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Most of the economics literature on compensation and
organization builds from the theory of agency. For the most
part, the literature analyzes situations in which agents’
performance can be controlled by tying compensation to ob-
jective performance measures such as output or sales. It
ignores the fact that most compensation arrangements involve
superiors’ subjective, and hence noncontractible, judgments
about employee performance. In our view, much of what is
interesting about actual employment relations follows from the
observation that “performance appraisal is a process by which
humans judge other humans” (Milkovich and Wigdor, 1991).

Many potentially important issues arise when
performance evaluations are based on noncontractible data.
See Prendergast and Topel (1993) for a survey. Perhaps the
most important implication of subjectivity of performance
evaluation is that it provides supervisors with the opportunity
to exercise favoritism or bias towards employees based on
personal preferences rather than related to performance. The
‘objective of this paper is to outline the costs that favoritism
imposes on organizations and how many institutions that we
observe in organizations may be a reflection of attempts to

minimize the discretionary power of managers.! We illustrate

'The paper is both complementary yet has a different orientation
to papers by Milgrom (1988) and Milgrom and Roberts (1988, 1990),
who focus on the possibility that employees waste valuable resources
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how firms may (i) introduce more equality across workers than
they would otherwise want, (ii) introduce bureaucratic rules to
assign resources rather than using optimal ex post assignment
rules, and (iii) tie wages to specific tasks rather than separate
sorting and incentive issues, to mitigate the inefficiencies of
favoritism.

Before describing the theoretical model, it is useful to
review the literature on discretion in performance appraisals.
Perhaps the most common finding on performance appraisals
is the perceived tendency toward leniency, where supervisors
are reluctant to give unpleasant ratings to employees.? This
could, of course, be merely a language problem where workers
and managers “really know” that a rating of 3 out of S means
incompetence. More useful for our purposes is data reflecting
(i) that the exercise of discretion potentially varies across
individuals and (ii) that this discretion also varies with the use
of the performance evaluation. For example, Kraiger and
Ford’s (1985) survey of the effect of race on ratings reported
that the race of both the rater and the ratee had an influence
on performance ratings. Supervisors gave higher ratings to
same-race subordinates than to subordinates of a different

race. Thus supervisor discretion may operate differentially

trying to persuade superiors of their talents.

“See Bretz and Milkovich (1989) for a discussion of this literature.
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across individuals. Another indication of opportunities for
bias in subjective performance evaluation is the widespread
assumption that the uses of performance appraisals affect
appraisal outcomes (see Landy and Farr 1980, Mohrman and
Lawler 1983, and Murphy and Cleveland 1991). In particular,
ratings used to make administrative decisions such as merit
pay or promotion are more inflated than are ratings used for
employee feedback (see Williams et al. 1985, Reilly and
Balzer 1988). Therefore, discretion appears to be exercised in
situations when “money is on the line.” This will be important
in our analysis below.

We begin in Section 1 by assuming that a supervisor
has personal preferences towards his subordinates, where
these preferences reflect the extent to which he likes or dis-
likes the subordinate. This information is privately held by
the supervisor. We assume that the role of the supervisor is to
make performance appraisals on his workers.  This
information is potentially useful for two reasons. First, the
firm would like the workers to exert effort and second, the
firm also wishes to determine the talents of its employees to
aid efficient task assignment. Then the impact of favoritism
is that performance evaluations are contaminated by addi-
tional noise caused by the supervisor’s preferences. This

renders monitoring less efficient, leading to inefficiencies both
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in terms of inducing workers to exert effort and assigning
workers to jobs.

It should be remembered that supervisors receive utility
from exercising their preferences over their subordinates, so
in some circumstances favoritism may be welfare-improving.3
The results we describe in the paper are predicated on the
assumption that favoritism reduces aggregate surplus, so that
the firm would like to reduce favoritism as a means of allocat-
ing resources. Of more interest than merely outlining that
favoritism can lead to inefficiencies is how organizations are
likely to deal with it. In Section 1, we illustrate that firms are
likely to respond by introducing more equality than they would
otherwise want, in the sense that the rewards offered to
workers for good performance are reduced relative to a case
where favoritism does not exist. It is important to bear in
mind that this is not simply a result of the additional noise in
the monitoring process; instead, the cohipensation scheme it-
self generates noise because more sensitive compensation
schemes lead to more lying by supervisors as there is more

money “on the line,” consistent with the empirical evidence

*This differs .from the work on influence costs such as Milgrom
and Roberts (1988).
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described above.* Introducing more equality does, of course,
harm incentives, but it is shown both to reduce aggregate risk
and to improve the allocation of workers to jobs. Section 1
therefore provides a justification for “the traditional rule of
thumb among managers of performance appraisal has sug-
gested the wisdom of decoupling the appraisal system from
merit pay” (Milkovich et al., 1991, p. 109).

Section 2 extends the analysis by considering an
alternative device to limit the costs of favoritism, namely, the
use of bureaucratic rules. We extend the basic model to
include performance measures other than the supervisor’s
report on the worker. For example, the other piece of infor-
mation could be the worker’s tenure in the company or a
manager’s observation. We characterize bureaucratic rules as
being used when information on the worker’s performance is
used for compensating him in a different way from the optimal
ex post way of aggregating information on the worker’s per-
formance. We show that the manager optimally commits to
a rule that places “too little” weight on the supervisor’s

opinion in the evaluation process. Paradoxically, the manager

““The concern has been that managers will deliberately inflate
performance appraisals to distribute merit pay, thus decreasing the
chances that employees with real training needs will be identified or
increasing the chances that overrated employees will be promoted
beyond their capacities” (Milkovich et al., 1991, p. 109, italics
added).



6

benefits from committing to underutilize the supervisor’s
information to make that information better.

It is worth emphasizing again that this result is not
simply that noisier performance evaluations lead to less weight
being placed on the supervisor’s observation. Instead, the firm
places even less weight on the supervisor’s opinion.

