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Abstract

We study a general equilibrium model where workers’ preferences and productivity
depend on their health status, and occupational choices affect health risks. We show
that efficiency typically requires agents of the same type to obtain different expected
utility when assigned to different occupations. If health mainly affects production
capabilities, workers with riskier jobs must get higher expected utilities under mild
conditions. The same holds when health mainly affects preferences if health and con-
sumption are sufficiently good substitutes, while the converse obtains when health and
consumption goods are complements. As a corollary, compensating wage differentials
which equalize the utilities of workers in different jobs are generally incompatible with
efficiency. Competitive equilibria are first best if lottery contracts are enforceable, but
typically not when agents can trade only assets with deterministic payoffs. Finally,
we show that that, absent asymmetric information, there exist deterministic transfers
among workers which allow to achieve first best efficiency.
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1 Introduction

This paper studies a simple general equilibrium model where the aggregate distribution
of health is determined jointly with the allocation of labor and consumption goods. Our
model has three key features. First, the distribution of workers’ health risks depends on
their occupational choices. Second, health affects agents’ productivity, and their prefer-
ences, namely their production and consumption capabilities. Third, occupational choices
are indivisible, that is each occupation is defined by an indivisible set of tasks, and each
worker may choose at most one occupation and the associated health distribution'. These
assumptions capture some of the most significant real-life determinants and effects of in-
dividual health status. Indeed, occupational choices have both direct and indirect effects
on health risks. They directly affect the probability distribution of future health states
by influencing the likelihood of work-related injuries and diseases. Moreover, they may
change workers’ health risks indirectly by affecting their location choices, for instance by
inducing them to locate in an area that is less safe (e.g., more crime-ridden or with poorer
health facilities). Generally, health status also affects workers’ productivity, labor endow-
ment and preferences, as largely documented by the empirical literature. Workers choosing
their occupations must then also take into account that their health status will influence
their future income, as well as the utility obtainable through future consumption and la-
bor activities. Finally, an important real-world feature of most health risks associated to
production activities is that, because of human capital and occupational indivisibilities,
they are typically only partially diversifiable. Agents cannot diversify health risks because
of the non-convexities due to specialization, which indeed lead most workers to choose a
single occupation.

Our setting encompasses both the direct and the indirect effects of jobs on health
risks. We study the properties of efficient and equilibrium allocations of an economy
with labor indivisibilities, where different distributions of health are associated to different
occupations. In our model, agents offer labor in a competitive labor market, produce
several goods, and use financial (insurance) markets to transfer income across individual
health states.

Our first objective is to illustrate how the economic trade-offs involving health, con-
sumption and production activities shape the Pareto frontier of the economy. In this
respect, the crucial feature of our model is that agents’ production and consumption ca-
pabilities are endogenous’. An important consequence of this endogeneity is that the
separation between production and consumption decisions, which is standard in welfare

'The important restriction here is that a worker cannot choose an arbitrarily large number of jobs and
offer a small amount of labor in each of it. The assumption of complete indivisibilty of occupations is made
for simplicity.

2The efficiency properties of economies where health risks are exogenous haev been quite well understood
in the literature, (see Arrow (1952), Evans-Viscusi (1990) and Grossman 1979 among others). Much less
work exists on the efficiency properties of economies where health risks are affected by agents’ production
and consumption choices.



analysis (see Mas Colell et al.(1995)), does not hold in our context. The lack of sepa-
ration has two fundamental effects on the Pareto frontier of the economy. First, ex-ante
efficiency typically requires agents of the same type to get different expected utility levels
when assigned to different occupations, this way precluding interim efficiency. Second, effi-
cient consumption vectors of each type of agent are typically such that their shadow value
(calculated at the Pareto-optimal shadow prices) differs from the shadow value of their
initial endowment of consumption goods and production factors, preventing budget balanc-
ing within each occupation. Both results rely on a basic optimality argument. Precisely
because health risks are specific to occupations, and both preferences and productivity
are state-dependent, any pair of ex-ante identical workers with different occupations will
generally feature different preferences and expected utility functions. Indeed, although the
utilities of these workers are the same in each individual health state, their probabilities of
facing each health state will differ since health distributions vary across occupations. For
this reason, agents’ expected utility functions will be occupation-specific; and the equal-
ization of marginal utilities of contingent goods across agents, which is a standard ex ante
efficiency condition, will typically prevent either interim efficiency (i.e. the equalization
of the expected utility of agents of the same type assigned to different jobs) or budget
balancing.

These results are new at the best of our knowledge and crucially depend on the endo-
geneity of health risks. Indeed, were optimal consumption and labor decision not influenced
by health status and occupational choices, non convexities due occupational indivisibilities
alone would become irrelevant in large economies.

