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Abstract

Adverse selection harms workers, but benefits firms able to identify talent. An informed
intermediary expropriates its agents’ ability by threatening to fire and expose them to
undervaluation of their skill. An agent’s track record gradually reduces the intermediary’s
information advantage. We show that in response, the intermediary starts churning
well-performing agents she knows to be less skilled. Despite leading to an accelerated
reduction in information advantage, such selectivity boosts profits as retained agents
accept below-reservation wages to build a reputation faster. Agents prefer starting their
careers working for an intermediary, as benefits from building reputation faster more
than offsets expropriation costs. We derive implications of this mechanism for pay-for-
performance sensitivity, bonuses, and turnover. Our analysis applies to professions where
talent is essential, and performance is publicly observable, such as asset management,

legal partnerships, and accounting firms.

Keywords: dynamic signaling, dynamic adverse selection, compensation, career con-

cerns, real options.

1 Introduction

Productive ability is the cornerstone of a successful enterprise. Investors allocate assets to a
mutual fund if they believe the asset manager has skill. Corporations retain legal firms for
the perceived wits of their lawyers. Businesses choose reputable accounting firms to perform
audits and bookkeeping. These professions share a common theme — a significant subset of

workers are employed by intermediaries who, in turn, sell workers’ services to clients. The
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asset manager oversees investors’ capital but is employed by a fund family, such as Fidelity.
Legal associates serve clients but report to partners in their firm. It is surprising that many
workers possessing such general industry skills do not contract directly with clients to sell
their services, especially in professions where agents’ performance is observable. Economists
have, however, long understood that asymmetric information prevents skilled workers from
charging the actual value of their services and enables informed intermediaries to step into
the market and contract with clients on the agent’s behalf. In this paper, we analyze the
dynamic profitability of such intermediation and show how compensation and turnover are
jointly shaped by asymmetric information and performance over the life cycle of an agent’s
career. We do so in a setting where both the agent’s outside option while working for
the intermediary and the value of the intermediary firm are endogenously determined in

equilibrium.

Our analysis reveals an intriguing dynamic interplay between performance, turnover pattern,
and evolving compensation. The equilibrium consists of quiet periods with limited depar-
tures of agents from the intermediary and limited wage dispersion, followed by periods with
increased turnover and differentiated compensation. The intermediary is a monopsonist for
the agent’s labor when the information asymmetry is high. She screens the agents at the
hiring stage but then retains them as long as they generate good performance, regardless of
their ability to generate good performance in the future. Importantly, the quiet period is
not induced by the intermediary’s desire to learn about the agent, but instead the desire to
maintain high information asymmetry. Over time, the agent’s public track record reduces
this information advantage, and the intermediary starts churning lower-skilled agents. While
this reduces the intermediary’s information advantage, her profitability increases in these
periods as higher-skilled agents pay to build their reputation with clients and separate from
lower-skilled agents. In equilibrium, the intermediary serves as a reputation building conduit
for the hired agents, making it optimal for them to start their careers with the intermediary.
While most models of labor market signaling assume exogenous costs of attending school, our
model points to rich compensation dynamics arising endogenously when the agent is already

employed, but still trying to signal his skill to the market.

In our model, the intermediary owns a long-term business and employs a sequence of agents
to operate it. Each agent can work for the intermediary, but can, at any point, quit and
open an independent firm to contract directly with clientsE The agent is privately informed

about his skill relative to clients. The intermediary acquires this information at the time the

We assume the agent faces no dead-weight costs of opening the firm, but our findings can easily incor-
porate such friction. Moreover, the agent’s positive reservation value from leaving the industry results in an
opportunity cost of him opening his firm even in our current setting.



agent is hired, while the clients remain uninformedﬂ We assume this private information is
imperfect and that all parties further learn about the agent’s skill from his publicly-observed
performance. In every period, the intermediary either pays the agent enough to retain him
or the agent separates from the intermediary, and the intermediary hires a new one at a cost.
The decision to replace an agent depends on the intermediary’s profitability relative to the
benefit of hiring a new agent. The intermediary’s revenue is determined by the clients’ belief
about the quality of the agent’s services, i.e., by the belief about the ability of the retained
agentsﬂ The intermediary’s cost is the compensation necessary to retain the agent and is
unobserved by clients, as consistent with practice. The agent’s compensation depends on
the private information of the intermediary-agent pair as well as the clients’ perception of
the agents who are let go by the intermediary. The difference in skill between agents who
are retained and those who quit allows the intermediary to pay the agent only a fraction of
the revenues collected from clients. Private information makes the intermediary a transient
monopsonist for the agent’s labor, making it optimal for him to start his career working for

the intermediary.

The intermediary favors employing higher-skilled agents for two reasons. First, even though
the immediate revenue is determined by the clients’ belief and is not sensitive to the residual
private information, a better agent has higher performance prospects, resulting in improved
revenues in the future. Second, the intermediary can bargain more effectively with a higher
skilled agent, as being fired and pooled with lower-skilled agents presents a more severe
punishment for a higher-skilled agent, who is more sensitive to clients’ beliefs about him as
he expects to stay in the industry longer. Consequently, the intermediary’s threat of early
termination is more effective when negotiating the compensation with a better agent, leading

to greater profitability of employing him.

When information asymmetry is high, the intermediary retains all agents, as long as they
perform sufficiently well. The intuition is that the revenues are pinned down by clients’
belief about the retained agents, while compensation costs are determined by the worst
remaining agent. Even an intermediary employing the worst agent can collect substantial
revenues from pooling with higher-skilled agents before letting go of the agent and paying
the resampling cost. We term this as the quiet period of the employment relationship. It is

characterized by low turnover and a lack of wage dispersion. The agent’s performance track-

2Consistent with survey evidence in [Behrenz| (2001), who shows that most of the private information of
the firm accrues at the interview stage.

31t is common that the client is the residual claimant of the quality of the provided service. In the context
of mutual funds, investors pay a percentage fee of assets under management to the fund family but are the
residual claimants of the manager’s performance. The fund family rarely invests its capital into its funds.
In the context of legal services, it is common for a client to retain a law firm for a fee. The law firm then
represents the client, but does not bear residual claim to the outcome of the trial or negotiation.



record gradually reduces information asymmetry, making retention of the lower-skilled agent
expensive, eroding the intermediary’s profitability of retaining all agents, and eventually

ending the quiet period.

When the information asymmetry is low, the intermediary cannot profitably retain all agents.
Dropping lower-skilled agents improves the pool of retained workers, leading to an increase
in revenues from clients, but also a further reduction in information asymmetry. The inter-
mediary can affect the rate of this decline by strategically setting her retention policy. One
might naturally conjecture that she would refrain as much as possible from letting go of lower-
skilled agents in order to maintain a steady profit wedge. We show that, on the contrary,
she accelerates reduction in information asymmetry by churning low-skilled agents at a faster
rate, and highlight that the higher churning rate increases the intermediary’s profits. The
key to understanding this is to keep in mind that being retained by the intermediary conveys
a positive signal about the agent’s ability to clients and improves his future career prospects.
A higher skilled agent is willing to be under-compensated to the extent that he accepts even
less than the compensation of the separating low-skilled agent in order to capture the deferred
benefit of such reputation building. Such willingness allows the intermediary to differentially
underpay higher-skilled agents during churning periods, boosting her profits despite dimin-
ishing information asymmetry. Such dynamics lead her net profits to be non-monotone in
elapsed time and performance — they decline while in a quiet region, but then increase as
the intermediary starts churning lower-skilled agents. Churning periods are associated with
more wage dispersion, as higher-skilled agents differentially pay for reputation — a result that
highlights the importance of private compensation contracts, contrary to prior literature. In
equilibrium, better agents are retained for longer but are more underpaid while working for
the intermediary. These results hold regardless of whether the intermediary can commit to

long-term contracts with the agent.

We show that the pay-for-reputation mechanism is robust to a number of extensions of
the model. First, we allow the agent to move laterally across different, but symmetrically-
informed intermediaries. Such a possibility gives the agent bargaining power and reduces
the intermediary’s profits, but does not alter the equilibrium structure. Second, we allow
the agent to signal his ability to clients by selling his services at a persistent discount when
he opens his own firm. We show that, as long as the agent’s performance is reasonably
informative, the agent prefers to build a reputation by working for the intermediary, and
does not rely on independent signaling. The intuition is that, while a higher-skilled agent
benefits more from a better reputation, he also suffers a greater dead-weight cost of signaling
his ability independently. Third, we contrast the role of reputation building and general

training. We show that the intermediary has an interest in training the agent only when



the information asymmetry is high, and she can capture part of the incremental surplus.
As the information asymmetry declines due to publicly-observable performance signals, the
intermediary substitutes training with profitable turnover, in which higher skilled agents pay

for building a reputation.

To illustrate the economic mechanism, we first express it in a parsimonious model where per-
formance signals stem from a perfectly informative negative Poisson processﬁ This sharpens
the economic intuition but, because elapsed time is the only state variable, makes it difficult
to separate the effects of performance and residual uncertainty about the agent in determin-
ing compensation and turnover. To remedy this, we develop a novel learning model that
combines a general distribution of private information and conditionally normal Brownian
performance signalsﬁ We are then able to characterize the equilibrium of this more general
model as a solution to a multi-dimensional real-option problem, demonstrate that the equi-
librium structure is very similar to the case of the Poisson model, and also derive a number
of additional distinguishing results highlighting the effect of past performance on the agent’s

compensation and turnover.

In the Brownian model, the intermediary’s profitability endogenously increases if the agent
performs well, as clients’ more dispersed beliefs about the retained agent lead them to put
more weight on performance signals relative to their conditional belief about the worst re-
maining agent. The intermediary’s revenue thus increases more with good performance than
does the agent’s reservation wage, leading to her profit wedge to be increasing with the agent’s
performance, absent any churning. This observation implies an intuitive equilibrium struc-
ture - the intermediary lets go of lower-skilled agents when their performance drops below a
certain threshold. This churning threshold and the corresponding retention decisions depend
on the residual uncertainty about the agent and belief about the worst remaining agent.
We characterize equilibrium dynamics given three dynamic states: elapsed time, cumulative

performance, and the worst agent retained by the intermediary.

In equilibrium, the agent’s compensation is increasing in performance. When it drops below
the churning threshold, however, and in contrast to the Poisson version of the model, com-
pensation of all retained agents suffers a discontinuous downward drop as the intermediary
churns lower-skilled agents at a strictly positive rate, and all retained agents pay for reputa-
tion. The intuition is that an agent is retained at a discount during downsizing but benefits
from a better reputation going forward if he survives with the current intermediary. Interest-

ingly, as residual uncertainty about the agent declines over time, the intermediary increases

“The tractability of this approach has been emphasized in [Horner and Skrzypacz| (2018).
5The model is a natural analog of Brownian performance signals in the setting of |[Fuchs and Skrzypacz
(2010)), and continuous types in the setting of |Daley and Green| (2012).



the churning threshold and corresponding turnover rate, as the option value of retaining a
lower-skilled agent in the hope he performs well declines, leading to all agents being let go in

finite time.

Our analysis applies to professions in which the agent’s talent is essential, his performance
is observable with reasonable frequency, and the agent can contract directly with clients. In
this environment, an intermediary able to identify ability can enter the market and sell the
agent’s services to clients. The prospect of generating a track record attracts the worker
to the intermediary, while the intermediary’s private information allows her to bargain with
the worker profitably. Some of the occupations we have in mind are a mutual fund manager
employed by a fund family to run one of its funds, a non-partner lawyer in a law firm,
a non-partner physician or architect, an accountant working for one of the big accounting

firms.

1.1 Related Literature

Our model contributes to a couple of strands of the literature: dynamic signaling and adverse
selection, compensation and turnover in the presence of dynamic performance signals, and

delegation through intermediation.

In our model, the intermediary is able to extract rents from the agent by being informed about
his ability, similar to early works on asymmetric information in the labor markets, such as
Greenwald| (1986) and |Gibbons and Katz| (1991)). |Greenwald| (1986) shows, in a three-period
model, that in equilibrium, lower-skilled workers separate from the firm first; in the period
they separate, their wages are higher than the wage of retained workers who more than make
up the gap in subsequent period wages. A key contribution of our framework is that, in
addition to retention decisions, we incorporate dynamic and publicly observable performance
signals generated by the agent. The interplay between the dynamic evolution of asymmetric
information, impacted by both performance signals and retention decisions, and reputation
considerations is a key driver of our results. This leads to novel turnover dynamics including
an interplay between quiet periods where all retained agents earn the same wage, and the
intermediary does not strategically let agents go, and churning periods that emerge when
asymmetric information is low in which retained agents’ compensation is tightly linked to
their skill level. This is in contrast to prior work where all retained agents receive the same

wage.

Higher skilled agents may signal their ability to prospective employers by becoming educated,
as shown by the seminal work of Spence (1973). We show that the incentive of higher-

skilled agents to signal their ability to the market shape their compensation and turnover



dynamics even if they are already employed. |Waldman| (1984) and Bernhardt (1995) study
the role of promotions in determining worker compensation. These papers assume that worker
compensation is publicly observed, leading to higher-skilled agents being promoted first. We
show that, when compensation is unobserved by the outside, the employer can charge the
agent for building a reputation. There is significant literature studying equilibrium selection
in dynamic signaling games. Cho and Sobel (1990) show in a static setting, that, as long
as the players’ preferences satisfy certain monotonicity conditions, the divinity criterion is
equivalent to the independence from never weak-best responses of [Kohlberg and Mertens
(1986)) and leads to a unique signaling equilibrium. Noldeke and Van Damme, (1990) show in
a dynamic game with two types that divinityﬁ leads to the Riley outcome of the Spence| (1973
signaling model. Introducing such refinements directly in a continuous-time model presents
a significant challenge. We identify the unique equilibrium in which the clients positively
update about the ability of the agent while he is employed, similar to the motivation of the
divinity criterion in |(Cho and Sobel (1990).

Farber and Gibbons| (1996) consider a model of the public learning about the agent’s ability,
but abstract away from asymmetric information. The resulting wage of the agent is equal
to his expected marginal product. We show that adverse selection alters wage dynamics
in two fundamental ways. First, during quiet periods, clients learn about skill only from
performance signals, and all agents are paid the marginal product of the worst retained type.
Second, during periods of churning, clients infer the agent’s skill based on both performance

and retention; consequently, higher-skilled agents pay for reputation.

Quiet periods also arise in Kremer and Skrzypacz| (2007), |Daley and Green (2012), and
Zryumov| (2018]), where the possibility of a pooling offer in the future discourages early trade.
The economics behind the quiet period is, however, different in our paper — delays occur
because an intermediary employing a lower-skilled agent can collect revenues corresponding
to the average remaining agent, resulting in a transient pooling period, before the agent
leaves and accepts a separating offer from clients. These quiet periods resemble probation
stages when the employer keeps turnover at a minimum, and there is little wage dispersion.
However, the key driver is not the objective of the intermediary to learn about the agent’s
ability from his performance, but, instead, that pooling is optimal as long as information
asymmetry is sufficiently high. Once information asymmetry is low, the intermediary both
starts churning agents and wages of retained agents become inversely related to their private
skill level.

Reputation contributes to the revenues an agent generates and can be regarded as a form

5They use the Independence of Never Weak Best Responses, which is equivalent in the setting.



of general human capital. Prior work has shown that when labor markets are imperfect,
firm-sponsored general skills training can emerge in equilibrium; see |[Acemoglu and Pischke
(1999) for a survey. Specifically, |Acemoglu and Pischke, (1998) show this occurs when there is
asymmetric information between current and potential employers about workers’ skill since
the current employer can capture part of the incremental surplus. We confirm the interme-
diary has an interest in training the agent when information asymmetry is high. However,
our analysis reveals that as information asymmetry declines, due to all parties observing
performance signals, the intermediary substitutes training with profitable turnover, in which
higher skilled agents pay for building a reputation. Higher turnover is detrimental to train-
ing incentives, as shown in |Acemoglu and Pischke| (1998)), but is beneficial for accumulating

reputation as we show in this paper.

Identifying talent is essential in the asset management industry. Berk and Green| (2004)
appeal to it to explain the relationship between fund size and performance. Moreover, Berk,
Van Binsbergen, and Liul (2017) identify private information a fund family has about the skill
of the managers it employs. While there has been extensive theoretical work on delegation
contracts between investors and asset management entities, a centerpiece that has been mostly
ignored is that investors sign contracts with the intermediary, for example, a mutual fund
family, and not directly with the asset manager. In this paper, we focus on contracting
implications for this important and under-researched second layer. An exception in the
literature is the work of (Gervais, Lynch, and Musto (2005), who show that a fund family
can add value by committing to fire a fixed percentage of the managers it perceives to be
the worst. We show that a fund family does not need to commit to long term contracts
and termination policies as lower-skilled agents become too expensive to retain anyway. Our
findings are also consistent with the observed behavior of mutual fund managers who, at

times, are allowed to open a separate hedge fund to run on the side[]

Our work also relates to the literature on dynamic certification. In that literature the certifier,
for example, a rating agency, issues a formal stamp of approval, where typically two types
of certifiers are assumed: a type committed to being honest and an opportunistic type; see
for example Mathis, McAndrews, and Rochet (2009)@ In contrast, in our setting retention

serves as an indirect stamp of approval, and the intermediary acts optimally.

Similar to Fuchs and Skrzypacz (2010)), Kremer and Skrzypacz (2007), and Bonatti and
Horner| (2017), in our base model we take advantage of the tractability benefits of modeling

performance as a perfectly informative Poisson arrival processﬂ However, a limitation of this

"See [Nohel, Wang, and Zheng| (2010)) and Deuskar, Pollet, Wang, and Zheng| (2011)) for details.
8For a survey see [Dranov and Zhe Jin| (2010)).
9For a discussion of the tractability benefits see [Horner and Skrzypacz (2018)) for a survey of the experi-



structure is that it co-mingles the effects of residual uncertainty about an agent’s skill and his
performance in his retention and compensation. We are able to disentangle these two forces
in a Brownian model of performance while showing that the equilibrium structure remains

unchanged.

Our method to solving the Brownian model provides methodological contributions on struc-
turing and numerically solving dynamic adverse selection models with learning about a con-
tinuum of typesm First, we obtain the intermediary’s churning strategy by solving a set of
parallel, but independent, non-stationary optimal stopping problems. Second, we note the
tractability benefit of combining a truncated normal distribution of private information about
the agent type with dynamic Brownian signals of the type. The benefit stems from the class
of truncated normal distributions being a conjugate of itself with respect to the Gaussian
likelihood function. Finally, we perform a Girsanov change of measure and integrate out the
latent information conditional on a public history. We are then able to obtain the intermedi-
ary’s equilibrium expected value as a solution to a single dynamic program. This reduces the
required number of calculations dramatically as we have integrated out private information -
so much so that it enables solving problems that otherwise would just take too long even with
significant computation resources. This is a novel dynamic framework that can be applied to

study the implications of dynamics asymmetric information in other economic settings.

The rest of the paper is organized as follows. Section [2|introduces the baseline model. We de-
rive the equilibrium and characterize its properties in Section[3] Section [4] considers imperfect
competition among intermediaries, the possibility of the agent independently signaling abil-
ity, and the differences between reputation building and training. We consider the model of
Brownian performance in Section[f] Section [6] concludes. Formal proofs and additional anal-
yses are in Online Appendix [A] and Online Appendix [B] provides theoretical steps necessary

for the numerical evaluation of the Brownian model.

2 Setup

Our setting stems from four building blocks. First, the employee provides clients a service
with publicly observable outcomes, which we denote by X;; for example, the success or failure
of a trial lawyer in court. Second, the public attributes a significant part of the performance
to that individual’s skill, which we denote by 6. For example, the performance of a mutual

fund is attributed to a large extent to the skill of the fund manager and not the family the

mentation literature.
075 our knowledge, [Daley and Green| (2012)) and [Daley and Green| (2014) are the only models exploring
Brownian performance signals, yet they focus on the binary nature of asymmetric information.



fund belongs to. Third, while the employing firm knows more about the skill of the employee
than the public, this information asymmetry eventually declines as a result of all parties
learning from performance. Finally, it is not prohibitively costly for the agent to cut out the
intermediary and provide his services directly to clients by opening his own firm. In what
follows, we refer to the worker as the agent and the firm as the intermediary. We cast the
game in continuous time in favor of tractability in analyzing games of asymmetric information

and as well as real option problems.

Service Technology. An agent has unknown skill # € {0, 1}, that is not directly observable
by any of the players, and affects the cumulative performance of his services sold to clients,

given by a publicly observable process
X, = put — N?. (1)

Process N? = (Nf);>0 is Poisson with a constant arrival intensity A(1—6). E A skilled, 6 = 1,
agent never performs a bad service, generating a flow payoff of u to clients. An unskilled,
0 = 0, agent exposes clients to a possibility of a bad service, such as bad investment returns
or legal penalties, generating an expected flow payoff of u — A to clients. The expected value
of the agent’s service at time ¢ is p+ A\(E; [#] — 1) which is increasing in the agent’s expected
skill. If the agent performed poorly prior to time ¢, i.e., X; < pt (which is equivalent to
N? > 0), then all players correctly identify him as unskilled.

Clients. The clients are willing to pay A(E, [6]) for services rendered by the agent in period
t if his perceived skill is E; [f], where A(:) is increasing in . For expositional simplicity, we
assume this willingness-to-pay is the same whether the agent works for the intermediary, or
contracts directly with clients[] While we model the clients’ demand for services in reduced
form to fit a broad set of applications, we assume the clients rationally update their beliefs

about the agent’s skill-based both on performance and retention outcomes.

In equilibrium, the agent leaves the intermediary at a, possibly infinite, time 7 observable
by all players. We denote by ¢; the clients’ equilibrium belief about the skill of the agent

retained by the intermediary up to time ¢
d
o Y E[0](X)sctt <] =E[0] Xyt < 7]. 2)

Belief ¢; determines the revenue A(g;) obtained by the intermediary in period t.

HYWe show in Section [5| that the results hold in a Brownian model of performance.
12We allow the agent to sell services at a discount in Section Our results and methods are directly
extendable to settings in which the demand for agent’s services is different if he contracts with clients directly.
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The time at which the agent separates from the intermediary is, potentially, informative
about his skill. We denote by k; the clients’ equilibrium belief about the agent who leaves
the intermediary at time ¢. If he leaves the intermediary with good performance X; = ut,
then

ke E10)X, = pt, T =1]. (3)
If the agent separates from the intermediary after bad performance, then all players identify
him as unskilled, resulting in k; = 0. Belief k; determines the starting revenue A(k;) obtained
by the agent were he to open his own firm and, thus, influences his career prospects were he

to separate from the intermediary. We term k; as the agent’s (outside) reputation.

Agent. The intermediary-agent pair is endowed with an initial private signal about 6. We
identify this signal with their private posterior py ~ F(-) at t = OH and require F() to be
continuously distributed with full support on [p,p]. If the agent performs well up to time ¢,

the intermediary-agent pair update their private posterior belief about his skill to

- _ . def - Po
= HEPO=1|X, = put = : 4
pr = 7(po, t) ( | Xi = ut, o) R T (4)

If the agent performed a bad service before time ¢, i.e., X; < ut, then p, = 0. We refer to p;

as the agent’s private type at time ¢, or, simply, as the agent’s type when it is unambiguous.

Suppose the agent leaves the intermediary after good performance up to time ¢ and opens his
ﬁrmE Once he does so, subsequent learning about 6 is driven solely by public performance
signals XtE meaning that after a history of good performance between ¢ and s, the clients’
posterior belief becomes 7(ki, s — t). The agent is risk-neutral and discounts cash flows at a
rate p. His expected value from separating from the intermediary at time ¢ given (outside)
reputation k; and private type p; is the expected discounted sum of revenues

U, k) max E, [ / ! e*ﬂ@*t)A(w(kt, s — t)) ds+e Pt . L| | (5)

t

We denote by 7 the stopping time maximizing , which denotes the time when the agent
chooses to leave the industry altogether. When n > ¢, the agent opens his own firm upon
quitting the intermediary and when 1 = t he leaves the industry immediately upon being
let go. His reservation value L > A(0)/p captures the agent’s prospects outside of the

industrym Reputation k; determines the agent’s expected value from opening his firm at

131f 5 is the signal privately observed by the intermediary-agent pair, then po = E[0 ] 3].

14%We assume that opening the firm is costless, but our results are unaffected if such a cost is present. We
show in Section that the results are unchanged if the agent can switch laterally between intermediaries.

15We show in Section that the results are unchanged if the agent can independently signal his ability.

16 athematically, such normalization is without loss of generality. Economically, it states that it is more
efficient for unskilled agents to leave the industry and is similar to the favorable selection argument in|Jovanovic
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time t, providing an outside option when negotiating compensation with the intermediary.

Process (kt)t>0 governs the endogenous dynamics of this outside option.

Intermediary. The intermediary’s revenue at time ¢ is given by A(q;) which is determined
by the clients’ belief about the agent in her employment. The profit of the intermediary,
however, is the revenue net of the cost of retaining the agent. We denote by w; the wage
paid by the intermediary to the agent and note that it may depend on the private type
p¢. Consistent with all of our applications, wage w; is unobservable by clients, allowing the
intermediary to condition it on her private information. The agent of type p = (pt)i>0 accepts
a "sequence” of wages W = (UNJt)te[o,T} if staying with the intermediary until time 7 is weakly

better than leaving immediately given prevailing reputation k;
T
Ep, [ / e P, ds + e P U (Br, kr) | = Uy, k) (6)
t

for all ¢ € [0, 7] and the expectations is taken with respect to future performance, conditional

on the agent’s type p.

The intermediary sets wages strategically, understanding the adverse-selection frictions faced
by the agent, manifested by the difference between his true type p; and his (outside) reputa-
tion k;, were he to leave. We assume the intermediary cannot commit to long-term contracts
to illustrate how the agent’s reputation k; alone can act as a commitment device for deferred
compensationﬂ The intermediary is risk-neutral, and discounts the future at rate r < p,

resulting in an expected profit

o [ [ et - aas v,
0

where V' is the endogenous continuation value of the intermediary when she lets go of the agent
and, potentially, hires a new agent. In most applications, the intermediary runs a long-term
business and can replace the outgoing agent with a new one, at a cost. The intermediary’s

continuation value V is pinned down as a solution to the fixed point equation
V = max [e_TA ‘E [ / e " (Algr) — W) dt + 777 - V] —1I, 0] (7)
0

where [ is the fixed cost and A is the delay to replace the agent@

Application to Money-Management. Consider a mutual fund family offering a fund to

its investors. It charges investors a percentage fee f on its assets under management, while

(1982).
“Our findings are robust to giving commitment power to the intermediary as we show in Lemma
81f T or A is very large, the intermediary may choose to not to hire a new agent, leading to V = 0. By
setting A = 400 and I < 0, such specification captures the case of an exogenous outside option.
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privately compensating the manager it employs. Investors know the name of the manager who
oversees their wealth but do not know his investment skill and learn about it from observing
the returns he generates. Moreover, the fund family is likely to know more about its manager
than the clients, as shown by Berk, Van Binsbergen, and Liul (2017)). The realized per-dollar
return is identified with dX; — ¢g(S;) dt, where S; represents assets under management and
function g(-) captures decreasing returns to scale due to increased market impact, as modeled
by the seminal work of |Berk and Green (2004). Investors provide capital competitively, and

invest in the fund until its expected return equates their opportunity cost 7y

(@)

E; [dX; — g(Si) dt] = (= A (1 — @) — g(St) — f) dt = rpdt.

