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Abstract

We study the effects of renegotiation in an infinitely-repeated screening model with long-term contracts. 
We propose a simple and tractable recursive formulation to study equilibria in which the monopolist’s profit 
is maximized after every history. We show that the monopolist sequentially screens high-type consumers 
and characterize second-degree price discrimination policies. The monopolist’s ability to extract rent from 
high-type consumers by distorting the allocation of low-type consumers vanishes as all parties become more 
patient. As a result, all distortions disappear and the allocation becomes efficient.
© 2017 Elsevier Inc. All rights reserved.
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1. Introduction

We study renegotiation in an infinite horizon principal-agent model with adverse selection, 
considering a price-discriminating monopolist as the main interpretation. We assume that a mo-

✩ I am very indebted to Larry Samuelson for his encouragement, support and guidance. I am also very grateful to Dino 
Gerardi and Johannes Hörner for their valuable advice. I thank Dirk Bergemann, Mehmet Ekmekci, Eduardo Faingold, 
Daniel Gottlieb, Vitor Luz, Rick Mansfield, Giuseppe Moscarini, Philip Reny, Eduardo Rodrigues, Priscila Souza, Jean 
Tirole, Joel Watson and all the seminar participants at Columbia, Caltech, EPGE-FGV, FGV-SP, Insper, PUC-Rio, TSE, 
Yale and Washington University at Saint Louis. Any remaining errors are mine.

E-mail address: lucas.maestri@fgv.br.

http://dx.doi.org/10.1016/j.jet.2017.06.007
0022-0531/© 2017 Elsevier Inc. All rights reserved.

http://www.sciencedirect.com
http://dx.doi.org/10.1016/j.jet.2017.06.007
http://www.elsevier.com/locate/jet
mailto:lucas.maestri@fgv.br
http://dx.doi.org/10.1016/j.jet.2017.06.007
http://crossmark.crossref.org/dialog/?doi=10.1016/j.jet.2017.06.007&domain=pdf


L. Maestri / Journal of Economic Theory 171 (2017) 136–173 137

nopolist faces a consumer who has private information about his marginal willingness to pay for 
a specific quality q ∈ [0,1] of a certain good. The consumer’s marginal valuation can be low 
(henceforth, low type) or high (henceforth, high type) and is constant. The monopolist offers 
long-term contracts and promises to deliver a particular quality in each future period. The terms 
of the contract must be honored, unless both parties agree to a new contract.

When the monopolist has the ability to commit, optimal long-term contracts entail two im-
portant features. First, consumers immediately reveal their private information. Second, the 
monopolist distorts downward the quality provided to low-type consumers in each period as 
a way to extract more rent from high-type consumers. The commitment allocation leaves several 
renegotiation opportunities open: When the monopolist learns that the consumer has a low type, 
mutually beneficial renegotiation eliminates the distortions of the commitment allocation for this 
type. This observation leads to the following question: To what extent does renegotiation limit 
the monopolist’s ability to extract rent from the consumer?

Solutions for dynamic screening models with renegotiation have been proven to be elusive 
for models with long horizon. We make progress toward this by introducing a refinement that 
selects a continuation equilibrium that maximizes the monopolist’s profit after every history. 
Akin to most contract-theory, this refinement captures the notion that the monopolist is able 
to select equilibrium play. In line with renegotiation, the monopolist does so in a period-by-
period basis. This refinement leads to a simple and tractable recursive formulation in which 
standard dynamic-programming techniques can be applied. This simplicity comes from the fact 
that the relevant state boils down to only two variables: (1) the posterior on the consumer be-
ing a high type and (2) the value to the high- (low-) type of rejecting all future renegotiation 
offers.

The relationship starts with a screening phase during which the monopolist offers two kinds 
of contracts in each period: a pooling contract and a revealing contract for the high type. The 
low type only chooses the pooling contract, while the high type randomizes between the two 
contract options. In the pooling contract, the current period’s quality is set below the efficient 
quality for the low type to extract higher rent from the high type. In the revealing contract, the 
efficient quality for the high type is offered in every future period.

We obtain a bound on the distortion of the quality consumed by the low type in a particu-
lar period that is proportional to the probability that a high type chooses to reveal his type in 
that period. Using this result, we obtain a lower bound on the amount of information rent of 
the high type. This lower bound increases as all parties become more patient. In the limit as δ
approaches one, the monopolist’s ability to extract rent from the high type by distorting the al-
location of the low type vanishes. In response, the monopolist offers menus inducing to quickly 
separate the two types. Accordingly, we show that a version of the Coase conjecture holds for 
the nondurable-goods monopoly model: The allocation converges to the most profitable alloca-
tion for the monopolist among all individually rational, incentive-compatible, and efficient ones. 
One difference between our result and the original version of the Coase conjecture is that the 
monopolist in our model still profits more from consumers with higher valuation compared with 
those with a lower valuation. Therefore, the lack of commitment reduces the monopolist’s market 
power only to the extent necessary to bring back efficiency.

1.1. Related literature

This paper contributes to the literature on dynamic adverse selection and renegotiation. Hart 
and Tirole (1988) (henceforth, HT) study a finite horizon monopoly model with two types of 
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