Moreover, the inconsistency between ex ante and interim optimality opens a number
of theoretical and policy issues that we investigate in the paper. To begin, both ex ante
efficient utility’s wedges across occupations and optimal cross-jobs transfers must now be
characterized in order to understand the relevant efficiency trade-offs between health and
the other consumption goods. Moreover, the sub-optimality of interim efficient allocations
also raises the question of whether (and what class of) assets with random payoffs, can be
used to implement Pareto efficient cross-transfers in a competitive equilibrium. Finally,
by looking at the other face of the coin, 1i.e. taking a policy point of view, the need
for cross-transfers across occupations leads also to study what policy interventions in the
health market may possibly result welfare beneficial when contracts with random payoffs
are unenforceable?.

Our characterization of Pareto optima, which is performed under some simplifying as-
sumptions on agents’ preferences, show that the properties of ex ante efficient utility’s
wedges across occupations and cross-jobs transfers crucially depend both on the riskiness
of health distributions and on the relative extent to which health affects agents’ consump-
tion and production capabilities. Precisely, ordering the health risk of different occupations

3This appear an important issue to address as real life health insurance market are often heavily regulated
and many health insurance policies are provided at regulated prices.



according to first-order stochastic dominance, under mild assumptions on the elasticity of
labor supply we find that if health mainly affects production capabilities (i.e. the disutility
of labor or the productivity or the labor endowment), then agents assigned to riskier occu-
pations must get a higher expected utility and a value of consumption higher than shadow
value of their initial endowment of consumption goods and production factors, . The same
result holds if health mainly affect preferences, provided the degree of substitutability be-
tween health and consumption goods is sufficiently large; while the converse obtains when
health and consumption goods are complements; in this case, indeed, agents using safer
technologies obtains an higher expected utility and a value of consumption larger than the
value of their endowment.

All these results relate closely with some important contributions of the literature on
compensating wage differentials. This literature focuses on the determination of the equi-
librium wage premia commanded by risky, or otherwise unpleasant, jobs, and also analyzes
the economic determinants of the wage versus health and safety risks trade-off (see Rosen
(1986) Evans and Viscusi (1993), and Lucas (1972) among other). In particular, wage
premia are characterized and estimated by imposing the condition that agents of the same
type get the same utility in all occupation (i.e. by imposing interim efficiency) which is
informally justified as a result of competitive labor market interactions. Our paper is at the
best of our knowledge the first to analyze the determinants of welfare-maximizing compen-
sating wage differentials, and to show that wage differentials satisfying interim efficiency
typically prevent ex-ante efficiency.

In the second part of the paper we turn to the competitive analysis. We consider two
alternative contractual regimes, labeled the “high-transaction-costs regime” and the “low-
transaction-costs regime”, respectively. In the former, there exist competitive insurance
markets to cope with all idiosyncratic risks as in Malinvaud (1973) and Cass, Chichilnisky
and Wu (1996), but only financial contracts with deterministic returns are enforceable. In
the latter regime, agents can "trade” also lottery contracts, i.e. contracts with random
payoffs. The first regime turns out to be the natural benchmark for understanding both
the properties of the Pareto frontier and the welfare properties of competitive markets.
The analysis of the high-transaction-costs regime is warranted by several reasons. First, as
we already pointed out, all the theoretical and empirical literature on non-pecuniary job
attributes and compensation wage differentials has only considered contracts with deter-
ministic payoffs. Since this literature is a natural reference point for the problem at hand,
we wish to know under what conditions competition with deterministic contracts leads to
efficiency. Second, on the empirical side, the use of lottery contracts (or the use of other
financial instruments that may replicate allocations obtainable through random contracts)
does not appear to be very widespread in real markets! Finally, on a theoretical ground,

“Kehoe, Levine and Prescott (2001) show that, if there exists a sufficient number of assets paying units
of numeraire in sunspot states of the world, competitive equilibria are first best efficient. At least in our
setting, however, efficient trades of financial instruments leading to random allocation are typically such
that workers must take possibly big short positions in the asset markets. This is often impossible in real



the use of "optimal" random contracts may sometimes result severely restricted either by
limited liability constraints, or by the costs of verifying the characteristics and outcomes
of the random devices that are needed to implement them.

Standard arguments imply that a competitive equilibrium exists and is typically locally
unique both in the high and in the low-transaction-cost regimes. In both cases "insurance"
is traded at fair prices, consumption allocations differ across workers of the same type with
different occupations, and equilibrium wage differentials provide a premium for health risks.

However, expected wage differentials, and more generally the efficiency properties of
competitive equilibria, differ markedly in our contractual environments. If lottery contracts
are enforceable, competition leads to efficiency and both welfare theorems hold. Lottery
contracts ensure ex-ante optimality precisely by allowing agents to make the cross-job
transfers that are needed for the equalization of marginal utilities.

Conversely, if lottery contracts are unenforceable, competitive equilibria satisfy a spe-
cific interim efficiency condition, guaranteeing the equal treatment of the agents of the same
type assigned to different occupations; but they are typically not ex ante efficient. Indeed,
by equalizing the expected utilities of workers employed in different sectors, competition
creates a wedge between their marginal utilities of expected income.