The resulting revenue A(-) of the intermediary (fund family in this case) is given by

Alg)=f-Si=f- g " Qa+p—A—f—r).

The manager’s outside option is to open his own fund by attracting investment capital. He
can attract more capital and, thus, collect more fees, if he has a better reputation in the

money-management industry@

Equilibrium definition. Our solution concept is a Perfect Bayesian Equilibrium adapted

to our continuous-time setting with frequent actions and asymmetric information.

Definition 1. A (monotone) Perfect Bayesian Equilibrium is a public termination time T,
a collection of private wage processes W = (Wy)i>0 for each agent type (p)i>0, and the clients’

belief processes (qt)t>0 and (kt)t>o such that

(i) Stopping time T and wage process W = (W¢)t>0 solve the intermediary’s retention prob-
lem given the clients’ beliefs
7/; A~
{7, w} € argmax Ej, [/ e " (A(q) —aby) dt +e7TT V|
{7, @} 0
subject to the retention constraint @ being satisfied with equality for every t € [0,7)
and the expected firm value V' satisfying @

(ii) Belief ki is monotone in initial types: m(k, —t) is weakly increasing in t along the path

of good performance.

— On-path beliefs: ky = E[p¢|Xe, 7 =t] and ¢ = E[pe | Xy, 7 > t] if t € support(r).
— Off-path beliefs: ki € support(p|t > t) if t ¢ support(t) and P(r >t) # 0. If
P(r>1t) =0, then ky = q = 7(p, t).

197f the manager opens a hedge fund, his revenues may be different from those obtained in a mutual fund,
but our setting is robust to such extension.
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The intermediary chooses when to let the agent go while satisfying the agent’s retention con-
straint @ In a subgame perfect equilibrium, the intermediary pays the agent just enough
for him to stay in the next period, implying that @ must be satisfied with equality along
the path of play. While it is difficult to introduce subgame-perfection in a game with fre-
quent observable actions directly in continuous time,m requiring that the retention constraint
@ is binding captures the subgame-perfect wage-setting by the intermediary. Equilibrium
wages w are a function of performance, private information, as well as public beliefs, and
the intermediary solves the optimal retention problem for the agent of every skill level p

separately.

We require that the clients’ beliefs are consistent with the intermediary’s strategy so that,
along the equilibrium path, belief processes (g;)¢>0 and (k¢):>0 satisfy and |3| respectively.
In addition, we require that the agent does not get penalized for working for the intermediary,
which corresponds to the outside reputation k; increasing weakly faster along the path of good
performance than just stemming from public news@ We also require that once all agents
leave the intermediary, the clients’ belief is that the remaining agent is the highest possible
type, following the intuition underlying the D; criterion that the deviating type must be
the one obtaining the greatest gains from a deviation. This is identical to the equilibrium
refinement used in the dynamic signaling game of Noldeke and Van Damme| (1990)), but
applied directly to a signaling game featuring a continuum of types, dynamic performance

signals, and cast directly in continuous time.

3 Equilibrium Analysis

To characterize the equilibrium, we proceed in three steps. First, we characterize the agent’s
endogenous dynamic outside option U (py, ki) if he leaves the intermediary at time ¢ given
clients’ belief k;. This determines the agent’s reservation wage when working for the interme-
diary. Second, we characterize the intermediary’s decision of retaining the agent as a function
of his skill level p; and the intermediary’s continuation value V. Finally, we complete the

characterization by pinning down V.

208ee |[Simon and Stinchcombe| (1989) for pathological cases that may arise in continuous time games with
frequent actions. In our model, the binding constraint @ can be derived from considering a limit of equilibria
in which the intermediary sets a fixed wage for a small, but discrete time interval.

2L A weaker assumption, which is also sufficient for our purposes, is that the support of types remaining
employed by the intermediary is convex. While this does not rule out higher skilled agents from leaving the
intermediary first, the intermediary would not be able to retain other agents, implying an atom of exits.
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3.1 Agent’s Dynamic Outside Option

The agent’s outside option comprises of either starting his own firm or leaving the industry.
The decision to start his own firm at time ¢ depends on starting revenues A(k;) and their
expected growth rate, which is determined by the agent’s private type p;. As higher skill
implies a higher likelihood of continued good performance, it also leads to greater expected

revenues in the future.

Define by ug(k) to be the expected value to an agent of opening a firm conditional on 6 € {0,1}
given reputation k and operating it as long as he performs well. If § = 1, then the agent

never performs poorly and

ui (k) /0 Tt g (m(k,t)) dt (8)

is the discounted sum of revenues in perpetuity. If, however, § = 0 then at an exponentially
distributed random time he performs poorly, is revealed to be unskilled, and consequently
leaves the industry. His conditional expected value
uo(k) & / T e A (1)) dt+ — - L, (9)
0 p+
is the expected discounted sum of revenues until he performs poorly and the payoff L from

leaving the industry.

Since good performance increases posterior beliefs of both the clients and the agent, if it is
optimal for the agent to open his own firm, then it is best to operate it along the path of

good performance. The agent, then, leaves the industry only once he performs poorly.

Lemma 1. The agent’s expected value of leaving the intermediary given his own belief p and

the clients’ belief k is given by
U(p, k) = max |- wi (k) + (1 = ) - uo(k), L]. (10)
It is weakly increasing in his skill p and client’s belief k about his ability.

Equation ([10) provides a tractable solution for the agent’s dynamic reservation value and

allows us to establish an important property of the agent’s outside option.

Proposition 1. Agent’s value function U(p, k) satisfies single crossing: a higher skilled agent

1s more sensitive to changes in clients’ beliefs than a lower skilled agent

0 » o __ . . P
%U (p ,k) > %U (p, k) for any P > p. (11)

The result of Proposition (1| can be obtained by differentiating with respect to p and,
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then, differentiating and @D with respect to k under the sign of the integral

ag;kU(ﬁ, k) = o, (k) — uly(k) = /0 h (e_”t - e—@“ﬂ) : (A' (n(k, 1)) - 617r(k,t)) dt > 0.

>0 >0

A higher-skilled agent expects to remain in the industry in the future with a higher probability,
making him, effectively, more patient. Thus, he is more sensitive to changes in his current
reputation, since it entails a longer-term impact on his revenues. An important consequence
of Proposition [1] is that a higher-skilled agent would be willing to sacrifice more short term

revenues in favor of building a reputation.

We denote by wgr(p, k) to be the reservation wage of the agent as the flow utility he receives
if he pursues his outside option. Since he is risk-neutral and discounts cash flows at rate p,
we can think about him receiving pL in perpetuity when he leaves the industry. The agent’s

reservation wage can be expressed as

wr(p, k) = (12)

A(k) if U(p,k) > L.
The agent’s reservation wage depends on his skill p (i.e., his belief about his ability #) only
via the public decision to start his firm. The agent values future revenue growth, and as
such may decide to open his own firm, instead of leaving the industry, with initial revenues
below pL in order to obtain higher revenues in the future. Moreover, as shown in the proof of
Proposition [I], a higher-skilled agent values this growth option more than a low-skilled agent.

As a result, reservation wage wgr(p, k) is weakly decreasing in p.

3.2 Equilibrium Turnover and Compensation

The intermediary’s profits stems from the fact that clients are at an information disadvantage
and she retains an agent of a given skill only if it is more profitable than to replace him. The
difference between revenues A(q;) and reservation wage wg(py, kt) is weakly increasing in the
agent’s skill p, implying that lower skilled agents are the first to be let go. Such ordering,
intuitively, implies that agents of types p; > k: are still employed by the intermediary at time
t and we refer to p; = k; as the cutoff agent@ The average type of the agent retained by the
intermediary is then given by ¢ = E[p:|pr > kiJ. In order for the agent’s posterior type py
at time t to weakly exceed ki, it must be that his initial type pg is such that w(po,t) > k; or,
equivalently, py > 7(ki, —t)ﬂ The average type of the agent retained by the intermediary

22This is an informal argument. In what follows, we first construct an equilibrium satisfying this property
and then establish its uniqueness.

23The domain of m(z,t) can be extended on R x [0,1] using the algebraic definition in . Then
m(w(p, —t),t) = p for any p.
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given good performance is then obtained by Law of Iterated Expectation
d ~ ~ ~
@t = QUke,t) B [0 5o 2wk, ), Xe = t] = 7 (E[Bo | 50 = mlh, ~1)] , £).

If the difference A(q;) —wr(ky, kt) is sufficiently large, then the intermediary optimally retains
all agents and beliefs change only as a result of observing performance signals X. If, however,
A(q)—wpr(ke, kt), is low, then the intermediary finds lower-skilled agents unprofitable, relative
to replacing them, and lets them go. Churning the cutoff agent at time ¢, despite his history
of good performance that is indistinguishable from other well-performing agents, increases
the expected skill of the worst agent employed next period, k¢, as well as the clients’ belief
about the average agent still employed, ¢;, but may further reduce the information advantage
gt — k. At first glance, such erosion of the information advantage, which is the source of the
intermediary’s profit, seems to be detrimental to her. However, churning lower-skilled agents
generates a positive signal about agents who are retained by the intermediary. Consequently,
in periods when the intermediary churns lower-skilled agents, higher-skilled agents are willing
to pay for reputation building. Consequently, they are willing to work for the intermediary at
below their reservation wage, thus increasing the intermediary’s profits. Figure [Ta]illustrates
that, along the path of good performance, the belief about the cutoff type k; exceeds the
posterior belief 7(ko,t) about the worst type initially hired, due to selective retention by the

intermediary.

Proposition 2. The equilibrium is characterized by a churning set T C Ry comprised of a

finite union of intervals.

(i) The intermediary lets the agent go either after bad performance, or if he is the cutoff
type pr = k¢ during the churning period t € T.

(ii) If the agent is not identified as unskilled, i.e., ky > 0, his reputation grows faster during
churning periods

0 if  t¢T,
vk t)dt  if  teT,
learning fT:):TL churning

learning from performance

Incremental growth rate ~y(ky,t) is determined by the ratio of the profitability of the
cutoff agent and his marginal value of reputatio@

wr [V~ (AQU 1) — wilh k)|

(ke t) < R > 0. (14)

(i1i) Agents pay for reputation building by accepting lower compensation

24For notational convenience &:U (5, k) = %U(ﬁ, k). In particular, U (p, k) = %U(k, k)|ﬁ:k.
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) = wies k) — 4 7T (15)
w(Pt, kt) = wr(Pr, ki) —
Pty = PR e 1) 05U k) if e,

pay for reputation

(iv) If A'(p)p(1 — p) is decreasing in p > p, then T = [t*,00) where t* is the first time

"}/(kt,t) > 0.
bk, gt ‘kt
1 G o= dt) N
‘,xs"?(( %) . 4;;"
-7 t (\\’ll
’,f’ ﬂ&kﬁ'\ >\I€t(l - kt) 1
|
|
|
|
t* t t

(a) Belief about cutoff type k; (solid) exceeds  (b) Belief about the cutoff agent is the sum of
belief based solely on performance 7(kg,t)  learning from performance Ak;(1 — k;) (solid)
(dotted), due to churning of lower skilled  and learning from churning ~; (dashed).
agents.

Figure 1: Equilibrium learning dynamics if T = [t*,¢]. For ¢ € [0,t*] there is no
churning and clients only learn from performance. For ¢ € [t*, ] the intermediary
gradually churns lower skilled agents resulting in faster learning.

To illustrate the economic mechanism, suppose, for simplicity, that L is sufficiently low so that
for all agents pg > p the option of starting their own firm dominates leaving the industryﬁ
Define by 7; the incremental reputation the agent gets if he stays with the intermediary

between t and t + dt instead of opening his own firm, along the path of good performance
d .
Yt éf ]Ct — )\]{It(]. — kt)

Without churning, reputation change is driven purely by the observable performance and
v = 0. When the intermediary churns lower-skilled agents, the incremental reputation
change ~; is strictly positive. The agent values this reputation growth as it increases his
expected revenues of starting a firm in the future. His private value of gaining ~; dt units
of reputation is, by definition, equal to -y - U (p, k) dt. It is optimal for him to stay with

the intermediary in period ¢ if the combined value of his compensation w; = w(py, k) and

25In this case the reservation wage wr (P, ki) is simply equal to A(k:).
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reputation building exceeds his reservation wage
w(pe, ki) + vt - U (Pe, k) > wr(P, ke )- (16)

Inequality is binding in equilibrium because the intermediary chooses the lowest possible
wage to retain the agent in each period. We see that the agent is willing to forgo short-term
compensation only if 44 > 0 since working for the intermediary facilitates building reputation
and acts as a deferred compensation device. The intermediary can pay higher skilled agents
less as long as she can commit to selective retention ¢ > 0 since higher skilled agents value

reputation more as shown in Proposition

Churning rate -, affects the compensation of all agents but is determined by the incentives
of the intermediary to retain the cutoff agent p; = k; in period t. The intermediary’s revenue
A(q) is public and is pinned down by clients’ belief about the agent’s ability ¢; = Q(k¢,t).
The intermediary’s flow profit of employing the cutoff agent p; = k; is equal to

A(Q(ke, 1)) — w(ke, k) = A(Q(Ky, t)) — wr(ke, ke) + ve - 02U (Ky, ky).

Turnover comes either as a result of the agent generating bad performance, and being fired,
or as a result of his retention wage w(ky, k) being so high that the intermediary would rather
replace him. In the latter case, the optimal churning time 7 makes the intermediary exactly

indifferent between retaining the cutoff agent and replacing him in that instance

net profit Oppiggnity
=
Q) e ) = TV "

V= (A(QUkr. 7)) — wrlks, k)

= ’Y(kT’T) = (92U(k:.r,k‘7-)

If it were the case that A(Q(k;, 7)) —wgr(ks, k) > 7V, then the intermediary would profit by
retaining the cutoff agent for a bit longer. By similar logic, if A(Q(k-, 7)) —wgr(k-, kr) <1V,
then the intermediary would have profited by letting go of the agent p; = k; strictly before
time 7. Equation characterizes the reputation growth ~(k,t) at every time ¢ in which
there is churning after good performance. By definition, (k¢ t) = 0 in all other periods.
While is a necessary first-order condition for churning time 7 to be optimal, and we still
need to identify the set T constituting the support of churning times when the intermediary

lets go of the cutoff agent given good performance.

To identify the stopping set T we consider the intermediary’s ”autarky” problem of retain-
ing the cutoff agent k; = p; absent reputation building dynamics, i.e., if ks = p; evolves
solely based on performance (4), and the intermediary must pay the agent reservation wage

wr(Pt, Pt) to retain him
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sup Es, [/tTe_r(s_t) [A(Q(ﬁs, s)) — wR(ﬁs,ﬁs))} ds + e "= Ly (18)

Surprisingly, the equilibrium decision to churn a p; < k; agent at time ¢ is determined by the
incentive to fire the agent in and is unaffected by the pay-for-reputation dynamics. The
heuristic argument is that reputation building rate y(k-, 7) makes the intermediary employing
cutoff agent p, = k; exactly indifferent between keeping and firing her agent, as can be seen

in , and is strictly insufficient for any p} < k; agent to be retained going forward.

3.2.1 Churning Set T

First consider the case where the profit wedge of the intermediary declines as performance
signals are observed. Specifically, suppose that for each belief ¢ about the retained agent and
type k of the cutoff agent, the difference A(m(q,t)) — A(w(k,t)) is declining in ¢. A sufficient
condition for it is A’(p)p(1 — p) be decreasing for p > Bm Define t* to be the first time when

the initial cutoff agent pg = kg becomes unprofitable for the intermediary
S int{t > 0: Arn(qo,t)) — A(m(ko,t)) < 1V} (19)

The profit wedge is decreasing with performance signals and, once an agent becomes unprof-
itable, he remains unprofitable in the future@ Figure |2| illustrates the equilibrium wage and
profitability dynamics.

$4 g4
A(pr)'***************:;:—‘::—*Z:‘;"
SPide R
- - 2
,’A/ rV P’QM
:ﬂf% ki) < A(ko |
P&\m\ 1
7 !
S\ ' |
t* Tt

(a) Equilibrium wage w(py, k¢) (solid line) and ~ (b) The intermediary’s contemporaneous

reservation wage wg(ps, ki) = A(k:) (dotted  profit is the difference between her revenues

line). The difference wg(pe, ki) — w(pPe, ke)  A(gqr) (dashed line) and the agent’s compen-

(filled area) is the agent paying for reputation.  sation w(ps,t) (solid line). Profit wedge equals
rV at t* and T .

Figure 2: Wage and revenue dynamics if A(p) =p and F(-) ~U [%, 1].

For t < t* the profit wedge A(q;) — A(k:) is sufficiently high so that the intermediary retains

2 A’(p)p(1 — p) is decreasing for p > p for all continuously differentiable functions A(-) such that A’(-) €
[0,4-00) as long as p is close enough to 1. For example, if A(-) is linear, then p > % is sufficient.
2"We show in Lemma that wr(k¢, k:) in Equation can be replaced by A(k:).
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all well performing agents and only lets go of agents who have generated bad performance.
We refer to this as the ”quiet” period. The intermediary’s profit wedge decreases as clients
learn from performance and departures of agents who perform poorly and reveal themselves
as unskilled. At t = t* the profit from retaining the lowest skilled agent is exactly equal to
the intermediary’s opportunity cost, i.e., A(q) — A(ky+) = V. For t > t* the intermediary
gradually churns lower-skilled agents by letting them go at an increasing rate (k¢ t) (See
Figure , even though they have generated good performance up to time ¢, until all types
are let go at a finite time ¢. The resulting churning set is given by T = [t*,¢]. Churning is
based on the intermediary’s private information and is indicative of the agent’s skill, further
reducing the profit wedge A(q:) — A(kt). Yet, the intermediary can profit from this as better
agents are willing to accept lower pay to build reputation, as can be seen in Figure For

t € [t*, ] the intermediary lets go of the lowest skilled agents at an increasing rate v(ke, t).

Corollary 1. For a general churning set T the equilibrium dynamics exhibit four robust

properties

(i) higher-skilled agents, as measured by their private information, have longer careers with

the intermediary;

(ii) intermediary’s flow profit decreases before the start of the churning period and increases

after;

(iii) higher-skilled agents pay for building a reputation in periods when the intermediary

churns lower-skilled agents, i.e., t € T;

(iv) if the agent is churned, then he quits the intermediary after good performance and
obtains a positive jump in compensation at the time of opening his own firm. The
compensation increase is higher if the agent leaves when information asymmetry q, —k,

1s lower.

Results (i) — (zi7) of Corollary [1] follow from our previous arguments. Reputation building
dynamics are critical for these results — absent it, the agent would be bound to his reservation
wage before and after he leaves the intermediary. Figure [2]illustrates these properties. They
are robust to the shape of the revenue function A(-) and the distribution of private informa-
tion F'(-). Result (iv) stems from the fact that if the asymmetry is low, the intermediary is
churning agents at a higher rate and, hence, they pay more for reputation just before quitting,
leading to a bigger increase in compensation right after as illustrated in Figure 2al An addi-
tional empirical implication of our analysis is that wage dispersion within the intermediary
is higher in periods of churning, as in quite periods, agents’ wage does not depend on their

skill level, whereas in churning periods wage is tightly linked to the agent’s skill.
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Non-monotone profit wedge. If A (p)p(1 — p) is not decreasing in p, the profit wedge
A(q:) — A(k) may (locally) increase in response to good performance signalﬂ Identifying
the churning set T requires a more subtle understanding of the optimal turnover decision of
the intermediary: when dynamically determining the optimal retention decision (i.e., when
solving ) churning time 7 still satisfies , however, the prospect of a greater profit
wedge in the future implies that it may be sub-optimal to churn the agent the first time the
local indifference condition is met. In other words, the intermediary may strategically
lose money on the agent in the short-run in the hope that his good performance leads to
high profits in the future. The intermediary switches between (positive length) periods in
which all agents are retained and periods in which lower-skilled agents are gradually churned,
pinning down the life-cycle of an agent’s career. Eventually, even the highest skilled agents
leave the intermediary to contract directly with clients. Thus, the churning set T is a natural
generalization of the simple case of [t*,f]. Our key insights and the economic mechanism
driving them do not depend on the specific shape of the distribution of asymmetric informa-
tion F'(-) or the shape of the revenue function A(-). The solution approach and equilibrium

structure also naturally extend to a Brownian model of performance, as shown in Section

Initial ko. It may not be profitable for the intermediary to hire all agents initially. p may be
very low so that the worst agents would not value staying in the industry. Their reservation
wage pL may, as a result, be high relative to the revenues A(Q(p,t)) were they to be hired.
The intermediary is, thus, selective at ¢ = 0, and agents who are not hired at ¢ = 0 leave the

industry.

Lemma 2. The intermediary hires all agents who prefer to stay in the industry under full
information, i.e., all py such that U(po,po) > L. However, she hires weakly fewer agents than
would have opened their firm in the absence of the intermediary. Higher skilled agents may

obtain strictly positive rents from going to work for the intermediary.

Lemma [2] is important in understanding the role of the intermediary in modulating entry
into the industry. The agents willing to open their firm under full information are willing
to pay the intermediary for reputation, and, as a result, she is interested in hiring them
even if it is only to extract this value from them. In the absence of the intermediary, lower-
skilled agents can pool with higher skilled agents until their performance reveals their skill.
They have a greater incentive to enter into the industry than the intermediary has in hiring
them, as she faces an additional opportunity cost rV of hiring a new agent. This leads to

the intermediary’s incentive to hire a lower-skilled agent lower than the incentive of that

%8This may occur due to the nonlinear nature of binary learning 7 (p,t), or due to potential convexity of
the revenue function A(-)
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agent to pool with higher skilled agents until bad performance is realized. The intermediary,
thus, serves an additional purpose of initial selection. The agents who are not hired by the
intermediary are locked out of the market and leave the industry. Higher skilled agents find
the initial certification valuable and may find it strictly optimal to start their careers with

the intermediary.

Uniqueness given V. For a given expected continuation value V' > 0 of the intermediary,
the equilibrium dynamics are uniquely pinned down, and we show that there exists a unique

equilibrium limit to a sequence of games in which V' converges to 0.

Lemma 3. Proposition[3 specifies the unique pure-strategy equilibrium if V. > 0. Moreover,

it specifies the limiting equilibrium corresponding to V = 0.

We first establish that there cannot be an atom of agents leaving the intermediary at a given
time ¢ along the equilibrium path. If this were the case, then the monotonicity of process k
requires that it is lower-skilled agents that are being let go. If a positive mass of lower-skilled
agents leave the intermediary, then the skill of the worst remaining agent increases discretely
and belief consistency (on- and off-path) implies that k; experiences a positive jump at t@
If k; experiences a positive jump at time ¢, i.e., kst — k¢ > 0, then it is sub-optimal to let
go of the agent at this time, as the intermediary would like to charge the agent for building
reputation in that period, leading to a contradiction that there can be an atom of quits at
any time. We, thus, focus on continuous belief process (kt):>¢ with the requirement that for
an off-equilibrium path ¢ > 7 the clients’ beliefs satisfy k; = g, = m(p,t). Together with the
monotonicity and consistency requirements, this leads to a unique process (k¢)¢>o derived in

above.

Equilibrium value V. In most applications our model is intended to capture, the interme-
diary can replace the agent, justifying the endogenous determination of V' via ([7]). Explicit
characterization of the equilibrium value V', however, is challenging due to the dependency
of the revenue and wage processes A(q;) and w(py, k) on V, especially for a general revenue

function A(-) and distribution of private information F(-)[7

Lemma 4. Assume the intermediary has an outside option of 0 and denote by V, to be her

expected value if she can sequentially hire at most n agents. Then

2In the event that P(r <t) = 1, the independence of never weak best-responses, as in [Noldeke and
Van Damme| (1990), puts off-path beliefs on types who gain most from the deviation, which are the best
ones, i.e., m(p,t). If V =0, then the independence of never weak best-responses has no effect, and we focus
on the unique limiting equilibrium. Monotonicity in initial types is sufficient but not necessary - our results
hold if we were to restrict attention to the best or worst agents leaving the intermediary at any point in time.
39Tt is useful to note that @ does not specify a contraction operator for the expected value V.
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(i) there exists a unique limit V = lim V,, and, if A > 0, then V is a solution to ;
n—oo
(ii) if the replacement costs I or A are relatively large, then V is the unique solution to ;

(iii) When both I and A are small, there may be other equilibria, corresponding to the
multiple solutions to .

An equilibrium value V' can be obtained as the unique limit to the intermediary’s equilibrium
payoff in games in which she can sequentially employ a finite number of agents. By continuity,
V must satisfy . If costs I or A are very large, then the intermediary would rather not look
for a new agent at all, implying that V' = 0. In this special case the intermediary never churns
lower-skilled agents since A(q;) — A(k:) > 0 = rV. If the intermediary’s value V' is positive
but small, the quiet period [0, t*”ﬂ over which the intermediary’s revenues are independent
of V, is large. It implies that the intermediary’s continuation payoff on the right-hand side
of @ is less sensitive to V, implying a single root of the fixed point equation . If costs
I or A are sufficiently large, then V is small enough to guarantee this unique solution. We
observe numerically that admits a unique solution for a broad range of replacement costs
I and A. Finally, if replacement costs are low, there may be multiple equilibria, ranked by
the intermediary’s expected payoff V. These equilibria correspond to multiple solutions to
(7)), which we illustrate in Figure in Online Appendix |A]l The intuition is that a higher
equilibrium value V' can be self-enforcing as it acts as a commitment device to churn agents at
a high rate, leading to more pay-for-reputation dynamics and, in turn, justifying the higher

expected value.

3.3 Intermediary’s Profitability

Adverse selection is bad for workers but is beneficial for employers who can identify talent.
The intermediary’s cost of compensating an agent is driven by the worst remaining agent,

while her revenues are pinned down by the average agent employed.