So far, we have considered . direct responses by the
firm to favoritism in that we have described how changing how
a worker is compensated can reduce malfeasance by his super-
visor. Section 3 addresses a more direct solution, where the
firm monitors the supervisor by obtaining another observation
on the worker and penalizes the supervisor if he is perceived
to have acted unfairly. We begin by illustrating how taking
multiple observations can give rise to the first-best outcome
with a risk neutral supervisor, where the firm compares its
observation on the worker with the supervisor’s report.

The remaining parts of Section 3 illustrate that this
scenario may be unduly optimistic. First, if a supervisor is
punished for exercising bias, he has an incentive not to get
caught. We illustrate that supervisors are likely to make
uncontroversial recommendations about workers rather than
honestly report their observations. But this tendency toward
the creation of “yes men,” who attempt to second-guess the

manager, results in costs imposed on the organization through
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inefficient monitoring. Extending Prendergast (1993), we show
that this incentive mitigates the desirability of punishing the
supervisor for indiscretions of favoritism, so that the firm may
continue to allow the supervisor to exercise discretion, despite
the ability to monitor.

Section 3.2 describes an alternative cost to monitoring
supervisors on performance-appraisals. Supervisors typically
carry out other activities than performance appraisals that
could affect a worker’s career. For examplie, in addition to
directly monitoring performance, supervisors typi'cally assign
workers to tasks, provide on-the-job training, and aid workers
in difficulty. Here it is argued, using results in Holmstrom and
Milgrom (1992), that if distorting the worker’s evaluations
exhibits diminishing returns, then lying on performance ap-
praisals and distorting training opportunities are substitutes.
In particular, if the supervisor lies less on performance
appraisals, he will distort more on training. The implication
of this should be clear: the firm will not penalize severely on
performance appraisals in order to make training more effi-
cient. Therefore, once again, monitoring the supervisor may
be fraught with problems.

Another means of aligning the supervisor’s incentives
with those of the organization is to make the supervisor

residual claimant on output. This is addressed in Section 4.
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Typically, we imagine that makiﬁg the supervisor residual
claimant improves the supervisor’s incentives as the supervisor
may feel that indiscretion may affect his reputation for
fairness. The development of reputations to support honest
behavior is by now well known (see Bull, 1986, for example).
Rather than explore this avenue, we consider a case where
reputation formation is impossible. In the absence of repu-
tation formation, we show that the firm can reduce favoritism
by tying wages to tasks, in the sense that a worker can be
rewarded for good performance only by promotion to a new,
better-paid job. In other words, incentives and sorting workers
to jobs are linked.

- The intuition for this result is as follows. Suppose that
sorting and incentives are independent, in the sense that task
assignment carries no wage implications. Then the supervisor
will simply assign incentive money based on personal whims
if he cannot credibly build up a reputation, despite being
fesidual claimant. Realizing this, workers shirk. On the other
hand, now assume that wages are attached to jobs. Then if
the supervisor rewards his favorites, he is likely to suffer
because his favorites may not be qualified for the tasks that
carry the higher wages. This acts as a constraint on favoritism
and, consequently, results in effort exertion by workers.

The paper is set out in a straightforward fashion.
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Section 1 describes the basic model and the tendency toward
equality in organizations. The analysis is extended in Section
2 to illustrate the likely use of bureaucratic rules, while
Section 3 describes the costs of monitoring supervisors. In
Section 4, we illustrate how promotion-based compensation
schemes can be used to mitigate favoritism so that firms may
optimally link sorting and incentive issues. We conclude with

a brief discussion.

I. The Costs of Favoritism and the
Tendency Toward Equality within Organizations

Favoritism can involve inefficiencies on a host of
dimensions.  First, employees may quit if they feel
discriminated against, resulting in turnover costs and lost
specific human capital. Alternatively, it may affect incentives
to exert effort, as employees may feel that the additional
“noise” in the monitoring process caused by favoritism may
render the relationship between performance and rewards less
obvious. Another problem with the existence of discretion by
supervisors over their subordinates is to induce behavior by
subordinates seeking to ingratiate themselves with their
superiors (Milgrom and Roberts 1988, 1990, Tirole, 1992).

We consider an organization with two objectives. First,

there is a desire to induce employees to exert effort, as in a
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standard agency context. However, in addition, the firm must
sort its employees to jobs. It is shown that an optimal
response to the existence of favoritism is a tendency toward
more equality than would otherwise occur. This move toward
equality is not caused solely by the additional noise created by
favoritism, but rather is also generated by how changing
compensation affects the marginal return to exercising
whatever preferences supervisors have toward their

subordinates.

The Model
The firm employs two workers, who exert effort, and a super-

visor, who monitors their efforts.

A. Incentives
The workers, 1 and 2, exert effort ¢, i = 1, 2 in

producing output
y=é+ad + € e

where y' is output privately observed by the supervisor, o is
the ability of the worker, and €’ is an error term with mean
zero, which is normally distributed with variance o2, The cost

of effort is c(e), where ¢’ > 0,¢” > 0,c’(0) = 0, ¢’ () = o,
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Ability is assumed to be unknown to all agents and is
perceived to be normally distributed with mean 0 and variance
o¢. All primitive random variables are uncorrelated across
workers.

The primary objective of this section is to illustrate how
favoritism changes the way workers are paid. As a result, we
make use of a special case of agency problems that result in
linear sharing rules, characterized by Holmstrom and Milgrom

(1987), where the agents have exponential utility given by

Vo= —(exp (W' - c(e)))). )

Output is privately observed by the supervisor. However, the
supervisor may distort his report on the basis of his
preferences towards the subordinates. The preferences of the

supervisor are assumed to be given by
ve = w, + n'w! + n’w?, (3)

where w, is the wage of the supervisor, w' is the wage of
worker i, and n' is the “intensity” of the supervisor’s
preferences towards worker i. Favoritism is therefore
measured by positive or negative altruism. It is assumed that

n’ is unknown to all agents except the supervisor, but is only
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realized by the supervisor after he joins the firm.> The
distribution of n' is assumed to be normal with mean 0 and
variance of,.

