA+ reAT) 4 7(poo(A)) B — ¢))
That is, as intuitive, if the boundary condition increases, the deadline decreases. Considering
now the effect of the deadline on the deviation incentive I find that this is affected as follows
(19)

e—(r+X) R . . . |
8]728,(2:40 p270:25 <’I“€2/\T(1 —p2.0(Ar))c+ e’\T(cpZo(At) — (¢4 Bp2,o(A))r) + p2.0(As)(c(r — 1) + B(A+71)))

/

which is positive. Hence, by extending the deadline, the principal reduces the incentive to
deviate in the first stage.
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Evolution of Agent’s Continuation Utility. The agent’s utility from the second stage may
evolve different than the v(t) because it depends on his private information about the true effort.
The promised utility to the agent is denoted by v(t) which coincides with the agent’s continuation
utility if he is on path, i.e., if A;; = t. However, if the agent has deviated, v(t) # v(t, A1)
where the latter denotes the agent’s continuation utility given his private information A ;. We

know that the on-path utility evolves according to

Q.

_AgAl,t 1 _ —)\bAl’t 8 t A
(20) w(t,Are) =7 (bu +o(t, Ars) — Po¢ + (1 —poe c) v(t, A1)

poAIe N AL (1 — po)Abe=A ALt DAL

For an agent that has exerted effort /lu, the value of succeeding the first stage at ¢ is given by

(net the bonus payment, b; ;)

CefrT
r(r— )‘)p2,0(A1,t)

(P20l A1) (e = Ap2o(Ar)e™ = 7(1 = pag(As4))e™T)

+(1 = p2o(A10))p2,0(A1) (1 — A) + pao(Are)e T (A — 7“))

U(Al,t,Al,t) =

~

where po (A1) is the principal’s belief at the beginning of the second stage and pa (A1) is
the agent’s belief. This can be simplified substantially to

~

o(As, Ary) = U(t)pQ,O(Al,t) Cer(1— 671712(;;1”)pz,o(z‘lu) - pZ,O(Al,t).

P2,0(A1t) P2,0(A1)
The total value is evolving according to
(21) W(Ay g, Arg) = b 4+ 0(Arg, Ary).
Hence, if r — 0
” . p2o(Ary) P20(A1s)  p2o(Ary) p2o(Ary)
22 D(Ar, A1) = 0(8) =5 o(t) | o - e e
(22) (Arp, Are) = 9 )p2,0(z41,t) ®) (pz,o(/h,t) P2,0(A1¢) p2,0(A1,)

Agent’s Problem. Given this law of the agent’s continuation value, the agent solves the

following problem

(23) max/ e~ Jo €T X+ (1PN Dasds ((thi] + (1= p) X)v(t, Ary) — C) dt
0

a

(24) s.t. w(t, Al,t) == i)t -+ ’U(t, Al,t)

—NIAq 4 “2bA

' poe 4 (]_ _ pO)e ) 81}(t, A1 t)
25 w(t) =1 b + v t, A - —\bA ¢ 7

( ) ( ) < 1.t ( 17t) po)\ge_AgAl’t (1 po))\be b 1,t aAlyt

(26) Al,t = ag.
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Existence of Solution to Agent’s Problem Existence follows from Clarke (2013), Theorem

23.11. The theorem applies as:

e the laws of motion of the state variables, A;, w(t, A;) and w(t) are measurable in ¢ and

continuous in A;
e the control set a; € [0,1] is closed and convex
e the running cost is
— Lesbesgue measurable in ¢t and (A, a)
— lower semicontinuous in (A, a)
— convex in a for any (¢, A)

e the effort path a; = 0 for all ¢t and A; = 0 for all ¢ is admissible and delivers a finite value.

Principal’s Problem. The Hamiltonian of the principal’s problem is given by
(27)

H=eT" (pox\ge_)‘gAt +(1- po)/\be_)‘bAt) (I(To(t),t) — c(Ta,t) — we) + ray
(28)

+ (r (bt +v(t, A) —

~\IA, . e—)\bAt v ¢
Poe + (1 po) ) 9 (t’ A )at> — Ct(wt - U(T2(t)7 t))

PoNTeNAr (1 — po))\be_/\bAt c 0A,;
(29)
A = qq
(30)