Lemma 5. Suppose replacement costs I, or A are reasonably large. The intermediary’s

expected value V' is weakly
(i) decreasing in the cutoff agent’s expected skill p and outside option L;
(ii) increasing in the average quality of the agent’s average skill E [p];

(iii) decreasing in the informativeness \ of performance signals for a sufficiently low r or a

sufficiently high .

31The definition of t* in extends to a general churning set T as t* = inf{t: t € T}.
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The dependence of V' on the support of beliefs and performance informativeness are illustrated
by solid lines in Figures and [4D] respectively. Value V not only captures the overall
profitability of the intermediary, but also the continuation value she obtains if she were to
replace the current agent. Such a feedback effect has profound implications on the dynamics

of the agent’s career in response to changes in the information environment.
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Figure 3: Comparative statics with respect to information asymmetry E [p] — p.
For the parameters considered, the intermediary hires all initial types, i.e., p = ko,
and the churning set is given by T = [t*,].

Figure plots the churning interval T = [t*,t] as a function of the initial information
asymmetry, measured by E [p] —p. As depicted in the figure, the intermediary starts churning
agents earlier (lower t*) and for longer (larger interval ¢ — t*) for intermediate levels of
asymmetry. If asymmetry is low then, as can be seen in Figure the value V of hiring
a new agent is low, implying the agent is retained for longer (larger t*). If asymmetry is
large, then V' is greater, but belief about the worst agent p is also quite low. Consequently, it
takes a long performance track-record to improve the reputation of the worst agent enough
to induce churning by the intermediary. The intermediary, thus, retains agents for a long

time, as long as they generate good performance@

For every t € T, higher-skilled agents pay the intermediary in order to build their reputation
faster. Total profits of the intermediary obtained through this channel are also maximized
for intermediate levels of asymmetry. Define V;ZO to be the fraction of the intermediary’s

expected profits arising from the agents paying to build reputation

def EUOT e " (wr(Pe, ki) — w(Pr, kt)) dt}
E[foT e " (A(qr) — w(pr, kt)) dt}

%
vk

32This argument holds exactly if L = A(0)/p, but the same forces are in play if L strictly exceeds it.
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We see in Figure |3b| that Vp(ff’ (dashed line) exhibits an inverse U-shape. For extreme levels of
asymmetry there is very little churning and, thus, VZZ) is close to 0. For intermediate levels of

asymmetry the churning set T starts sooner and lasts for longer, implying that Vpo{? is higher.

Both panels of Figure [3] highlight the importance of the intermediary’s value V being de-
termined in equilibrium, embedding the inter-temporal spillover effects across the sequence
of employed agents. We plot the start of the churning time ¢}, and the pay-for-reputation
percentage Ve? if V were taken as exogenous in Figures [3al and respectively. The differ-
ences are stark: ¢} is increasing in the initial asymmetry, while Ve? is decreasing, leading to

misleading predictions when the information asymmetry is low.

Corollary 2. The fraction of the intermediary’s profits Vp(ﬁ’ obtained from the agents paying

for reputation is greatest for intermediate levels of the initial information asymmetry E [p]—p.
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Figure 4: Comparative statics with respect to information persistence 1/A.

Similar forces are in play when we consider implications of informativeness A of performance
on the value V of the intermediary. We plot the comparative statics in Figure [4] as a function
of the information persistence 1/ in order for the x-axis to increase in the measure of

information asymmetry and making it economically comparable to Figure

For low information persistence, the profitability of the new agent is so low that the interme-
diary would rather not churn a currently employed agent. For high information persistence,
beliefs about the current agent are slow to change, implying little benefit of replacing a given
agent. The churning set T is U-shaped in persistence, and the percent of profits due stemming
from pay-for-reputation Vﬁ’ is maximized for interior levels of persistence. The contrast to
how results would look if the intermediary’s continuation value V were exogenous is telling

and highlights the importance of accounting for V' being determined in equilibrium; with an
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exogenous V', both the churning start time and the fraction of present value of profits are

monotone.

Corollary 3. The fraction of the intermediary’s profits Vﬁ’ obtained from the agents paying

for reputation is greatest for intermediate levels of information persistence 1/\.

4 Competition, Signaling, and Training

We show that the pay-for-reputation mechanism applies even if the agent has bargaining
power, stemming from either imperfect competition among informed intermediaries, or from
the possibility of independently signaling his ability to clients. Moreover, we highlight the
interactions and differences between training and reputation building, showing the former
is concentrated in quiet periods when the information asymmetry is large, while the latter

occurs during churning periods when information asymmetry is small.

4.1 Competition for Agents

The intermediary can underpay the agent since his outside option is to either open a firm, but
be perceived as a lower type, or leave the industry altogether. Suppose, if the agent leaves
the current intermediary, he can finds one new intermediary to work for with probability
(1, and finds two or more intermediaries to work for with probability CQF’E] For tractability,
we assume the intermediary at the new firm has the same information p about the agent’s
ability. The possibility of finding multiple intermediaries is beneficial to the agent as they
compete for his services by offering a signing bonusF_Z‘-] With probability 1 —(; — (2, the agent
does not find a new intermediary and either starts his own firm or leaves the industry. The
risk of not finding a new intermediary and having to start his firm prematurely is still costly

for the agent if he chooses to leave the incumbent intermediaryE]

Lemma 6. For a given intermediary’s expected value V', the equilibrium churning set T and
belief processes (kt,qt)t>0 are unchanged. The agent’s compensation is determined by his
endogenous bargaining power ¢ = (2/((1 + (2). Moreover, if the intermediary and the agent

are equally patient, r = p, then

we(Pet) = (1= Qwr(Be, ki) + C(A(Qke, 1)) —rV) — (1= O)y(ke, )1 {t € T} 02U (B, kt) -

reservation wage with bargaining power ¢ pay for reputation

331f the agent approached only one intermediary at a time, the intermediary would retain all of the bar-
gaining power, economic behavior known as the Diamond paradox and shown in [Diamond| (1971).

34In the absence of commitment to long-term contracts multiple intermediaries compete a-la Bertrand by
offering an up-front payment to the agent, but, subsequently, keeping the agent at his outside option.

35The main model corresponds to the case of (z = ¢; = 0.
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The intermediary’s equilibrium value V' is weakly decreasing in (.

For a given expected value of V, the churning set T is derived in Proposition [2l The agent’s
bargaining power, however, increases the wages he obtains from the intermediary and lowers
her equilibrium value V. Thus, in equilibrium, the intermediary churns agents less, even

though they require greater compensation.

4.2 Signaling Mechanisms

We show that the agent values building reputation by working for the intermediary even
if he is able to signal his ability to clients at a cost. While such a possibility limits the
intermediary’s ability to underpay the agent, the pay-for-reputation dynamics still hold.
Moreover, higher-skilled agents are now willing to pay the intermediary for the possibility to
generate a track record of performance before contracting with clients directly. In equilibrium,
agents pay more for generating performance signals, but pay less for building reputation,

relative to if they had no opportunity to signal independently.

Suppose, when opening his firm, the agent can offer services at a percentage discount [,
resulting in revenue (- A(-). For tractability, we assume that / is chosen once and does
not change, although the argument applies to any setting in which repricing of services is

sufficiently costlym

Lemma 7. Suppose the cutoff agent’s type is ky. A higher skilled agent py > ki can signal

his ability to clients by offering a discount B(py, ki) on his services given by

Dt U
B(Pr, kt) :exp< /kt o 2 (%)\i?lfﬂv) dx). (20)

) = S5

Discount 3(py, k¢) is a function of both the agent’s private type p;, as well as the past history,
summarized by the cutoff type k; in that period. The agent’s expected value if he can signal

his ability is then given by

_ o def - - - - - - _ AL
Us(p, k) = B B(p, k) - wi(p) + (1 — ) - [B(p, k) - uo(p) + (1 = B(p, k)) - p+>\] :
The possibility to signal the agent’s skill improves his dynamic outside option, but it comes
at a cost which increases in his skill, as can be seen from . Higher skilled agents suffer
this discount to revenues for longer, implying greater overall cost of signaling for higher
skilled agents. This increased cost implies that higher skilled agents preserves the single-

crossing property of the modified outside option Ug(p, k). Proposition 3| establishes that, in

36In the context of asset management, management fees are specified as a percentage of assets under
management, justifying a percentage discount in pricing. These contracts are signed with a large number of
investors and are costly to renegotiate.
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equilibrium, the agent does not signal his ability independently to clients, yet this possibility

affects his compensation and tenure dynamics.

Proposition 3. Higher-skilled agents value reputation more even if they are able to signal

their ability to clients
OoUs(p' k) > 0Us(p, k) forany ¢ > p.

If X/ p is sufficiently largeﬂ then the agent starts by working for the intermediary, opens his
firm when clients correctly assesses his skill, i.e., pr = k., and does not offer a discount when
opening his firm on equilibrium path. The intermediary’s payoff is lower than if the agent

were unable to signal his ability, and, consequently, churning starts later.

A higher skilled agent suffers a greater dead-weight cost of signaling his skill to clients. Work-
ing for the intermediary provides two advantages. First, the agent generates a track-record
of performance. Second, due to the intermediary’s churning, the agent can build a reputa-
tion relatively quickly. When the agent is sufficiently patient, or performance is sufficiently
informative, the agent does not signal his skill with fees but instead builds reputation only by
working for the intermediary. The option of independent signaling, however, has an overall

increase in the agent’s payoff and reduces the intermediary’s expected profits.

For tractability, we have assumed that the agent chooses 3(p, k) once at the time of opening
his firm. If the agent were able to change it subsequently, then a high-skilled agent can
credibly signal his skill by starting with a high discount, i.e., a low 3, and then reduce the
discount once his performance is sufficiently good. Such dynamic contracts are preferable by
the high-skilled agents as it allows them to condition profits on their good performance and
separate efficiently from lower-skilled agentsﬁ Formally, if §; can take values in [, 1], then
the most efficient signaling contract is to offer 3; = 8 until the first time when p; = k;, and
set B¢ = 1 subsequently. Whether reputation-building is more efficient independently or via

the intermediary depends on the ranking of

(1) - Alk) [rV — Alg) + A(ke)]”

—_— versus (21)
BoU (ky, ket BoU (ky, k)

—_———
independent intermediated

reputation building reputation building

If B is not too low or the intermediary’s expected value V' is sufficiently high, the right hand
side of may be higher than the left, implying that intermediated reputation building

may be more efficient even if the agent can change the discount rate frequently. Importantly,

37The precise sufficient condition is A’(p) > A(li:;‘(p) . (’J/pk/f\i)g/)‘

38See [Laffont and Martimort| (2009), Chapter 3.

for every p > p.
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allowing a low 3 implies the agent must have substantial capital of his own to sustain himself

for an extended period of time, which may not be the case in many economic settings.

The intermediary does not have an incentive to signal the agent’s ability to clients — any
such signaling would benefit the agent at her expense. This preference for opacity may help
rationalize the low variation in fees among mutual funds and hedge funds in the finance

industry.

4.3 Paying for Reputation versus Paying for Training

Agents are willing to accept below reservation wages to establish a reputation with clients.
Reputation does not affect worker productivity but can be thought of as a ”quality” of
a worker, enabling him to generate greater revenues. We show, however, that building a

reputation is distinct from training and occurs at different times of an agent’s career.

Suppose skill is subject to depreciation at rate d, such that a skilled, § = 1, agent becomes an
unskilled, § = 0, agent with intensity §. Assume the intermediary can spend a private convex
flow cost c(a) to reduce this depreciation intensity by a. Furthermore, assume training also
benefits an unskilled, 8§ = 0, agent by making him skilled with intensity a. To avoid corner
solutions, we assume ¢/(4) = 400, so that a < §. Under such specification the belief process

follows

dpe = Ape(1 — pr) dt + pe(dXy — pdt) — (6 —a)pedt + a(1 — py) di. (22)

learning from per formance skill depreciation  skill accumulation

where a; is the training provided to type p: agent, given the cutoff type equal to k;. The
depreciation of skill makes agents value training regardless of their ability p; and provides
a tractable setting to contrast pay-for-reputation with pay—for—training@ Denote by a; =
a(py, k) to be the training offered by the intermediary to an agent with skill p;, given clients’
belief k; about the cutoff agent. The equilibrium wage of the agent is then given by

wr (P, k) = wr(Pr, k) — a(Pr, ke) - 01U (Be, k) — (V(t, ke) + a(ke, ke)) - 02U (Be, ke) -

pay for training pay for reputation

Agents value being skilled as it increases their chances of staying in the industry. They are
willing to be underpaid for an increase in their ability, consistent with the logic of |Becker
(1962) and |Acemoglu and Pischke| (1999)). That increase, however, is not directly observed by

clients, who have to conjecture the amount of training received by the workers. This affects

39 Acemoglu and Pischke| (1998) provide a model in which higher-skilled agents value training more than
lower-skilled agents, which creates an additional reason for wage compression, which can be easily embedded
in . In our model, however, wage compression is present even if skill and training are substitutes, as long
as the intermediary’s cost of training is sufficiently large.
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the agent’s reputation in equilibrium, as clients infer that the ability of the worst remaining
agent increases not only due to the turnover, but also due to training. As a result, training

not only improves the agent’s ability, but also facilitates reputation building.

The intermediary’s incentive to invest in general training, as pointed out by |Acemoglu and
Pischke, (1999)), is determined by the frictions in the agent’s labor market. Denote by V (py, kt)
the continuation value of the intermediary from employing an agent p; given market beliefs
k¢. The agent observes the training provided to him and is willing to be under-compensated
in exchange. The amount of training is, then, pinned down by equating the marginal cost of
training to the marginal value of skill to both the agent and the intermediary

C/ (a(ﬁt, kt)) = 81U(}3t, kt) + 81V(ﬁt, k‘t) . (23)

g

(@) (i2)

Term (i) in captures the agent’s incentive to increase his ability and, thus, pay for his
training. Because of the difference between p; and k;, the agent does not capture all of the
surplus generated by his training. Term (i7) in captures the intermediary’s marginal
value of employing a higher skilled agent. The intermediary values higher-skilled agents
more since they are more likely to generate good performance, and are willing to pay more
for reputation building. As the information advantage of the intermediary declines, however,

her incentive to train the worker also declines.

Lemma 8. The intermediary’s incentive to train the agent declines as he approaches termi-

nation, i.e., WV (ki ki) =0 fort € T.

The intermediary has no interest in training the agent when he is close to being let go,
while this is precisely the time when the agent builds reputation, as can be seen from the
increase in reputation growth in Figure Churning occurs when information asymmetry
is low, training, in contrast, occurs exactly when information asymmetry is high and reputa-
tion growth (k¢ t) is low. In addition, |Acemoglu and Pischke| (1998) show that there may
multiple equilibria characterized by different turnover rates, with greater turnover leading
to less training. Multiple equilibria also arise in our model, as shown in Lemma [4 with
turnover being beneficial for reputation building: greater turnover improves intermediary’s
profitability, increases her selectivity at the hiring stage, and speeds up reputation building

by higher-skilled agents.

4.4 Further robustness

Long-term commitment. We conduct our analysis assuming the intermediary cannot
commit to long-term contracts. This way, the agent’s incentives to forgo short-term compen-

sation are solely driven by his reputation building motives and not deferred compensation
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promised by the intermediary. We show in Lemma of the Online Appendix that, under
the optimal long-term contract chosen by the intermediary, the agent’s continuation value
is pinned down by the binding retention constraint @7 implying equivalent reputation and

compensation dynamics.

Limited liability. We do not impose limited liability in the baseline formulation of the
model. This is justified by the fact that the agent pays for reputation out of his strictly
positive reservation wage wg(py, k), implying that equilibrium wages w(py, k) are positive if
V is not very big. If V is big, then the rate of churning may be quite high, and limited liability
may bind when the agent pays for reputation building. In this case, the agent gets a strictly
positive benefit during the reputation building stage. Foreseeing this, the intermediary can
underpay the agent even during the quiet period, extracting the expected gain obtained by

the agent during the churning period.

Positive Poisson performance signals. We model performance signals as a perfectly
informative negative Poisson process. The tractability of using a perfectly informative Poisson
learning technology is well described in the survey of the experimentation literature of [Horner
and Skrzypacz (2018). In the professions we have in mind, it is easy to reveal a lack of skill,
but it likely requires a long track record to convince clients of true ability. As a result, highly
skilled agents cannot rely on outstanding performance to convince clients of their ability,
increasing their reliance on reputation. If the performance signals stemmed from a positive
Poisson process, then our economic argument would still hold as long as the agent’s skill
when working for the intermediary is imperfectly correlated with his skill when he opens his
own firm. The intuition is similar to Holmstrom| (1999)), in which residual public uncertainty

is essential to making agents care about their reputation via performance.

5 Brownian Model of Performance

While the Poisson structure for performance signals is highly tractable, the resulting model
co-mingles the effects of residual uncertainty about an agent’s skill and his performance in his
retention and compensation. Our objective in this section is to disentangle the two. We do so
by introducing Brownian performance signals. We show that good performance endogenously
increases information asymmetry, leading the intermediary to retain well-performing agents
for longer. Importantly, the equilibrium structure remains similar, exhibiting a combination
of quiet periods with periods in which the intermediary churns agents to entice higher-skilled

agents to pay for reputation.
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Introducing Brownian performance signals is a nontrivial task both in setting up and analyz-
ing the model. If we were to, simply, replace the Poisson process N? in with a Brownian
motion while keeping 0 binary, we would inherit the restrictive property of binary learning
linking posterior belief about the agent’s ability with the residual uncertainty about it. In
particular, after a history of good performance, the clients’ belief becomes less and less sen-
sitive to performance, making a well-performing agent, potentially, care less about his future
performance. We view this as an artifact of the binary learning technology, and contrary to
the economic intuition that agents with a better reputation care more to protect it, as shown
in Section [3.1] To remedy this problem, we consider a model in which 0 takes a continuum of
values, and the players learn about it by observing Brownian performance signals. This leads
to a rich learning environment, allowing us to distinguish between the effects of the agent’s
past performance and residual uncertainty about his ability on compensation and turnover

outcomes.

5.1 Brownian Model Information Structure

The agent’s skill 6 follows a normal distribution A/ (Po, 03), conditional on a random variable
po ~ F(-). Both the agent and the intermediary privately observe py, while the clients do
not. Similar to the Poisson model, we assume F(-) is continuous and has full support over
[p,p), with p > —o0 so that the severity of the initial adverse selection problem is boundedm
For expositional convenience, we assume F'(-) has a log-concave density function f ()E All

parties observe performance process X; given by
Xt = (9t+O'Bt, (24)

where process B = (B;)¢>0 is a standard Brownian motion independent of 6. It is convenient

to define the informativeness of the performance signal as

o /o

The private posterior of the intermediary-agent pair after observing a performance path

(Xs)s<t is given by a combination of performance signals and their private information

- - def - 0] 1 -
=1I t,X;) = E|0|X = - X - Do- 2
Dt (p07 ) t) [ ‘ tvp()] ¢t n 1 t + ¢t n 1 Po ( 5)

40This would arise endogenously in our model anyway as agents of very low skill would exit the industry.
The necessary methodological step is to obtain a tractable model of Brownian learning about a truncated
distribution of private information.

“Most commonly used distributions, such as uniform, normal, and exponential satisfy this property. See
Burdett| (1996) for the properties of log-concave distributions.
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Function II(po, ¢, X;) is the analogue of 7(po, t), but distinguishes the effects of elapsed time
t and realized performance X; on the posterior belief of the intermediary-agent pair. Denote
by k; the clients’ belief about the agent who separates from the intermediary and starts his
firm at time ¢:

kB0 X r =] =E[p| X7 =1].

Similarly, denote by ¢; the clients’ belief about the agent retained by the intermediary. The
intermediary retains higher skilled agents for longer, implying that ¢; is the average belief

about the agents who are more skilled than the cutoff agen@
@ =E[0|(Xs)s<t:t <7] =E[0| Xp,t <7] =E [ | Xo, 5t > ke .

The equilibrium definition is the same as the one used in Section [2] with the additional
requirement that the clients correctly identify the agent’s type when he opens his own firm.
In the Poisson setting, the unique equilibrium is separating, and similar arguments can be
applied to this Brownian model. The incremental difficulty of ruling out other equilibria in
the Brownian model stems from characterizing the agent’s subgame if an atom of agents of
different types were to leave the intermediary. This leads to a dynamic signaling subgame,
very similar to the one we already analyzed in Section [A.4] of the Online Appendix and one

that we could, potentially, tackle@

5.2 Agent’s Dynamic Outside Option given Brownian Signals

In a separating equilibrium the agent quits the intermediary when clients correctly identify
his skill, i.e., pr = k;. Subsequently, both the agent and the clients update their beliefs for
s >t based on subsequent performance, resulting in a posterior belief process about 6 given
by

b =B 181X, = Xk = 0t 1)+ (500 (= X0+ oy k). (20

The clients’ belief increases in response to the agent’s good performance and he obtains
greater profits. If the agent performs poorly, the belief about him declines, and he may find

staying in the industry unprofitable, relative to his outside option L.

As we've seen in Sections[3|and [4] the agent’s compensation while working for the intermediary
is determined by his outside option of opening his own firm. Suppose the agent was to refuse

the compensation offered by the intermediary and open his firm when his type p; exceeds

42We show in Lemmathat cumulative performance X, is a sufficient statistic for (X;)s<¢ for a general
distribution of private information F(-). This drastically simplifies our filtering problem and permits us to
derive the equilibrium structure for a general distribution F'(-).

43Tn it we show that even after the agent opens his own firm, a more skilled agent can credibly convey his
private information to clients by keeping his firm open after poor performance.
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the cutoff type k;. Consequently, he is relatively more optimistic about future performance
since, from his perspective, future performance X; has better prospects, increasing his value
of staying in the industry. In this case, he finds it optimal to stay in the industry longer
than an agent with a lower private belief. For the sake of concision, since p; > k; occurs
off-equilibrium path, we assume that the clients continue to update their beliefs according
to and do not make additional positive inferences about the agent when they observe
him staying in the industry after bad performance. We also formulate and solve the subgame
equilibrium if the clients update positively if the agent remains in the industry following
bad performance in Section [A:4] of the Online Appendix [A] This requires extra care and
notation in defining the clients’ inferences, but the implications for the agent’s compensation
and turnover are qualitatively unchanged@ To economize on space, we focus on the simpler

subgame equilibrium specification in the main text.
The expected value to the agent who leaves the intermediary is given by

7 .
) = sup E5, [/ e Pt 4 (ki) ds+ e P L] (27)
Ui t

U(ﬁta kta t

It depends on time ¢ explicitly as the latter governs the reduction in the posterior variance

Var(0|p:) about the agent’s skill.

Lemma 9. There exists a subgame-perfect equilibrium in which clients’ belief follows
and the agent leaves the industry the first time his belief ps falls below a stopping boundary
b(kis,s), i.e.,

n=inf{s: ps < b(kes,s)}.

Moreover, if A(-) is weakly convez, then higher skilled agents value reputation more than

lower skilled agents: 02U (P, k,t) > 02U (D, k,t), for any p’ > p.

Lemma [J] establishes that higher-skilled agents value reputation more under the sufficient
condition that A(-) is weakly convex. First, higher-skilled agents stay longer in the industry,
as clearly seen from the optimality condition p; > b(kis,s). This is the same economic
mechanism as the one behind Proposition [I] of the Poisson model. Second, a higher-skilled
agent is more likely to generate good performance and have a high reputation. Weak convexity
of A(-) ensures that revenues remain sensitive to the clients’ perceptions even when the agent’s
reputation takes high values. While weak convexity is sufficient to ensure the agent’s single-

crossing holds, it is not necessary, as the first channel implies our results even if A(-) is linear.

44This analysis requires additional expositional space in order to formulate the equilibrium definition for
the agent’s dynamic subgame in which clients’ positively interpret the agent’s deviations. We focus on the
more concise version in the main text in order to have more space to explore the Brownian model.

35



The agent’s reservation wage wgr(py, k¢, t) is given by

~ def pL /I’f U(ﬁtvkt)t) > La
wR(pta kt7t) - ) 5
A(kt) ’l,f U(pt, kt, t) = L.

This is the direct analogue of the agent’s reservation value in (12]). We are now ready to

characterize the agent’s compensation and employment while working for the intermediary.

5.3 Equilibrium given Brownian Signals

The agent’s performance X; affects the intermediary’s profitability and, therefore, her in-
centive to retain him. The clients’ posterior belief about the retained agent working for the
intermediary is given by

de 1 - -
qr = Q(ks, t, Xy) el Xi+—— E[pe| Xe, b > ke - (28)

¢ .
ot +1 ot +1
(i) (i)

Belief about the average type ¢; depends on past performance in two ways. First, conditional
on the realization of py, the incremental performance dX; changes the posterior belief by
# - d Xy, implying that term () in is the same as the first term in the right-hand-side
of . A second, and more subtle, inference is that better performance X; is more likely
to come from a better private type p; of the retained agent, implying that term (ii) in (28)
is also increasing in X;. This second channel implies that the posterior belief about the
average agent {p; > k;} is more sensitive to performance signals than the posterior belief
about a given agent p;. Informally stated, clients put more weight on performance signals
than the intermediary-agent pair, because they have a more dispersed belief about #, making
the performance process X relatively more informativeﬁ The economic implication of this
differential learning is that the intermediary’s revenues are more sensitive to performance

than the agent’s reservation wage. Good performance, leading up to time ¢, increases the

intermediary’s profit wedge, before accounting for reputation dynamics.

Retention real option. Similar to the Poisson model, consider a retention problem of the
intermediary who employs the cutoff agent p; = k; and chooses when to let him go. This
cutoff agent has no room to build reputation, implying that the intermediary needs to pay him
the reservation wage wr(pt, pt, t). Since this agent is being pooled with better agents while he
works for the intermediary, she may keep him employed if the profit wedge A(q:) —wgr(Pt, Pt, )
is high enough for ¢; = Q(p¢, t, Xt). As explained earlier, this is true if past performance X

45 This is easy to see if, for instance, 0y = 0. Then the intermediary and the agent know his skill perfectly
and do not need to update on performance signals, while the latter still influence the clients’ beliefs.
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has been relatively good. The intermediary’s expected value of employing the cutoff agent is

Sgp E; [/0% e [A(Q (e, 1, Xt)) - wR(ﬁnﬁt’t)} dt +e7"7 V] ‘ (29)

Lemma 10. There exists a stopping surface B(p,t) such that the intermediary optimally lets
go of the cutoff agent when performance X falls below B(py,t), i.e.,

T=inf{t>0: X; < B(p, 1)} (30)
Moreover, the stopping surface B(p,t) satisfies two properties:

(i) 1B(p,t) < ¢t+1 for every p and t, implying that the difference X; — B(H(ﬁo, t, Xy), t)

is increasing in performance X;.