We assume that rather than reporting y* about worker
i, the supervisor reports y + b’, where &' is the extent to which
the evaluation is distorted based on the supervisor’s prefer-
ences. In this section of the paper, we impose a cost to the
supervisor from exercising bias. More specifically, there is an
assumed monitoring technology for the supervisor’s reports.
How such a monitoring technology should be determined is
discussed at length in Section III. Here we simply assume that
the cost to exercising bias is given by D(b) = 1/2 b™2. In other
words, the cost of telling the truth (b' = 0) is zero but the
marginal cost is increasing as the supervisbr increases his
distortions. This cost is assumed to be a transfer from the
supervisor to the firm and has no effect on aggregate welfare.

The final ingredient necessary for our results is how the

workers are compensated. Holmstrom and Milgrom (1987)

*This is a potentially contentious assumption, as subordinates may
have some idea about how they are perceived by the superiors. The
implication of using this assumption that considered in the text is
that an additional distortion that the firm must worry about is where
the worker quits, as his boss does not like her. We feel that this
distortion would give rise to the same responses by the firm as we
describe for the model where the supervisor’s preferences are un-
known. We believe that what is key for the results is that the firm
not know the supervisor’s preferences.
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have illustrated that with normally distributed errors and
exponential utility functions, the optimal compensation

function is of the form
w=6+r j?i, (4)

where §' is the supervisor’s report on worker i, 7 is the piece
rate on output, and & is a salary component. (r and § are
common across workers because workers are ex ante indistin-
guishable; the error terms are uncorrelated so that there is no
need for relative performance evaluation.) This compensation
function is only optimal if the endogenous “error term” (bias)
is normally distributed. The quadratic cost function assumed

above is important for this.

B. Sorting
In addition to providing workers with incentives, the

firm also wishes to use the performance evaluation scheme to
determine which of the two workers is more talented. In
particular, we assume that the worker with the higher eval-
uation is assigned to another job, which we call job B, where
the marginal product of talent is larger than is specified by the
technology described above. In effect, that worker is pro-

moted, while the other worker remains in her old job, which
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we call job A. Note that the marginal product of ability is
normalized to unity in (1). We assume that job B has a mar-
ginal product of ability given by y > 1. In all other respects,
the two jobs are the same. Then consider the implication of
promoting the “wrong” worker, i.e., the worker with lower o,
to job B. The “misallocation cost” is then given by (y — 1)(¢/
~ o) in that profits could be increased by this amount if the
correct worker was assigned.®

Timing in the model is as follows. The firm first
chooses the contract for the workers. The workers then exert
effort and y’ is privately observed by the supervisor, who then
distorts his report based on his preferences. Following this,
the workers ‘are compensated and the worker with the best

report is assigned to the new job.’

The Supervisor’s Incentives

As mentioned above, with normal error terms, a linear
sharing rule is optimal.r All that remains to show the

optimality of the linear scheme is to show that bias is normally

°This setup offers no return to promotion for the worker.
Consequently, she has no incentive to exert effort to appear talented
and hence be promoted. This allows us to ignore the reputation
effects associated with unknown ability, as developed in Holmstrom
(1982).

"As there is some value to the supervisor’s information, it is
always efficient to promote the worker with the better report.
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distributed under a linear sharing rule. Straightforward

maximization shows that the supervisor chooses b‘ to
max w, + n'w! + n'w? - (1/2) (b')? (5)

subject to (4), which implies that b' = m".. Then from an ex

ante perspective,
b* ~ N(0, 1%02) 6)

A useful result is that db'|dn = 1 and &b‘|dndr = 1 so that
as sensitivity of pay to reported performance (7) increases, the
incentive to distort rises. In other words, when there is more
money “on the line,” supervisors are likely to lie more. Also
note that by substituting (6) into (3) that the supervisor’s
expected utility gain from his ability to exercise favoritism on
each worker is E[7? n?] = ¢, the variance of bias. This
expected gain is also larger when there is more money on the
line, so that the returns to being “boss” is the right to affect

others’ rewards.

The Worker’s Incentives

Each worker faces a piece rate of 7 so she chooses

effort such that c’ (') = .
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Objective of the Firm

As is well known, the objective of the firm is to
maximize ex ante surplus as all individual rationality
constraints bind in equilibrium. Therefore all individual
rationality constraints are ignored and incorporated into the

surplus maximization problem. This is given by

2
max 3o [ -c(e’) - Zr(0i+a})]
T =1

+ 203, - (y - 1)(Ea|a > 0) prob(a < 0]y > §?)

(7

1 2

where a = o' — (12 and o'f = of + Og.

Surplus has a number of components. First, y' — c(e’)

is output produced minus effort exerted, as is common in

agency problems. The risk premium % 1o + %] differs from

the standard linear compensation problem only in that o} is
endogenous, dependant on the firm’s choice of piece rate.
Next, 20} is the expected benefit to exerting bias to the
supervisor. Finally, (y - 1) (Ea|a<0) prob(a<0|9'>$?) is the
cost of allocating the wrong worker to the new job and
consists of the expected cost of misallocation (y - 1)(Ea|a<0)
conditional on the wrong worker being promoted, times the
probability that o' - o < 0, given §*>$?, i.e., the probability

of misallocation.
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Throughout the paper, we stress that compensation
schemes themselves generate inefficiencies, as supervisors dis-
tort their observations more when their reports count for
more. It is therefore useful to consider a benchmark where the
variance of bias is exogenous. More specifically, suppose that
oZ was exogenously given. Then the optimal piece rate would
be

-2
1

L ®)

2 2y
1+ rc"[o, + o))

This piece rate is clearly lower than if no bias existed (o} =
0). However, as we shall see, in the case where favoritism
reduces welfare, the firm will choose a piece rate lower than
this again.