—\IA, 1— —AbA, A

Wy =1 (bt +o(t, Ay) — poz)\g(g)ZngAt j; El —];Ziibe)‘mt C) 8Uétf’4t t)at
(31)
S (po/\fe—/\gAt +(1— po))\bze_AbAt> (I(T(t),t) — (T, t) — wy) — nt(gﬁi

(32)
i = (poATe™ " 4+ (1= po)Ne ) — 4 ¢,

_\9 _ab
pode M AT1 4 (1—po)rbe M ATa

poe_AgAT1+(lfpo)e_/\bAT1
tiplier p and moreover boundary conditions v = 0,m9 = 0,n7 = p, Ao = 0. Note that

with associated mul-

with constraint from agent’s problem wr, = ¢

II(T5(t),t) is the total expected profit from choosing deadline T»(¢) after a success at t, i.e.,
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f(;&(t) p2.0(Ar)e Memds and c(T(t),t) is the total expected experimentation cost from choosing

deadline T, (t) after a success at t, i.e., fOT2(t) p2.0(A)e Mscds.

Maximization with respect to a;. To see that the principal wants to implement full effort

consider a dynamic programming heuristic

(o, om )
Oay daty at

—dt ((ptxq + (1= p)AY) (—TI(Ar) — aydtIT (Ay) + H(AHdt)))

+ dt? I yoat (ar — arpar) ((1— pt)2)\b2 +2(1 — pt)pt/\b)\g + pt)\g2) +(1— 2?1t)/\b2 +pt)\92
—_——

=0, if a¢ continuous

—at? [ ¢ (((L=p)X" + pA9) = (1= )" + pi\9) )

=0

O (Apyar)  OU(Agrar)

+ dt?
Oay daty at

1 1
A4t <at((1 - pt))\b +Pt/\g) + 5(1 - pt)Q)\bQPt(l - Pt))\g)\b + 217%)‘92>

=0
2 2
—dt?  (a— arrar) ((1 — p)A” + p N ) (At tar)
—_——
=0 if a; continuous

+ dt? <(1 - ]%)2)\172 +2(1 — p)pA° N +pt)\92) +(1- pt)Abz +pt>\92) at

1 a
II(As) + §atdtﬂl(at) - t;dt II(Astar)
\\i./

=1 if a;+ continuous

O (Agrar) aH(Atert))

—d® | | (0N + (1= p)AV(Aryar) — ¢+ arrar(peN + (1= p)A°) ( O tdt dagy

=0

+ o(dt?)
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Assuming a; to be continuous this simplifies after division by dt? to

a]:[t aHt > 2
-+ dt
< Oay dagyat /

_ ((ptAH + (1= p)A) (H(At+dt21t_ = atH,(At)))

=7 (@A + (1= p)N)(Aryar) - )

+ <(1 —Pt)z)\b2 +2(1 — p)p A°AY +pt)\g2) +(1 —Pt)/\b2 +Pt)\g2> at

<H(At) + %atdtﬂl(at) — H(At+dt)> .

Take the limit as dt — 0 and get

(_(Zlc;[: * 6iitdt> /dt2
= (0eh? + (1= pX) (T1(A) — a1V (4))) )
-r ((pt)\g + (1= p) A (Apyar) — C)

Note that IT1(A;) — a;II'(A;) is zero up to the second order and therefore the expression is
negative as long as ¢ is less than the first-best. Thus, welfare increases if effort is frontloaded.
Moreover, note that the expected payment to the agent is decreasing if effort is frontloaded. If
discounting dominates learning in a way that the expected payment to the agent is increasing
for some measure of time an argument similar to the one in Moroni (2017) delivers optimality of

frontloading. Hence, the principal prefers frontloading of effort, that ist a; = 1 for t € [0, T}].

Maximization with respect to 75(t). Note that whenever w; — v(T5(t),t) > 0 a bonus is paid

to the agent and (; = 0. (; follows from the first-order condition with respect to time as

OH  Ou(Ta(t), 1)

B3 “="gnu an
. _a9A, b A, t  Qe(Ta(t)t duirg (A
y B et <p0)\ge MA (1 — po)Ale A"A > ( 8T2 (‘(92“22((2) )> + M aTQ((t))
T — AN |
3T2( )

Using this in (32) delivers

(35)
aﬂa(TQ(t),t) . 8c(gT2(t),t) 85bt(At)
. —r _\IA, —abA, To(t To(t To(t
n=e t (po)\ge N A + (1 —po))\be AlA ) 1 — 5( )avt(At) a(¢) + avt?(At)) —r
0T>(t) 0T>(t)
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which is a differential equation of 7; that can be integrated to