(ii) If V> 0, then B(p,t) — oo as t — oo for every p, leading to all agents being let go in

finite time.

Lemma [10| characterizes the intermediary’s decision to let go of the cutoff agent absent any
reputation considerations. The profit wedge of the intermediary in depends on perfor-
mance X; and private type p;, which is equal to II(pp, ¢, X;) and also depends on X;. The
intermediary’s decision to let go of the agent in thus depends on dynamic states ¢t and
X¢, as well as the initial type py of the cutoff agent at t = 0. Because the intermediary’s
profit wedge is increasing in performance X;, then, for each initial py, there exists a bound-
ary B (Po, t) such that the optimal time to fire the agent is when performance X; falls below
it. By solving for each initial type po € [p, p| we construct the entire stopping surface
B(po,t) and pin down the intermediary’s decision to let go of the cutoff agent. While such
construction is mathematically convenient, it requires us to appeal to the space of initial
types po, even if the decision is made at time ¢, complicating the narrative. If F'(-) has a
log-concave density, as we have assumed, then the intermediary’s turnover decision can be

expressed via a stopping surface B(py,t) defined as
- d ~ ~
B(py,t) ;fsup{x: z < B[(qﬁt—i—l) Py — ¢ -, t]}

The intermediary lets go of the agent if X; < B(py,t), where B(p,t) differs from B(ﬁo,t)
in that it depends on the agent’s posterior type p; at time ¢, rather than his initial type
Po- In the Brownian setting, process X; introduces an independent performance dimension,
splitting the three-dimensional state space (k,¢, X) into the quiet region {X > B(k,t)} and
the churning region {X < B(k,t)}. The key step, which we establish in the formal proof of
Proposition [4] is that the intermediary employing the cutoff agent does not benefit from the
future reputation dynamics leading to her expected value being exactly equal to . This
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allows us to characterize the equilibrium by solving for B(k,t) separately and, then, construct

the cutoff type dynamics (k¢)¢>0 forward using the on-path churning threshold B(ky,t).

Churning rate. The equilibrium churning rate is pinned down by the intermediary em-
ploying the cutoff agent k;. If X; is large, then there is no churning. If, however, X; declines
and reaches B(ky,t), the intermediary lets go of the cutoff agent p; = k;. Once in the churn-
ing region, the intermediary gradually lets go of the cutoff agents if they find reputation
building valuable, i.e., if k; > b(k¢, t). The equilibrium churning rate ~y(k,t) is such that
the intermediary is marginally indifferent between retaining and firing the agent once in the
churning region. The equilibrium churning rate v(k;, t) is pinned down by the intermediary’s

local indifference condition to retain the cutoff type given this history
A(Q(ktv ta Xt)) - wR(kt7 kta t) + /y(kta t) : 82U(kta kta t) =rV. (31)

This is the Brownian equivalent to the optimal stopping condition of the Poisson model,
and only applies once the intermediary finds herself in the churning region X; < B(ky,t) and
the cutoff agent finds reputation building valuable, i.e., ky > b(ky, t). If ky < b(ky,t), then the
cutoff agent does not value reputation at all as he plans to leave the industry upon being let
go. In this case, the intermediary cannot elicit pay-for-reputation dynamics and needs to fire
a discrete set of agents d(k¢, t, X¢) to either exit the churning region, or increase the cutoff

type by enough so that they begin to value reputation themselves.

Proposition 4. The equilibrium is characterized by the churning boundary B(ke,t), which
depends on the cutoff type ki and elapsed time t.

(i) The intermediary lets go of agent ki when performance Xy drops below B(ky,t).

(i) The agent’s reputation grows faster during churning periods
0 Zf Xt > B(ktfvt)a

dky

(dXy = ku—dt) + < y(ke, t, Xp)dtif Xy < B(keo,t), ke > b(ke—,t), (32)

/

T pt+1
learning fron:rperformance 6(kt—7 t, Xt) ’Lf X < B(kt—7 t)7 ki— < b(kt_,t)7

~
learning from churning

where y(ke, t, Xy) is determined by the profitability of the cutoff agent

+
R [V = (A(QUkw,t, X0)) = wr(ke, ke 1)) |
R 02U (1, ki, 1)

> 0. (33)

and 6(ke, t, Xy) is the minimal jump necessary to either exit the churning region or
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increase the cutoff type to a point where he stays in the industry where he to be let go

0(kit, Xp) < inf{8> 05 X > Bk +6.8) or ko =b(k+6,0) ). (34)

(iii) Agents pay for reputation building by accepting lower compensation. The cumulative

compensation process of the agent of skill p; is given by

0 if Xy > B(ky,t),

AWy = wr (pr, ke, t) dt —

’)/(kt,t, Xt)azU(ﬁt,kt,t)dt ’&f Xt < B(/{t,t), k‘t_ > b(k‘t_,t),

U(ﬁt,kt,t) — U(ﬁt,ktf,t) Zf Xt < B(k‘t,t), ktf < b(k‘tf,t).

-~
pay for reputation

Xi

(a) Compensation as a function of perfor-
mance X;. We assume the cutoff type is the
same, i.e., k; = II(l,¢, X;), implying that the

(b) Compensation as a function of elapsed
time t, along a constant performance path
Xy = pt. Time t* is the first time in the churn-

churning threshold B(ky,t) = B(l,t) for every  ing region and the cutoff type k; is increasing.

X;.

Figure 5: Effects of past performance X; and tenure ¢ on compensation. To
track the same agent across the state space (k¢,t, X;), we keep the initial types
constant: p, = II(pp, t, Xy) and p; = II(Po, t, X¢) for fixed initial pf, > po. A(-) is
assumed to be linear.
Proposition [ is the counterpart of Proposition [2} the similarities in the equilibrium structure
are evident. Implications of the equilibrium in Proposition [4] on agent’s compensation are
illustrated in Figure [5| In order to track the same agent across the state-space, we fix initial
types py > po and consider posteriors influenced by time and performance, given by .
Figure considers the agent’s compensation as performance X; changes “quickly”. For
simplicity, we assume that k; > b(k;, t) and the reputation building in occurs gradually,
allowing us to keep the cutoff type constant, implying that k; is also given by for a fixed
initial pg. In this case, the agent collects his reservation wage when performance exceeds

A~

the churning threshold B(k¢,t) = B(pg,t). When performance declines, however, the inter-
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mediary churns lower-skilled agents at a strictly positive rate, as manifested by ~y(k¢, t, X¢)
being bounded away from 0@ The agent, thus, pays a positive amount for reputation the
moment he enters the churning region, leading to a discontinuity in his flow compensation.
The fact that the intermediary cuts wages of all retained agents discontinuously as she enters
the churning region in which some employees are let go is distinct from the model based on
the Poisson information process. The stark difference stems from the fact that in the current
setting, there is an embedded option value to the intermediary of retaining the agent even
if the profit flow is currently below the intermediary’s flow opportunity cost V. The same
does not hold for the Poisson model, where the future profit path from retaining an agent of
a given skill conditional on that agent not being revealed as low-skilled is known in advance.

Once an agent is revealed as low ability, separation from the intermediary is immediate.

Figuredepicts the agent’s compensation along a (simple) performance path X; = ut, where
we assume that g > p. Initially, the information asymmetry is high, and the intermediary can
retain all agents paying them their reservation wage. Since p > p, the beliefs about the cutoff
agent increase over time, resulting in greater compensation and eroding the intermediary’s
profitability. Eventually, the intermediary starts churning lower-skilled agents whom she finds
unprofitable to employ, resulting in a decrease in compensation, as illustrated in Figure
In order to avoid entering the churning region, the agent must perform increasingly well,

which is unsustainable in the long-run. The intermediary, eventually, churns all agents.

As we see in Figure 5], the agent’s compensation increases in performance, but, eventually,
decreases in time. The Poisson model bundles these two channels - Figure is unable
to distinguish between effects of performance and time, which are decoupled in Figures
and Corollary [4 summarizes the equilibrium properties under Brownian performance
signals. If however, k; > b(ky,t), then the churned agent stays in the industry, and the rate
of reputation building exhibits smooth behavior["]

Corollary 4. The equilibrium dynamics exhibit five properties

(i) higher-skilled agents, as measured by their private information, have longer employment

spells with the intermediary;

(ii) intermediary’s flow profit decreases as X; approaches B(ki,t) from above, but then

increases as Xy declines further as higher-skilled agents pay to build a reputation.

(i1i) higher-skilled agents pay for building a reputation in periods when the intermediary

churns lower-skilled agents, i.e., X; < B(k,t);

46This stems from the optimality in of letting go of the cutoff agent when his profitability is strictly
below the opportunity cost V.

47Similar behavior also occurs in the Poisson model when, at ¢t = 0, the intermediary lets go of some agents,
manifested by the, potentially positive, difference ko — p.
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(iv) if the agent leaves the intermediary and chooses to open his own firm, he obtains a

positive jump in compensation.

(v) agents with a better performance history have longer employment spells with the in-
termediary; their compensation is increasing in performance outside of the churning
region but suffers a discontinuous downward drop once the intermediary starts churn-

ing lower-skilled agents.

Results (i) —(iv) are direct analogs of Corollary[1} Point (i) highlights that the intermediary’s
profits increase in performance when outside of the churning region. Once in the churning
region, however, the intermediary’s flow profit may increase if the agent performs poorly, as
a higher high-skilled agent pays to build a reputation. Point (v) shows that past performance
can be a substitute for skill in determining the agent’s retention by the intermediary. As
illustrated in Figure |5 the agent is paid discretely less when in the churning region. This can
be thought of as the intermediary cutting bonuses during periods of downsizing. Moreover,
almost all agents pay for reputation just before leaving the intermediary and, thus, obtain a

positive jump in compensation after opening their own firm.

We also note that similar to the Poisson setting, the model suggests that wage dispersion
within the intermediary should be higher in churning periods. Since in the current model
churning periods are associated with times where returns have recently been low, we further

predict that wage dispersion should be higher in such times.

The expected value of the intermediary is pinned down by the fixed-point condition
T
V = max [e"”A -E {/ et (A(QU%,t,Xt)) — w(pPy, kti)) dt+e ' - V} -1, 0] . (35)
0
The equilibrium is unique for relatively large I or A, but, similar to the Poisson model, there

may exist multiple equilibria for intermediate resampling costs.

5.4 Comparative Statics given Brownian Signals

We derive the equilibrium under mild assumptions on the revenue function A(-) and private
information F'(-). Such generality ensures the robustness of the economic mechanism but
makes it challenging to derive comparative statics. For our numerical calculations, we assume
the private information py follows a normal distribution, truncated at p > —oo from below
and at p from above. The tractability benefit stems from the class of truncated normal
distribution being a conjugate of itself with respect to the Gaussian likelihood function,
arising from the conditionally normal performance process (X¢):>0. Such specification allows

for a semi-analytic expression for Q(k,t, X;). To simplify calculations further, we assume
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revenues are exponential, i.e., A(x) = e**, for & > 0, and the agent always stays in the
industry, i.e., L = 0. This allows to derive the agent’s dynamic outside option U (py, k¢, t) in

semi-closed form and focus on the intermediary’s churning region.

For a given intermediary value V', the stopping surface B(k,t) specifies the forward dynamics
of the cutoff process (k¢)i>0 via Proposition 4] This permits simulation of the equilibrium
paths (k¢, t, X3) forward, but does not lend itself to an easy evaluation of . The difficulty
stems from simultaneously evaluating the expected value over three independent sources of
uncertainty: private information pg, residual uncertainty of  given pg, and the Brownian mo-
tion (Bt)¢>0. The simulations necessary to evaluate the intermediary’s expected value in
with a satisfactory precision are in the trillions. It turns out that we can significantly sim-
plify the problem by utilizing the fact that the equilibrium dynamics of process (kt, ¢, X¢)i>0
are pinned down by the stopping surface B(k:,t) via . We perform a Girsanov change
of measure with respect to the drift of the performance process X to isolate the intermedi-
ary’s private information pg and latent skill #. We then compute the expected values of the
Girsanov densities with respect to  conditional on the three-dimensional state (ki,t, Xt)@
This leaves only the Brownian motion (By):>0 as the source of dynamic uncertainty. We can
evaluate via a dynamic program in three state variables (k, ¢, X;), in which X follows a
standard Brownian motion, and k; is described in Proposition [4, Evaluating the right-hand
side of for a given V can be performed on a personal computer in a few hours. We
identify the fixed points of and perform comparative statics, depicted in Figure |§| by
utilizing parallel calculations on a university computer cluster. The technical details of the
method are provided in Appendix

Figure |§| depicts the intermediary’s expected value V' and the fraction V;Z’ of the intermedi-
ary’s profits stemming from the agent paying for reputation. The pay-for-reputation percent
Vp(Zé as a function of the initial magnitude and persistence of asymmetric information. Sim-
ilar to the Poisson model, the intermediary’s expected value increases in the support of the
private information and decreases in the informativeness ¢ of the performance signal, as can
be seen in Figures and respectively. Moreover, similar to the Poisson model, Vp% is

maximized for interior levels of information asymmetry and persistence.

6 Conclusion

Markets for services are plagued by uncertainty about agents’ underlying skill. Our analysis

highlights the reputation-building role of informed intermediaries, and how clients dynamical

“The strategic considerations pertaining to 6 affecting the drift of the performance process (X:)¢>o are
present via the churning surface B(k:,t).
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Figure 6: Value and pay-for-reputation comparative statics under Brownian sig-
nals.

observation of the agent’s performance shapes turnover dynamics and the interplay between
turnover and compensation dynamics. Our focus is on professions with three important
characteristics: agents’ talent is essential, their performance is observable by clients with
reasonable frequency, and they are able to contract directly with clients to provide their
services. A few of examples of such professions are fund managers employed by a fund family,

non-partner lawyers in a law firm, and accountants working in one of the big accounting firms.

Our investigation provides profound implications for turnover and compensation dynamics,
providing a novel rationale for the observed practice of low wage dispersion accompanied
by low turnover frequency at the initial phase of employment by an intermediary for such
workers. Importantly, the channel we highlight is distinct from the intermediary’s desire
to evaluate the skills of the employee, but instead is driven by the desire to maintain the
information advantage she has relative to clients. Since clients dynamically observe agent’s
performance, information advantage dissipates over time and, when it shrinks sufficiently,
the intermediary starts churning low skilled agents, consequently expediting depreciation of
her information advantage: a key insight is that strategic churning enables the intermediary
to retain high-skilled agents below market costs, and increases profits relative to the period
preceding churning. Churning periods are associated with increased wage dispersion of agents
retained by the intermediary. We also endogenize the market value of the intermediary, a
feature absent from common dynamic adverse selection models and signaling models. In-
terestingly, with endogenous intermediary value, the length of quiet and churning intervals

becomes non-monotone in the level of initial asymmetric information and informativeness of
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public performance signals. An important next step is to augment moral hazard considera-
tions, in conjunction with allowing for performance-sensitive compensation contracts, as well
as to understand how our mechanism interacts with other rationals for the existence of an

intermediary firm such as economies of scale and benefits of working in teams.
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A.1 Equilibrium Fixed Point V

Define the incremental value of a new agent at the start of his employment to the intermediary as

cv)“ g [/07 e (A(qr) — w(py, ke)) dt + e—”v] Ve (A.1)

_E [ /0 " e (Algy) — w(in k) — V) dt]

Fixed point equation @ can then be rewritten for V' > 0 as

V=¢TAE [/ e " A(q) — ) dt +e7T - V] -1
0

Ie® +V (e —1)=E [/ e " (A(gy) — y) dt + e - v] -V
0
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I +V (e —1) = G(V). (A.2)

The intuition behind (A.2)) is that the expected gains from employing a given agent must equal to the
fixed costs of replacing him.

A

€TA1 L

0 V

Figure 7: Graphical representation for the fixed point equation for V.
Function G(V) is depicted in solid. Replacement cost parameters are Iy >
I, and Ay = 0 < A;. Ex-ante private information pg is distributed uni-
formly on [%,1] and revenues A(p) = p. The asymptotic value is G(o0) =

E [U (0, o) — U (po, p))-

Figure 7| plots G(V') as a solid line. It is decreasing for low values of V' as the profitability of each agent is
offset by a greater opportunity cost in periods when there is no churning. A higher value of V', however,
leads the intermediary to churn lower skilled agents at a higher rate, as can be seen from . This
allows the intermediary to charge higher skilled agents more for building reputation, which increases the
gain to the intermediary. The slope of the overall employment gain of the intermediary balances the two
economic forces and is, in part, determined by the relative value of employing the agent in times when

there is and isn’t churning.

Lemmal[d first shows that there exists a unique equilibrium limit as the number of agents the intermediary
can consequently employ increases. If the search costs are sufficiently large, the equilibrium corresponds
to the unique root of . On the other hand, if the replacement cost is small, then a large fraction of
the intermediary’s profits comes from the agents paying for reputation building. It is a surprising result
that in this case there may arise additional equilibrium values of V' corresponding to either low or high
profitability of the intermediary. As a result, the intermediary’s reputation to be selective with its agents
can be self-enforcing and result in multiple equilibria with different expected values V. This is a novel
and surprising feature in both the dynamic employment and adverse selection literature. It arises from
endogenizing the gains from trade by imposing the employment capacity constraint, and is natural in our
context since the intermediary is able to hire a new agent. The intuition is similar to a market for goods

under adverse selection: higher gains from trade increase market liquidity, which lead to goods being
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produced at a higher rate, feeding back into higher gains from trade. A good example is a of a contractor
building houses and having inventory constraints, for instance due to credit availability. A more liquid
market increases the rate at which houses are built and sold and increases his equilibrium continuation

value.

A.2 TImplications of firm-specific skill, team production, and rival services

Firm specific skill. The agent’s skill may be specific to the firm. This may not be a first-order force
in settings such as accounting or money management as they rely on general human capital, but may
be more relevant in other contexts. If the intermediary finds an agent who has good synergies with the
firm, then she may not wish to churn him. As a result, clients identify agents who are churned by the
intermediary by their expected skill but also the fact that they do not have synergies with the current

employer.

Team production. In the context of money management, funds within the family can be overseen by
teams of two to five money managers. Naturally, this introduces a problem for the markets to infer which
of the team members is truly skilled. The analysis in this paper can be applied to the team as a whole
where the entire team can leave the family and start a fund on their own. It also, potentially, introduces
the possibility of a staggered exit in which the first party that leaves the team is less skilled. As such,
the longer the team member stays with the fund, the higher his perceived level of skill is. While this
paper focuses on the case when a single manager governs the fund, the same mechanism applies to team

production.

Rival services. Suppose an outgoing agent may compete with the intermediary after starting his ﬁrmF‘;g]
The economic idea of letting go of a well-established agent because he becomes too expensive is still at
play, but it comes at the cost of competing with him in the future. If the intermediary does not let go
of him after a long time, however, her profit wedge collapses to 0 due to learning from either good or
bad performance. This implies that, as long as the agent is unable to capture the entire market, the
intermediary is, eventually, better of replacing him with a new agent. Our solution approach extends to
this setting. We would first solve backward for the intermediary’s non-stationary expected value from

employing the next agent and factor it into the optimal stopping problem determining set T.

A.3 Robustness to Dynamic Contracts

Lemma A.1. Suppose the intermediary can commit to a long-term contract. Then, if p > r then under

the optimal contract, the agent’s continuation value is given by U(py, k). If p = r, then the contract

49Such dynamic has been studied in|Glode, Green, and Lowery| (2012) in the context of the financial service
industry.
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in which the agent’s continuation value is equal to U(py, ki) up until termination is one of the optimal

contracts.

Proof. Suppose the intermediary can commit to a cumulative compensation process (Ct)¢>0. The agent’s

continuation value from staying with the intermediary is given by

R TAN R

Wy = B, { / e P aC, + e T U (s, k:T)] :

t
On the other hand, define wage w, satisfying
TAN
U(pr, kt) = Ep, [ / e 5D dC, + e T Uy, kT)] .
t

Due to the agent’s risk-neutrality, it is without loss that he is let go after generating poor performance
and gets paid nothing in that event. The agent is retained by the intermediary as long as W, > U (P, kt)
and at time 7 when the agent is let go, Wy = U(pr, k).

Suppose there exists a ¢ such that Wy > U (pt, kt). Consider an alternative contract in which the in-
termediary follows contract (C’s) s<t, makes the agent a fixed payment W, —U (pt, kt) and, subsequently,
compensate the agent according to process (Cs)sct,-- The net continuation benefit to the intermediary

of the new contract relative to the original contract is

E / e (st dés] — W, +U(py, k) — E [ / e "7t dCs]
t t

=K / "t dés] -E [ / " el dC’s] +E [ / " empls=) dCs] - E [ / ") dCs}
t t t t

K A”(gmw4>_e—m&ﬂ).(dcs_dag]

= /t T(l — o0 it (g, - d@)]

—-E _/tT (1 B e(ﬂ—r)(s—t)) ) (—dU(ﬁs, ks) + dVAVs)}

[ (o) o))

=B | (1= eoC0) (W, ~ U s k)

=E /tT (Ws — U(p‘s, ks)) de(pr)(st)}

T . (1)
=E|(p—1)- /t elP=)(s=1) (Ws - U(ﬁs, ks)) ds} >0,

where inequality (7) is strict unless W, = U(ps, ks) P-a.s. This implies that under the optimal contract
it must be the case that W; = U (pr, kt). d

Lemma A.2. The equilibrium dynamics are unaffected if the intermediary can commit to a long-term

contract with the agent.
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Proof. Under the optimal dynamic contract, the intermediary keeps the agent exactly at his outside
option for any equilibrium process of beliefs. As a result, commitment does not expand the set of feasible
contracts offered to the agent implying equivalent dynamics to the setting where the intermediary cannot

commit. O

A.4 Alternative Specification of Agent’s Outside Option given Brownian Signals.

With Brownian signals, defining and deriving the equilibrium of the agent’s subgame is a nontrivial task.
Because the agent’s off-equilibrium outside option determines his bargaining power with the intermediary
via the retention constraint @, we characterize the agent’s expected value of opening a firm if he is let go
off the equilibrium path. The main result of this section is that similar to before, in equilibrium, higher-
skilled agents value reputation more than lower-skilled agents since they stay in the industry longer,

under the sufficient condition that revenue A(-) is weakly convex.

Clients assign belief k; to the agent who opens his firm at time ¢. They subsequently update their beliefs

based on his performance

¢ pt+1-
¢s+1 os+1

If the agent performs well, clients’ belief increases and the agent obtains greater profits. If, however, he

E0]Xs, k] = (Xs — X¢) + ke. (A.3)

performs poorly, clients’ belief declines, and he may find staying in the industry unprofitable, relative to
his outside option L. The agent decides when to exit the industry given the clients’ belief process and

solves

e K X, - X t+1)k A
Uk, ke, t) " maxE [/ ePs= 4 (¢( (;2 I i‘zﬁ +1) t> ds + e "L ‘ X;, k:t} (A.4)
n 0

This decision depends on past performance X; as well as elapsed time ¢, which governs the residual

uncertainty about his ability

2 2
0p0

b def Var(0| X;) = W,
If X; is very low, then the estimate of the agent’s ability is so precise that the optimal exit rule can be
obtained by, essentially, comparing the current flow profit and the reservation utility pL. If ¥; is high,
however, then the agent values additional learning about his ability and is willing to stay in the industry
even if current profits are low.

Lemma A.3. Suppose when the agent opens his own firm he shares the same belief as clients, i.e.,
Pt = ki. Then he optimally leaves the industry when his belief ps drops below a deterministic boundary

b(s). Boundary b(s) — pL as s — oc.
Proof. Follows the steps to constructing boundary b(k,t) in Lemma @ O

The agent’s compensation while working for the intermediary is determined by his outside option captured
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by opening the firm in that instance. Suppose he opens his firm at time ¢ when his belief is given by p;
exceeds that of clients, i.e., k;. Consequently, he is relatively more optimistic about future performance
since, from his perspective, X; has a higher drift, increasing his value of staying in the industry. In this
case, he finds it optimal to stay in the industry longer than an agent with a lower private belief. In
particular, the agent with p; > k; does not leave the industry if X reaches b(s). This poses a conundrum
for clients as it violates the incentive compatibility about the agent they expect to be dealing withm
The clients need to interpret this deviation. On the one hand, they may assume that the agent delayed
his exit from the industry by mistake, in which case beliefs should continue to follow . On the other
hand, they may think that the agent started his firm with a higher belief than expected, and his delayed
exit from the industry is informative about his ability. In both cases, higher-skilled agents p; > k; stay
in the industry longer, leading to very similar wage dynamics in the employment relationship. We find
it more natural that the agent opens his firm early due to a disagreement with the intermediary over
compensation, and the clients assign the lowest belief about the agent consistent with him staying in the
industry given that history. Such assumption on off-equilibrium beliefs makes our analysis more difficult,
but comes very close to nesting the case in which investors do not update on the exit timesﬂ

Definition 2. A Perfect Bayesian Equilibrium of the agent’s subgame starting at time t is a belief process

(kt,s)s>0 and a collection of exit times (1:(P))p>k, adapted process (Xs — Xi)s>¢ such that

(i) n:(p) mazimizes the agent’s time of leaving the industry given clients’ belief

7 i
m(p) = arg max E [ / e DA (ky ) ds + e P70 L L ‘ b = p] .
7 t

(i1) the clients’ belief process ki s follows Bayes rule as long as s < ni(kt). If they expect an agent’s exit
but do not observe it, then they revise their beliefs to the lowest skilled agent for whom such behavior
18 incentive compatible

__¢ .
gs+1

ot +1
ps+ 1

kt,s (XS — Xt) + - max |:k‘t, 77;1(8):| .

The equilibrium expected value to the agent if he leaves the intermediary is given by

/m(pt) e—Ps=t) g4 (ki) ds + e—Pme(Pe)=t) | [, ‘ @] )
t

For p; = k; the agent leaves the industry along the equilibrium path and the above expression coincides
with one shown earlier for p; = k;. This results in higher skilled agents leaving the industry later, and

leads them to put more value on reputation.

50In the Poisson model of Section [2 and this did not arise as the agent either generated good performance
and stayed in the industry, or received a negative shock, which revealed him to be unskilled. This resulted in
clients not needing to update based on off-equilibrium behavior by the agent.