Given the structure of the model, it is not clear

whether exercising bias is a good or a bad. Clearly it involves

ccosts to the workers, but at the same time it makes the super-

visor better off. The objective of this paper is to consider the
harmful effects of favoritism: if these are welfare-improving
trades, there is little reason for firms to develop schemes to
monitor their existence. In order to restrict attention to the
case where favoritism is harmful, we assume that the cost to

the workers exceeds the benefits that accrue to the supervisor



18

by Assumption 1.2

Assumption 1: rr > 2.

From (7), Assumption 1 is a sufficient condition for
surplus to be decreasing in o2 at a piece rate of 7, as the risk
imposed on the workers reduces welfare more than the
benefits to the supervisor.

Lemma 1 illustrates the first reason for imposing

equality in organizations.

Lemma 1: Let L(r) = (y-1) (Ea|a>0) prob(a<0|$!>$?) be
the misallocation cost for a contract with piece rate . Then
L'(r) > 0, so that a higher piece rate leads to worse

allocation of workers to jobs.
Proof: See Appendix.

Lemma 1 illustrates one of the principal points of the

paper, namely, that as the piece rate rises, there is more

®Note that this assumption does not imply that no bias offers
highest utility, even conditional on an exogenous effort choice by the
worker. This is because for small r, the marginal benefit to the
supervisor from exercising favoritism is greater than the cost to the
worker.
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money “on the line,” which gives supervisors a greater
incentive to distort their reports on workers. In turn, this leads

to more costly mistakes in job placement.

The Optimal Choice of 7

The objective of the firm is to maximize (7) subject to

c’(¢’) = v and b* = tn’. This yields the first-order condition
1-cr() = rC'C”[o'f + o] - Zc’c"a,z,[rr2 - 2]
+ L(7). 9)
Simplifying and using the fact that 1 = ¢’ (¢') yields

e 1 -L'(r) . <1 (10)
1+ rc”[of + ozb] + 2(r12—2)c”of7

if Assumption 1 holds. Equation (10) illustrates the major
points of Section 1. Increasing the sensitivity of pay to
reported performance leads to more lying by the supervisor,
which is costly to the firm through misallocation costs.
Consequently, the firm reduces 7 in order to limit the effects
of supervisor discretion. Similarly, increasing the piece rate
increases the risk faced by the workers (as the supervisor lies

more) which also reduces the optimal sensitivity of pay to



20

performance. In addition, note that there is a marginal effect
of increasing 7 on the noise in the monitoring process, given
by the last term in the denominator of (10), so that 7* < 7.
In this sense, it is not that bias simply adds noise to monitor-
ing, which would cause the the firm to reduce 7. Instead, the
reward structure is determined by the realization that the
compensation scheme itself generates noise in the evaluation

process.’

I1. Bureaucracy

Section I illustrates how favoritism can be mitigated by
making compensation less sensitive to performance evaluations
than it would be in the absence of supervisor bias. We now
illustrate how an organization may use bureaucratic rules for
the same purpose.

Bureaucratic rules pervade many facets of
organizations. We typically think of bureaucracy in terms of
“red tape,” but more generally it refers to the use of rigid
rules for allocating resources. In the context of human re-

source management, for example, many organizations commit

*Note that if the misallocation problem is small and workers are
risk neutral, then the optimal 7 exceeds unity. More generally, this
point illustrates that firms should design jobs in such as way as to
benefit from the utility that individuals receive from exercising
authority over others.
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to rules that give priority to seniority in promotion decisions,
and often require minimum experience requirements in a par-
ticular job before an employee can be promoted, independent
of the worker’s talents.

The bureaucratic nature of these practices is not that
seniority should be correlated with promotion prospects or
that, on average, some experience is necessary before
promotion, but rather that firms commit themselves to rules
for allocating resources rather than deciding on appropriate
assignments on a case-by-case basis. Consequently, we charac-
terize decisions as “bureaucratic” when the firm commits itself
to a compensation rule that does not efficiently aggregate
information ex post. Instead, the firm could attach “too
much” weight to a less informative signal and “too little” to
others when compensating employees.

The job allocation problem described above plays no

particularly interesting role in the use of bureaucracy in

'organization so it is ignored in this section of the paper.

Here, the firm’s only objective is to induce effort exertion at
minimum cost. Similarly, ability plays no important role here
so we assume that o3 = 0. Given this assumption, we can
simply concentrate on the incentives of a single worker, so
that all worker superscripts are ignored throughout this

section.
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In order to model this process, it is necessary to include
another piece of information on the worker’s productivity. We
assume that the firm receives an independent observation on

productivity given by
=€+ €+ q, (11)

where €, ~ N(0, o}). This information could either be some
objective information on the worker’s performance, such as
quantity produced, or it could simply be a manager’s
impression of the worker’s performance.

For future reference, it is useful to note that the firm’s
piece of information can potentially be used for two purposes.
First, as emphasized in this section, it can be used as an addi-
tional piece of information to monitor the performance of the
worker. However, it can also be used to monitor the super-
visor’s favoritism, as the firm’s observation can be compared
to the supervisor’s to get an observation on the bias exerted
by the supervisor. This issue is addressed at length in the next
section. In this section, we assume that the firm’s observation
is used only as an additional instrument to compensate the
worker.

As a benchmark, it is worthwhile to consider the case

where the variances of the monitoring errors for the firm and
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supervisor are exogenously assumed to be o} and o2
respectively. Then it is straightforward to show that the

optimal compensation function

w=a+ 1 + 1y (12)
is given by
e
s 2, 2, 2 2
0+ 0 +C'ro o
and
o2
T, = d _ (14)
2, 2, 22
o+ o +c"roa
. . . T 02 .
Of particular importance is that 7= - °f so that the weights
Ty .

5

attached to the supervisor’s information relative to the firm’s

are exactly in proportion to their respective variances. This is

precisely the optimal means of aggregating information on the

worker’s performance ex post, where the firm’s ex post
estimate of the worker’s effort is

2.4 2
g
¢ TPt 0 (15)

2 2’
o+ 0

so that the relative value of §, in estimating effort is given by
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o}/ o2. Thus greater uncertainty about the firm’s information
increases reliance on the supervisor’s report.