An important corollary is that the welfare properties of competitive equilibria with
exogenous and endogenous individual risks dramatically differ. Indeed, under exogenous
individual risks the first welfare theorem holds provided that competitive markets exist
for insuring all individual risks through assets with deterministic payoffs (see Malinvaud
(1973) and Cass, Chichilniski and Wu (1996)). The results of our welfare analysis are also
related with the literature on indivisibilities (see Garrett (1995)° and the general equi-
librium literature with asymmetric information initiated by Prescott-Townsend (1984a,b)
(see also Allen and Gale (2003), Arnott and Stiglitz (1986), Bennardo-Chiappori (2003),
Cole (1990), Rustichini and Siconolfi (2003), and Bennardo (2004) among others). This
literature shows that random contracts may be welfare beneficial as they allow to convex-
ify asymmetric information environment, where incentive constraints typically introduce
natural non convexities®. In particular, it provides several examples where random con-
tracts are Pareto beneficial; in our environment we prove the stronger result that random
contracts are almost always necessary to achieve efficiency through the market. Moreover,
differently from most of the literature on asymmetric information, our paper focus on the

life markets also because of incentive problems.

Garrett (1995) studies lottery equilibria in economies with indivisibilities, but mainly focuses on exis-
tence issues in finite economies, and does not characterize Pareto optimal allocations.

SOur paper has in particular some close connections with that of Rustichini and Siconolfi. These au-
thors, while mainly interested in economies with asymmetric information, also show that in economies with
symmetric information, state-dependent preferences and endogenous individual risks, competitive equilibria
are Pareto optimal if lottery contracts are enforceable. However, they neither characterize Pareto-optimal
allocations with state-dependent preferences nor investigate under what conditions assets (contracts) with
non-degenerate random payoffs are effectively welfare beneficial.



role that lottery contracts may play as market devices designed to implement cross-jobs
transfers’.

Finally, in the last part of the paper we show that Pareto optima can be implemented
through deterministic transfers’ policies that do not hinge on mechanisms with random
payoffs. These policies impose cross-subsidies among insurance policies designed for workers
choosing different occupations. The sign and the magnitude of the transfer received by each
worker is determined by the difference between the (shadow) value of his consumption and
that of his production and his endowment, both calculated at the optimal shadow prices.
Under a natural non-manipulability requirement of the policy scheme, Pareto improving
transfers’ policies also require minimum wages®.

Notewhorty, two contributions of the existing literature by Rogerson (1988) and Hansen
(1985) provide examples where policy interventions (i.e. provision of unemployment in-
surance) based on deterministic transfer are Pareto improving in a setting where only
deterministic contracts can be signed. Specifically, in the models analyzed by Rogerson
and Hansen unemployment insurance may be welfare beneficial if labor supply choices are
indivisible (workers may choose either to work or not but not how much to work) and a
positive fraction of workers are unemployed at equilibrium ?. Differently from Rogerson
and Hansen, in our model cross-jobs transfers policies are typically welfare beneficial in
the absence of lottery contracts, even if we assume that labor supply choices within each
occupation are not indivisible and may depend on health state, and independently from
the presence of equilibrium unemployment.

2 The economy

Demography, consumption goods and preferences. A continuum of measure 1 of
consumers-workers produce C' consumption goods. There exists a finite set , I = {1, ..., I},
of agents’ types; ¢ and p,; is the total fraction (measure) of type-i agents. All agents
face health risks that may affect their preferences, endowments and productivity. The set
© = {01, ...,0n} of possible health states is assumed to be finite, and 6 € © represents a
generic health state. Type-¢ agent has an endowment e; € §R$ which is the same in all
individual states, and an amount L of time which is allocated between work, I, and leisure
xr. The maximal fraction of his total time that each agent can devote to work may depend
on his health state, and is denoted L(6); L(6) is weakly increasing in 6, i.e., agents with
better health states can work more.

Agents preferences are (health) state dependent and represented by the utility function

"See however Bennardo (2004) for a similar result on a multicommodity production economy with moral
hazard.

$Imposing minimal wages eliminates firms’ incentives to decrease wages in the sector where workers get
higher expected utilities.
9This may result from labor indivisibilities.



Ui(z,0), where = (z1,..,2¢,7) € RY x [0,L]. Ui(z,0) is twice continuously differen-
tiable, strictly increasing and strictly concave, and has indifference surfaces with closure in
RO

Technologies and uncertainty. Competitive firms produce goods by employing
workers and labor is the only production factor. Each firm can hire a positive measure of
agents, while each worker can work for at most one firm; indivisibilities due to specialization
prevents workers from performing different jobs'?. There are T' = C production sectors
and only one type of occupation is offered in each sector. Each worker’s contribution to
production is measurable and may depend on his health state. Precisely, and a type-i
worker who is employed in sector ¢, and supplies I} units of labor, produces y! (6) = al(6)I!
units of commodity ¢t when his health state is §. The state contingent productivity of
type-i workers employed in sector-t, a(), is weakly increasing in 6. Moreover, each (type-
i) worker’s distribution of health states, <p§,@>, with p! = (pl(fo),...,pt(ON)), depends
on his occupation. Finally, health shocks are identically and independently distributed
among workers with the same occupation, and independently distributed across sectors.
The endogeneity of the health distribution can be due to the direct effects of labor activities
on prospective workers’ health. It can also be interpreted as the consequence of localization
choices, which are determined by occupational choices.