51This does not change the equilibrium dynamics even though this gives the agent a tool to signal his
ability. We have characterized both cases and they lead to very similar results. At the cost of notation, we
present the more difficult case here.
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Proposition 5. There exists a Perfect Bayesian Equilibrium characterized by the on-path stopping bound-
ary b(s).
(i) The agent optimally leaves the industry when his private belief drops below b(s):

e (5) :inf{s >t Lps(il (X, — X))+ zii -ﬁ} <b(s)}. (A.5)

(ii) The clients’ belief equals the posterior belief of the lowest skilled agent for whom it is incentive

compatible to stay in the industry given the past performance history

o(Xs — Xy) n ot +1 - [kt infs’e[t,s}{¢<Xs' — Xi) — (o' + 1)5(3/)}] ‘

kts

ST T g+ 1 b5+ 1 ot +1

Moreover, if A() is weakly convez, then higher skilled agents value reputation more than lower skilled
agents: OU (P, k,t) > 02U (p, k,t), for any p’ > p.

Proof. 1t is without loss to set t = 0 and show that 012U (p, k,0) > 0. Then

¢
kot = X
=g Y g

maxlo, 5 (1)

Since ko Define lp; = max[ko, 7, L(#)] to be the initial type. Moreover, we can express the agent’s private

information as
Xt = ﬁot + ét + O'Bt,

where 6 = pg + & for & ~ N(0, O'g) independent from other model variables. The expected payoff of the

agent can be written as

T 1
50,10, 0) = E A ¢ Xi 4+ —— oy | dt+e T L|.
U(po, lo,0) [/0 e <¢t+1 [ 0,t> +e ]

Suppose that py > lp = ly + . Define

. 10) 1
=inf — - X;+ —-p =
T {qﬁt—i—l ¢ ot +1 lo=b(t)
T = inf{t :Al(),t = Zo}

Due to the dynamics specified for process lo¢ and Iy it follows that dlg; > 0 only if lo; = lo; Then

50.10.0) — U(D — %*pt ¢ (s L) —pt
U (o, lo, 0) — U (o, Lo, 0) EUe A<¢t+1 (pgt+£t+aBt)+¢t+1 zo> dt + e L}

_E[
:E[
_E[

e PtA

(55
A <¢>t
(

(pot + &+ aBt> 7 ) dt +e 7. L]

O\\‘ o
>

pt+1

@+

(pot+§t+aBt) + p 1+ -Zo> dt]

1
(ot + €4+ 0B) + 1.zo> dt]

S

—_

1

S+

e A

S

1

+

ot

_|_

AT



T B ¢ ~ 1 R
+EUT e ptA(W-<pgt+§t+aBt>+¢t+1-l0> dt]
T 3 (z) ~ 1
—E|:/7: (& ptA<¢t 1'<p0t+§t+0'Bt)+¢t+1'l0’t> dt:|
() €

() Y e L 2
_E[/O et A <¢t—|—1 (pot+ft+JBt)+¢t+1 l0> ¢t+1dt]+0(s)

+EUT6ptA'< O (mttettoB)+ zo) £ dt]+0(52)

o +

ot+1 ot+1 ") gr+1
(49) T —pt Al ¢ (= # 1 _ )
- [/0 ¢« <¢t+1 <p°t+5t+(’3t)+¢t+1 z0> w“dt} +0(e) + O(?),

where (i) holds by Taylor expansion and (i) holds since lim._,o(7 — 7) = 0. By this argument (not the
same as the Envelope theorem) we can express the partial derivative of the agent’s continuation payoff

in, almost, closed form

0 T 1 1
~ pt Al . ~ .
TOU (Po,lp,0) = E [/0 e A (t 1 (pot + &t + aBt> + P l0> P dt] .

Taking the cross-partial we obtain

O (ole.0) =T /TeptA’ ¢ .(~t+gt+aB)+ L)
dpodlo bo, to, o ot +1 bo t ot + 1 0 o+ 1

_l_
T o (9 N 1 ot 1
E|:/0 e Pt A <¢t+1.<p0t+§t+UBt>+¢t+1.l0> ¢t+1.¢t+1dt]

_ o) - 1 1 or
E PT A’ . B, . _— >
+ [e <¢T+1 <p07'+£T—|—J )+¢T+1 lo> o7+ 1070 >0,

since A”(-) > 0 and 7 is, by definition, increasing (strictly) in pg. This concludes the proof. O

Proposition [5| establishes that higher-skilled agents value reputation more under the sufficient condition
that A(-) is weakly convex. First, higher-skilled agents stay longer in the industry, as manifested by
n:(p) being an increasing function of p as can be seen from . This is the same economic mechanism
derived in Proposition Second, higher-skilled agents are more likely to generate good performance
and to have a high reputation. Weak convexity of A(-) ensures that the revenues remain sensitive to
clients’ perceptions even when reputation is high. While weak convexity is sufficient to ensure the agent’s
single-crossing, it is not necessary, as the first channel is present and ensures our results arise if A(-) is
linear. It is also worthwhile to note that the agent leaves the industry when his private belief p, coincides
with the clients’ belief k; s even when the subgame is started off equilibrium path, p; > k;;. The agent’s

reservation wage in this case requires an adjustment since, whenever k; < b(t), beliefs experience a jump.
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The agent’s cumulative reservation wage is given by

,OLdt ’Lf U(ﬁta kt: t) = La
AW, = Wi ke, t)dt  if U ket)>L and k> b(b), (A.6)
U(ﬁt, b(t), t) — U(ﬁt, k‘t, t) Zf U(ﬁt, b(t), t) >0 and k‘t < b(t)

which features an adjustment stemming from the fact that, were he to leave, he would be able to inde-
pendently signal his ability to clients. If the agent’s reservation value L is low, then b(¢) is also low, and

this adjustment to the reservation wage does not alter the equilibrium behavior of the main model.

A.5 Main Text Proofs
Proof of Lemma (1| (agent’s outside option)

If the agent leaves with reputation k, his continuation utility is given by

n
ug(k) = Eg {/ e PPA(n(k,s))ds+e P L (A.7)
0
where 7 =l inf {t N > 0}. The realized value to the agent of type 6 at time ¢ can be expressed as

. nAt
7, / e P A(n(k,s))ds+e P - U@, n(k,s)) - L{t <n}+e ™ -L-1{n<t}.  (A.8)
0
By Ito’s lemma

dZ; =e P*A(m(k,t)) dt — re Plug(n(k,t)) dt

A9
+e P Ak, t)(1 — w(k,t)) - Ooug(m(k,t)) dt + e P (L — ug(m(k,t)) - AN?. (49)

Process (Z;)t>0 is a Levy martingale with respect to filtration of type 6 agent, implying that the expected
drift of process (Z;);>0 is 0. Multiplying both sides of by e”* obtain
pug(m(k,t)) = A(n(k,t)) + Am(k, t)(1 — w(k,t)) - up(m(k,t)) + (L — ug(w(k,t))) - A\(1 — ).
Define © = w(k,t). Then
pug(z) = A(x) + Az(1 — x) - up(z) + (L — ug(x)) - AM(1 — 0). (A.10)

The above is a linear differential equation. The general solution at ¢ = 1 is defined as the solution to the

first order linear differential equation
(p+ A1 = 0)) - u§ () = Az(1 — 2) - UL (a).

It is given by




Function ug(k) is well defined as integral (A.7). Thus, the bounded solution to (A.10) exists. The fact

that ug(l) = oo implies that this solution is unique. The unique bounded solution satisfies

A A1 =)L
T AN —0) s AI—0)

The agent’s value function U (p, k) is defined in , which we reiterate here

UQ(I)

€ ﬁ ~
U (pt, kt) = max Ej, [/ e_p(s_t)A(ﬂ(k:t, s — t)) ds + e P74 L} .
n t

Lemma A.4. U(p, k) is increasing in p.

Proof. The optimal time for the agent to leave the industry is
7 U]
n? = argmax E [}5/ e Pt (A(T('(k‘,t)) — pL) dt + (1 — ]5)/ e~ P+t (A(ﬂ'(k:,t) — pL) dt + L] .
Ul 0 0

Subtract the value of stopping L. Taking expectations and applying the Envelope theorem with respect
to p obtain

/ T et (A(w(k,t)) - pL) dt — / ! e’(er’\)t(A(w(k,t)) ~ pL) dt. (A.11)

0 0
Suppose (A.11)) is negative. Then

maxE |5 / T ot (Alr(k.1) — pL) dt + (1~ ) / T Okt (Alr(k.1)) o) dt]

n L JO 0

=maxE -/ﬁ (;ﬁe_pt +(1— ﬁ)e_(p+>‘)t) (A(T('(/C, t) — pL) dt}

n LJO
Mo n°
< maxE / e~ Ot (A(w(k,t) - pL) dt} —E [ / e_(’\+p)t<A(7r(k,t) - pL) dt]
n LJO 0

_E [ /0 Tt e NP0 > ] X, = i) (A(w(k,t) - pL) dt}

For a given p, there exists a ”"mixed-strategy” stopping time %P given by the conditional probability
distribution

PP >t| X, = pt) =e M - P(n° > t| X, = pt).

This stopping time is feasible for a given p and generates the same exact same payoff under p > 0 as it
does for p = 0. It implies that the ex-post distribution that can be achieved for p = 0 can be achieved

for any p > 0. ]
Lemma A.5. Agent’s outside option U(p, k) is weakly increasing in k.

Proof. Subtracting L from and differentiating with respect to k, obtain

(98k {U(p, k) — L} = ;]{:Eﬁt [/tn e Pt [A(?T(k‘t, 5 — t)) — pL] ds]
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U Q)
=E U e LA (m(k,t))Oorm(k, t) dt| > 0,
0

where inequality (7) is strictly positive whenever nP > 0 with positive probability and k € (0, 1). O

If the agent finds it optimal to stay in the industry for a given k, then he finds it optimal to stay in the
industry for any k' > k. The dynamic counterpart to the argument is that he finds it optimal to remain
in the industry until the arrival of the Poisson shock if he chose to remain in the industry when clients’
belief was k. The expected payoff from staying in the industry until the arrival of the Poisson shock is,
simply, given by puj (k) + (1 — p)ug(k). As a result, holds.

Lemma A.6. The agent’s reservation wage wr(p, k) is given by and is weakly decreasing in p.

Proof. Suppose A(k) > pL. Then the reservation wage of all agents is equal to A(k), since they can
collect the revenues until the arrival of the Poisson shock. If A(k) < pL, then, due to higher skilled
agents being more likely to stay in the industry, they are willing to accept it, due to higher profits from
surviving long enough. As a result, the willingness of the agent to accept A(k) < pL is increasing in
D. O

Proof of Proposition [1| (agent’s single-crossing)

Self-contained in the main text.

Proof of Proposition [2| (equilibrium verification)

The argument is comprised of several small lemmas, but is conceptually very simple. First, we show
that absent any pay-for-reputation dynamics, the intermediary prefers to retain higher skilled agents for
longer. In the churning region the cutoff type pays the intermediary just enough to make her indifferent
between keeping him and letting him go. This implies that all agents below the cutoff type are strictly
unprofitable to the intermediary while all agents above the cutoff type are strictly profitable, due to the
single-crossing condition of the agent.
For formal proofs, it is convenient to work with the initial agent types. lLe., for every type p; at time ¢
we identify type po such that p; = 7(po,t). This is equivalent to py = 7(py, —t). Similarly, denote by I,
the initial cutoff type

L ke, —t). (A.12)
It is more convenient to work in the space of initial types Iy, rather than posterior types ki, as to separate

the learning stemming from churning versus performance. Define

1

1
Q)™ Bl i > 1 = = [ # P ()
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to be the average initial type above [. Similarly, define

de
QD < =(Q).¢).
Define by 7 to be the first time of arrival of process N?
n et inf{t: X; < ut}.

For each initial pg define T (pg,!) € R to be the set of subgame-perfect times at which it is optimal to let
go of the agent pg if the clients belief the cutoff agent is of type [ if the intermediary has to pay the agent

exactly his reservation wage

T (po, ) def U {arg max E,, [/tTN? e (57 [A (Q(l, s)) — wR (W(ﬁo, s),m(, s)) - rV] ds + V] } (A.13)

>0 T>t

where we used the identity

Lemma A.7. Stopping set T (po,l) is weakly decreasing in py, i.e.,
Proof. For any stopping time 7
TAn R
Ej, [/ e (st {A(Q(Z,s)) — WR (W(ﬁo,s),w(l,s)> - TV} ds} +V (A.14)
t
TAn ~
=E {/ e (57 []50 +(1 —ﬁo)e_k(s_t)} . [A(Q(l, s)) — wR (ﬂ(ﬁo, s),m(l, S)) - T‘Vi| ds] +V.
t

Since w(p, k) is weakly decreasing in p, applying the Envelope theorem obtain

o TAn N ~
%0 [Epo [/t e st [A(Q(l,s)) — wR(W(po,s),ﬂ(l,s)) - rV] ds] + V]
ThAn
<E e "1 — e 2ED) 1A(Q( s)) —w Do, s),m(l,8)) —rV ds] . A.15
<o/ ( ) [A4(@.9) ~ wr(x(o,5). 71, 5)) V] (A.15)
Suppose is negative. Then, the expected payoff for a given T satisfies
ThAn R
B, [ / 0 [4(QU.5)) = wr(7(o,5).7(1.s)) = V] ds] +V
t

@Eﬁozg [/tT/\W e (570 {A(Q(l,s)) — wWR (W(ﬁo,s),w(l,s)> — T‘V} ds} +V. (A.16)
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Inequality (i) cannot be strict, however, since the intermediary can replicate the payoff by employing a
mixed-stopping rule, similar to the argument used in the proof of Lemma Thus, the intermediary’s
expected optimal stopping payoff is weakly increasing in pg, which implies the ranking of the stopping
sets. O

Denote by V(po, [, t) the intermediary’s expected continuation value from time ¢ onwards from employing
the agent of initial skill pg while clients believe the cutoff type is [ and absent any reputation-building

considerations
. TAN .
V(po, (1) = sup Eg, {/ e st [A(Q(l,s)) — WpR (w(ﬁo,s),w(l,s)) - TV:| ds} +V. (A.17)
T t
Using Ito’s Lemma for ¢ ¢ T (po, ), function V(po, [, t) satisfies

rV(po 1, t) = A(QU,s)) —wa (B, 5),7(1,5)) + gtv(ﬁo, L)+ A (1= 70 ) (V = VG0, L1))

For t € T (po, 1) function V(po,l,t) = V. We can combine the two cases by writing

PV Gou ) = oV (Goul, )+ A(1 = (0,0 (V = V(7o)

ot
| [A(Q09) —wn(vtn.9).70.9) i t£TGD), (A18)
rV if teT(po,l).
flow payoff

First, we show that if the agent is initially hired by the intermediary, then the churning occurs only in
the region where he opens his own firm upon being churned.

Lemma A.8. Define by t*(po,l) the first time when the intermediary is willing to let go of the agent py
given clients’ belief |

t*(Fo,)) < inf{t > 0: e T(fo,l)).

If t*(po,1) > 0, then U(W(ﬁo,t),’ﬂ'(l,t)) > L for every t € T (po,l), i.e., the agent opens his firm when he

leaves the intermediary.
Proof. Suppose, from the contrary, that U (w(po, ), 7(l,t)) = L for some ¢ € T(po,1). Due to Lemma
wR(W(ﬁo,t),ﬂ'(l,t)> =pL  Vtelo,i.
This implies that for every ¢t < ¢
A(Q(z,t)) _ wR(ﬂ(ﬁo,t),ﬂ(l,t)) V= A(Q(l,t)) —pL—1V < A(Q(l,f)) —pL—v 2o,

where (i) stems from the necessary optimality condition for stopping at time #. By definition of
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t*(Po, 1) it holds that £ > t*(pp, 1) implying that

V(po,1,0) = Eg, [/Ot*(ml) e "t [A(Q(l,f)) — wp (F(ﬁo,t),w(l,t)) — rV} dt+V

—E;, [/Ot*(ﬁo’l) et [A(Q(l, f)) —pL - rv] arv| @y,

where inequality (i7) is strict whenever t*(pg,l) > 0. This implies that, if ¢*(pg,l) > 0, then the interme-
diary is strictly better of replacing the agent at ¢ = 0, posing a contradiction with the optimality of the
intermediary stopping at ¢*(po,l) > 0. O

Lemma A.9. Suppose process (I¢)i>0 is weakly increasing subject to dl; > 0 only for t € T(ﬁo,lt)ﬂ
Then, the intermediary does not benefit from the increase in process (It)¢>0 and value function V(po, s, t)

can be written as

V(Bo, li,t) = Epy [ /t st [A(Q(ls, s)) — wg <7r(150, s), 7(ls, s)) - rv} 1{s e T (fo,ls)} ds] +V.
(A.19)

Proof. Without loss, we prove (A.19) for ¢ = 0. The same approach holds for any ¢ > 0. Define the

stochastic process Z = (Z;)i>0 as

7, % /Ot T [A(Q(ls, s)) — wg (ﬂ(ﬁo, s),7(l, 3)) . rv} 1{s ¢ T (fo.ls)} ds + e [V(ﬁo, Iy t) — v].
Suppose t ¢ T (pg, ). Then
dZ; = et [A(Q(zt,t)) - wR<7T(pg, #), (1, t)) - rv] dt — et [V(po,zt,t) - V} dt + et dV (o, s, 1)
—e Tt [A(Q(lt,t)> — wR<7r(pg, t), m(l, t)) — rV] dt —re” "t [V(ﬁO,lt,t) — V} dt

0
+e "=V (po, by, t) dt + e [V = Vo, b, t)} ANy

ot
:e*’“t[ ( (s, t )—wR( (o, £), 7 (1, t))] dt — e~V (o, e, t) dt
4 e LV (o, by t) dE+ e [V V (o, s, )}de
_— [V — V(Fo, b, )] : [de’ - A(l - w(ﬁo,t)) dt] (A.20)

For t € T (po,l:) we have V(pg,l;,t) = V, implying that Z; = 0 regardless of the value of [;. Thus, in
addition to (A.20) that process (Z;);>0 is an L' martingale. This implies that

V(po,10,0) =V = Zy = E [ Z]

= Bj, [/OOO et [A(Q(z,t)) —wp (W(ﬁo,t),w(l,t)> - rv} L{t €T (po,li)} dt

®2In the case of I; — l;— > 0 this requires that ¢ € Niep,_ 1T (Po, ).
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which implies (A.19)) for ¢t = 0. The extension to ¢t > 0 is identical to the analysis above. O

Lemma A.10 (Retention Wage). Consider an increasing process | = (I)¢>0. The cumulative compensa-
tion necessary to retain the agent of initial skill po, i.e., posterior skill (m(po,t))i>0, denoted by (C’tﬁo)tzg

s given by
dCP° = wp, (W(ﬁo,t), W(lt,t)> dt — 82U(7r(]50,t),w(lt,t))am(lt,t) CL{l — L =0} dl,

_ {U(ﬂ(ﬁo,t)m(lt,t)) - U(ﬂﬁoat),ﬂ(lt_,t))}, (A.21)

Moreover, if process (It)i>0 is weakly increasing, then C’fo > C’fo for po < pj.-

Proof. Without loss, we prove the result for ¢t = 0. The same approach holds for any ¢ > 0. Define

process (Zi)i>0 as

t
7, def / e P dCy + e Pt U(”(ﬁoi)ﬂ(ltat))'
0

Applying Ito’s lemma obtain
47, = e dC, — pe_th<7r(ﬁo, £), w(le, t)) dt + e~ PtdU (ﬂ(ﬁo, £), w(le, t))

— e P dC, — pe_th(ﬂ'(ﬁo, £), 7 (L, t)> dt + e_pt81U<7r(]50, £), 7 (L, t))azw(ﬁo, t) dt

+ e_pt82U<7r(]50, £), 7L, t)) [am(zt, £)-1{ly — by = 0} dly + Bor(ly, 1) dt}

+e Pt {U (W(ﬁo,t), w(lt,t)> — U(W(ﬁo,t), Tr(lt_,t)ﬂ

+e Pt [L - U(ﬂ(ﬁo, £), 7 (L, t))} dN?

= e [L— U (w(o, ), 7(01,1)) | - [ANF = A1 = 750, 1)) .
Using the definition of C' and U(p, k), it is easy to see that E [dZ;] = 0. Due to the bounded flow payoffs,
it implies that (Z;);>0 is a martingale. This implies that

/r] ~
U(po, lo) = Zo = B[Zz] = Ep [/ e Pt dCy + eP”L] :
0

The agent is, thus, indifferent at t = 0 between obtaining his reservation wage and compensation Cy up
to any time ¢. The monotonicity C’f 0 < é’f 0 for py < pf, stems directly from the agent’s outside option

U(p, k) satisfying single-crossing, i.e., %U(ﬁ, k) > 0. O

Rewriting the dynamics for process (k¢)¢>o from , the conjectured equilibrium dynamics for process
(It)t>0 are given by
0 if t & T (I, ly),

b= 7V + wp (ﬁ(ﬁo, £), 7 (L, t)) - A(Q(lt, t)) | (A.22)
if  teT(ll).
8171'(1,5, t) . 82U(7T(lt, t), W(lt, t))
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subject to the initial condition Iy = kg.
Lemma A.11 (Verification). Given dynamics (It)i>0 given by (A.22)), it is incentive compatible for the
intermediary who employing agent l; = w(ky, —t) to let go of the agent whent € T = {t:t € T (I, 1;)}.

Proof. The minimum retention wage necessary to retain the agent if dli; > 0 is

w(w(ﬁo, t), m(ls, t)) = wg (Tr(ﬁo, t),m(ls, t)) —~ [TV—i—wR (77(130, £), 7l t)> —A(Q(zt, t))} (92U(<7r(]50, t), m(ls, t))

00 (m(li,t), 7l ))
An important observation is

AU (7 (po, t), m(ls t))
82U<7T(lt, t), W(lt, t))

First, we show that it is sub-optimal for the intermediary to retain the agent of initial skill pg if pg < ;.

> 1 = po > Iy

The intermediary’s flow payoff is

A(Q(h,ﬂ) - wR<7T(]50,t),7r(lt7t)) I v
0U w(ﬁo,t),yr(lt,t))

(
02U ({1, 1), 70 1))
<A( (zm)) - wR(w@o,t),w(zt,t)) =1V = [V + wg(r(o. ), 7l ) = A(QU )| - 1{t € Tl 1)}

[V 4 wr (w0 ). 70, 0)) - A(QULY )| L{t e T (1))

~1{t & T(li, 1t)}

™ po,

~1{t € T(po, lr) \ T(le, 1e)}

)=
(o zt,) :ﬂ{twr(ﬁo,zt)}
)l 1)) = V|
)l 1))

_ TV: 1{t ¢ T(po, 1)},

A(Q(lt,t)) —wg (ﬂ(ﬁo,t),ﬂ(lt,t)> V<o,

This implies that for py <, it follows that for every t € T(po, l¢)

v = sup [Eﬁo [ / " s [4(Q)) = wr (o, ), w(ls, 5)) = V] - 1{s € T, 1)} ds] + v]

> sup [E,;O [/:T e [A (Q(z, s)) - w(ﬁ(ﬁo, s),m(l, 3)> - rv} 1{s € T(po, L)} ds} + V] .

This implies that for pg < [; it is weakly optimal for the intermediary to replace the agent the first time
when ¢ € T(po, lt).

Suppose, now, that pg > [;. We reverse the previous argument by, similarly, ranking flow payoffs of the
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intermediary

A(QUet)) = wr( (o, 1), w(1e,t)) =1V
A 0aU ({0, t), (11, 1) )
Q .
02U ({1, 1), 70 1))
>A(QU 1)) = wr (7o, 0), 710, 0)) = vV = [1V + wr (7 (o, ), 70, t)) = A(QUst))| - Tt € (U, 1))
{A<A lt;t)) R( (Do, t), ™ lt7t>> TV} ~1{t & T(le, 1) }
A(QUw 1)) — wr (7o, ), 70 1)) = rV] - 1{t & TG, 1)}

G )

>[4(QUu,t)) = wr(w(Bo, ), 7, t)) = V] - 1 {t & T(ho, 1))

since for every t € T(po, ) \ T(l4,1;) we have

[rv+wR 7 (o, ), w(ls, t ) A( (s, ))} 1{t € T(lt, 1)}

)
t)

A(Q(lt, t)) — wg (W(ﬁo,t),w(lt,t)) —rV <o.

This implies that for py > [; it follows that for every ¢ € T (po,l;), which coincides with the first when
po = lz.

V= sup [Eﬁo {/tT e (=) [A(Q(l,s)) - wR(W(ﬁo, S),TI’(ZS,S)> - T‘V} 1{s € T (po,ls)} ds] + V}
< sup [Eﬁo U; ers=) [A (Q(z, s)> - w(ﬂ(ﬁo, s),7(l, s)) . rv} 1{s €T (Po,ls)} ds] + V] .

This implies that for py > I, it is weakly optimal for the intermediary to retain the agent. O

Proof of Lemma [2| (determination of k)

Lemma A.12. Given V there exists a unique ko such that the intermediary retains all agents such that

po > ko.

Proof. Define 7(pg) to be the solution to

r(po) < arg maxEp, [ / "t [A(QG0 1)) — wn (i, .m0, 0)) ~ V] dt} .

7

Define kg = sup{po : 7(jo) = 0}. Consider ko < ko. Define

e—l lo (k:[))—lo kAO
PN A A S

Then
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B, [ /0 e [A(Q(ko,1)) = wr((ho, 1), 7(ho, 1)) — V] dt]

viy, [ e [A(@Uh0) = won(wlho. 5000, 0) — V] ] <v

AT

= U;ﬁ et [A(Q(i;o,t)) —wp (w(l%o,t),w(l%o,t)) - rv} dt}
<Ey, [/0 et [A(Q(z%o,t)) —wg (w(l%o,t),w(l%o,t)> - rv} dt} —V.

This implies that for any py < ko the intermediary does not find it profitable to hire the agent. O

Proof of Lemma (3| (equilibrium uniqueness)

Lemma A.13. Suppose that V' >0 and p > 0. Then, in any equilibrium, there exists time T € R, such
that P(r <T) = 1.

Proof. Along the path of good performance there exists a finite threshold T" such that for any initial type
Do the profit of the intermediary is

4(QUw 1)) = wr((o, 1), 7(00,1)) < A(Q(LH) —wr (o, 1), (0, 1))
1,¢t

<A
< A(Q( , )) —wR(ﬁ(l,t),w(lt,t)> <rV

for every t > T and l; € [p, 1] since beliefs about the any agent in the support converge to 1 for a

sufficiently long track record of good performance. This implies that the intermediary prefers to replace

every agent by time 7. O

Suppose there exists a different equilibrium and (k¢)¢>0 is the clients’ belief process about the type of
the agent that may leave the intermediary at time ¢. As before, process Iy = w(k;, —t) denotes the initial
type of the departing agent. As we focus on pure-strategy equilibria, it is without loss to identify the

intermediary’s strategy by the deterministic time she fires the agent along the path of good performance.