(36)
Owg d s Ot dr b aHég;Q(?:t) _ acégjz—;?(?vt) _ a(‘;),}(ﬁt)
n = fo Tt 3Ty (s) S/ Io a1,tm p e ™4 4 (1 — po)Abe AS> 2(%) 8vt(2t()) 28 g
T (1)

using the boundary condition 79 = 0. Note that 7, is increasing over time as Ty(t) > Ty P (t) by
optimality and costly incentives. Continuity of n; implies that there is a # such that ¢; > 0 for
all t € [0, 1] because if ¢; = 0, we get from (33)

(37) e (poNe N A4 (1 po)ae ) <8H£8’t) B acé%(ft)f t>> - "tagufié;)

which cannot be satisfied in a neighborhood of ¢ = 0 if the principal is optimizing. To see why,
note that the left-hand side is the first-order condition for the social planner. To induce effort in
that solution, the bonus has to be equal to 1 and the principal makes zero profits. It is easy to
construct a contract that induces positive profit for the principal. Thus, we have a contradiction
and (¢ > 0 for ¢t € [O,ﬂ. Moreover, the left-hand side is decreasing

Moreover, it can be seen that as soon as a positive bonus payment is used, that is, when
(¢ = 0, the bonus of the reward that is given to the agent with a bonus payment is increasing

over time because 7 is increasing over time.

. _ V) AT (t),t)  Oc(Tu(t),t
38) B e "t (po)\ge MAL 1 (1 — pg)APe At) ( egTj((t; L éTZQ((t)) ))
= Db (Ay)
IT»(t)

Because 1; measures the marginal cost of changing the state v; (note that only changing v;
affects the evolution of wy) it follows that this is increasing over time and hence, for any level w;
of current promised value of succeeding, the principal provides more of this utility through a
bonus payment w; — vy (T5).

To see that ¢ < T}, equate the condition for ¢; = 0 with the equation for n; which yields

(39)
5 5 8H(T2(t),t) _ 8C(T2(t),t) _ 8Ut(At)
W S _Owr b 7 z
r+ Z)Tz(S)ds/ 0 9Ty ( ‘r) p )\Qe_AgAs + (1 — po))\be_A As) ITh(t) av?(jjt()t) ITx(t) ds
T (1)
et (poAge—AgAt +(1- po)/\be_AbAt) (méfﬁj((ii’“ - 865%((?)’@)
- g (Ar)
IT»(t)

OI(To(t),t) _ Oc(Ta(t),t)  Ovi(Ay)

Note that this is equivalent to a first-order condition for the first-stage deadline if —22% avf(Tjt()t N—EP10!

0Ty (1)
is replaced by — <8Ha(%((g t) acé%i%’”) and bonus transfers could not be used. However, the

latter can be shown to be greater than the former and as the other term is increasing in t, ¢ less

than the deadline if no bonus payment is used. By giving the principal the additional possibility
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of a bonus payment she is at least weakly better off and hence, ¢ < T3.

Sufficiency of the Necessary Conditions Because we have established the existence of a
solution previously, we can conclude that if {a;} is the only effort path that satisfies the
necessary conditions, these are also sufficient. Recall that necessity requires an effort path {a;}

together with a costate 4y such that they satisfy (8). Recall that we have from (15)

ot =—r|b+v(t,A) — poe A+ (1 - Po)e_/\bAt c
(40) PoNIe= A At - (1 — po) Abe=A"Ar ’ poNIe A At 4 (1 — po) Abe= A4
; . ov(t, A
+ by +0(t, Ag) — éAtt)at

which we can, using the on-path and off-path values, rewrite as

(41)

poNIe= AL 1 (1 — po)Abe—AAe poAIe M AL (1 — po) Abe=A"Ar a PoNIe= AL 1 (1 — po)Abe=APAr
av(@f‘h)@ _ u(t, Ay)
6At ! 8121,5

e —r ( poe ™A 4 (1~ pp)e M4 poe A 4 (1= pp)e M )

ay

+ (@A) = au(A40)) +

Define 19 = inf{t|y: # 0}. Suppose 79 = 0 and 9, > 0. By continuity of 44, there is an ¢ such
that for 4, < 0 for t € (0,¢). By optimality, we know that a, = 0 for ¢ € (0,¢). This implies that
A; < Ay where A, corresponds to the effort of the hypothetical effort path {a;} and A; to the
on-path effort path {a;}. I want to show that 4; < 0 if A; < A; for r close to zero. Recall (22),
then, (41) further reduces to

