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Abstract:

The large number of white elephant projects (i.e., the projects that at one time showed
promise but are not viable in the long run) could waste an enormous amount of corporate and
public resources. This paper considers designing rules to eliminate waste when
outcome-based incentives are ineffective because of legal constraints or the private nature of
some benefits. We focus on the interplay between the rules and the responses of the agent
who is better-informed and has uncertain private preference. We consider that project
characteristics are two-dimensional. The principal cannot observe the number or the
characteristics of projects available to the agent. We demonstrate that the optimal rule is a
threshold policy and derive the threshold function explicitly. We then investigate how the
degree of preference alignment could affect the optimal rules and the system payoff. We find
that a white elephant project is more likely to emerge if available projects are scant or the
agent and the principal share common preferences on project selection. When outcome-based
incentives are feasible, we develop an incentive scheme to induce the system optimum.
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