Timing. The economy lasts two periods, 7 = 0,1; at 7 = 0, agents trade in financial
and labor markets. At 7 = 1, health shocks are realized; subsequently agents supply labor
in production, and consumption goods are traded and consumed.

The contracting space (the set of enforceable contracts) will be defined in section 4.

Throughout, we will use the following notation: z!(f) is a generic state contingent

consumption vector for a type-i agent occupied in sector ¢, with zf = (2!(6))gco and
x = (2} (0),....2% (0))555; 1L(0) is a state contingent of labor for a type-i agent occupied in
sector t. Finally a; = (o}

E aZT) represents an assignment of type-¢ workers to production
sectors.

3 Ex ante and interim Pareto optimality

Ex ante Pareto optimality. Let uf(z!) = > g.qp!(0)U(zl(0),6) be the Von Neu-
mann Morgenstern expected utility of a type-i agent employed in sector ¢, and let ¢, =
> co 2L (0)pt(0) be the expected consumption of commodity ¢ of type-i worker employed
in sector t.

By the law of large numbers, a feasible allocation of consumption goods, labor, and

workers, (z,a) must satisfy the following constraints:

10This extreme assumption, tough realistic in many circumstances, is made for simplicity. Assuming that
each agent can perform a finite subset of jobs at the same time would only complicate the notation.
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Let F the set of feasible allocations, and let:

U= {U = (tg,...,us) : 3 (x,a) € F, such that Zafuf(xf) > u; for i = 2, ..,I}
teT

Each allocation in the set of Pareto optima solves max, o\err D _ser @t (24) s.t. Y cp alul(al) >
u; for 1 =2, .., I, for some u € U.

Note that we are not imposing that all agents of the same type must get the same
expected utility independently from their occupation. While such a condition is typically
satisfied by the optima of a convex economy, there is no reason to impose it as part of the
definition of first best allocations. Moreover, by maximizing Y, ofuf (2}), one implicitly
assumes that efficient mechanisms can randomly assign agents to occupations.

On the other hand, we are not taking into account the possibility that agents obtain
random consumption allocations in the optimum. In our setting, this is without loss
of generality since a standard risk aversion argument imply that random consumption
allocations are always suboptimal.

Interim Pareto optimality. The following definition of interim Pareto optimality
will play a crucial role in the welfare analysis of competitive equilibria with contractual
incompleteness and unenforceable lottery contracts.

An interim optimal allocation with equal treatment maximizes Y. oful(z!) under (1)-
teT

(3) and the additional constraints u}(z}) = uf (f') for each t # t' such that of > 0,at > 0.

% % %

4 Competitive equilibria

Throughout we shall assume that there exist competitive spot markets for all goods, as well
as markets for insuring all risks through assets with deterministic payoffs. We shall study
either a setting where lottery contracts (assets with random payoffs) are enforceable or one



in which they are unenforceable. The two settings will be referred to as perfect competition
with low transaction costs and with high transaction costs, respectively. Studying both
these cases is useful to fully understand either the beneficial role that random contracts
may play in our economy, or the effects of a somewhat natural market friction, that, as we
explained in the introduction, may make costly or prevent their use.

4.1 Perfect competition with high transaction costs

Following the approach taken in several contributions of the general equilibrium literature
on individual risks, we assume that there exist competing, risk neutral'! intermediaries who
offer securities with payoffs contingent on individual states. Specifically, let hf, a security
paying one unit of numeraire in the individual health state 6, to type-i agents employed
in sector t. A security market for all individual risks, types and occupations is assumed to
exist!?. Let zt, and Z!, be the units of h!, purchased by type-i agents employed in sector
t, and the per capita units of this security offered in the market, respectively. And denote
% (0) the price of hi,.

Production firms are also price-taking agents, which trade state contingent labor ser-
vices and consumption goods at linear prices.

Finally let denote w!(f) the state contingent wage of type-i worker in the ¢ — th occu-
pation (sector), with w! = (w!(0))geo 3. Finally, q € §R$ denotes a vector of spot prices
and g, the ¢ — th component of this vector'*.

Because of the presence of indivisibilities in labor supply, it is expositionally conve-
nient'® to consider the possibility that workers choose their occupation by using mixed
strategies. Denote ¢; = (gpil, ot pT) € AT the T dimensional simplex, a generic prob-
ability vector according to which a type-i worker chooses his occupation. Notice that the
law of large number allows to interpret ¢! as the fraction of type-i agents who ex post get
an occupation in sector t.

