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                                        which the State could not verify the true venture return and others in which the State<br />

                                                        could, and find that the sea loan and the commenda were used as predicted: the sea loan<br />

                                                        when and where hidden information prevented the merchant from credibly committing not<br />

                                                        to misappropriate some of the return; the better-risk sharing commenda when and where<br />

                                                        various institutional developments alleviated this hidden information problem.<br />

                                                        Yet, many questions should be addressed. Why were the financiers entailed to all the<br />

                                                        capital saved from misfortune in case of loss— τ(y) = y— or, put it differently, why<br />

                                                        were both the entrepreneur and the financier “protected” with limited liability? Why did<br />

                                                        the merchants finance part of their ventures and raise additional funds through debt-like<br />

                                                        sea loan and equity-like commenda contracts before investing 100 percent of their own<br />

                                                        resources— φ ∈ (0, 1)? Did the observed capital structure provide the optimal allocation of<br />

                                                        risk? And why did the Venetians provided insurance through the credit market? Indeed,<br />

                                                        later in the fifteenth and sixteenth centuries, credit and insurance were furnished through<br />

                                                        two distinct contracts. Overseas trade was then typically funded through risk-free bills of<br />

                                                        exchange and insured through premium contracts, with the particularity that the premium<br />

                                                        was commonly paid after the insured cargo was safely arrived to destination. 4<br />

                                                        The formal<br />

                                                        model provides the foundations for addressing these questions.<br />

                                                        Definition 3 A bill of exchange (risk-free debt) establishes<br />

                                                        − k ≤ τ < 0 and τ(y) = τ(x) = τ(¯x)<br />

                                                        Definition 4 A pure insurance contract establishes either τ > 0 with at least one τ(s) < 0<br />

                                                        (as today’s premium insurance contracts) or τ = 0 with at least one τ(s) < 0 and other<br />

                                                        τ(s) > 0 (as commonly happened in pre-modern Europe). In brief, a pure insurance contract<br />

                                                        is such that, at date 1, the entrepreneur receives in some states a positive payment from his<br />

                                                        financier-insurer, i.e. ∃ s : τ(s) < 0.<br />

                                                        4 The bill of exchange was an order to pay in one place in one kind of money because of a payment<br />

                                                        received in a different place in a different kind of money. There was always a time lag between receipt and<br />

                                                        payment, so that one of the parties was extending credit to the other in the meantime.<br />

                                                        11
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                                                    which the State could not verify the true venture return and others in which the State could, and find that the sea loan and the commenda were used as predicted: the sea loan when and where hidden information prevented the merchant from credibly committing not to misappropriate some of the return; the better-risk sharing commenda when and where various institutional developments alleviated this hidden information problem. Yet, many questions should be addressed. Why were the financiers entailed to all the capital saved from misfortune in case of loss— τ(y) = y— or, put it differently, why were both the entrepreneur and the financier “protected” with limited liability? Why did the merchants finance part of their ventures and raise additional funds through debt-like sea loan and equity-like commenda contracts before investing 100 percent of their own resources— φ ∈ (0, 1)? Did the observed capital structure provide the optimal allocation of risk? And why did the Venetians provided insurance through the credit market? Indeed, later in the fifteenth and sixteenth centuries, credit and insurance were furnished through two distinct contracts. Overseas trade was then typically funded through risk-free bills of exchange and insured through premium contracts, with the particularity that the premium was commonly paid after the insured cargo was safely arrived to destination. 4 The formal model provides the foundations for addressing these questions. Definition 3 A bill of exchange (risk-free debt) establishes − k ≤ τ < 0 and τ(y) = τ(x) = τ(¯x) Definition 4 A pure insurance contract establishes either τ > 0 with at least one τ(s) < 0 (as today’s premium insurance contracts) or τ = 0 with at least one τ(s) < 0 and other τ(s) > 0 (as commonly happened in pre-modern Europe). In brief, a pure insurance contract is such that, at date 1, the entrepreneur receives in some states a positive payment from his financier-insurer, i.e. ∃ s : τ(s) < 0. 4 The bill of exchange was an order to pay in one place in one kind of money because of a payment received in a different place in a different kind of money. There was always a time lag between receipt and payment, so that one of the parties was extending credit to the other in the meantime. 11
2.2 Optimal Contracts A contract is optimal if and only if it sustains an optimal allocation of consumption, which is defined as the solution to the following (concave) problem for some given value of U 2 . 5 Further, we restrict our attention to contractual forms that sustain the optimal allocations for all individually rational levels of U 2 , i.e. regardless of the competitive structure of the capital market. Thus, the model can explain the variety of financial relations observed in Venice, where it was as common that non-noble merchants of low means raised capital from the leading aristocracy as that rich and politically-powerful merchants got funds from medium-class artisans. In other words, the model— in contrast with Lacker and Weinberg (1989), Bolton and Schartfstein (1990) and Hart and Moore (1998), where optimal contracts are not robust to the allocation of bargaining power— can be applied to both venture and well-functioning capital markets. Program 1: max E{U 1 [c 1 (s)]} {c i (s)} i=1,2 s.t. E{U 2 [c 2 (s)]} ≥ U 2 (2) c i (s) ≥ 0 ∀i, ∀s (3) ∑ c i (s) ≤ w(s) ∀s. (4) i Restrictions (3)-(4) are feasibility constrains. Consumption cannot be negative and cannot exceed total resources. Constrain (4) holds with equality, since resources are not spared optimally. Therefore, c 1 (s) = w(s) − c 2 (s) and the problem can be solve on c 2 (s) for s ∈ S. It also follows that (2) holds with equality, so that the concave utility possibilities frontier can be traced out as the parameter U 2 is varied. Individual rationality imposes 5 The Revelation Principle ensures that any contingent allocation that satisfies the self-selection property, i.e. which is incentive compatible, can be achieved under a mechanism (a contract). This allows us to convert a problem of characterizing efficient contracts into a simpler one of characterizing efficient allocations, as in a pure exchange economy. Then, we only have to find a contract that sustains the optimal allocation and respects all the restrictions. 12
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