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Moral Hazard in Teams Revisited

BaomIN DoNG
Xiamen University & Concordia University

Abstract This paper addresses the classical question of the free-riding problem in a two-per-

son managerial team. Unlike the pure moral hazard models we assume that individual en-

trepreneurial abilities also affect team output. Using a two-period model we show that in an

Alchian-Demsetz firm even in a finite period game setting effort levels of both team members are

higher than what are commonly perceived to be achievable. We argue that this is due to the partial

mutual observability between the team members. We then argue that the existence of a self-en-

forcing mechanism in managerial teams alleviates free riding and may be the reason for the team to

persist.
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