A competitive (Walrasian) equilibrium with high transaction costs is then an

s tx tx\teT : o) otk tx\teT
allocation (z7*,0;*);c7, a per capita vector of securities’ offers and purchases (z}*, 2;*);c7

RN}
and a vector of state contingent prices (q, (¢, wf))fgr{ satisfying the following conditions.

(I) Type-i agents maximize their utility by choosing

Untermediaries’ risk neutrality is, as usual, justified by the assumption of large numbers.

2Hence, the total number of open security markets is #0 x T x I

3The introduction of individual risks in a competitive settings requires that assets’ payoffs which are
contingent on individual shocks must also be contingent on agents’ types. This has been clarified in
Malinvaud (1973) and Rustichini Siconolfi (2003),

10 the absence of aggregate uncertainty, spot market prices are independent from the realizations of
individual shocks that wash-out at the aggregate level.

5In our continuum setting, equilibrium mixed strategies on occupations can be interpreted as different
fractions of agents choosing a pure strategy in equilibrium. In other words, given any mixed strategy
equilibrium strategy profile there exists a payoff equivalent profile of pure strategies satisfying all feasibility
conditions. Using mixed strategies is, however, convenient for expositional reasons.
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where (5)are the spot market budget constraints and (6) is the initial period budget
constraint.
(IT) Production firms’ and intermediaries, respectively, solve the following programs:

1 € argmax 3 pt (0) (gt (0) —w! () (9)) st o} (0) <al(O)L(©O) YO (1)
0cO

Zr cargmax ) (¢ (0) —pi (0)Z(0) st > wpi(0)Z(0) =0 V¢ (8)
0cO €O icl

(IIT) Consumption, labor and financial markets clear:

> > etals <Y el +fyf) Ye=1,..C (9)

el teT el

L —a% (0) = 11*(0), and 2! () = 2* (8) for all i, t and 6. (10)

4.2 Perfect competition with low transaction costs.

We will now introduce lottery contracts in our competitive setting. Specifically, we will
assume that, before making any market trade, agents can buy lotteries from financial in-
termediaries. These lotteries allow to obtain a vector of prizes (a payoff vector in units of
numeraire) with positive probabilities. Following Arnott-Stiglitz (1987), in the literature
such randomizations have been referred to as ex ante random contracts.

Formally, we define a lottery contract, C = ((v, G), p(7, G)), as: (i) a finite distribution
(7, G) with probabilities v = (v!, ...,¥™) € AM and payoffs g = (¢*, ...,g™) € RM | with M
finite, and, (i7) a price p(v, @) € R. The interpretation of C is as follows: an agent signing
C with a financial intermediary pays him the price p(y, G), while the financial intermediary
commits to deliver to the agent the payoff g™ with probability ,,,. A random devise, whose
characteristics are publicly verifiable, is then used by the contracting parties. Such a device
chooses an artificial state of the world by selecting a positive integer m € {1, ..., M} with
probability v*. Subsequently, the intermediary pays g™ to the agent whenever the integer

10



m turns out to be selected. The expected profit that a generic intermediary makes from
signing ((v, G),p) is p(7,G) = X e V™9™

A very general formulation of the competitive equilibrium in the space of random
allocations would require all possible lottery contracts (an infinite set) to be priced in equi-
librium (as in Rustichini-Siconolfi (2003)) and would allow agents to possibly sign many
lottery contracts. In order to avoid either the technicalities arising with infinite dimen-
sional commodity space, or a complex notation, we will make the following simplifying and
unrestrictive assumptions on the functioning of markets for lottery contracts. First, all fair
lottery contracts with a payoff support of dimension M < T4 1 are offered in the market.
Second, an agent will sign at most one lottery contract, and all contracts signed have a
support of dimension M = T + 1. Third, an agent will offer labor in sector ¢ if and only if
he receives the t-th payoff of the lottery contract he has signed.

The first assumption is justified by an arbitrage argument. Assuming that each agent
signs at most one lottery contract is also unrestrictive. Indeed it is straightforward to
verify that any finite distribution of net payoffs that can be obtained by means of N fair
lottery contracts can also be obtained through a single contract'® contained in the set of
fair lotteries. Finally, it is individually optimal for all agents to choose a lottery contract
with at most M = T + 1 payoffs different from zero. Indeed, a risk averse agent will never
find it optimal to choose a lottery contract such that: (i) he receives the payoffs ¢ and
gm/, with g £ gm/, with positive probabilities v and 'ym/ respectively, and (ii) he chooses
to work in sector ¢ either when he receives g™ or ¢"™'. This is true as by convexity there
always exists another fair contract, say C’, which pays 7"¢™ 4+ 4" ¢™ with probability
4™ +~™" which is strictly preferred to C. Hence if a fair contract is selected by an agent, it
must necessarily have at most M = T'+1'7 positive payoffs. Given this fact, the hypothesis
that an agent will offer labor in sector ¢ if and only if he receives the t — th payoff of his
lottery contract amounts to be a convenient notational convention.