The purpose of what follows is to illustrate that when
bias is endogenously chosen by the supervisor, the firm will
commit to a rule that attaches less weight to the supervisor’s
information than the optimal means of aggregating
information ex post.

The firm’s objective is now to
max y - c(e) — _;.['riozs + oi‘ri] + ai, (16)

where o} is as defined in Section 1, subject to 7, + 7, = ¢’ (e)

and b = 7;n. The first-order conditions to this problem are

1 -c’(e) = c"r[r,0% + 'rfcr,z7 - 2130,27 (17)
and
_ 1 -c’(e) = c"r107). (18)
These imply that
T o; Y
5 = f < 1 (19)
T¢ 025+(r'rzs - 2)0;7'7 025

if favoritism is welfare reducing, i.e., if r'rﬁ < 2. Therefore, the

firm commits itself to a rule that does not aggregate informa-
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tion in an efficient fashion, in order to reduce the incentive
for the supervisor to exercise bias.

This point is worth emphasizing. This section does not
simply imply that the additional noise induced by favoritism
leads to less weight placed on the supervisor’s report. Rather,
the firm will commit itself to a rule that places even less
weight than is used when information is aggregated efficiently,
despite the lower value of the supervisor’s information. It is
in this sense that bureaucratic rules are used, placing “too
much” weight on statistics about performance that cannot be
corrupted.

It is worth noting here that this solution relies on the
firm having credible commitment power to use this solution.
It is clear that ex post the firm would like to attach more
weight to the supervisor’s report than in the bureaucratic

process described above. With this in mind, it is not surprising

that firms often use objective criteria, such as seniority or

quantity of output produced, when making these decisions
rather than other more implicit measures which are harder to

measure, which the firm might be tempted to use.

III. Monitoring the Supervisor
The remedies considered in Sections I and II are in-

direct solutions to the problem of favoritism as the worker’s
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compensation is being varied to remedy transgressions by the
supervisor. A more direct response is to consider monitoring
of the supervisor by the firm, where the supervisor’s compensa-
tion is adversely affected if the firm feels that the supervisor
is lying about performance appraisals.

The typical solution for monitoring supervisors is to
obtain multiple observations on a worker’s performance. This
is useful for two reasons. First, more observations on the
worker’s performance improve the monitoring mechanism, as
in any agency setting. However, multiple monitoring also
serves to monitor the behavior of the monitors, because the
report of any one monitor can be compared to others to

estimate likely transgression.’

3.1. The Use of Multiple Observations

In the previous sections, the inefficiencies of favoritism

can be parameterized by o7. This is treated as a reduced form
here, where o} is conditional on some exogenous
compensation function with piece rate 7 for the worker, as

described in Sections I and II. The supervisor observes y, as

“In many organizations, punishment for potential transgressions
is likely to occur in a vague fashion, such as a stain on the super-
visor’s reputation that adversely affects his chances of promotion.
This issue is circumvented here by simply assuming a compensation
function where the supervisor is rewarded and punished directly on
the basis of a test statistic that is correlated with favoritism.
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above but reports y, while the firm observes ¥r. The test

statistic used to compensate the supervisor is

-y =B (20)

The supervisor is then assumed to be compensated by the
function
w, = u — AB% (21)

where the supervisor is penalized on the basis of how far the
test statistic is from zero. Note the similarity between this
compensation scheme and the reduced-form cost function used
in Sections I and IL."

The parameter A measures the intensity with which the
firm penalizes the supervisor for perceived transgressions.
The salary component 4 is chosen merely to satisfy the super-
visor’s individual rationality constraint and plays no further

role in the analysis. The supervisor chooses b to

max, E[w, + nw}, (22)

"There is actually a continuum of compensation schemes that can
induce the first-best as the supervisor is risk neutral. The quadratic
structure is chosen only for simplicity. It should also be noted that
we have introduced convexity in the cost function as a substitute for
concavity in the supervisor’s preferences.
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where w is the wage of the worker. This can be simplified in

a straightforward fashion to
max, E[p - A(y-y)® + nw], (23)

The objective of the supervisor is to predict the firm’s
observation to maximize his monetary rewards. Therefore the
supervisor will report Ey, + b where Ey; is the supervisor’s

best estimate of the firm’s observation. This simplifies to
max, E[ g - A(Ey;-y,)?- Aol + nw), (24)

with the first-order condition for b characterized by b =

[7/A]n, so that the variance of bias, conditional on A, is

) = (e, 25)

.(Note that in Sections I and II, A wés normalized to unity.)

" Given the supervisor’s incentive, it would appear that
the optimal policy for the firm to follow is to increase A from
zero because b ~+ 0 as A - », Therefore a potentially simple
solution outlined to this agency problem is to penalize the

supervisor for perceived transgressions in terms of showing
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favoritism.!?

There is one potentially important caveat, however, in
that this strategy relies on the supervisor’s report being
invertible to determine his report. Assume that the contract is
chosen so that b is negligible. Then the supervisor reports his
best guess of the firm’s observation which is given by

. oy + oie*
PG (26)

2 2
Og + 0

where e* is the equilibrium effort level of the worker. Then as
o? and e* are commonly known, the firm can invert y to
induce y, the supervisor’s true observation. If this is the case,
then the potential exercise of bias results in no distortions and
the first-best monitoring scheme can be implemented.
However, this critically relies on the assumption that o2
> 0, i.e., that the supervisor’s observation carries some infor-
mation for predicting the firm’s observation, conditional on
knowing the worker’s effort in equilibrium. But if 02 = 0, the
supervisor knows that the worker’s effort is e’, and his best
guess of the firm’s observation is also e’, independent of his

own observation. In other words, once the supervisor is moni-

"More generally, the firm can induce any *“level” of bias by
changing ).
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tored, he never uses his own information; he simply states
what he knows the worker’s effort to have been.

