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Abstract 

I construct a principal – agent – auditor taxation model with adverse selection in which the 

principal optimally allows bribery to occur due to the potential for extortion.  This result mirrors 

the moral hazard model of Khalil, Lawarrée and Yun (2010).  I introduce a probability that the 

agent is “honest” insofar as she cannot collude with the supervisor.  Because the principal cannot 

distinguish who is honest and who is not a priori, he faces an additional dimension of adverse 

selection.  Honest agents cannot reduce their expected penalties through bribery, and strategic 

agents can pretend to be honest, so the principal must allow additional rent for all dishonest 

agents.  Or, he may shut down honest, low-income agents, avoiding the new adverse selection 

issue but losing revenue.  In this way, honesty hurts the principal.  Furthermore, I find that the 

principal may wish to audit the more productive, corrupt agent and induce extortion as a screening 

device to reduce the high-income honest agent’s rent. I also explore how different types of honesty 

affect the principal’s decision. 
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