Lemma A.14. Suppose the intermediary finds it strictly optimal to fire the agent of skill py at time
T < T. Then the intermediary also strictly prefers to fire every agent po < Py by time T.

Proof. Strict optimality of the intermediary’s stopping decision implies that for every stopping time 7 > 0

V > Ej, [ / e [A (Q(zs, s))ds —dCPo — rv] n v]

t

¢ s [ /t T ot [A (Q(zs, s))ds —dCh rv] + V]

Y Ej [ /t e [A (Q(zs, s))ds —dCto rv] + v] :
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where (i) holds due to Lemma and (i7) holds as the intermediary’s expected payoff is weakly

increasing in pg given identical cash flows due to the possibility of randomized termination. O

Lemma A.15. Suppose the intermediary is indifferent between letting the agent of skill py go at time T
and time T' > T. Then,

— either the intermediary strictly prefers to let go of all agents pj, < po time T;

— or the type of the cutoff agent does not change between T and T', i.e., lp = I+, the profit wedge of

the intermediary is constant for t € [T, T']

A<Q(lt7t)> - wR(”(ﬁo,t)m(lt,t)) =rV

and, as a result, the intermediary is indifferent between letting the agent of skill pjy go at time T and

at time T" > T.
Proof. Follows from the uniform ranking of compensation processes if I; increases between T and 7. [J

Denote by z; the lowest skilled agent still employed by the intermediary at time ¢. This is known as the
cutoff type. While we’ve characterized the equilibrium using the cutoff type, it is not necessarily the case
that z; = ;.

Lemma A.16. Denote by T(po) the equilibrium time when the agent of ex-ante skill py leaves the inter-

mediary. Then, in equilibrium, it must be the case that T'(po) is weakly increasing in po.

Proof. Define

T = inf T'(po).
Ppo

Suppose the contrary and for py > [§ it is the case that T = T'(pg) < T'(I§). Define
Tv= sup T(po)-
po€l§,Po]
Lemma implies that it is only weakly optimal for the intermediary employing agent pg to let him
go until T7. It implies that

b=lrgy  and  A(QUit) —wr(w(Go, 1), 71k, 1)) =V

for t € [T'(po), T1]). For t > T no type of agent [I§, po] remains with the intermediary. If P(r > T) = 0,
then the independence of never a weak best response implies that I = 1. If P(7 > T') > 0, then belief
consistency requirement implies that {7 > pg. Lemma implies that Iy > po for every t € [T(po), T).

Define I[(T') = sup{po : T(po) < T}. Then, define

Ty= sup  T(po)

po€ll,l(T1))]
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By construction, 75 > T;. Continuing this construction by induction define T' = lim,_o, T, Then for

t € [T(po), T] it must be the case that

It = lrgpy) and A(Q(lt,t)> — WR (w(ﬁo,t),ﬂ(lt,t)> =rV

Moreover, belief consistency requires that I > I(T) > po. Suppose that {(T') = pg. Then this is a
violation of belief consistency of clients. If I(T') > po, then it implies that there is a positive belief jump
occurring at time 7. The global indifference of the intermediary implies that pg type is better of waiting

until 7 and separating then. O

Lemma implies that there exists a weakly increasing process z; € [p,p] such that the set of types
retained by time ¢ are given by {py > z;}.
Lemma A.17. [Uniqueness] Suppose V. > 0. Then process (ki)t>0, and the corresponding ko, pin down

the unique pure-strateqy equilibrium.

Proof. The equilibrium monotonicity requirement implies that (l¢):>0 is weakly increasing in ¢. A mono-
tone process can be decomposed into the unique sum of an absolutely continuous (I§), a discrete (I¢, and

a continuous singular (I§) weakly increasing processes
L =1+ 15 +14. (A.23)

The optimal termination time of the intermediary solves
sup E,, [/ et {A (@(lt, t)) dt —rVdt — dé’t]] . (A.24)
T 0

On-path dynamics. The necessary optimality condition to let go of the agent of initial skill pg is given
by
A(Q(Zt, t)) dt —rVdt —dC; <0 Vt € support(T). (A.25)

Substituting dC; from (A.21)) into (A.25) it is easy to see that if process Iy has a jump at time ¢, i.e.,
dif > 0, then it is sub-optimal to let go of the agent in some neighborhood (¢ — ¢, t). Similarly, if dIf > 0,
then (A.25) is not satisfied at time ¢, implying that it is sub-optimal to let go of the agent then. This

disciplines process (I¢);>0 at times t € support(r).

Off-path dynamics. Lemma shows that the equilibrium features cutoff strategies. Denoting by
(2t)t>0 to be the cutoff type, it implies that if agents of skill z is let go, then all agents with skill py < z; is
let go as well by time t. As process z; is determined on- and off-path, if z; increases discontinuously, then
it implies that there is a positive mass of agents leaving the intermediary. Belief consistency implies that

l;— < ly, implying an on-path jump in process l;, leading to a contradiction with the optimal stopping

A.20



condition . This implies that process z; cannot have jumps in equilibrium, leading to a continuous
process of beliefs (I¢)¢>0.

If process (z¢)1>0 does not have jumps, it implies that the equilibrium is separating. Moreover, it implies
that along the equilibrium path z; = I; for every t € support(r), or, in other words, p, = k,. The fact
that the equilibrium is separating and that process (I;):>0 is continuous implies that p, = k; = 7(l;, 7).

The total mass of ex-ante types that separate from the intermediary is given by
/Ooou{t erydF(l) = /Ooo/t € TdF(If +17)
— /Ooo]l{t eT}f(l§+lf)dl§+/Oooll{t e T+ 1) dl
- /Ooo]l{t €Ty fUE+I5)dI < /Ooof(lfﬂf)dlf

(i) [o°
2 / FUE+ 1) d( +13) = 1.
0

where inequality () is strict if dlj > 0 for any ¢ such that f(I;) > 0. Intuitively, since no separation
occurs when dlf > 0 stemming from the optimality of the stopping condition, and implies that in the
separating equilibrium there is a positive mass of types that do not leave the intermediary, leading to a

contradiction. O

Proof of Lemma {4 (equilibrium value V)

The intermediary’s equilibrium expected value satisfies
V = max [e_TA -E [/ e "t (A(Q(kt,t)) —w(pe, k) — TV) dt + V] -1, O] . (A.26)
0

Similar to earlier, denote by G(V') the incremental value of the intermediary of retaining the current

agent

c)“ B UT et (A(Q(kt, t)) — w(pr, ke) — rV) dt] >0,

0

where equilibrium processes k and ¢, as well as the stopping time 7 depend on V.

Lemma A.18. The intermediary’s expected payoff G(V) + V is weakly increasing in V.

Proof. Hold V fixed. Then k! is increasing in V point-wise. Can prove this by contradiction. Need to

derive it from the general nature of the stopping rule. Hence ¢} is increasing in V' pointwise. O

Rewrite (A.26) as
V = max [e_rA (GWV)+V)—1, 0].
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The value of the continuation is
Vi =e ™ (G(Vp_1) + Viuq) — 1,
(G(Vaet) + Vi) e
Vg1 =e ™ (G(Vp) 4+ Vp) — 1.

The difference is
Vi1 = Vo= e ™ (G(Vy) + Vi — G(Vim1) — Vip1) > 0.
This implies the sequence (V},)nen is increasing in n and there exists a unique limit

V* = lim V.

n—oo

Taking limits of both sides of (A.27) and noting that G(V') is a bounded, continuous function of V' we
obtain

Vi=e A Q(V) e AV — I
Lemma A.19. Employment gain G(V') satisfies G'(0) = — [qo + (11— qo)T%\} .

Proof. For V' = 0 the optimal stopping time 7 = inf{X; < ut}. By Envelope theorem with respect to

stopping time 7 around V = 0 we have

¢ (0) = %E [ /O "t (Alar) — w(pr. k) V) dt]

V=0

oo
— _ —rt o —(r+A)t _ 77" + )\qO
/0 (qoe +(1—qo)e > rdt Y < 0.

Proof of Lemma [5| (comparative statics)

First, we show that if I or A are sufficiently large, then V is increasing the initial quality of the average
agent E [po] and decreasing in the skill of the worst agent initially employed p. The fixed point equation

is given by
V = max [e""A -E [/ e [A(Q(kt,t)) —w(py, kt) — TV} dt + V] -1, 0} .
0

If we have a corner solution, then the continuation value of the intermediary is 0. This implies her

expected profit is to employ the agent until he generates a bad return leading to

B[ [ [4(@.0) — wn(x(.0). w0 0)] ]

This expression is increasing in E [pg] and weakly decreasing in p as the intermediary decides which types

to let go.
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Suppose that V' > 0. Then the fixed point equation (A.26|) rewritten above can be expressed as
8 4 (2 1)V = E / e [A(QUk 1) = w (B ki) — V] dt} (A.28)
LJo

_E _/OT et [A(Q(k:t,t)) . w(ﬁt,kzt) - rV] 1{t ¢ T} dt}

+E [ /0 ot [rV + w(pt, kt) N A(Q(kt, t))] azU(ﬁt,afg @fig (ke ki) y o) ¢ oy dt]

= | [ e (a0 ~ w(prth.0) V]

+E U; et [A(Q(kt,t)) - w(ﬁt, k:t) . rv} 1{t ¢ T} dt]

o
+E Ut;n ot {rv + w(ﬁt, kt) N A(Q(kt,t))} @M@iﬁ(;f%(kt, k) 4 teT) dt}

First, we show that the right hand side of (A.28)) is negative if V is small

t*An t*An
—rE / et dt / e "t dt
0 0

+E

[alA((W(QO, t))(?ﬂf(%, t) — w(ﬁt, 7 (ko, t)) _ rV}

+E / et 'alA(Q(kt,t))alcg(kt,t)avkt —82w<ﬁt,kt>8vk:t —r} 1{t¢ T dt]

LJt*An -

T [ - 82U(]5t,k‘t) — OQU(kt,kt) :|

+E/ "y 4 0 ki ) Oy ke — 01 A( Q(ke, t) ) 01Q (K, t)Ov K 1{te T} dt

_ t*me K 2w<pt t) vk — 01 (Q( ¢ )) 1Q (e, t)0y t} U . ) { }

[T T _ WU (pr, ki) — 02U (ky, ki)

rt _ . X

+E _/twe _rV—i—w(pt,kt) A(Q(k:t,t))} av[ ] 1{teT}dt

Note that if V is sufficiently small, then ¢* is very large. In this case the only term is —r (;f*/\n e "t dt
of higher order than o(V). This implies that for V sufficiently low, the derivative of the right hand side
of is negative, while the derivative of the left hand side is clearly positive. This implies that the
objective is decreasing in V.

Consider a Fréchét derivative as the distribution of private information F — F such that ko = ko and

go < go. Such a change affects all of the endogenous belief process dynamics. Then, by the similar

Bl [ e a(Qunn) - w (i) - rv] al
| [Mert[a(Qunn) — w (i) - ]l

< | [ e [ (a0 ) o wtho,0) ]

argument as before[”]

53 All ~ signs in the proof stand in for an equality with a lower order (V') term in V.
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t*An - -
-E / e " A((m(go,t)) —w Nt,ﬂ'(k'[),t)> —rV|dt
0 L .

t*An -
=B / e A
0 L

(n(do,t)) ~ A((w(qo,t)ﬂ dt] > 0.

This implies that if the Fréchét derivative in the direction of Fis positive. This implies that the right

hand side of (A.28)) is increasing in the mean of E [py], implying that a greater V is necessary to satisfy

(A.28). Similar argument carries over for a decrease in ko.

Note that
_ Do
m(po,t) = = —~
(o, ) Po + (1 —po)e= M
. Apo(1 — po)e™
Oom(Po,t) = = ~
2m(po, ) Do+ (1 — po)e=M
9 . tpo(1 —po)e ™ .

If t* is sufficiently high, then the derivative of the right hand side of (A.28]) with respect to A is approxi-

mately

(ﬂ(qo,t)) - w(ﬁt,w(ko,t)> - rv} dt| 0

=& | [ 2 A (a0 1) — w (b, ) - v a

_E /:An 6‘Tt§d[‘4<(7f<qo,t)> —w (i m(ko, 1) V]

. [/Ot*m [A<(7r(qo,t)> B w<ﬁt’ﬂ<k07t)) — rV}d (e—rtf\>]

%E l/omn e [A((rla0 1)) = w (e who, 1)) = V] (rt = 1) dt] .
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- %E /0 I [Alao. 1)) —w (B (ko)) = rV] (rt — 1) dt]

(%)

+ %E /M e [4((r(a0.1)) — w(pe (ko)) = V] (e 1) dt] |

t*Al/rAn

(i)
If r is sufficiently low of A is sufficiently high, then (A.29) is negative as the negative term in (¢) is
significantly greater than the negative term in (i) as in that case the profit wedge of the intermediary is

substantively lower.

Proof of Lemma [6] (imperfect competition among intermediaries)

As before, denote the intermediary’s expected value of employing type p while the belief is k as
V(p, k) =E; [/ e " A(q) — w(pe, ke))dt +e7T V| (A.30)
0

Then upon finding multiple potential employers, the agent obtains his equilibrium value U (p, k), but also
extracts the value added from the family, V(p, k) — V, in the form of the sign-on bonus. This implies

that, in equilibrium, the agent’s expected value in each period must satisfy

U Bty ke) = Co - U(Br, ke) + G- U (Be, Ke) + o (US (B ke) +V (B, k) — V). (A.31)
since the current employer makes take-it-or-leave-it offers to match the agent’s outside option. As before,
denote ¢ = 152@ to be the probability of the agent meeting multiple firms conditional on not meeting just

one. We can rewrite the relation between the agent’s and the intermediary’s equilibrium expected values

as

(1= C1) - US (s ko) = Go - UBrs ko) = Co - (US (s k) + V (Bes k) = V),
(1-¢)- <UC(15t,kt) - U(ﬁt,k‘t)) =¢- (V(ﬁt, ki) — V)- (A.32)

Lemma A.20. The necessary retention wage for the agent is

(e k) = ¢((p = 1)V (s k) + AQUks 1)) = pV') + (1= ) (wrlBes ki) = 7kt )T G k) ). (A.33)

Proof. Given belief processes (k, g+)¢>0 the value of the intermediary from employing the agent of skill
Dt 18
rV (B, k) = AQUke, £)) — @5 + (Mer(1 = Ke) + y(Ke, £)) - DoV (i, ke

(A.34)
+APe(1 = Pe) - OV (Be, ki) + A1 = Pe) (V = V(pr, ke)) -
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Given wage process Wy the equilibrium payoff of the agent is given by Uy (py, kt)

pUS (Br, ki) = @ + (e (1 = ke) + ) - DU (i, ke e
+ A1 — pr) - OUS (Brs ke) + M1 — pe) (L — U (B, ke) ) -

The payoff to the agent from opening his own firm is given by U (py, k¢) and is described by Lemma
Together with (A.35) this implies

p(UC(ﬁt, kt) — U(py, kt)) = 1175 — wr(Pr, k) + ()\kt(l — k) + ’Y(kt,t)) (82U<(15t, kt) — U (pr, kt))
3kt 02U (s ki) + Npe(1 = o) (DU (e, k) = U (B, ) )
= A1 —pt) (UC(ﬁt, ki) — U (pr, k‘t))

Substituting (A.32]) into the equation above obtain

. P(V(ﬁta ki) — V) = @} — wr(Pr, k) + L()\kt(l — k) + ke, 1)) - 2V (pr, et

1-¢ 1-¢
b (ks t) - 00U (Br, k) + 1E<Aﬁt(1 ) - OV (e, k) (A.36)
A=V = V().
Multiply by ¢ and subtract from
e (PG k) = V) = 1V (b)) = @6 — il k) + 20, ) - 00 G o)
- (A@ ) - af).

Simplifying terms obtain

1_Cg (0= V() =) = %wf — Wi, ke) + ke, t) - DU (i, k) — 1EQ_A(Q(;%, 1)
C((P — )V (P, ki) — pV) = lDf - (1-9¢) (wR(ﬁt, kt) + y(ke, t) - 02U (p, k‘t)) — CA(Q(ky, 1)).

This results in

Wt =C- ((p — 1)V (De, k) + A(Q (K, t)) — pV> +(1=¢)- (wR(ﬁm ki) — y(ke, t) - 02U (p, k?t)) (A.37)

The wage is the convex combination of the profit flow of the family and the opportunity cost of the agent

in staying with the mutual fund. O

The intermediary’s profit wedge is equal to her opportunity cost when she lets go of the agent at time 7.

This implies

AQ(kr, 7)) — wS(ky, kr) = 1V, (A.38)
AQUkr 7)) = ¢ (AQUEr, 7)) = V) = (1= ) (wrlGs k) = 1kt U (s k) ) = V.
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A(Q(k"ra T)) —rV — wR(ﬁT? kr) + ’Y(k’t? t)OQU(ﬁTa kT) =0.

The equilibrium churning rate ~y(ky, t) is, then, given by

rV +wr(ke, k) — A(Q(k, 1))

’Y(ktat) = aZU(ﬁtakt)

for t € T. For a given equilibrium value of V, coincides with the rate of separation obtained in ([17]).

Belief process k = (kt)¢>0 does not depend on the agent’s bargaining power « given the intermediary’s

expected value V. Can express
U (o, ko) = g, [ / TP dt + e~ - U (ks lm} ,
0
U (po, ko) = Ez, [/ e Pl dt + e P U(ky, k;T)] )
0
Subtracting the two obtain
<(p b — E- T oot (=6 =0
U (Po, ko) — U (Po, ko) = Ep, [/ e (wt —wt> dt} .
0
Suppose that p = r. Substituting the above and (A.30]) into (A.32) obtain
_ . T —pt( ~C _ ~0 _ . T —rt A
(1-¢)-Ep V e (wt wt) dt] — (- Ej V e (A(Q(k:t,t)) @ rv) dt] ,
0 0
Ej, U o ht (uif _ @g) dt] — (-Ej U - (A(Q(kt,t)) - rv) dt] ,
0 0
The intermediary’s expected value is pinned down by
V=e¢T2E [/ e " (A(Q(kh t)) —rV - wf) dt] +e AV T
0
V=e" (1-()E [/ e (AQUk, 1) — 1V — 1} dt] te Ay — T
0

Rewrite the above expression as
1 T
e (erA T+ (e —1) - VC) =E [/ e "t <A(Q(k:t,t) —rVe — w,?) dt} .
- 0

As we see, ¢ magnifies the replacement cost faced by the intermediary.

Proof of Lemma (7| (signaling outside option Us(p, k))

(A.39)

(A.40)

Define 5(p, k) the fee chosen by the agent of type p, given that the lowest agent in the support of the

distribution is of type k. Denote by U(p,p, 5) the expected value to the agent who has expected skill p

but is perceived as skill p

~ o t A~ — ~ A
Ulp,p,8) = Ep [/O P BA (P, 1)) dt+ e L) = BU(p p) + —— (1= B)(1 = p)L.

+A
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Denote by p(8, k) the inference made by clients about the agent’s ability when they observe discount [
and conjecture that the lowest type is k. Because higher skilled agents value reputation more, they may
be willing to accept a lower fee in exchange for higher reputation:

B(p,k) € argmax U(p, p(B, k), §)
g

X X \ R (A.41)
- arga 50 (i) + 250 - B -
Taking the first order condition of (A.41]) it must be the case that 5(p, k) must satisfy
R A R .
Ulp.p(B(p. k), k)) — =~ (L =p)L + B(p. k) - 02U (p, (B(p, k). ) - O1p(B(p, k), k) = 0. (A.42)

In a separating equilibrium belief consistency requires that p(8(p, k), k) = p. Differentiating this identify
with respect to p obtain 01p(8(p, k), k)) - A1 B(p, k) = 1. Substituting into (A.43]), obtain a first order

differential equation characterizing the equilibrium discount

91B(p. ) - (Uoo, P -2 p)L) Bk - 9T (p,p) — O, (A.43)
815(1)’ k) - _ 82U(pap)
B(p, k) Up.p) = 7451 —p)L

The lowest type p = k maximizes revenues, implying that 3(k,k) = 1, for every k. Solving (A.43) for
B(p, k) obtain the result of Lemma m given by

B (7 RU(x,x) N
5(1’”“)‘””’[ / U(m)—pg(l—p)Ld]'

Proof of Lemma |8 (training incentives)

By direct computation obtain

9 (Pt> _9 D
O \nlbsis =1)) O\ srapeem
_ 0/ L as=D)) _ “A(s—t)
—8p<p+(1—p)e )—1—6 .
Applying Envelope theorem with respect to stopping time 7,
0 0 T 0 T
5 - "R —r(s—t) _ 5 _ - “E._ —r(s=t) _
8ﬁtv(pt’kt) 8pEp [/t e [A(qs) wr(Ds, ks) rV] ds] 8pEp71 [/t e [A(qs) 1
0

— B | [0 [l — wnn k) - V]2 as
t Ps

= Ep=1 [/tT e et |:A(QS) — wr(Ps, ks) — TV} (1 - EMS’”) ds}
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This implies that %V(kzt, k:) = 0 since the 7 = ¢.

Proof of Proposition |3| (equilibrium given signaling)

The agent’s expected value can be written as

Ulp, k) = B(p,k) - U(p, p)+iA( — B(p.k))(1—p)L.

Define the wage necessary for the agent to delay signaling w(p, k) as

pU(p, k) = ws(p, k) + Ap(1 — p) - U (p, k) + X1 — p)(L — U(p, k) + (Me(1 — k) +7) - U (p, k).

Rearranging terms obtain

ws(p, k) = pU(p, k) — Ap(1 — p)orU(p, k) + M1 — p)(U(p, k) — L) — (Ak(1 — k) ++)02U (p, k)

=p (ﬁ(p, k)U(p,p) + pi)\(l — Bp, k)1 - p)L>
= Ml1 = 9) (Bl V) 21 Bl )

A(1-p) (mp, DU () + 21 = Bk~ )L L)

~ (L= ) + 902800, ) (U0.9) = 251 =)L),
Note that
B | U (k. k)
826(}77 k) _/B(pa k) U(k‘,]{i) piA(l k‘)L

Simplifying terms obtain
s, ) = p (B U @)+ 55 (- B )1 - )L
— Ap(1 —p) <6(p, k)oU(p,p) — ——
20 =9) (B0 U G0) + 3 (0= Bl )1~ p)L -~ L)

A 82U(k: k)
— (AR(1 = k) +7)B(p, k) (U(p, p) - m(l - p)L> Uk, k) — 2 (1— k)L

P-H\

Rearranging terms obtain

s, ) = (o4 AL ) (B0 0 () + 55 (L B )1~ )

= 2l1 = 9) (Bl U p) 2 (1= Bl )
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A DU (k, k)
— k(1= K) +) (B U ) + (1= B ) 50 = L) o e
A 8U (k, k)
— A1 =p) L+ (Ak(1—Fk)+7)- m(l —p)L- Uk k) — p%\(l—k)L
Define
i) Y ). o) D ) - L

Then can rewrite
ws(p, k) = (p+ A(1 —p)) <B(p, k) (pﬁ1(p) +(1— p)ﬁo(p)) + pi(l - p)L>

= 3(1 =) (800 (8206) — t0()) — —252)

~ (K= B) 42300 0 (pia ) + (1 = o) o
—A1—-p)L

The terms containing L add up to

(1—p)AL AL

(p+ A1 —p)) PR +>\p(1—p)m—>\(1—p)L=0~

This implies

ws(p, k) = (p+ AL = p)B(p, k) (pin (p) + (1 = p)ito(p) ) = Ap(1 = p)B(p, k) (11 (p) — 10 (p))
)i (k)

Simplifying terms obtain
ws(p, k) = pB(p, k) (pfn(p) +(1- p)ﬂo(p))
+A(p(L=p) = p(1 =) B(p, K)ita(p) + A((1 = p)* + p(1 = ) ) Bp k)t (p)

— (Ak(1 = k) + )8, k) (pin (p) + (1 = p)ito(p) ) Zﬁg:; 8 - gzggg

+]+

Simplifying terms obtain
ws(p,k) = pB(p, k) (i (p) + (1 = p)ito(p) ) + A1 = p)B(p, k)i (p)

= (L= 1) 300 8) (i) + (1= o)) o o2

Lemma A.21. Suppose for every p € [p,1]

(A.44)
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This condition satisfied if% is sufficiently large. Then, the signaling reservation wage wg(p, k) is decreas-

mg in p.

Proof. Under the new notation can write

B(p. ) = exp <_ /k” p?}’l(pi + (1 —p)l}{)EPD .