This problem arises only because the error terms in
monitoring the worker are uncorrelated across the supervisor
and the firm, in that there is no common information in the
reports of the supervisor and the firm for this problem to
arise, aside from deterministic effort. But in most scenarios,
this seems unlikely, as whatever bad luck pervades the per-
formance of an employee is likely to be at least imperfectly
observed by both monitors. This is the case where o3 > 0, so
that the assumption of unknown ability plays an important role
in the analysis. Therefore, subject to this caveat, the firm can
use multiple observations to induce the first-best monitoring
scheme. The remainder of this section is devoted to describ-
ing realistic extensions of the model that imply this is an

unduly optimistic impression.

3.2. Problems with Monitoring Supervisors
A. Risk Aversion

The solution outlined above clearly involves consider-

able risk for the supervisor. In-effect, the limiting result
~described above rewards the supervisor well if the supervisor’s
report is within some tight bounds of the firm’s observation.

Otherwise, the supervisor is poorly paid. This can obviously
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involve considerable deadweight losses if the supervisor is risk
averse.

This issue is well known in the agency literature and
there appears little purpose in formally modeling these costs.
Instead, the main focus of this section will be to illustrate
alternative constraints on organizations monitoring supervisors

who have private information.

B. Yes Men

The way we have described monitoring supervisors is
that when firms decide to use multiple observations to reward
the supervisor, it gives supervisors more incentive to tell the
truth. However, as alluded to above, this is not quite precise,
as it really gives supervisors an incentive not to be caught
lying, which is not the same as telling the truth. This section
extends Prendergast (1993) to illustrate how offering super-
visors incentives of the type described above can result in the
creation of yes men, who, rather than tell the truth, act merely
to mimic the opinion of their superior.

This incentive arose above where the supervisor
reported his estimate of the manager’s observation. However,
a key feature of the analysis above is that the supervisor’s
report can be inverted to uniquely determine y. In this section,

we illustrate that if the supervisor can invest resources to
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determine a noisy measure of the manager’s opinion, this
result is no longer true.

In particular, assume that the supervisor, in addition to
observing y, also observes a noisy statistic on the manager’s

observation via

yw =yf + W, (27)

where @ ~ N(0, 02). There are many realistic interpretations
ofy,. For example, a senior manager may have certain priori-
ties, such as emphasizing “quantity” over “quality” or the
manager may himself have preferences towards certain
workers himself.

We assume that the supervisor needs to expend some
resources in determining the manager’s views. We also assume
that o2 = g(e,), where ¢, is effort exerted by the supervisor at
cost d(e;), where d’ > 0,d” > 0,d’(0) = 0, and d’ () = =,
We assume thatg’ < 0,g” > 0, and g(0) = . Therefore the
supervisor can expend effort to determine what his manager
would like to hear, but he has no idea of his manager’s

preferences unless he exerts some effort (g(0) = ).

BIt should also be clear that the supervisor’s observation on the
worker could depend on effort exerted. This issue is addressed at
length in Prendergast (1993) and is ignored here for simplicity.
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Consider the supervisor’s estimate of the manager’s
opinion, conditional on his effort decision. Given y, y_, and
knowledge of the worker’s incentives (which yield e*), the

supervisor’s estimate of y, is given by a normal distribution

with mean
9= by + wee + Ly, (28)
where
2 2
g,0., (29)
Ko 2 2 2 2 2 2 2,2 _2y°'
0005+000f+0f0s+0w(00+05)
olo?
0, = sPw (30)
1 2 2 2.2 2 2 2,2 _2v°
0005+000,+0,0+0,(05+0%)
and

By =1 = py — py. (31)

Thus when the firm monitors the supervisor’s performance,
the supervisor reports a convex combination of his three
pieces of information. This in itself is not necessarily a
problem. Consider the case where 02 = o, (i.e., where e, =
0), so that the supervisor gets no indication on the manager’s
opinion. Then as p, = 0, the supervisor reports § as in
equation (26) so that y can be perfectly inferred.

The interesting problem arises when o2 < wor e, > 0.
Then the worker’s report depends on two variables that are

unknown to the manager, y and y_, but only y is relevant for
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determining the true value of performance. To see this, note
that the manager knows u, for all /, in equilibrium so that the
uncertainty facing the manager over the true value of y is

given by the random variable

Z = dy Ly, (32)

The conditional distribution of y given z is normal with mean
y and variance [u,/p,l’02 > 0, so the existence of “yes men”
introduces greater uncertainty than when the supervisor
reports honestly. If the supervisor reports honestly, the

variance of y is given by

o2ols?
Ve = Sl (33)

2 2 2 2 2 2

00 +0 0 +0(0
But as the manager can only invert the supervisor’s report to
determine z, the estimate of the variance of performance is

given by

o [_} o2
L Ho > Vx (34)

24l 2| o2 [o'2+02]+o
st ) CwltfrtCo o
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so that monitoring by the firm causes the supervisor to

monitor less effectively. Note that the costs of monitoring are
2

w'

strictly decreasing in o as [u,/uo)’ o2 is decreasing in o
Our purpose is not simply to show how this incentive
for conformity can result in efficiency losses. Instead we study
the implication of this incentive for how the firm should
compensate the supervisor. As above, we assume that the
supervisor’s compensation function is given by (22), which
equals
w, = i — AMEy; — y, + b)% (39)

Routine calculations show this equals
W, = i = AMugol + (k- 1)%0t + piol + b7 (36)
The supervisor then chooses e, to

max, , 4 - Aol + (;/.2—1)20f2 + o + bY)
+ nw - d(e,) (37)

subject to ow/ab = 7. It is straightforward to show that
ow,/de, > 0 because more effort implies that the supervisor
can better predict his manager’s opinion. However, of more
importance for our analysis is that de,/dA > 0 so that as the

manager imposes greater costs on the supervisor for perceived
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infractions, the supervisor responds by spending more time on
unproductive activities designed to determine the manager’s
opinion. In this sense, the tendency towards conformity
increases as the supervisor’s compensation depends more upon
it. On the other hand, it is straightforward to show that
da2/3A < 0. The choice of A is therefore not as simple as in
the previous section, where its only implication was to reduce
favoritism. Here, there is a countervailing incentive where the
supervisor responds by distorting his report more and more,
and expending more resources to determine his superior’s
opinion. More formally, the firm’s profits fall as o2 falls, both
because the monitoring mechanism becomes less precise, as
described above, and because the effort exerted by the
supervisor must ultimately be paid for by the firm through the
supervisor’s IR constraint. For these reasons, it is easy to see
that it is no longer optimal to choose A4 = « but, instead, the
firm trades off the costs of favoritism with the costs of

conformity.