A competitive (Walrasian) equilibrium with low transaction costs is then an

allocation (if)fg?, a per capita vector of assets offers and purchases (Z! ét)ﬁgp, a vector

1)
~ St . . .
of lottery contracts (C;);c;, and a vector of prices (g, Z,wf)fg? satisfying the following
conditions.
(I) Type-i agents maximize their utility by choosing

(z;,28,C) € argmaxz'ytuf(xﬁ) (11)
Cer er

16Quch a contract is defined by probabilities and payoffs which are linear combinations of the probabilities
and the payoffs of the the N fair lottery contracts

1"The dimension is T+1 and not T because an agent may also decide not to supply labor conditionally
on receiving one of the possible payoffs of the contract.

11



st Y (@l (0) = ef) = wi (0) (L =i, (0) +2(0) +¢' = p(v.G) ¥V (6,1) (12)
ceC

D AO)¢h(0) <0 Vi (13)
0co
where (12)-(13) are the budget constraints and I' = { (v, G), p(7,G)) : p(7,G) = > 1er¥'9' }-
(II) Production firms’ and intermediaries, solve the same programs (i.e., 7 -8) as in the
competitive equilibrium with deterministic contracts :
(IIT) Consumption financial and labor markets clear:

Yo > FTOWHO) =D pilef +7° Y pE(O)F (0)af(0)), Ve=1,.,C  (14)

icl  AcOteT iel 6cO

L— iﬁL 0) = l~f(0), and Ef 0) = /z\f (0) for all 4, t and 6. (15)

5 Pareto optimal allocations

In this section we characterize Pareto optimal allocations. When it turns out to be con-
venient we will assume the Inada conditions, D.U;(z,0) — +oo as z. — 0 for all 8, and
i, and D.Ui(x,0) — 0 as x. — oo for all § and ¢, which imply internal solutions. Let
denote A the vector of (I — 1) Lagrange multipliers associated to the utility constraints,
> ier @ug(xl) > w; for all 4, and assume by convention A\; = 1. Moreover, let 7 define the
vector of the C' Lagrange multipliers associated the feasibility constraints.

The first order conditions with respect to (z£(6),z!,(0),al) of the (ex ante) Pareto
program are respectively:

\iD.U;(xt,0) = n.u; for all c,t and i (16)
NiUiz, (71, 0) = n,at(0)p; for all t and i (17)
N (ub(xh) — uf/ (:Uf/)) = (2! - Zf/) for all t # ¢’ and i (18)

where for all t =1, .., T,

Zi= Y iO)al(0) —e) —m Y pi(O)ai(9) (L — iy (9))

ceC,0€0 ceC,0€0

12



represents the difference between the value of the consumption of a type-i workers employed
in sector t, as measured by the vector of shadow prices i, and the sum of the value of its
endowments and its production.

As usual, (16) and (17) imply that marginal rates of substitution between all pairs of
state contingent commodities are the same for all types.

The first order conditions with respect to a are less standard and play a crucial role
in our analysis. Precisely, they say that the difference between the expected utilities of
type-i workers employed in sector ¢ and sector ¢’ is proportional to the difference Z! — Zf,.
Only if Z! — Zf/ = 0, the type-i workers assigned to the occupations ¢t — th and t' — th,
respectively, will get the same utility, and ex ante and interim optima coincide. This is,
indeed, the distinguishing feature of the setting we are studying.

In order to state next proposition we shall use the following notation. Denote ¢;= ((p;?, @> , Af)

with A! = {aﬁ(@l), ...,a?(HN)}, the sector ¢ production process used by type-i worker.
Let ¢ = (e, T,U) represent an economy with aggregate endowment e € %g 1+, a vector
t = (t1,...,t7) of production technologies and profile U = (Uy, ..., Ur) of utility functions

The set of possible economies is then defined as &€ = E x T x U, where £ = ﬂ?g L s
the endowment space, T' = %ﬁf‘x#@ x A® is the technology space, and U = HZ‘I:1 U is
the set of admissible profiles of utility functions (one for each type) which will be precisely
defined in the proof of the next proposition.

Proposition 1 (i) For each vector of reservation utilities u, the Pareto optimum is unique;
(ii) Moreover, if the number of produced goods is larger than the number of agents’ types,
then there exists a generic subset S C & in which ex ante and interim Pareto optima are
different.

The proof is provided in the appendix and requires the use of some differential topology
arguments. Its basic idea, however, relies on a simple argument. As there exists an
unique optimum for each vector of reservation utilities, this optimum is uniquely defined
by the system of first order conditions of the Pareto program, that we denote F() = 0.
Moreover, by definition interim efficiency requires the equalization of expected utilities
of workers of the same type assigned to different occupations. Then either the solution
of F() = 0 satisfies the system of additional conditions, u}(z}) = uf (z!) for all o’ and
o’ strictly positive, which define interim efficiency, or such conditions do not hold and
ex ante and interim efficiency are incompatible. The proof demonstrates that the former
case is exceptional'®. Finally, an immediate corollary of this proposition is that first best
efficiency typically requires a random allocation of workers across occupations and transfers
of resources across workers assigned to different occupations.

