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Instructions, decision sheets, and results sheet to

Simon Gächter and Manfred Königstein: Design a Contract! A Simple Principal-Agent Problem as a Classroom Experiment

CeDEx Discussion Paper No. 2006-04
Remarks:

· This document contains the instructions we use in our classroom experiments. 

· The instructions are written in Microsoft Word and can therefore be easily modified by everyone who wants to use them. 

· Our version is written in font size 20 pt, and comprises three pages in the original format. This has the following two advantages: First, you can print the instructions on one piece of paper by using the option of printing four pages on one page.  Second, you can also print the same set of instructions on transparencies, which are very helpful in summarizing the basic rules.
· Pages 5 and 6 contain the decision sheets.
· Pages 7 and 8 contain the Results sheets. 
Design a contract!

1. Imagine you are the owner of a firm but you lack the expertise to run your company properly. Therefore you decide to hire an expert. 

2. Your task is to design a contract between you and the expert. 
3. The expert can accept or reject your proposal. If the expert rejects the proposal, he will earn 100; you will earn nothing. 
4. If the expert accepts the contract and is therefore willing to run your company, he/she chooses his/her work effort. For simplicity, we assume that there are ten work effort levels that the expert can choose (1=expert works very little; 10=expert works very hard).
5. The work effort determines the total return that is generated as a result of the expert’s work effort. The higher the expert’s work effort the higher the total return, but also the cost the expert has to bear.
A contract offer to the expert consists of two elements:
1. A fixed payment, which can be 
- positive (i.e., the expert gets a salary)
- or negative (i.e., the expert has to pay this amount to you).
2. The expert’s return share, in multiples of 10%, which states the share of the total return (in %) that belongs to the employee (the rest automatically goes to you) 
Rules for contract offers:

For contract offers the following rules hold:

(700 ( fixed payment ( 700 (only integers!)

The expert’s return share: between 0% and 100% 

(0%, 10%, 20%,…,100%)

ALL combinations that obey these rules are feasible!
Payoffs if the expert accepts the contract:

The expert gets:

(Expert’s return share in %(×(total return) + fixed payment – cost of the expert’s work effort

The owner gets:

(100% – Expert’s return share in %(×(total return) – fixed payment
Note: The expert’s return share is a multiple of 10% (0% to 100%)

Ex. 1: Expert’s return share = 0% ( the owner gets the whole return

Ex. 2: Expert’s return share = 100% ( Expert gets the whole return

Ex. 3: Expert’s return share = 30% ( Expert gets 30 %; the owner gets 70% of the total return

Payoffs if the expert rejects the contract:

The expert earns 100
The owner earns 0.
The following table indicates the relationship between the expert’s work effort and the generated total return from his or her work effort. The table also shows the costs of work effort the expert has to bear.
Work effort levels, total return from the expert’s work effort and the expert’s cost of the work effort:

	Expert’s work effort

(1=lowest; 10=highest):
	Total return from expert’s effort:

70×(Work effort)
	Costs of work effort for expert

	1
	70
	0

	2
	140
	20

	3
	210
	40

	4
	280
	60

	5
	350
	90

	6
	420
	120

	7
	490
	160

	8
	560
	200

	9
	630
	250

	10
	700
	300


Example:

You offer the following contract:

Fixed payment: +55

Expert’s return share: 50%

The expert chooses effort level 3. The total return is therefore 210.

The expert earns: 50%×210 + 55 – 40 = 120.

You earn: 50%×210 – 55 = 50. 

You can “simulate” payoff consequences of various contracts by using assumptions on the expert’s work effort.

Design a contract!

My contract offer is

I make the following contract proposal to the expert:

Fixed payment (between –700 and +700, integers): 



................

Expert’s return share (in multiples of 10%, between 0% and 100%):
................

Now you are an expert!

You have just received a contract offer! 

Please fill in the details of the contract proposal that you have just received from an owner:

The owner’s proposed fixed payment for me:



................

The owner’s proposed return share for me:



................

You now have to make two decisions.

1. Your first decision is to decide whether you accept or reject this contract. 

2. If you accept the contract, you have to choose your work effort. 

I accept this offer:

o No

o Yes

Only when “Yes”:

I choose the work effort level (between 1 and 10):  ..........................
Results (“Offered contracts and effort levels”)
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Results (“Optimal effort choice?”)

	Return share
	# Contracts
	Payoff maximizing effort
	Actual efforts

	0, 10, 20
	
	1
	

	30, 40
	
	4
	

	50
	
	6
	

	60, 70
	
	8
	

	80, 90, 100
	
	10
	