C. Multi-tasking
The model described above assumes that the only

~activity carried out by the supervisor is to provide performance
evaluations. This is clearly a restrictive assumption; super-

visors typically carry out a host of activities that potentially
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affect the welfare of their subordinates. For example, super-
visors provide on-the-job training for employees, assign them
to tasks with greater or smaller returns to talent, decide on
layoffs, and determine work schedules. The purpose of this
section is to describe how the firm will typically restrict its
punishment of the supervisor for perceived infractions over
favoritism in order to restrict substitution of harmful activities
on other dimensions. |

To take a specific example, assume that the supervisor
provides on-the-job training to the worker, in addition to
providing performance evaluations. Assume further that the
firm cannot monitor training; all that it can do is penalize the
supervisor for perceived favoritism in performance evaluations.
(In other words, the supervisor can be penalized only if it is
felt that he has lied) Then consider the behavior of a
supervisor who dislikes his subordinate (n < 0). He has two
instruments by which he can harm the disliked worker: either
lie on performance evaluations or make sure that the worker’s
performance is poor by denying him training opportunities.
The key point here is that as the firm increases the punish-
ment on perceived lies (as A increases), the supervisor is likely
to substitute into activities that makes his report truthful. He
can sabotage his subordinate’s performance. This constitutes

a cost for the firm from punishing the supervisor and results
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in more lenient penalties on the supervisor.

Formally illustrating this result requires a considerable
extension. First, we need to consider the impact of training on
productivity. Second, the logic described above is predicated
on the assumption that as the supervisor lies less on
performance evaluations, his marginal incentive to sabotage
increases. This requires an assumption of diminishing returns
to harming the worker, which is not provided in the model
above as the compensation function is linear and the super-
visor’s preferences are linear. Therefore, to formally model
this phenomenon requires imposing strict concavity in the
supervisor’s preferences. If these extensions are made to the
model, then it can be shown (Prendergast (1993)) that the
supervisor’s ability to sabotage worker’s true output mitigates
the firm’s incentive to penalize infractions on performance
appraisals. This conclusion accords with similar analysis by

Holmstrom and Milgrom (1992) on multi-tasking.

IV. Tying Wages to Jobs
In large organizations, wages and salaries are
commonly “tied” to a particular job or task, perhaps with

~some small discretionary range within tasks.” Wages are

“See, e.g., Groshen (1991) on data illustrating how wages are
typically tied to job assignments. ’
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associated with a particular task, independently of the identity
of the worker performing that task. On the surface, this
design seems to remove much of the firm’s discretion in
rewarding heterogeneous workers, which may harm incentives.
We argue that tying wages to jobs may actually improve per-
formance by removing supervisors’ opportunities to exercise
bias in setting pay. The point is related to our earlier
discussion of bureaucratic rules in organizations.

The idea is that tying wages to jobs raises the
supervisor’s cost of inefficiently rewarding favorites. We
assume that the supervisor’s reward is based on the total
output of his subordinates. When the supervisor has full
discretion over both job assignments and compensation, he
can dole out monetary rewards to favored workers while
assigning the most talented workers optimally. This harms
incentives. But when wages are tied to tasks, the output gains
from optimal assignments are also tied to paying workers
appropriately. Then favoritism in compensation carries a cost
of inefficient job assignments. Therefore, tying wages to jobs
can act as a mitigating factor in the exercise of supervisor
discretion.

We model this by assuming that the supervisor is the
full residual claimant of his subordinates” output. Then the

real issue is commitment by the supervisor. Ex ante, the
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supervisor would like to commit to efficient compensation, as
this guides incentives and increases total output. Then strong
reputations will eliminate the type of favoritism we model
here. For this reason, we assume that reputation formation is
prohibitively costly.

We return to the basic model of Section I with a single
employee, but where the employm¢nt relation is for two
periods, with no discounting. Here the employee can either
be retained in his current job, job A, after period one, where
the marginal return to ability is unity, or promoted to job B,
where the marginal pfoduct of ability is y > 1. For simplicity,
it is assumed that in all other respects the jobs are identical.
It is further assumed that the supervisor is residual claimant
on output for the two periods. The supervisor is not moni-
tored over his perforrhance evaluations, for the reasons
described in Section III. Note that on efficiency grounds the
worker should be promoted to job B if her perceived ability

exceeds 0 after period one.

4.1. Separating Sorting and Incentive Issues

Assume first that there is no requirement that wages
change upon changing tasks. As there are no benefits to the
worker (and consequently, the supervisor) from being pro-

moted, the supervisor will always assign workers efficiently, as
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he is residual claimant. Therefore, if the perceived ability of
the worker exceeds 0, the worker will be promoted to job B.
However, in the absence of a monitoring scheme, the super-
visor cannot induce any effort from his subordinates. This
follows immediately from backward induction. At the end of
period 2, the supervisor will base his recommendations solely
on the basis of his preference, so there is no incentive to work
in period 2. But as there is no return or opportunity to the
supervisor from developing a reputation, the supervisor will
similarly act on his whims in period 1, despite the fact that he
is residual claimant. Therefore, by backward induction, the
worker never exerts effort, which clearly involves efficiency
losses, and the firm should offer a wage independent of

performance evaluations.