By the envelope theorem

gp B(p, k) (pi1(p) + (1 —p)ﬁo(p))} = B(p, k) () (p) — tp(p))
e 4(0) + (1= P)ib()
. puy (p — p)ig(p
ABp.k) = =B k) o (1= p)ao()
Then

ows(p, k) = pB(p, k)(t1(p) — do(p))
+ A1 = p)a1B(p, k)io(p) + A1 — p)B(p, k)ig(p) — AB(p, k)io(p)

~ (L= K) 300 ) = o) 2y s

Dividing both sides by 3(p, k) obtain

ale(pa k)
B(p, k)

= p(t1(p) — o (p))

iy (p) + (1 = p)ig(p)

= ML= p)B(p, B) 2L S e () + A1 = i) — Nio(r)

)
._uul—k%Pﬂwﬂm—4%@”22$¥i8:25$2

Simplifying terms obtain

ale(pv k)

Bk pu(p) — (p+ Ao (p)

)pﬁ’l (p) + (1 = p)ug(p)

—A-p pia(p) + (1 — p)io(p)

ao(p) + A(1 = p)iig(p)

ki, (k) + (1 — k)a (k)
R (k) + (1 — K)o (k)

— (Ak(L = k) + ) (01(p) — @o(p))

Simplifying terms obtain

ale(pa k;)

)m®%@—%®%®
B(p, k)

pu1(p) + (1 — p)iio(p)
kitf (k) + (1 — k)i (k) (A.45)
Far () + (1~ R)aolk)

= piy(p) — (p+ A)to(p) + Ap(1 —p

— (AR(1 = k) + ) (@1 (p) — to(p))
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It is useful to express
pii(p) = A(p) + @3 (p)\p(1 — p)
(p+ Niio(p) = A(p) + g (p) Ap(1 — p)

Substituting (A.46) into (A.45)) obtain

(A.46)

dws(p, k) .
Bk~ ) = (o4 o) + i@ + (1~ pio(p)
— (L= )+ ) 0(5) — 0(p) e — o)

Rearranging terms obtain

owws(p, k) . X i1 (p) (Mo (p) — A(p)) + A(p)iio(p)
Bk~ P) = (o Vi) + TR Ry
R R kit (k) + (1 — k)al (k)
- (Ak(l - k) + 7)(“1(17) - uO(p))kﬁi(k‘) + (1 _ k:)ug(k)

Simplifying terms

ale(pv k)
B(p, k)

Ay (p)iio(p) — A(p) (11 (p) — to(p))
pi1(p) + (1 —p)io(p)

ki (k) + (1 = k)ig (k)

kir (k) + (1 — k)ao(k)

= p(1(p) — to(p)) — Ao(p) +

— (Ak(L = k) +7) (@ (p) — do(p))

Simplifying terms

wg(p, k)
B(p, k)

A1 = p)io(p)(1(p) — to(p)) — Alp) (2 (p) — to(p))
pi1(p) + (1 — p)io(p)

kay (k) + (1 = k)ag (k)

kay (k) 4+ (1 — k)ao(k)

= p(t1(p) — o(p)) +

— (Ak(L = k) + ) (@1 (p) — do(p))
Dividing both sides by 1 (p) — tp(p) > 0 obtain
Ows(p, k) _ 4 M= p)ie(p) — Alp)
B, k)@ (p) — () " pin(p) + (1 - p)io(p)
Simplifying terms obtain
dws (p, k) _ ppin(p) + (1 —p)(p+ Nio(p) — Alp)
B(p, k)(41(p) — do(p)) pir(p) + (1 = p)io(p)

Ky (k) + (1 — kg (k)
— (Me(L—k)+7) kai(k) + (1 — k;)ag(kz)

Set v = 0. Then use a similar calculation as before to obtain

drws(p, k) < popia(p) + (1 —p) - (p+ Nio(p) — Alp)

B(p, k)(a1(p) — o(p)) ~ pli(p) + (1 — p)io(p)
_ kepin(k) + (1= k) (p+ Nig(k) — A(k)
ki (k) + (1 = k)io(k) '
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Define an auxiliary function

o) def p- pia(p) + (1 = p) - (p+ Nio(p) — A(p)
pua(p) + (1 = p)io(p) '

(A.47)

The goal is to show that ¢’(p) < 0. Then
p’fbl(p) +prt/1(p) - (p+ /\)ﬁo( ) (p + )\)( ) ( ) _ A/(p)
pia(p) + (1 = p)iio(p)
(- pia(p) + (1= p) - (o + Nito(p) — A®) ) (1 (p) — t0(p) + pits () + (1 = P)ity(p) )
(pir (p) + (1 — p)iio(p))? :

g (p) =

Multiplying by the common denominator

(pis (p) + poiti(p) — (0 + Nito(p) + (p+ N (1 = p)iy(p) = A'(D)) (pitr(p) + (1 = D)ito (1))
—(poin () + (1= p)(p + Nito(p) — A®) ) (11 (p) — o(p) + i (p) + (1 — P)it(p)
(i (v) + poit (p) = (p+ Vo (p) + (p + M) (1 = )it(p) = A'(p) ) (pits (p) + (1 = p)ito())
—p(pia(p) + (1 = p)io(p) ) (i0(p) — it0(p) + pih (p) + (1 = P)ih (1))

—((1 = p)Xio(p) = A®) ) (2(p) = ito(p) + pits (p) + (1 = P)ity(p))
(=Xt (p) + A1 = pig(p) — A'()) (pita () + (1 = p)ito(p) )
— (A= P)io(p) = A®) ) (@2(p) — ito(p) + pits (p) + (1 = P)it(p))

Splitting terms obtain

(—Ado(p) + A1 = p)ih(p) — A'(p) ) pin ()
+(=do(p) + (1 = p)i(p) — A'(p)) (1 = P)ito(p)
(1 = p)io(p) (@1 (p) — 0 (p) + P () + (1 = P)ig(p))

+A(p) (@1 (p) — to(p) + piy(p) + (1 — p)ig (p))

Simplifying terms obtain

(Ao (p) + A1 = pi(p) — A'(p) )i (p) — A'(P) (1 = P)io ()
(= p)iao(p) (i1 (p) + pits (9) ) + Alp) (111(p)  it0(p) + pih (p) + (1 = P)it(»))

Simplifying terms further obtain

— i (p)iio(p) = A'(p) (pita (p) + (1 = p)it(p))
+ wp(1 = p) (@ (p)it(p) — @ (P)ito(p))

+ A(p) (a1 (p) — tt0(p) + pits () + (1= P)ig(p))
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Substituting into the above equation obtain
— Xt (p)ito(p) — A'(p >(pa1<p>+<1—p>ao<p>)
+ i (p) (o + Nito(p) = A®) ) = (piia (¢) = A(p) ) o (p)
+ A(p) <u1(p) —ao(p) +pi (p) + (1 — p)ﬁ'o(p)>
Simplifying terms obtain
~A'(p) (pfu(p) +(1- p)ﬁo(p)) + A(p) (pfa’l(p) +(1- p)%(p))
—p (AW (p) — A'(P)in (p)) + (1= p) (AW)ig(p) — A'(Pio(p))
Using , can write

A/ IR . pi (p) - A(p) Ry A(l) - A(p) / A(p)
AP p) - A@)in(p) = A= T ~ AP p) < Ap) o m— = - AP) ==

A~/ 1/ A _ (p + )‘)ﬁ (p) - A(p) 17\~ A(l) - A(F) / A(p)
AP (p) = AB)io(p) = AP 5= — AW)in(p) < A) S — A )

This implies

Ap(1 —p) P Ap(1—p p+A
A(l) —Alp) ()L + Ap
Ap(1—p) plp+A)

The sufficient condition for this to be negative is

AW —Ap)  ple+N) _ AQ) - Ap) §(5+1)

A'(p) > =
(p) > 1—p Alp + Ap) 1—p R+p

Remark 1. Note that wg(p, k) is decreasing in p. This implies that, even though there is no churning,

higher skilled agents are paid less than lower skilled agents. Specifically, it implies that wg(p, k) < wr(p, k)

fort ¢ T. This may seem like a contradiction with the fact that additional bargaining power increases

the equilibrium value of the agent. What occurs is that the higher skilled agent is willing to pay more for

information from the performance process X, before signaling his ability, but less for reputation building

~v. The net effect makes the agent better of in equilibrium.
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Proof of Lemma [9] (agent’s outside option under Brownian signals)

Suppose the leaves the family and investors assume that u = k;. Based on (A.51)), the posterior of
investors for s > t is given by rewritten here as

ke = B0] Xy — Xu k] = (6t + 1) (gbsﬂl-(Xth)wSlH‘kt).

Suppose the agent leaves the intermediary at time ¢. Suppose the agent’s private belief is p; at the time

he leaves. We can write the agent’s expected utility at time ¢ as

7
50 k. ) — sup Es s 4 (PPEED ptt1 o)
U(pt, kt, t) s1717p E;, [/t e A ( o (Xs — Xe) + " ki) ds+e L (A.48)

where 7} is the time when he leaves the industry. Denote by n* the optimal stopping time of the agent.

The agent’s continuation value at time s is a function of states (ps, kt s, s). Also, note that the value of ¢

does not matter as the forward dynamics of k; s do not depend on the initial ¢ and are given by

p(pt +1)
¢s+1

The agent’s continuation value increases in pg, holding other variables constant. It implies that there

dhy s = (dX, — ky o ds).

exists a boundary b(k; s, s) such that
n* =inf{s > 0:ps < b(k¢s,s)}.

Moreover, since the agent’s expected value is increasing in k5, then b(k, s) is decreasing in k for a given
s. By envelope theorem, the derivative (A.48) with respect to k; is

o I B e BV A ¢t+1
%U(ptaktat)*Ept [/t‘ e P 7(1)34—1 A <¢3+1 (Xs Xt)+¢s+]_ k't) ClS]

For p; > p; it is the case that ™ > n* since X; takes higher values with higher probability for p > p. This

implies

Q... o T bt (Pt +1) Pt +1
—_ _ = E; p(s—1) A’ X, — X ]
8ktU(pt7 ktat) aktU(pta ktvt) Dt [/7;* € ¢S + 1 ( ¢8 + 1 ( t) + (bs i lk't dS > 0

Proof of Lemma (boundary B(p,t))

Consider the following optimal stopping problem of the intermediary

Sl}p Eﬁo |:/0T e—?"t (A(Q (ﬁtvtaXt)) - wR(ﬁtaﬁtvt) - TV) dt + V:| .
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It is convenient to rewrite the above optimal stopping problem using explicit dependency on past perfor-

mance
sngﬁO [/OT e "t [A(Q(ﬁo,t,Xt)) — wR(H(ﬁo,t,Xt),H(ﬁo,t,Xt),tﬂ dt +e"7 - V} .

Holding pg fixed, this is an optimal stopping problem with (X4, t) being the relevant state variables. It is
not immediately clear that an optimal stopping time 7 exists and, if it does, how it is characterized.

Lemma A.22. The optimal stopping rule is given by a boundary B(ﬁg, s) such that
T =inf{s: X, < B(po, s)}.
Proof. Fix pg. Define T (T, n) take values in {%, %, ey %} Consider the finite horizon problem

7

Vi (70,0, X0) = sup [/0 e~ [A(Q(11(o, 1, X0), 4, X ) ) = wr (TG0, ¢, X0), TW(Go, . X t) | dt + eT%V}

This is a discrete time problem and, by backward induction, there exists 7./ such that

Vi (o, 0, Xo) = E l/f; " {A <Q (H(ﬁo’ b X1, Xt)) R (H(ﬁo, t, Xe), (po, t, X1), t)} dt +e "V

Stopping rule Tg is Markov in (X4, t). Moreover, it is monotone in Xy, i.e., there exists boundary B,:f (Po, t)
such that
7l = inf {t Xy < Bg(ﬁo,t)} .

The sequence V3% (5o, 0, Xo) is increasing in n. This implies that there exists a limit

n—oo

BL.(bo,t) \« BT (po,1).

Boundary BT(ﬁo, t) and the corresponding stopping time 77 satisfy

VT (50,0, X0) < sup B, [/0 e [A(Q(1Ro. t. X0), 8. X, ) ) = wr (WG, t, X0), T(po, £, X t) | dt + eﬁv]

- [/OTT e[ A(Q(T(Go, t, X0), 1, X ) ) = wr (TG0, b, Xe), T(Go, £, Xe) 1) | dt + 7'V

Functions V7T (g, t, k) are increasing in 7. This implies there exists a limit

T—oo

BT (B0, t) \« B(po.1).

The stopping time 7 corresponding to B (Po, t) satisfies
7
V(ﬁ(]v 07 X) d;f sup Eﬁo |:/ e_rt |:A (Q(ﬁo: ty Xt)) — WR <H(ﬁ07 tv Xt)7 H(ﬁ(]v tv Xt)v t):| dt + e_TTV:|
7 0

= Ej, [/OT et [A<Q(p0,tjxt)> - wR<H(]50,t, Xt)7ﬂ(p’0’t7Xt)’t)} dt + e—wv] '
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O]

Lemma A.23. Suppose F(-) has a log-concave density function f(-). Then there exists a boundary
B(ky,t) such that

X; < B(po,t) < X, < B(I(fo,t, Xy), t). (A.49)
Proof. By definition, II(pg, t, X¢) = ¢t+1Xt + ¢t+1p0 Inverting this mapping,

130 = (¢t + l)H(1507t7Xt) - (bXt

Then need to show that
X, < B((¢t + DI (fo, t, Xe) — X, t).

In order to establish (A.49), it is sufficient to prove that 8y B(fo, t) > —é. Consider € > 0. Log-concavity

of f(-) ensures that
0

e [E [Po|Po — ko] — ko} <0.

Moreover, this property is preserved conditional on learning from the Brownian performance process X;.

It, further, implies that

Q<H<p0+€tXt ¢> tXt ¢>:E|:9|ﬁ0>]50+8,Xt—6:|

s
:(btﬁl <Xt—;>+¢tl+1E[ﬁo!ﬁo>ﬁo+eJ
=¢ti1Xt+¢t1+1<E[ﬁo|ﬁo >150+E]—5>

< Q (H (ﬁo; tv Xt) 7t7 Xt) .
If we rewrite it via Q(l,t,Xt) def Q(II(l,t, Xy),t, Xy) then

Q(Po +e,t. Xy — /) < Q(Po. t, X¢). (A.50)

This implies that

)

\%4 (ﬁo—FE,O,X —)

<

7’;
—rt

e

=supEj, dt+e "V

S—

A (Q (]50 +€7t7Xt

) < <p0+€7t7Xt ¢)7H <ﬁ0+57t7Xt_;>7t>

et [A (Q (ﬁg+a,t,Xt c >> (fo,t, Xy), H(ﬁo,t,Xt),tﬂ dt+e’”$V}

7

=supkj,
7

— =

<supEj,

7

et [A (Q(ﬁo,t,Xt)) —wp (H(ﬁg,t,Xt),H(ﬁo,t,Xt),t)} dtﬂ_ﬁv]

Sv(ﬁﬂaonO)’
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This implies that V (po,0, Xo) > V(po +¢,0, Xo — /¢). It implies that

N N €
B(po +€,0) > B(pp,0) — —

¢7
B(p ~ B ! A 1
(Po +€,0; (Do, 0) > _g = 01B(po,0) > _g‘

The same logic follows through unchanged for ¢ > 0. This implies that function  — B((¢t + 1)y — x,t)

is an increasing function in x. Thus, there exists a root B(y,t) to the equation

B(y,t) = B((¢t+ 1)y — B(y,t),t)
= {$§B((¢t—|—1)y—x,t)}:{:ch(y,t)}.

This concludes the proof. O

Lemma A.24. The posterior belief conditional on p = po and the performance history (Xs)s<¢ is given

by
1
pr = E4 [0 (Xs)s<t, Po] = - X - Po. A5l
pr = E¢ [0 (Xs)s<t, Po] Gl Xttgg (A.51)
The posterior variance is given by
o2o? a2
Se=E|(0-p)°| = 5t = : A.52
t t[( Pt)} oo+ g+l (A.52)
Proof. The proof if an application of the Kalman filter
E¢ [0] (Xs)s<t, o] = B¢ [po + 0 — Po | (Xs)s<t] = Ei [po + 0 — po | Xi]
_ cov(po + 0 — Po, Xt) . - ap -t -
= ( Xy — pot) = ——— - (X; — pot
Po var(%) (Xe =pot) =Po+ g a7+ (Xo — Pot)
- ) - 1 _
Pot (Xt — Pot) pr p0+q§t+1 ¢
Rewrite (A.52) as
- _ ¢ (- _ 1 _\?
E|(0—p)?|=E|(6- t+ (0 —po)t +oB;) — ——
[( pt)] < ¢t+1(p0 + (0 —po)t+o t) L
r 2
—F (Q—ﬁg—wil((@—ﬁo)t—sz&))
VAR ) ¢ ?
=E 0 — — B
(¢t+1( Po) = G0 t)
¢02 N ¢2t0.2 - 0.2¢
(pt+1)2 " (pt+1)2  ¢t+1
O

Lemma A.25. The posterior average conditional on po > | after a performance history (Xs)s<¢ is given
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by a function Q(l,t,Xt)
A d -
Q(l,t, Xy) 2 Ei [0 (Xs)s<t, > k] = E¢ [0 ] Xy, po > 1]
¢ x LB lho | X0 > (4:59)
S+l t+¢t+1 ¢ [Po | X¢, po > 1]

Moreover, %Q(l,t,x) > #

Proof. The sufficient condition result is given by
E[0| (Xt 0 21| = B[ E [0] (Xo)sstso] | (Xo)oserBo 2 1]

=B[E [+ €| (Xo)sstdo] | (Xo)sst o > 1]

= B[ E [fo+0— fo| X0, 50] | (Xe)osrnio > 1]

1 -
=E ¢t T 1]70 + qbt(i 1Xt (Xs)sﬁt’po > l:|
__¢ X+ ! E{N’(X) ~>l}
- ¢t+ 1 t ¢)t+ 1 D 5)s<t,P0 =
1) 1 [ s N
- ? x,+—F X,(X—7X> o> 1
S+ 1 t+¢t+1 _po t s ttsgt po =
1) 1 [ S ~
- X E X,(B—fB) Fo > 1
ot +1 t+¢t+1 _po t 573 tsgt Po =
ORK% 1 M. _
& X E 5| X3, >l]
ot +1 t+¢t+1 [P0 | At Po =

where (i) follows from X; being independent from By — § - B;. This holds because
— Conditional on p, X; is uncorrelated with Bs — § - By

cov [Xt,BS — ;Bt ‘;50] =E [aBt (Bs — ;Bt)} =08 — a%t =0.

— Both X; and B — th are normal, conditional on pg. This implies that X; and B; — th are

independent, conditional on py.

— Since po is independent from (Bs)s<¢ we can write

P(Xi <21, Bo— 7B <ay) =E[P(X; S w1, B, = 2B < a | )|

»

=K

POX, < a1 p0) P(By— 2B < 2 | )|

(VAR

—E[P(X, <21 |p)- P(BS B, < mﬂ

~+

—E[P(X; < @1 | )] - P(Bs *B, < m)
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= P(X; < 1) - P(Bs - §Bt < xg) .

This proves that X; is a sufficient statistic of returns. Following the definition of ¢(I,t, X¢), we have

) 1 _ N
[,t, X, X E X >1|.
q( t) = G+ 1 t+¢t+1 [po‘ upo_]

The second part of the Lemma is to show that E [}50 ‘ Xy =x,p9 > l] is increasing in z for fixed ¢ and k.
The conditional density of pg is given by

~ ~ P(ﬁo =Y, Xt = x,ﬁo Z l) P(ﬁﬂ = y)UBt = (LU - yt))
(Po =y [ Xe =, p0 2 1) P(X; = 2,50 > |) I P(o = 2,0B; = (z — 2t)) dz
1 —(x_;f)Q Plu— 2zyt—(yt)
/2ﬂ_te ' (/"L - y) . € 202t . f(y)
o (z—yt)2 2wzt—(zt)2

floo ;ﬂ'tei 2t - f(2)dz fl T 202 - f(z)dz
The cumulative distribution of py, conditional on X; = x and pg > [ is given by

2zzt—(yt)?
] i JPe 2t f(2)dz
P(po S Yy ‘ Xt =,Po Z l) = 2azt—(2t)2

floo e 202 - f(2) dz'

The derivative with respect to x is given by

2xz2t—(z2t)2

2y t—( t)2 2wzt 2(yt)2 oo 2y 2EE2t= (220
Ve~ 5 f(z)dz [le 2 flz)da | | [W e 2% f(z2)dz

k o2€
21z2t7(z2t)2 2xzot—(z9t)2 2
f]:oe 202¢ f(Zz)dZQ <fkooe2202t2f(2:2)d22>
2zz1t—( t) 2zzot—(z t) 2zz1t—( t) 2xz9t—(z t)2
(fé/;l?e 1202ty Zl dzl)(fk 220%2 f 29 d22> <fk 1202ty (zl)dzl><fk°° Z2e 2202752 f(ZQ)dZQ)
2wzot—(z9t)2 2
<fk006 2202152 f(Z2)d22>
2xz1t—(yt)° (yt)2 2acz2t—(z2t)2 2xz1t—(yt)° (yt)2 0o 2x22t—(22t)2
(fk 207t f(Zl)d21>< L Ze 2 f(zm)de |- [le 2% f(m)da || [ e 2%t f(z)dz
2zzot—(29t)2 2
(fkooe B f(zz)dz2>
2zz1t—( t)2 2zzot—(z t)2 2zz1t—( t) 2xzot—(z t)2
(fyooe 1202tyf(21)d21)<f13§%e 4220%72 f 29 d2,’2> <fk 1202ty (Zl)dz]_)(fyoo ;226 —22a2t2 f(zz)dZQ)
2xzot—(z9t)2 2
<ka0€ B f(22)d22>
2zz t—(yt)2 2z z t—(yt)2
[ fpagme wam e an f(n) f(20)dzrdas

2xzot—(z9t)2 2
(fkooe :t22202f2 f(z2)dz2>

<0

A .40



where the last inequality holds since zo < y < z;. This implies

B . FOSD . B
Law(po | X¢ = x1,p0 > 1) < Law(pg | Xy = 22,00 > 1)

for any x1 < xo. This implies that

0 _ -
afEt [Po| Xt = x,po > 1] >0
i

and it follows that
J A o

Proof of Proposition 4| (equilibrium verification given Brownian signals)

Define by T(po,l,t) to be the boundary at which the intermediary lets go of agent py given the market

perception of [. Formally, it is the optimal non-stationary boundary of the optimal stopping problem
F—t
V(po. L, t, X,) = sup E, [ [ ee0[a(Q s X)) — (1G5, X, 105, X)) = V] ds + V}
T t

Lemma A.26. Boundary T(po,[,t) is weakly decreasing in py and T(l,1,t) = B(l,t).

Proof. Application of the Envelope theorem with respect to pg shows that V' (po,l,t, X;) is weakly in-
creasing in pg leading to the optimal stopping boundary T(po,[,t) to be weakly decreasing. O

Lemma A.27. Suppose that process (l¢)i>0 is a weakly increasing. Moreover, suppose that dl; > 0 if and
only if Xy < T (po, lt,t)E] Then

o)

V (po.list. X)) =Ep, [ [ e [A( Qs X)) w105, X 15 Xo) ) =1V | LU 2 T onds) sV
t

Proof. Using Ito’s lemma for X; > T (po, I, t) since dl; = 0 we have

TV(]BO, lta tv Xt) = A <Q (lta ta Xt)) — WR (H(ﬁ()v t7 Xt)v H(lt7 tv Xt)7 t)
a? 9?

0 0
—V(p X II(p Xy) - —Vi(p X ———=V(p X).
+ atv(p():ltat: t) + (p07t7 t) axv(pOJtvta t) + 2 6352 V(pﬂaltata t)

For X; < T (po,lt,t) we have V(pg,lt,t, X¢) = V, which can also be written (in differential form in case

dl; is non-differentiable due to a discrete or singular component)

N 0 ., _ 0 .., .
TV(p(b lt7 t7 Xt) dt = TV dt + av(p07 lt7 tv Xt) dt + H(p07 lt7 ta Xt) . %V(p(b lt7 tv Xt) dt

o _ 0., .
—+ ?@V(po, li, t, Xy)dt + av(pOa L, t, Xt) dly.

1n particular, it implies that X, < T (o, 1,t) for any I € [l,—, 1].

282
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where it does not matter if dl; has a discrete jump or not as long as it is self-contained in the churning

set. It is without loss to prove the result for t = 0. Define process (Z;)i>0 as

7, % /Ot e [A(Q (ls,s,Xs)) _ wR<H(ﬁ0,s,Xs),H(ls,s,Xs), s)} 1{X, > T (fo,ls, 5)} ds

t
+/ e "1V - 1{Xs < T (o, 15, 5)} ds + e "V (po, le, t, Xy).
0

Using the Ito decomposition for V' (po, l¢, t, X;) obtained earlier, we see that process (Z;)¢>¢ is a martingale.
Thus
V(ﬁ07 an OaXO) = ZO =E [Zoo] )

which proves that the intermediary is indifferent between stopping and continuing in her stopping region
as long as she obtains her opportunity cost rV in that region. This argument follows through almost

unchanged for every starting value ¢ > 0. O

Lemma establishes that the intermediary is willing to retain the agent of skill pg in period ¢ given

performance X; as long as the stream of revenues weakly exceeds

def A(Q(ltataXt)> _wR<H(ﬁ07t7Xt)7H(lt7t7Xt)7t) Zf Xt Z T(ﬁ()vltvt)v

S(ﬁ()vltatht) — (A54)

rV o oif Xi < T(ﬁo,lt,t).

Lemma A.28. Denote by S; to be the flow profit of the intermediary employing agent py. Suppose there

exists a time T such that

S, —/ $(Bouls, 5, Xs) ds
0

is weakly increasing for t < T and weakly decreasing for t > 7. Then the intermediary (weakly) prefers to

let go of the agent and collect her outside option at time T.

Proof. 1t is without loss to prove the result for ¢ = 0. Define process (V;):>0 as
¢
Z =/ e[ A(QULsr . X)) = wi (TG0, 5, X,), 0, 5, X,), 5) [ 1{X, = (o Ly, )} ds
0

t
+ / eV - 1{Xs < B(po, ls, 5)} ds + eV (It o, , Xy).
0

Given a stopping time 7, both ¢ V 7 and ¢ A 7 are also well-defined stopping times. By Ito’s lemma it
implies that for any stopping time 7

- process Zpyra+ 18 a super-martingale;

- process Ziarps 1S a sub-martingale.

This implies

E[Zf-]:E[Zf-1{%ZT}+Z+1{7A'<T}]
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—B((Z 172t + 207 <7}) + (2 1{F <1} + Z1{F 2 7)) - 2]

=E [Zf-\/ﬂ- + Z’f‘/\T - ZT] =E [ET [Z%\/T] + Z%/\T - Z’T]
(@) (i)
<E [ZT + Zinr — ZT] =E [Zf'/\T] < [ZT] .
where (i) holds because process Z(tvr)ns 1s a super-martingale and (7i) holds because process Ziaraz is a

sub-martingale. The intermediary, thus, finds it strictly optimal to take her outside option at time 7. [

Lemma A.29. Consider an increasing continuous process | = (lt)i>0. The cumulative compensation

necessary to retain the agent of skill (m(po,t))i>0 denoted by (CF°);>¢ is given by
dCP = wp (H(ﬁo,t,Xt), (i, t, Xt)) dt — 82U<H(]50,t,Xt), (i, t, Xt))all'[(lt,t,Xt) i1 {l; — l,_ = 0}

- {%U(H(ﬁo,t?Xt)aH(lt,t, Xt)) - 32U<H(I50,t, Xt),H(lt—,t,Xt))]
(A.55)

Proof. Proof is identical to Lemma of the Poisson case and relies on the Martingale property of
the resulting payoff to the agent if he accepts current compensation and then collects his outside option.
Because we focus on equilibria which are separating at the time the agent leaves the industry, it implies

that (I¢)¢>0 is continuous for ¢ > 0. O

Lemma A.30. Consider process (ki)i>0 defined in . Then it is optimal for the intermediary to retain
the agent for p, > k; and let go of the agent the first time when py < ky.

Proof. Given process ki, define the corresponding initial cutoff of the agent given by [; given by the unique
solution to

ke = H(lt,t,Xt) = Iy = ((Z)t -+ 1)]{15 — 0 Xs.
The dynamics for process (I;):>0 are implied by the dynamics of process (kt):>0 given by

dly = ks + (¢t + 1)dk, — dd X,

¢
ot +

1
= ¢l€t + ¢(dXt — k dt) — ¢dXt + (¢t =+ 1)")/(]€t,t,Xt> -1 {Xt < B(kt,t)} dt
= (¢t + D)y(I(Is t, Xo), 8, Xy) - 1 {Xt < B(lt,t)} dt.

