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                                        entrepreneur, and it is optimal that the investor recoup as much of his capital as possible<br />

                                                        from the venture’s return. In other words, debt and equity, with repayment equal to all<br />

                                                        what is saved from a firm’s assets in case of failure, emerge optimally, one or the other<br />

                                                        depending on the information structure. Yet, these contractual forms provide too much<br />

                                                        insurance to the entrepreneur against the downside risk. Both the entrepreneur and his<br />

                                                        potential financier would prefer a contract with higher repayment in the case of loss, but<br />

                                                        this is not feasible when the merchant lacks the resources required to fund the venture (debt<br />

                                                        and equity are corner solutions).<br />

                                                        The model is then extended to consider the case in which the entrepreneur is endowed<br />

                                                        with sufficient capital to fund the venture on his own. From the observation that debt and<br />

                                                        equity are corner solutions, it follows that a well-endowed entrepreneur will not optimally<br />

                                                        raise funds for the whole trading venture through debt and equity, but will rather finance<br />

                                                        part of the venture, thereby bearing the liability of loss for the corresponding amount and<br />

                                                        effectively receiving less insurance against the downside risk.<br />

                                                        In other words, a capital<br />

                                                        structure with (inside) equity held by the entrepreneur, debt and (outside) equity shares<br />

                                                        risk efficiently.<br />

                                                        Yet, debt and equity are not the only contracts through which the optimal risk allocation<br />

                                                        can be attained. The Modigliani and Miller irrelevance theorem, though, does not apply<br />

                                                        because of enforcement cost. In particular, a capital structure with (inside) equity holdings<br />

                                                        and limited liability debt and/or (outside) equity is preferable to acombination of risk-free<br />

                                                        debt plus premium insurance because the cost of enforcing contracts contingent on the<br />

                                                        ventures’ returns is assumed to be lower than from the agents’ personal wealth.<br />

                                                        The organization of the paper is as follows. Section 2 sets the model and characterizes<br />

                                                        various historically observed contracts. Sections 3 to 5 solve the contracting problem for<br />

                                                        various parameter values and evaluate empirically various theoretical predictions generated<br />

                                                        5
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                                                    entrepreneur, and it is optimal that the investor recoup as much of his capital as possible from the venture’s return. In other words, debt and equity, with repayment equal to all what is saved from a firm’s assets in case of failure, emerge optimally, one or the other depending on the information structure. Yet, these contractual forms provide too much insurance to the entrepreneur against the downside risk. Both the entrepreneur and his potential financier would prefer a contract with higher repayment in the case of loss, but this is not feasible when the merchant lacks the resources required to fund the venture (debt and equity are corner solutions). The model is then extended to consider the case in which the entrepreneur is endowed with sufficient capital to fund the venture on his own. From the observation that debt and equity are corner solutions, it follows that a well-endowed entrepreneur will not optimally raise funds for the whole trading venture through debt and equity, but will rather finance part of the venture, thereby bearing the liability of loss for the corresponding amount and effectively receiving less insurance against the downside risk. In other words, a capital structure with (inside) equity held by the entrepreneur, debt and (outside) equity shares risk efficiently. Yet, debt and equity are not the only contracts through which the optimal risk allocation can be attained. The Modigliani and Miller irrelevance theorem, though, does not apply because of enforcement cost. In particular, a capital structure with (inside) equity holdings and limited liability debt and/or (outside) equity is preferable to acombination of risk-free debt plus premium insurance because the cost of enforcing contracts contingent on the ventures’ returns is assumed to be lower than from the agents’ personal wealth. The organization of the paper is as follows. Section 2 sets the model and characterizes various historically observed contracts. Sections 3 to 5 solve the contracting problem for various parameter values and evaluate empirically various theoretical predictions generated 5
y the model. Section 6 comments on the contract’s nominal indeterminacy and proposes enforcement cost to determine a unique capital structure. Finally, section 7 concludes. 2 The Model Consider a one-period two-dates contracting economy with a merchant-entrepreneur and a financier who face the possibility to undertake a single welfare-enhancing investment project, say a trading venture. Both agents are risk averse with preferences represented by continuous and twice-differentiable utility functions U i (c i ) exhibiting a decreasing absolute risk aversion (DARA) coefficient with U ′ i(.) > 0, U ′′ i (.) < 0, where c denotes consumption and the subscript i = 1, 2 stands for the merchant and the financier, respectively. 1 Each agent i is initially endowed with k i units of good and maximizes his expected utility from second-date consumption. Goods can be costlessly self-stored or invested in the trading venture. Any amount of the good can be stored but the investment is lumpy. The venture requires k units of investment, plus the entrepreneurship of the merchant. It yields a random return s ∈ S = {y, x, ¯x} with probability p s , where y denotes the loss due to the downside risk and {x, ¯x} stand for the risky commercial return, with 0 ≤ y ≪ k ≪ x < ¯x and k < E[s]. In the historical context under study, the downside risk refers to the so-called “risk of sea and people” and includes the risk of natural shipwreck, piracy and confiscation of property by foreign rulers. The commercial risk accounts for wide variations in profits depending on the tariffs and bribes paid in customs, transportation and storage fees, the conditions of the goods upon arrival after hazardous trips, fluctuations in prices, and so on and so forth. To account for the optimality of undertaking the investment project we assume that E[U i (s)] > U i (k) ∀i, (1) 1 Note that Innada conditions are not assumed to hold, so that we do not force and interior solution. 6
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