4.2. Tying Incentives and Sorting

Assume that the firm develops an alternative organi-
zational structure where the supervisor has no discretion about
wages within a job, but can promote workers to a job with a
higher wage. More specifically, assume that the organization
designates a wage of L to job 4 and W to job B, where W >

L. The issue at hand here is whether the firm can use such a

“This is clearly caused by the inability of the supervisor to
develop a credible reputation for fairness. Similar qualitative results
are likely to hold when reputation acquisition is costly.
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procedure to induce more honesty from the supervisor.

A key aspect is that the supervisor now incurs a cost by
offering a high wage to an undeserving worker because pro-
ductivity falls. To see this, note that the supervisor’s utility
from offering job B to the worker rather than job A is nW +
Ya, - [nL + ), where «; is the perceived ability of the
worker after period 1. Therefore, a job B assignment will be
offered if

0> L0 (38)

Suppose that the worker is sufficiently capable tb be promoted

on efficiency grounds. Then (38) implies that there is some

probability that the worker will be promoted even if he is
disliked by his supervisor.'

To show how a policy that ties wages to jobs can be

beneficial to the firm, consider the worker’s incentives. The

worker is given the promotion if

(Y - 1)a1

+n > 0. (39)
W-L

Note that

Note that as in Section 1, as the return to promotion tends to
zero, the first best allocation of workers to jobs arises.
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_ S0 -Fe) (40)

1 2, 2

Og+0.
where Ee is expected effort, equal to e* in equilibrium. This
implies that in equilibrium the distribution of the LHS of (39)

is a normal distribution with mean 0 and variance

(y-1?
(W_ll)2 0'3'0'0'3

+0’2
7|

Let this distribution function be characterized by &, with

density ¢. The worker chooses e to

max [1 - @(;/_:l(a +e —FEe) + n) u(W) (41)
+ Q(;_:Il‘(a +e-Fe) + n)u(L) - c(e) ’

where u(x) is the worker’s utility from wage x. Her effort

decision is characterized by

2
(y-1) © o
I}/_L) 03+002 PO (W) ~u(L)] = c’(e) (42)

€

in equilibrium. As the LHS of (42) is positive (as y > 1 and

o2 > 0), the worker exerts positive effort. In other words, the
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prospect of appearing talented results in the worker exerting
effort despite the preferences of the supervisor. This result
occurs only because wages are tied to jobs, which gives the
supervisor a means of committing to acting honestly. It is in
this sense that tying wages to jobs can enhance efficiency.
Note, however, the tradeoffs involved. By tying wages
to jobs, workers do indeed exert effort but, from (38), at the
cost of sometimes misallocating workers. This arises if the
supervisor’s preferences are so strong that he is willing to put
up with the costs of misallocation. The alternative is not to
provide incentives at all, which, though obviously costly, has
the benefit of not involving misallocation. The optimal policy
depends on parameter values, measuring the benefits of
incentive provision relative to -the benefits of correctly

allocating workers to jobs.

Conclusion

This paper is an initial attempt to understand how
organizations respond to favoritism. To deal with favoritism
and bias, we argue that firms may rely on bureaucratic rules
for compensation and promotion, they may use more inter-
personal equality than would otherwise be efficient, and may
tie wages to jobs rather than individuals. Here, these

management strategies are meant offset the inefficiencies that
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can be caused by the personal likes and dislikes of supervisors.

The main inefficiency elaborated on in the paper is that
favoritism renders monitdring less efficient. The response of
the firm is not simply a reaction to this additional noise;
instead, the instruments described are designed on the
realization that the efficiency of the monitoring system is
caused by compensation schemes. It is in this sense that
favoritism is a theoretically different construct from an
inefficient monitoring scheme.

Before concluding, it is worthwhile to consider the
importance of some maintained assumptions. We have
assumed that workers do not know or act on supervisors’
preferences. We think it unlikely that this significantly affects
our results. Similarly, we have assumed that ability is unknown
to all parties. But the key point for many of our findings is
that the firm does not know workers’ talents, so it must rely
on the supervisor’s reports. Overall, we feel that our results
are robust to alternative specifications and assumptions.

The impact of favoritism goes well beyond the narrow
confines that we have described. For example, in some cases
personal relationships can enhance productivity. This aspect
of productivity enhancement has been ignored here but pre-
sumably can make the monitoring problem described in Sec-

tion III far more problematic; a manager showing favoritism
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towards a worker may be doing so because it increases
productivity. We have also ignored any role for reputations in
reducing the impact of favoritism. Yet firms are often
concerned with being “fair,” or even appearing so, particularly
in the context of the possibility of discrimination against
women or minorities. How this affects behavior is unclear.
For example, is this incentive for reputation building enough
to eliminate favoritism? Or, can it lead to positive
discrimination towards some otherwise unfavored group?
Our limited objective was to demonstrate that many
issues of favoritism can be described in a typical agency
framework, rather than relying on notions of fairness and
reputation. In this way, our analysis provides a foundation for

studying how organizations may deal with problems of bias.
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Appendix
Proof of Lemma 1

Note that since Ea|a < 0 is a constant, we need only
consider prob(a < 0] y' > y?) when considering the effect of
compensation on sorting. y' > y? implies that « > —u where
p=-c¢€+ b —b>and € = €!-€% Conditional on p, this
occurs with probability 1 - F (-u), where F, is the distribu-
tion of a. The probability that a < 0, conditional on @ > -y,
is min(0, F,(0) - F,(-u)). However p is unknown ex ante

so that we must integrate over u. So prob(n < 0]y! > y?) is

min[o, [ (F,© = F,(=m1aF, ()

If u < O, errors are never made as worker 1 is harmed by the

supervisor’s report. Therefore,

mi«{o, [ IF(0) = F(=p)IoF,(w)

oo}

IS

- l F(~1)3F ().

Let b = b' - b%. Then since E(¢ + b) = 0, increasing 7 is

equivalent to a mean preserving spread of the distribution. A
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mean preserving spread of u decreases

[e ¢]

lFa(—u)aF,‘(u)

as more weight is placed in the tails of the u distribution.
Hence errors are made more frequently as more weight is

placed in the tails of the distribution. O
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