181t is worthwhile to stress that under standard regularity conditions ex ante and interim efficient allo-
cations typically coincide in economies with exogenous distributions of individual risks. This remains true
also in the presence of occupational indivisibilities.
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The intuition for this result is that agents expected utilities are "occupation dependent"
as occupational choices determine workers health distributions. And for this reason, the
equalization of the marginal utilities of consumption goods across occupations, required
by the first order conditions, is generally not consistent with the equalization of expectted

utilities, i.e. with uf(z}) = uf'(mﬁ')

6 Characterization of Pareto optimal allocations in simple
economies

In light of the results of the previous section, it becomes natural to investigate how the
properties of Pareto efficient allocations, and the Pareto optimal transfers among workers
of the same type assigned to different occupations, are affected by the degree of health
riskiness associated to these occupations.

For simplicity only, we shall analyze these issues within a simplified setting where two
goods are produced by a representative agent. These assumptions on the number of goods
and agents’ types are completely unrestrictive. Whereas it turns out to be useful we
will also make some mild assumptions on agents’ preferences that will allow us to obtain
stronger characterization results by neglecting certain types of income effects.

According to the notation used before, now = = (x1, x2, 1) and & = (21, z2) will
denote a generic vector of goods and a vector of produced goods, respectively. We continue
to use the same notation for endowments and technologies.

In order to interpret the results derived in this section it will be important to distinguish
the effects of health status on the utility of consumption from those on the disutility of
labor. For this purpose, from now on agents’ certainty utility function will be written as:

U({E,@) = f($79) _¢(L _xLaj:ve)

where U(z,0) satisfies all the assumptions we have previously stated, and where f and
1) represent the utility of consumption commodities and the disutility of labor, | = L —z,
respectively. According to this representation, both f and @ may possibly depend on 6.
By introducing £ among the arguments of i, we take into account the possibility that
consumption activities affect workers’ disutility of labor!?.

In order to evaluate how the degree of health riskiness associated to different occupations
contributes to determine the properties of efficient allocations and transfers across workers,
throughout all this section we assume that <p1,®> first order stochastically dominates
(FOSD) (p?,©). Let Pi(6,) = > 9<p, P'(0), formally we impose P' (6,,) < P2(0,),Y0, ¢
O, with at least one strict inequality.

9Tn the real world, one can easily found either instances where a larger consumption of consumption
goods (such as food and housing, drugs, kindergarden services, etc...) reduces the disutility of labor, and
instances where a larger consumption of certain goods (alcohol etc.) increases the disutility of labor.
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Within this setting, we shall show that the properties of Pareto optimal allocations
and the direction of transfers among workers using technologies with different degree of
riskiness crucially depends either on the direct effect of health status on agents well being, or
on the effects of health on: (i) the utility of consumption commodities; (i¢) the disutility of
labor; (i27) the labor endowment and labor productivity. We will refer to (7) as the health
effect on consumption capabilities and to (i) and (éi7) as the health effects on production
capabilities. For the sake of clarity, we will consider each of these effects in isolation.

6.1 Health effects on consumption capabilities

We begin by considering how the effects of health status on the utility of consumption
influence the properties of Pareto optima. For this purpose, we assume here that workers
supply labor inelastically (I!(d) = L for t = 1,2 and for all §), and that both workers’
productivity and their labor endowment are independent from health status. Precisely, we
will set here a(f) = a and L(0) = L for all 6.

Preliminarily to the characterization of Pareto optima, we state the following well know
result which turns out to be a useful tool for the analysis.

Lemma 2 For any map g : © — R, 0 — ¢(0), with dg(0n+1) = g(0ns1) — g(0y), the
following identity holds:

N
> (" (0)—p*(9) 9(6) :=>_ (P*(6n) — P'(6n)) dg(0ns1) Y1 =0,..N.
0cO n=0

For completeness, the proof of the lemma is provided in the appendix.

Next proposition explains how the direct health effect on well being, measured by
Up(z,0), and the effect of health on the (marginal) utility of consumption, measured
by Ue(z,0), contribute to determine the optimal allocation, and hence the difference,
AuP =t (le) — u2(:c2p), between the expected utilities obtained at the optimum by the
workers assigned to the two occupations. Precisely, it shows that when consumption goods
and health are complements, or at least not very good substitutes, i.e. when the vector
(Uco(z,0)/Ug(x,0))ccc is not too negative, efficiency imposes that workers using safer tech-
nologies obtain a larger expected utility, while the opposite is true for U, negative and
sufficiently large.

