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Baron-Besanko Model
Motivations:
1. Regulators do audit
2. Even with mechanism design, addition of 

auditing may make for greater welfare
3. [Not an explicit motivation] Might regulators 

over- or under-regulate, or err?



Preliminaries

is conditional distribution of marginal cost

Firm has total cost function as sum of fixed plus variable cost. Fixed is 
common knowledge, variable is private information.
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Welfare Function
Expected penalty (payoff of audit), given theta, is

Total welfare is
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support of C

likelihood function

Audit 
probability (eqm) profit

Audit cost
subsidy/transfer



Welfare and State Equations
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Constraints
Incentive-compatibility (truth-telling)

participation



Lagrangian

“co-state” variable Multiplier for individual 
rationality constraints



“Endpoint” Cases





First Characterization of Policy:
Stochastic Passage Rule








