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Summary of the Corrections

This note makes the following corrections in Propositions 1 and 2 of Santos-
Pinto (2008):

1. Proposition 1 should require that the agent misperceives the output dis-
tribution p(a,) # p(a,) associated with the action a, that the principal
wants to implement. If beliefs are accurate at the implemented action,
full insurance may remain optimal.

2. The positive self-image part of Proposition 2 is valid if positive self-image
slackens both the participation constraint and the relevant downward in-
centive constraints.

3. The negative self-image part of Proposition 2 does not follow from the
same complementarity condition used for positive self-image. It requires
the opposite monotonicity condition on the belief distortion f(a,) =

plan) — plan).

I am thankful to Martin Dumav for having identified the needed correction
in Proposition 2.

Correction to Proposition 1

The original statement says that if the agent has mistaken beliefs about his pro-
ductivity, then the optimal contract should not fully insure the agent. This is
too strong. The agent may have mistaken beliefs at some effort levels but accu-
rate beliefs at the particular effort level that the principal wants to implement.
In that case, the side-bet argument does not apply.

The corrected statement is as follows.



Proposition 1 (Corrected Proposition 1) Consider the principal-agent model
with observable effort, a risk-neutral principal, and a risk-averse agent. Suppose
the principal wants to implement effort level a,,. If the agent misperceives the
output distribution induced by a,, that is,

plan) # plan),

and the principal knows both p(a,) and p(ay,), then full insurance is not optimal.
Moreover, the cost of implementing a,, is strictly lower than in the standard
model with accurate beliefs.
If instead
plan) = plan),
then the implementation cost is the same as in the standard model, and full
msurance may remain optimal.

Correction to Proposition 2

The positive self-image part of Proposition 2 is correct under the intended in-
terpretation, but the statement should make clear that the relevant downward
incentive constraints continue to characterize implementability under the sub-
jective beliefs. The negative self-image part requires a different sign condition
from the positive-self-image part.
Let
fm(an) = pm(an) — pm(an).

The distortion f(a,) measures the difference between the agent’s perceived out-
put distribution and the true output distribution at effort a,,.

Proposition 2 (Corrected Proposition 2: positive self-image) Consider
the principal-agent model with unobservable effort, a risk-neutral principal, and
a risk-averse agent. Suppose MLRC and CDFC hold, so that the optimal accurate-
beliefs wage scheme is nondecreasing in output and the relevant downward in-
centive constraints characterize implementability. Suppose also that the agent
has positive self-image and that self-image and effort are complements, in the

sense that, for everyn >n' and every k=1,..., M,
k k
Z fm(an) < Z fm(an’)-
m=1 m=1

Then the cost to the principal of implementing a,, is weakly lower than with an
agent who has accurate beliefs.

Let v = (v1,...,vp) be the optimal accurate-beliefs utility-payment scheme
for implementing a,. Under MLRC and CDFC, the optimal wage scheme is
nondecreasing in output, so

11 <vg < - <oy



First consider the participation constraint. Since the agent has positive
self-image, p(a,,) first-order stochastically dominates p(a,). Because v,, is non-
decreasing in m, we have

> Bu(@n)vm = Y ().

Thus the participation constraint is weakly slackened relative to the accurate-
beliefs case.

Now consider a downward incentive constraint comparing a,, with a,,, where
n > n’. Under subjective beliefs, the left-hand side is

Z[ﬁm (an) = Pm(an)]|vm.
Using p = p + f, this equals
Z[pm(an) = Pm(an)]vm + Z[fm(an) = fm(an)]vm.

The first term is the accurate-beliefs incentive term. We now show that the
second term is nonnegative.
Define

Im = fm(an) = fm(an).

Since both f(ay) and f(a, ) sum to zero, we have

M
m=1

The complementarity condition implies

k
> gm <0 forallk=1,...,M.
m=1

By summation by parts,

M M-1 k
D Gmvm =Y < gm> (Uk — V1)
m=1 m=1

k=1

Since
k
Z gm <0 and v — V41 <0,
m=1

each term in the sum is nonnegative. Hence

Z[fm(an) - fnL(an/)]UnL Z 0.

m

Therefore the downward incentive constraints are weakly slackened.

Thus the accurate-beliefs optimal contract remains feasible under positive
self-image. Since the principal minimizes the same true expected wage cost over
a weakly larger feasible set, the cost of implementing a,, is weakly lower.



Remark 1 The previous argument shows why positive self-image lowers imple-
mentation costs under the stated conditions. However, the same complemen-
tarity condition does mot imply that negative self-image raises implementation
costs. The incentive effect depends on the sign of

> [fm(an) = fr(an)]vm.

m

Under the complementarity condition above, this term is nonnegative. There-
fore, the incentive constraint is slackened, not tightened, regardless of whether
the distortion f comes from positive or negative self-image.

A correct negative-self-image counterpart requires the opposite condition on
the belief distortion.

Proposition 2 (Corrected negative self-image counterpart) Consider the
same environment. Suppose the agent has negative self-image and suppose that,
for everyn >n’ and every k =1,..., M,

Jm(an) >

fm(an).

M-
M-

m=1

Then the cost to the principal of implementing a.,, is weakly higher than with an
agent who has accurate beliefs.

Let v = (v1,...,vp) be the optimal accurate-beliefs utility-payment scheme
for implementing a,,. Again, under MLRC and CDFC, this scheme is nonde-
creasing:

vy <o <oy

Because the agent has negative self-image, p(a,,) first-order stochastically
dominates p(a,). Since vy, is nondecreasing,

> Bm(an)vm <Y pm(an)vm.

Thus the participation constraint is weakly tightened.
Now consider a downward incentive constraint comparing a,, with a,,, where
n > n'. As above,

me(an) 7ﬁm(an’)]vm = Z[pm(an) 7pm(an’)]vm+2[fm(an) 7fm(an’)}vm~

Let
Im = fm(an) = fm(an).

The assumed condition implies

k
S 9n=0  forallk=1,...,M.
m=1



Using summation by parts,

M M—-1 k
> gmvm =Y (Z gm> (Uk — Vit1)-

k=1 m=1
Since

k
Z gm >0 and Vg — Vpt1 <0,
m=1

we obtain
Z[fm(an) = fm(an)om <0.
m
Thus the downward incentive constraints are weakly tightened.

Therefore, relative to the accurate-beliefs case, negative self-image tightens
the participation constraint and the relevant downward incentive constraints.
Hence the feasible set is weakly smaller. Since the principal minimizes the
same true expected wage cost over a weakly smaller feasible set, the cost of
implementing a,, is weakly higher.



