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                                                        The lower bound is given by the financier’s ex-ante participation constraint<br />

                                                        U 2 ≥ U 2 [k 2 ], (5)<br />

                                                        which ensures that he is as well off under the contract as he is under autarky. The upper<br />

                                                        bound of the parameter U 2 varies depending on the merchant’s initial endowments. If he<br />

                                                        is endowed with zero wealth, k 1 = 0, U 2 ≤ E{U 2 [k 2 − k + s]} because the merchant will<br />

                                                        always agree to undertake the venture. His ex-ante participation constraint, E{U 1 [c 1 (s)]} ≥<br />

                                                        E{U 1 [k 1 ]}, can thus be ignored, for his best alternative is consuming nothing in all the<br />

                                                        states, which gives him no more utility than he can get through contracting, as constraint<br />

                                                        (3) reads. If, on the contrary, the merchant is initially endowed with the necessary resources<br />

                                                        to finance the venture himself, k 1 > k, he can undertake the venture alone and consume<br />

                                                        c 1 (s) = k 1 − k + s. In this case, his individually rational constraint<br />

                                                        E{U 1 [c 1 (s)]} ≥ E{U 1 [k 1 − k + s]} (6)<br />

                                                        is more restrictive than his ex-ante participation constraint, because of (1) for i = 1 and<br />

                                                        utility functions exhibit decreasing absolute risk aversion (DARA). This implies a smaller<br />

                                                        upper bound on the parameter U 2 for k 1 > k than for k 1 = 0.<br />

                                                        Also, the restricted set over which contracts are optimally chosen changes depending<br />

                                                        on the assumed information structure. First, incentive-compatibility restriction (8) must<br />

                                                        be fulfilled when the merchant posses hidden information, but it is relaxed when the commercial<br />

                                                        return is verifiable. Second, hidden information restricts the upper bound of the<br />

                                                        parameter U 2 to the expected value of the verifiable second-date endowment.<br />

                                                        U 2 ≤ p y U 2 [k 2 − k + y] + [p x + p¯x ] U 2 [k 2 − k + x] < E{U 2 [k 2 − k + s]}. (7)<br />
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                                                    oth a lower and upper bound on U 2 . Hereafter, this parameter is restricted to lie in this interval. The lower bound is given by the financier’s ex-ante participation constraint U 2 ≥ U 2 [k 2 ], (5) which ensures that he is as well off under the contract as he is under autarky. The upper bound of the parameter U 2 varies depending on the merchant’s initial endowments. If he is endowed with zero wealth, k 1 = 0, U 2 ≤ E{U 2 [k 2 − k + s]} because the merchant will always agree to undertake the venture. His ex-ante participation constraint, E{U 1 [c 1 (s)]} ≥ E{U 1 [k 1 ]}, can thus be ignored, for his best alternative is consuming nothing in all the states, which gives him no more utility than he can get through contracting, as constraint (3) reads. If, on the contrary, the merchant is initially endowed with the necessary resources to finance the venture himself, k 1 > k, he can undertake the venture alone and consume c 1 (s) = k 1 − k + s. In this case, his individually rational constraint E{U 1 [c 1 (s)]} ≥ E{U 1 [k 1 − k + s]} (6) is more restrictive than his ex-ante participation constraint, because of (1) for i = 1 and utility functions exhibit decreasing absolute risk aversion (DARA). This implies a smaller upper bound on the parameter U 2 for k 1 > k than for k 1 = 0. Also, the restricted set over which contracts are optimally chosen changes depending on the assumed information structure. First, incentive-compatibility restriction (8) must be fulfilled when the merchant posses hidden information, but it is relaxed when the commercial return is verifiable. Second, hidden information restricts the upper bound of the parameter U 2 to the expected value of the verifiable second-date endowment. U 2 ≤ p y U 2 [k 2 − k + y] + [p x + p¯x ] U 2 [k 2 − k + x] < E{U 2 [k 2 − k + s]}. (7) 13
3 Optimal risk-sharing with k 1 = 0 under hidden information: a debt-like sea loan contract Let us first examine the case in which the merchant-entrepreneur is constrained to rely on external funds because of a shortage of his own (k 1 = 0) and has hidden information about the realization of the venture’s return. Incentive compatibility imposes fixed consumption for the financier on the event that the ship with its cargo arrived at port safe and sound (see Townsend, 1982): c 2 (x) = c 2 (x) = c 2 (¯x). (8) Thus, hidden information naturally explains fix repayment in debt-like sea loan contracts: τ(x) = τ(x) = τ(¯x). Yet, an explanation for the optimality of the sea loan needs also to account for the fact that it established repayment equal to all the capital retrieved from a navigation accident, just like today’s standard debt contract entails the financier to recoup as much of his credit as possible from the firm’s assets if the firm fails, τ(y) = y. Imposing restriction (8) under hidden information, the programming problem becomes Program 2: max {c 2 (y),c 2 (x)} E{U 1 [w(s) − c 2 (s)]} s.t. E{U 2 [c 2 (s)]} = U 2 (9) c 2 (y) ≤ w(y), c 2 (x) ≤ w(x), c 2 (s) ≥ 0, (10) where U 2 , satisfying (5) and (7), defines each individually-rational optimal allocation and restriction (10) combines the feasibility constraints (3) and (4) with the information constraint (8). 3.1 Graphical analysis Let us depict the optimal event-contingent allocations of consumption in an Edgeworth Box, whose dimensions are given by the total resources of the economy in each state, 14
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