(42)
At . p2.o(Ar1y) P20(A1e)  poo(Avy) poo(Aiy)
: P §TISSEORIER -
podIe M At (1 — po) Nbe=A"Ar p2,0(A1) p20(A1:)  p2o(Aie) p2o(Are)
8vt(At)a . 8”15(1415)&
04 " 04,

The right-hand side is now less than zero as Al,t < A; 4 implies p270(A17t) > p2o(A1). Hence,
we know that ’*yt < 0onte(0,e) implying that 4, < 0. Together this implies that 4; < 0 for all
t € [0,T1]. Recall that the transversality condition implies that

A

i1 = (poNeN AT 4 (1= po)N'e ™) w(t, Ay) = (poe™" A7 + (1= po)e 47 ) o

AV

v = (poMe AT 4+ (1 - PO))‘bei)\bAT> v(t, Ay) — <P067AQAT +(1- po)e*/\bAT> c

0
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where the inequality follows from AT < Ap. Ar > 0 contradicts 44 < 0 for all ¢ < T7. An
analogous argument applies for 7y > 0. For all t < 19, A; = At and 44 = 0. Following 19 with
A < Ay, the reasoning from above yields a contradiction with the transversality condition. Note
that a; = 1 will be optimal and this direction suffices to guarantee sufficiency of the necessary

conditions in the optimal contract.

Costly Incentives. Note that to complete the solution of the optimal control problem, we need
to prove that the principal always sets 74 = 0 in the agent’s problem. This implies, that the
agent’s incentive constraint is never slack in the optimal contract. I restrict attention to this case,
as the main contribution of the paper lies in the case when first-stage incentives are relevant. In
the remaining cas es, it occurs that theprincipal wants to increase the agent’s value to get closer
to the second-stage second-best value. To do that, she increases v; above zero. These cases can
occur only if the agent’s promised value lies below the second-best value in some regions. The
problem can analogously solved for cases with 7 > 0. Due to a lack of closed-form solutions
there is no sharp characterization of the parametric assumptions for the costly incentives case.
However, a sufficient condition on contract terms is that: w; < ©°B(t) for all t € [0,T1] and
wr, > v B(Ty). This implies that at the first-stage deadline the value in the contract is higher
than the second-best value of the contract. Moreover, the total reward is decreasing steeper
than the value of the second-best contract. Hence, the total reward is always higher than the

second-best second-stage contract.

Existence of Solution to Principal’s Problem. Recall the requirements from Clarke (2013),
Theorem 23.11. Denote the control variables by a and the state variables by A. The theorem

applies as
e the laws of motion of the state variables, g(A) are measurable in ¢ and continuous in A
e the control set a € A is closed and convex
e the running cost is
— Lesbesgue measurable in ¢t and (A, a)
— lower semicontinuous in (A, a)
— convex in a for any (¢, A)
e the effort path a; = 0 for all ¢t and A; = 0 for all ¢ is admissible and delivers a finite value.

The running cost is given by

(44) A(t, A,0) = are " (poe A+ (1= po)e ™) (TI(t, v (1)) — v(1))
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Convexity in a of the set {A(¢, A,-)} has to be established. It suffices to show that A is concave
in a. Suppose we are in the case with 74 = 0. Then, it remains to show that II(¢,v(t)) is concave
in v(t). Recall that

T(v(t))
(45) II(t,v(t)) = / e " pao(t)e N (ps AT — c)ds
0

(46) _ W (1= 0T 1—1’30@)0 (1= e

Hence, we get

2 v 2 v
S = S (ol e — e IO - (1)) T
2
~ (T (po(0mx = e+ e T 1 g0

which is less than zero. Hence, the running cost is concave in the promised utility and we can
conclude that the set A(t, A,-) is convex.

