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Abstract

We propose a theory of supervision with endogenous transaction costs.
A principal delegates part of his authority to a supervisor who can
acquire soft information about an agent’s productivity. If the supervisor
were risk-neutral, the principal would simply make the better informed
supervisor residual claimant for the hierarchy’s profit. Under risk-
aversion, the optimal contract trades-off the supervisor’s incentives to
reveal his information with an insurance motive. This contract can be
identified with the one obtained in a simple hard information model of
hierarchical collusion with exogenous transaction costs. Now,
transaction costs are endogenous and depend on the collusion stake,
the accuracy of the supervisory technology and the supervisor’s degree
of risk-aversion. We then discuss various implications of the model for
the design and management of organisations.
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transaction costs.
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ehkdylruv zlwklq sxeolf ru sulydwh rujdql}dwlrqv1

<H{fhsw lq Ihool +4<<:, zkr prghov frooxvlrq xqghu dv|pphwulf lqirupdwlrq ehwzhhq d vxshuylvru dqg
klv djhqw lq d wkuhh0wlhu klhudufk|1
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E5��� ì t|@h| M) U�@h@U|ih�3�?} |�i LT|�4@* t�_i�UL?|h@U| uLh @?) }h@?_�UL?|h@U|�

6Lh @?) B�c @ 5� �t UL4TLti_ Lu |�L LM�iU|tG |�i �ht| L?i �t @? R�?|ih?@*� |h@?tuih

T@�_ M) |�i t�Tih��tLh L�| Lu |�i u�?_t �i hiUi��it uhL4 |�i Th�?U�T@*� A�i tiUL?_ L?i

�t @ hiTLh| u�?U|�L? uhL4 |�i t�Tih��tLh |L |�i Th�?U�T@*� ,^���@*i?|*)c @ 5� �t @ 4i?�

Lu �?|ih?@* |h@?tuih�^�@?|�|) T@�htG |L @?) hiTLh| 4@_i M) |�i t�Tih��tLh �? |�i B�

ULhhitTL?_t @ ^�@?|�|)�

B��i? |�@| |�i t�Tih��tLh<t t�}?@* �t LMtih�i_ M) ML|� |�i t�Tih��tLh @?_ |�i @}i?|c �i

_i�?i @ 5� uLh @?) � @t 7�� ' i|E	wc � �(6E	wc ��j ��ihi 	w �t ?L� |�i @}i?|<t hiTLh| |L

|�i t�Tih��tLh @?_ 6E	wc � � _i?L|it |�i 4itt@}i ti?| M) |�i t�Tih��tLh |L |�i Th�?U�T@*�

�Mtih�i �44i_�@|i*) |�@| L�h Thiti?|@|�L? uLU�tit L? _�hiU| 4iU�@?�t4t uLh |�i t�_i�

UL?|h@U|tG |�i @}i?| ti?_t @ 4itt@}i @ML�| ��t |)Ti� W?_ii_c uhL4 |�i +i�i*@|�L? �h�?U�T*i

@TT*�i_ @| |�i t|@}i Lu t�_i�UL?|h@U|�?}c |�ihi �t ?L *Ltt Lu }i?ih@*�|) �? *LL!�?} uLh |�i

LT|�4@* t�_i�UL?|h@U| ��|��? |�i U*@tt Lu _�hiU| 4iU�@?�t4t� wi| �t |�h? L�h @||i?|�L? ?L�

|L |�i hiTLh| u�?U|�L? 6E	wc � �� 6Lh �?t|@?Uic 6Ew2c ��� �t |�i 4itt@}i |�@| |�i t�Tih��tLh

��** hiTLh| �? |�i B� ��i? |�i @}i?| �@t hiTLh|i_ E|h�|�u�**) Lh ?L|� w2 |L |�i t�Tih��tLh

@?_ |�@| �� �t LMtih�i_� A�i 4itt@}i hiTLh|i_ M) |�i t�Tih��tLh �? |�i B� U@? UL?|@�?

4Lhi |�@? |�i t�Tih��tLh<t L�? |)Ti� �**L��?} uLh |��t TLtt�M�*�|) @UUL�?|t uLh |�i u@U|

|�@| |�i t�Tih��tLh 4@) @*tL hiTLh| �?uLh4@|�L? ?L| L?*) L? ��t L�? |)Ti M�| @*tL L? ��@|

�i �@t *i@h?i_ uhL4 ��t hi*@|�L?t��T ��|� |�i @}i?|� Wuc uLh �?t|@?Uic 6Ew2c ��� ' Ew�c ���c

|�i? |�i t�Tih��tLh �t 4@?�T�*@|�?} |�i hiTLh| MiU@�ti �i �t ?L| |h@?t4�||�?} |�i �@*�i

Lu w hiTLh|i_ M) |�i @}i?|� �u UL�htic ML|� �@h�@M*it UL�*_ Mi 4�thiTLh|i_� A�ihi �t ?L

hi@tL? @ Th�Lh� ��) �i t�L�*_ hit|h�U| |�i t�Tih��tLh<t 4itt@}i tT@Ui �r |L X � A c ��i�c

|L hit|h�U| |�i B� |L Mi @ _�hiU| 4iU�@?�t4� �L?i|�i*ittc |�i +i�i*@|�L? �h�?U�T*i U@?

�2



i@t�*) Mi i |i?_i_ |L |��t _i*i}@|�L? uh@4i�Lh!� ì t!i|U� |�i @h}�4i?| �ihi @?_ �i
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