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Abstract

We obtain a full characterization of the optimal contract for the limited lia-
bility model of agency with moral hazard using conditions that are generally
satisfied in applied problems in economics and finance. We show necessary
and sufficient conditions for the optimal contract to take the form of debt.
The analysis is based on two conditions: the distribution of shocks has a
monotone hazard rate and the shock and the agent’s effort are complements.
The advantage of this approach is that it is readily satisfied by several distri-
bution and production functions in applied problems. These conditions are
commonly applied in adverse selection models of agency. The two conditions
replace the traditional MLRP and CDFC assumptions, which are difficult to
satisfy in applied problems.

Key Words: Agency, Moral Hazard, Debt, Limited Liability.

*We would like to thank Sandeep Baliga, Marco Ottaviani, Yuk-fai Fong, Michael Fishman and
Alessandro Pavan for interesting comments. Poblete is grateful to the Searle Center for Law, Regulation
and Economic Growth for research support. Spulber is grateful for the support from a research grant
from the Ewing Marion Kauffman Foundation on Entrepreneurship.

"Northwestern University.

tKellogg School of Management, Northwestern University