Proof of Theorem 2. Suppose the principal considers introducing an additional deadline, T}
before the initial one, 77 to replace the agent if he succeeds before the second but after the first.
To simplify notation denote by II the surplus in the second stage. Introducing 77 alters the

principal’s profits by

T
/0 e (1 — po) : ftpt (It w(t, 77, T1)) — It w(t, Ty, Th))) — (w(t, 77, T1) — w(t, Th,T1))) di

T P
+/ e (1= po) = (3P (1) — It w(t, Ty, Tv))) — (wP (1) — w(t, 71, Ty, T1)))
T{ bt

T
— Dbt c
- e "1 — pp dt.
/T’ (1=p )1—ptpT1)\g+(1—pT1)>\b

1

Multiplying by ﬁ and taking the limit 77 — 71 1 0 we have
1

Tl !/
_ Dt 8w(t, Tl, Tl’ Tl) 8H(t)
47 "1 - 1— ———2—|dt>0
(47) /0 e =p)yT T ow(t, T1)
where the inequality follows from #}% < 1 if the agent’s value is above the second-best
El ]
value and % > 0. So there is an incentive to introduce entrepreneur replacement. Note
1

that if stages are independent %]T{:ﬁ = 0.
1

On the other hand, suppose 7] = 0 and consider the choice of introducing a reward with

continuation contracts instead of replacement, that is marginally increasing 77. This yields as
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<HSB(T{) = 0T — (T, (T, 1) = (T 1) = g (i - pTMb) '

Note that if 7] = 0, w(0,T1) = T3P and hence, we get

- c
pry A9+(1—pry

(49) —(1 = po) 72— (I*H(TY) — w™(T]) — I(T], (T}, T1))) -

If w9B(TY) < m, then II(TY,w(T},Ty)) > I°B(T}) and increasing T is profitable.
However, if wB(T!) > m, then II(T},w(T},T1)) < I¥B(T}), however, as the
principal’s payoff falls in the parameters that would increase the agent’s second-best value,
58(TY) — w9B(T}) < T(T{,w(T],T1)) and hence, a period without replacement would be
introduced.

Proof of Lemma 3. To show that the optimal two-stage contract converges to the optimal
one-stage contract I consider first the limits of the second-stage contract’s instruments, T'(v(7))
and b?(T(v(71)). Recall that

v(Ty) 1 < IGA VL - >
50 T =—-——--"2  — “W_q1| —e O-P200m)
We are now interested in the limit as A — oo.
: : v(T1) 1 WA
1 | T =1 — 7 W 4| —e @=p20(m1)
(51 Jim T(v(r)) = lim ( o)) 27 ( ¢

v(r)A

U(Tl) . 1 =y e
2 =~ 7 1 —W._ _e (1-p2,0(m1))
(52) A= pao(m)) A W= ( ‘ )
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Applying L’Héspital’s Rule gives

v(7]) /
(53) ___vm) gy <W_1 <_6‘<1—pz,10<11>>>>

(1 —p270(7'1)) A—00

v(11) . v(11) 1
(54) SRV R T 1- _
(I =p2o(r1))  A=oo | (1 —=p20(m1))c LW, <_e<1p<z,t)<il>>)
’U(Tl) ’U(Tl) 1
(55) SR VA 1-
1— 1 — ___v(m)A
(1 —p2,0(m1)) (1 —p20(m1))c | 4 Ty Wy <_€ <1p2,0<n>>>
(56)
lim T'(v(r1)) =0
A—00

as W_1 (z 1 0) = oc.
Recall that the bonus is given by b%(v(11)) = -5 (1 + I_L(O(T)l)e’\ﬂ“(“))). We get for the limit

p2,0(7T1
(57) lim b%(v(r1)) = lim — (1 + 1= p20(11) Ar(o(m))
A—00 A—00 TA p2,0(7'1)
(58) _cl=po(n) AT (v(m1))

T  P2,0 (7’1 ) A—00 A

and again by L’Hospital’s rule

1- 1
(59) = ciopaln) 00 | o
™ p20(m) (L= pao(m))e Ao 1+ Hmy_ye0 W1 <—e_(1—p2,o<n>)>
(60)
. v(71)
lim b2 = 2T
)\1—>n<30 (U(Tl)) 7Tp270(7'1)

Next, note that we have A’ — 0 and hence

p,
(61) lim p o(71) on =1

Ab—0 - )\ngl + (1 - p7’1))‘b

So, that the second stage is immediately and successfully completed in the limit and the agent
receives v(71) as a payment while the principal keeps m — v(17).

As a consequence of the limit of the belief after a success, we have that

62 lim o(t) = 0
(62) Jim 9(2)

and no informativeness rent is required in the first stage. Hence, we may conclude that the

optimal two-stage contract converges to the optimal one-stage contract if A\> — 0.
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