= dki + (¢t + 1) (dX; — ke dt) — pdXy + (¢t + V)y(ke, t, Xp) - 1{X; < B(ky,t)} dt

Denote by S; the cumulative profit low accruing to the intermediary from retaining the agent. We show
that for
dsS; > S(Zt,ﬁo,t,Xt> dt 54 Do > Iy (A56)
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The retention compensation needed to retain the agent is given by (A.55|) leading to a compensation flow

given by
w(ﬁta kta ta Xt) = ’LZ)(H(ﬁo, ta Xt)7 H(lt7 t7 Xt))

= wg (Pr, ke, t) — 02U (Br, ke, t) v (Ke, t, Xi) 1 { Xy < B(ke, )}

aQU(ﬁtJ kt7 t)

= wR (Pr, ki, t) — 02U (K¢, ki, t)

: [rv — AQUke t, X))+ wr(Be ke, X2)| - 1{X, < B(ks, )}

Note that due to the agent’s single-crossing condition mU(p, k,t) > 0 we have

U (Pt ke, t)

=7 > D: > ki,
00 (s b 1) < Pz

Suppose p; < k; or, equivalently, pg < l;, the flow profit of the intermediary satisfies

A(Q(ke, t, Xy)) — w(py, ke, t, Xi)

=A@ 1, X0) ~ Ak + 2T [y 4k X)) + it K X)L < Bl 1)
SA(Q(kt,t, Xt)) — A(k‘t) =+ W {T’V A(Q(kt,t,Xt)) + ’U}R(ﬁt, kt,Xt)i| 1 {Xt < B(kt,t)}

=A(Q(ke,t, X)) — A(ke) +

—

PV — A(QUkest, X1)) + wr(Prs ke, )| 1{Xe < Blks, 1))

A(Q(ky, t, X)) — Ak )} 1{X; > B(ke,t)} +rV - 1{X; < B(k,t)}
( (o, 1, Xt))] . {Xt > B(lt,t)} +rV -1 {Xt < B(lt,t)}

) =
) -

A(Qst, X)) = A(TMest, X)) | - 1{Xe = T (o, b, )} + 7V - L{X: < T (i 1, 1)}
fo

—
=

%

<

[A( (o t, X,
where inequality (i) follows from T (I3, l;,t) < T (po, l¢,t) and
A(Q(lt,t,Xt)> —A(H(lt,t,Xt)) <V Y X e [TUnlt), T Folet)] if o <l

Similarly, for p; > k; or, equivalently, po > l;, the flow profit of the intermediary satisfies

A(Q(ke, t, X1)) — w(pe, ke, T, Xy)
= A(QU1 X0) ~ AG) + T2 R [y AUk, X0) + i b X[ CX < Bk}
> AQt X0) — AG) + 20O R [y 4kt X0) + it b X0 0X0 < Blk0)

= A(QUk, £, X0)) — Alky) + [V — AQUb, £, X0)) + wlpe, ki )] 1 (X, < Bk, 1))
:[A(Q(k:t,t,xt)) _ A(kt)} 1{X, > Bk, £)Y + 1V - 1{X, < Blke, )}
- [A(Q(zt,t,xt)) f A(H(lt,t,Xt))] 1 {Xt > B(lt,t)} YV -1 {Xt < 3(lt,t)}
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(42)

> [A(Q(lt,t,Xt)> _ A(H(lt,t, Xt))] CL{Xy > T (o, b, )Y + 7V - 1{X; < T (5o, ls, 1)}
where inequality (i) follows from T (It,l;,t) > T (po, lt, t)
A(Q(lt,t,Xt)> —A(H(lt,t,Xt)> <V ¥ Xp € [T @Foslet),T(elet)] if Po> L.

This proves and, by Lemma it follows that it is optimal to stop the first time when py = I;
or, equivalently, p; = k;.

Now, suppose that k; < b(k¢,t). Then for pg < I; the cutoff agent does not value reputation implying
that the flow profit of the intermediary is

( )) (ﬁtvkt’t Xt)
:A(Q(kt,t X1)) — W(pe, ke, t, Xe) + 02U (Br, ke, t) y (ke t, Xo) 1 { Xy < B(ky, t)}
( )) — W(Pe, ke, t, Xi)
) ) — W (D, ke, t, Xy)

,Z:/

(@)
< [A( (lest, Xt)) = @k £ Xe) | - 1{Xe 2 T (o, iy )} + 7V - T{X: < T (o, e, 1)}
Similarly, if pg > I; then the cumulative compensation is given by

dS; = A(Q(kt, t, Xt)> dt — U}R(ﬁt, ks, t) dt + 82U(]5t, ke, t)’y(k‘t, t, Xt)]l {Xt < B(kt, t), ke > b(k‘t, t)} dt
(UG b 1) = UGBt b ) - (ki t, X0) - 1{X, < Blke,t), b < ke, 1))
> A(Q(k‘t, t, Xt)) dt — U)R(ﬁt, k?t, t) dt + 82U(]§t, k‘t, t)’y(kt, t, Xt)]]_ {Xt < B(kﬁt, t), k?t > b(kjt, t)} dt

(i)

< [A(Q(lt,t,Xt)) _ w(ﬁt,kt,t,xt)} CL{Xy > T (Bo, b )} + 7V - 1{X; < T (B0, ls, 1)} -

Thus, dS; exceeds the necessary payment flow the intermediary would agree to to delay letting go of the
agent. This proves that it is optimal to retain the agent as long as p; > k; and let him go the moment

ﬁt < ]{It. O
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B Online Appendix (For Online Publication)

We can use a Girsanov change of measure, normalizing the drift of process X; to be 0, while introducing

the Girsanov density term

G(V) =E [/0 et (A(Q(k:t,t,Xt)) — w(fr ks t) — TV) dt]

r
—E |:/ eth . eOBtf
0

When then use the Law of Iterated Expectation to compute the expected value of the Girsanov density

e [A(Qt B — (W0 B) T 0B ) < V]

conditional on the public state (I;,¢, X;) as

r T
E / e—rt . €UBt -
LJO

[ [T 2,2 R
o) / e, [efth—"zt ‘130 > lt,Xt} [A(Q(lt,t,aBt) - w<H(lt,t,aBt),H(lt,t,aBt),t> - rv} dt]
L/ O

92§2t . [A<Q(lt7 t, O'Bt) o w(H(ltv t,0By),11(lt, T, 0 By), t) B TV] dt}

_E| / Gt 0 Br) - [A(QUut, 0By ) — w(TU(l t, 0 By, (0, t 0 By),t) — 1V ] dt} . (B.1)
L/ 0

If the distribution of private information follows a truncated normal distribution, we are able to express
G(ly,t, Xy) in closed form via (B.16). We can then evaluate G(V'), for a given V, via a dynamic program
in three state variables (¢, t, 0 B;), where the cutoff process (I;):>0 depends on the stopping surface B(lt, t)
and the realized path of the Brownian motion. Such a dynamic program requires several hours to solve
on a personal machine. Identifying the fixed point , as well as obtaining comparative statics, then
requires solving for a range of Vs, for each set of parameters. We utilize the parallel computational tools
at the University of Wisconsin High Throughput Computing to obtain both the fixed point, as well as

comparative statics within a day. We are happy to share our code upon request.

B.1 Truncated Normal Distributions

Lemma B.1. Suppose that p ~ N (po, UIQ),B, D). Then the posterior distribution is given by

9 9 9 2/ 2 2

i o2t + o . o o (ogt + o°) _

La X)) =N 0 - Po + P - Xy, P . Ip.l |-
w(FolXe) ((o—g+ag)-t+02 P e N Rrapire P

Proof. Note that process X is given by
X = pot + (0 — po)t + o By.

Absent truncation the normal distribution stays a normal distribution. This implies

. cov(pg, X, .
BIO1X] = o+ I (X, — o)
+ %! (X, — fot)
Tz sod)y 2ro2t T



o2 B
—p0+( Yol ito (Xt — Dot)
t+a 012;

Then
2
B 0_ -t 4o 5 012) X
—|—U t+ o2 po 02 +02)-t+o02 F
0 p 6
2
_E|(o- ot o % 0t + 0t + 0B
=B 02+09 t+02.p0+(012z+03)'t+02'( t+0t+oB)
2
E it o (0 —po) + % (0t + oBy)
= —_ . g
a2+09 ) t+o? Po (02 +03) - t+0? !

2 9 2

opt+o 2 p 2,2, 2
= o, + opt® + 0o°t
<<a%+az>-t+02> ’ ((azwz)-mz (s )

B ( t+o°) t+o N o'g-t

_(U%+Ug)-t+0'2 (0%+0’3)-t+02 (0§+03)0t+02
_ az(ang-aQ)

(og—l—ag)t—l—UQ'

Lemma B.2. The expected value of a truncated normal distribution p ~ N (pg, o2, [p, D)) is given by

() -o(2)

E[p|pe [pp]]l =poto- —— p=ro
o) o ()

Proof. Integration by parts.

B.1.1 Agent’s Subgame if A(p) =e* and L =0

Suppose the agent leaves at time t. The posterior variance about 6 is given by

def 0507

y, 0%
t agt+02

At time ¢ the agent’s posterior belief about 6 is given by N (p, Xt), and we can write
0 =pr + &

The investors’ posterior belief about 6 is given by N (k, Zt)F_g]

5*Note that the equilibrium is separating so there is no uncertainty in p here.

B.2
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Investors’ posterior beliefs at time s > t are given by

bam 2t (XX T g
BT S(s—t) + o2 B YT Sis—t)+o02
O % B . SO
7Et(3—t)—|—0'2 (O'(BS Bt)+]€t(8 t)+§t(8 t))+2t(8—t)+0'2 k‘t.
X
:%_—W'(U(Bs—Bt)‘Fft(s—t))—i‘kt

where (i) holds along the equilibrium path, i.e., from the perspective of investors, and 0, ~ N (0,%).

From the perspective of the agent
X — Xy = O'(Bs — Bt) —1—@(3 — t) —|—§t(8 — t).

Hence belief process evolves according to

(id) )Y ~ o?
kis = Et(s_—z)_'_UQ'(U(Bs—Bt)+pt(3_t)+£t(5_t))+m_—1§)_|_a2'kt
¥, (t —s) ~ o’
% BB ., : k.
Zt(s_t)+0-2 (U( t>+£t(8 ))+Et(8—t)+0'2 pt+2t(5_t)+0-2 !

From the perspective of the agent, beliefs have an upward drift since p > k. In this normalization,
0, ~ N'(0,%;) from the perspective of both the agent and the market.
Suppose L = 0 and g(z) = log (£). Then A(z) = e*”. Moreover, the agent never finds it profitable to

exit the industry. It implies that his value function is given by

U(p, k, t) |:/ efr(sft) aks dS:|

= A (e Ei(s—0) o2
E [/ e st (Em S (OB B+ (s—0)+ 5 Ty o o) ds}

> ~ Si(s—t)
:/ h [ (Et<s—tt>+02'(”(BS_B*)”“S_”) S0 1o P S 0 f>+fr )] ds
t
1S9 Si(s—t) o2 P _ 3, (e
:/ <Zt<5 t)+02p+2t(5 t)+o2 k)E e <Et(s t)+02 (o(Bs=Be)+0u(s t))):| ds
t

[e's) S (s—t) = a? pont 2. 2 2
/ e Tl (zms t)+02p+2t<s—t>+a2k) e ? (Et<s—t>+a2) (o (s=t)+2e(s1) )ds
t

S (s—t) o2 a? (s—t)
:/ e st . ea<Et(S*t)+U2p+Et(sft)+02k> ce 2 Si—t+o? (g (B.3)
t

At t =0 we have %y = 07 and (B.3) as

025

2
00 a(# +"7k>
— 2, 2Pt 2
U(p,k:,o):/ e e \Ttt et e
0

o'gs

ogs+o'2 dS

o?
2
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We can simplify (B.3) by showing that

E%(S —t) Zt
_ 2 (gt
Yi(s—1t)+ o2 i(s )Et(s—t)—i-a2
2 2
oa0(s —t) t+a2

2 2
ogt + 0% % (s —t) + 02

ost+o?
_ odo*(s—t) o}
o3t + 02 o3s+ o2
opo(s —t)
(02t + 02)(02s + 02)
_ oa0%(0gs + 0% — ojt — 0?)
(o3t +02)(c2s + 02?)

0302 0302
T o2 2 2

ogt + 0o 005+U
=% — X,

This implies that we can rewrite (B.3) as

St(s—t)

00 a2 2
Ul(p, k1) :/ 1) . (ST ST h) L R e g
t

Along the equilibrium path p = k and we can simplify the second exponent in the integral

o0 (s—t) o2 “
Uk, k1) :/ e e (Et(; 0+a2P S G072 2k) o5 (Bi=T) g
t

_ ok / o5 | B (-5 g
t

Define
~ def rt—&-ﬁEt > —rs—ﬁZs
ar(t) = et e T =5 (s, (B.4)
¢

Then
Uk, k,t) = e 1y (). (B.5)

The expected payoff if perceived correctly is given by
E[U(p,p,0)] = E[e*] - 41(0).

To characterize the forward dynamics we must consider the partial derivative of the agent. It is given by

0
ok

2 S¢(s—t)

e ao LB 2

_T(s_t) o _ . a(Et(s—t)+o'2p+2t(s—t)+02 ) . a2 (Et_zs)

Up, k,t) = e e e ds.
’ . Yi(s —t)+ o?

This is difficult to evaluate off-path, but we only need to compute it for p = k. This, again, allows us to

B4



separate k out and write

o0 2 St(s—t) 02
3U(k k,t) = / ety A9 ea<2t(:—t)+02 bt S k) ) %(Et %) ds
ok ¢ Yi(s —t)+ o2

2
_ / Tt Q0 ok F(ET) g
¢ Yi(s—t)+ o2
00 2
= e . / e . ) ’ -6%2(&725) ds
g
! UngraQ (S o t) +0?
2 2
_ etk / P sty gt T O ol(mwy)
¢ o3s + o2
oo
— aeak / e—r(s—t) . & . e%(Et by )dS
t 2
2
7’t+%2t oo 2
—eok g S 2 / eTT Y LY ds
Dt t

Define function uso(t) as

'f‘t+*2t oo a2
) @0 / e =TSy, ds. (B.6)
Et t
Then
)
9 _ B.
eV t) = i (2). (B.7)

Agent’s Reservation Utility. The intermediary must compensate the agent for his ex-ante reservation

utility. The expected value of the agent perceived as the lowesst type at ¢t = 0 is given by

0'2 2
oo a(ip_l,- p) o2
U(p,g, 0) = / e 5. e \ogsta? o s+02 % (B0-54) gg
0

24 52 2 4

fo%e) ( oy o ogs
_ o zP+ 7 21") R )
— / e rs .e o s+o‘ cr s+o .e cres+o' dS.
0

Considering the ”expected” reservation value of the agent, we must take the expected value with respect
to p. It is given by

25

o0 a(%p_‘r 52 2p> %2 2035 .
E [U(p,B, 0)] = E / 6—7’8 -e ggsto o2sto e ohsto ds
0

2
') 040'65 ao . 0-08
_/ e ™. E [6‘735“21)] % S+”2p+ 2 ogete? .
0

d . . S .
Define b(s) = & Uasai 5. Define the moment generating function of the truncated normal distribution as

MGFr(b) Y E [ebp]
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_ 2
1 1 D _ (z=pg)
= . . e b dz
P

/N
3
Qfl
SN~
(=}
N—
|
VS
[kS]
Sl
o
N——
[\)
3
[N

Then have

D — — 1 bz—i(zipo>2
[@ <pp°> By (p pO)] MGFrg(b) = / e g
Op Op 271'0‘2 P

-3

2mo2

-

2
27rap
o 2
1 b2 o2 b _l<i_ _LO)
— e 2 +bp0 . e 2\ op bO’p op dz
\/2mo2 p
p
p202 1 L _po,— 20 5
P op op  _y*
R - e dy

V2 L,bap,&)
Crp [og

P

b2o2 m — —
=z TP [cp (p Po —bap) - ® (p Po —bop>] .
Op Op

This implies that the moment generating function of the truncated normal distribution is equal to

4202 d (M _ bap> _® (M _ bap>
MGFpg(b) = ez ttPo. o op
P (ﬁ—po) _ % (B*PO)
Op Op

2
Substitute the value of b(s) = —5=2 to obtain
ogsto
0o ac’p o2 crgs 2
_ _ 5 e QoS
E[U (p,p,0)] = | e emst 2o+ L MGFrp (52— ) ds. B.8
v 0] - | o (et (B.5)

This can be computed once and is independent of the fixed point calculation of M.

Agent’s first-best payoff. We have

E[U (5,5,0)] = E[e°?] - @, (0) = MGFrg(a) - 41(0). (B.9)

B.1.2 Evaluating Expected Payoff under Girsanov Change of Measure

Suppose X; is the path of returns and [; is the corresponding cutoff agent type process. The realized

expected payoff to the intermediary is

/OT ef’”tA(Q(H(lt, t,Xt),t7Xt)> dt +e 7 [U (H(ZT,T, X)), (17, T, XT),T) =+ V} - U(p,p,0).
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Define

def

v, “ g UT e*”A(Q(H(zt,t,Xt),t,Xt)) dt} : (B.10)
0
v, Y g [e—” (U(H(ZT,T, X,), (L, 7, XT),T) n V)} . (B.11)

The agent’s reservation utility is already computed in (B.8§]).

Integrating flow profits. Process X; is given by
Xt = O'Bt + ot.
Then

9
o

Ep [/OTe_TtA(Q(H(lt,t,Xt),t,Xt)>dt]:Eﬁ, [eZBT—E( )2/OTe‘”A(Q(H(Zt,t,aBt),t,Xt))dt} (B.12)

where (Bi)>0 is a standard Brownian motion under the risk-neutral measure P. This is true since,

under the change of measure density

Brownian motion By has a drift g under the initial measure. This implies
T 2 T
Vi=E |:eZBT—2(g) i / e—rtA(Q(H(lt, t,Xt), t,Xt)> dt:|
0
i T 2
0 U et er P A(QUI(, X0 1 X)) ) dt]
0

where (i) holds by the law of iterated expectation. Note that path by path X; = 0By, which has drift

(p + 0)t under the new change of measure. Thus, we can write
Tt Gx—5(2)
Vi=E|[ et ex¥a(s -A(Q(H(lt,t,Xt),t,Xt)> dt| .
0

Define the Girsanov density
de iXt_L(Q)Q
G(t,x,p,0) = ez 2\0 (B.13)

Then
Vi E { [ e X ) AQu X ) dt] .
0

Note that X; is independent of 6 since we perform the change of measure conditional on 9@ We can

compute the expected value of G(t,x,p,0) with respect to 6 as

de N 0y, _t(0)2
Gp,t,) ™ Bx, ) [G(t.6) | 5o = p] = Fxp [X 10 ]

56This can be verified by direct integration.
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ptogz _t ptogz 2
o2 Xt 2 ( o —Z

e 2 dz

2 25,2
1 oy _t(p)? X gy, (ogteT)z"+2pogz
> ez Xe=3(2)" e a2 Xt? 257 dz
V4T —0o0
2 2 2
U mx—t(2) [ (%xi-p%t) _(ogtta)=m
G?Xtii(;) . e UQXt p t)z 202 dz
\/27T —00
) Xi—pt 22
o pox,_t(p\2 [ T T2 =7
—eUQXt 2(0) / 60 00t+g2 dé
2r(oit + 02) —oo

- €

1 05(Xy—pt)?

P _t(p)?2 ot 7
eﬁxt 2(a) +2g2(a§t+a2)

2 2 2,2
2 x, 1p%t, 199(XF —2pXt4p7tT)
o2 L) o2 2 0'2(0'315-‘—0'2)

p 1 p2t(dgt+a'2) lo'g(X?—QpXtt+p2t2)

—1
602 2 0'2(o'§t+o'2) 2 02(03t+02)

1 cg(th—QpXtt)

2
£ x,—L1_pt
PR 2 02(05t+02)

o 2 0'5t+o‘2

242
pPt 1 9pXi
t+o2 ' 2 0'2(0'gt+02)

Using Law of Iterated Expectation, we can write

E

=E

=E

The next step is to compute

_ def

G(lv ta Xt)

=E

Denote b = —-1 Then

o2t+o2’

l

g

,/agt—l-ch

_/T e Gp,t, Xy, 6) - A(Q(H(lt,t,Xt),t,Xt)) dt}
0

/OT e Glpt X) - A(QU( X0 1, X)) dt} _

E[G(,t, X:) - 1{po > I}]

252
pX¢ p2t 1 99X}
.e agt+a2

1
2

P
/ eb(Xty—%yQ)c@(y, Po; 0p)

(B.14)

[ et BIGE.4.00) X001 A(QUI1 X0t X)) ]
0

(B.15)

_l’_,
A TG (g > 1)



Xty—gy 20
A /27rap

@2

y:Up:Q+p0 Xt opy—i-po)—*(a'py-i-po) )6 =5 d:g

m/O

b 20)
_ 1 ebxtpo—;bpg/ P bop(Xe—tpo)j—3 (bopt+1)§? g
e ea
P

-~ 1 /!

y= 5 Y P—Po /bo2i+1 bop(Xt—tpg) s 1., 1\2
\/b;pH»l 1 6bXt:D0—§bP(2)/ op P e \/m Yy Q(y) dy/
1—
2m(bo2t + 1) Shefeoi

p—p bop(X¢—tpg)
1 o Xupo— gy R0t / e VIR

_ e bo2ttl . (Xbc;?tt+>1 6_%(3/)2 dy/
2 b 2t 1— bop(A¢—tPg)
2n(bolt +1) S\/bojtt foodiet

b0 (X P t)2
_ 12 9pt7t7POY
1 bXipo—5bpi+3 boZt+1

= e
\/boat +1
p — bop (Xy —t l— bop (Xy —t
P /rng_ op (Xe —tpo) | & Po /Fng_ op (Xt — tpo)
Op \/m Op \/m

We can now write

1 b2 "'p(Xt p01)2
a\/l; bXtpo—Lbpi+3 boZ i1

——¢
\/W
_ B.16)
P=po  [p~2 _ bop(Xe—tpo) | l—po /1,2 bop (Xt —tpo) (
<I><gp bapt—i-l W) <I>< bat—i-l &Iwgﬁ)
X () ()
Ip Op

For computational reasons, we can define ¢ = baf,t + 1. Then we havﬂ

252
+l bagXt
2 2

G(l,t,z) =

252
boy Xy

o2

1 b2 crp(Xt pot)

G(l7t7$) — 70-\/5 btiOiibp()Jr?

7
(p e bop (Xe— tpo)) (l po\[ bop (Xt — tpo))

+}

c

X
D—D b—po
(I)( "PO>_@< 9p )
We can now express
def ! —rt
Vi(p,0,0) € E [/ e Gt X 1) - A(QUI 1, X0), 1, X0) ) dt] . (B.17)
0
We can, thus, write
def T —r(s—t) A
Vi(ly, t, Xy) = E e G(s, Xs,ls) A QII(1s, s, Xs), s, Xs) ) ds| . (B.18)
t

5"This expression has been checked numerically.
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Note that Vi(l,t,z) is not a continuation value of the intermediary since we are not conditioning the
change of measure. However, V1 = Vi(p,0,0) since at ¢ = 0 no such conditioning needs to be done. We

can solve for Vi(p,0,0) via a dynamic program by solving the "fictitious” value function Vi(l,t, )
o 0?

Wit 2) = Gt ) - 20 1 O oy T Ly ) (a0

0
ot 2 9x2 =W, t,z), (B.19)

ol
where policy function 7(¢, z,1) is pinned down by the optimal stopping problem of the intermediary given
by

rV+A(Q(l t,x)) — AII(l,t, x)

= ) xr a
V(T t @), £, 7) = 60065 1 {e < hatB(,1)} (B.20)
o2+ 02 1V + AQ( L 7)) — AT ¢, ) .
= 0uU (111, £, 2), T1(L,t, 2), ) 1{e < B.Y} (B-21)
02 0-2 T xr X ~
o WAAQCR) JALED) o cBun}.

We can see here that over time there needs to be more turnover to compensate for the fact that information
becomes more stale over time. Note that (¢, x,1) is written in terms of ex-ante types, not ex-post types

as in the Poisson model. This helps with tractability significantly.

Integrating sale profits. We can write

v, % g [e—” (U(P(ZT, 7 X), (7 X0, 7) + V)} (B.23)
_E €9XT_02§276—7’7' (U(H(p, 7, X:), U(p, 7, X;), 7) + V)} (B.24)
_E :G(p, X, )e T (U(H(p, 7 X,), U(p, 7, X,), 7) + V)] (B.25)
=E -67” -G(p, 7, X7) - (ean(p’T’XT) ~uy (1) + V)] (B.26)

B[ fy7 e Gl t, X) (2104500, (1) 4+ V) do (520 )|
_— - (B.27)
b—p p—p
° (%) - (%))
[ ot aTT(le £, X) 5 —%(ZFB)Q
B Wf e G lt,tth) (6 " ul(t)+V)e op -y dt
_ . (B.28)

() o ()

where 7 is given by (B.22). We can write

_E[p 2
\/W tOO _T 5= t G(ZS,S,XS) . (eaH(l57S7Xs) . le(S) -+ V) . 6_%<%> Y d5:|
P (M) % (@)

Ip Ip

Va(lg, t, Xt) =

(B.29)
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We can then apply a dynamic programming approach

1 (l*E[ﬁo]

2
L Gl e) - (T () V) e 2yt
\[2r702 o () - o (5%?0» (B.30)

o2 9?2 0
? : @%(latax) + 7(157'%'7[) : a‘/g(l,t,l'),

rVa(l,t,x) =

0

where y(II(l,t,z),t, ) is obtained from the intermediary’s churning surface B(z,t). Note that, since
Vi(l,t,z,l) and Va(l,t,z) are both integrals of the state variables, can compute the backward induction
for the sum

V(l,t,z) =Vi(l,t,z) + Va(l,t, x). (B.31)

Can solve for V(I,t,x) as a dynamic program in three state variables (I,t,z). In our computations, we
assumed the time step was 0.05, the size of the performance jumps (modeled via a binomial tree) is 0.05,
and [ takes 30 values on [p,p|. Including the computation of the stopping frontier, the expected payoff
can be evaluated in about 5 hours for a given V. We then rely on parallel computation to obtain the

fixed point V', as well as the comparative statics presented in the paper.
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