Proposition 3 The Pareto optimal allocation satisfies the following properties: (i) assume
U(z,0) is supermodular in x for any given 0 and it has increasing differences in (x,0), then
ul(z1f) > w?(2?F). (ii) Assume U(z,0) is supermodular in x for any given 0 and it has
decreasing differences in (x,0), then there exist two positive functions gi(x,6) and ga(z,0)
such that U (z,0) /Ug (z,0) % —ge(z,0) for all (z,0) where x, = 0 then ul(x'?) %
uz (:EQP).

15



Proof. See the Appendix. m

Intuitively, Pareto optimality requires risk-averse workers assigned to different occupa-
tions to get the same consumption in each individual health state (i.e., z*(0) = 2%(8) for all
). Now, consider first the case where consumption goods and health are complements, i.e.,
U (x,6) > 0, in this case optimality requires agents’ consumption is larger in better health
states. As Up (z,0) > 0, the Pareto optimal level of utility, Uy (:UP(H), 0) increases in 6.
Moreover, since worker using safer technologies (in the sense of first order stochastic domi-
nance) experience better health states with larger probabilities they will also obtain larger
utility levels with higher probabilities. As a consequence, the expected utility of workers
using safer technologies will be larger at the Pareto optimum. Conversely, if consumption
goods and health are substitutes, i.e., if Uy (z,0) < 0, optimal consumption will be smaller
in better health states. Moreover, when these substitution effects are sufficiently large to
compensate the direct effect of health on utility, the Pareto optimal level of agents’ utility
is decreasing in 6. So that, using the same line of reasoning as above, one can conclude that
the expected utility of workers using riskier technologies is larger at the Pareto optimum.

It is also worthy noting that the previous proposition only considers the cases where
both goods are complements or substitutes with health and where all produced goods
are complements. All these assumptions can be easily weakened to some extent. More
importantly, the result of proposition (3) can be naturally interpreted in terms of the
properties of the indirect utility function, V (g, ge, 8), associated to U(z,0). Indeed, the
basic facts used in the proves of both propositions is that Au’ has the same sign as
AU = Uy (z7(0),0) do +D 12 Ne(xF (0p41) — 2L (0,)). Now, the first term of this sum
is positive as U is increasing in health. While the value of the second term of the sum is
exactly the value of the second mixed derivative of the indirect utility, V7o(q, I, 8)?°, which
measure the degree of complementarity between income and health (at each given prices’
vector). It follows that the sign of Au’ is positive whenever 9%V (q, I,0)/0106 is positive
(i.e., income and health are complements), while it is negative if health and income are
substitutes and their degree of substitutability is sufficiently large.

Finally, let I'"" = Y~ nFe. + 3 pconf'p'(0)y'(0)), with t = 1,2 be the sum of the
expected endowment and production of sector-t workers calculated at the Pareto optimal
shadow prices, nf’. Also, let EnPztt =3, o nEp!(0)2tF (0)) be the value of the expected
consumption of sector-t workers. Proposition (3) together with the optimality condition on
workers’ assignment on o have a simple but important corollary: they imply that the sign
and magnitude of health effects on the marginal utility of consumption (i.e. the sign and
the magnitude of Ug) determines the sign of the transfers between workers using different
technologies. This corollary is formally stated below.

20As V(g,I1,0) = max,eqt Uz, 0) st. gz < T+ qw, 0V(q,I,0)/01 equals A, the lagrange multiplier
associated to the budget constraint, and 8%V (q, I,0)/0100 =0A\/00. Straightforward comparative statics

U,y |Upy|+U,, U U,, U, |+U,, U
then yields: OM\/90 = Uy 1o 22|A+ 20 12 4 [, 20] “‘I 10 12
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Corollary 4 If U (z,0) =

~Up (z,0) ge(z,0) then Z1F % 0 and 2?7 § 0.

Finally, as we showed that the sign and the magnitude of U, are crucial in determining
either Au? or the direction of the transfers across jobs, in concluding this section it is
useful to briefly discuss the possible real life determinants of U,. Whenever 6 can be
considered as an "input” that agents use in their consumption activities the it is natural
to assume f. positive. However, there also exist specific class of goods for which it is
natural to assume f.p < 0. An important example is surely that of the consumption of
drugs; it is undisputable that the marginal utility of drugs is decreasing with health. On
the other hand, it is less obvious to assess what assumptions one should impose on ¥ .
Even so, if one limit attention to low income agents who spend a relatively large fraction
of their income in satisfying nutritional and housing needs, it seems mostly sensible to
assume that: (7) higher levels of consumption decrease the disutility of labor; and that (i)
this consumption effect gets stronger for lower health states, as additional consumption
and additional health are substitute in reducing the disutility of labor. This is equivalent
to impose 1,4 < 02!. Hence at least in this case it is reasonable to expect bot h f. < 0
and 9, < 0; the sign of Uy = fop — ¢ will then depend on whether health effects on
production capabilities are more or less important than those on consumption capabilities.

6.2 Health effects on the disutility of labor

In this section we analyze how the effects of health risks on the disutility of labor affects the
difference between the expected utilities that agents assigned to the risky and the safe sector
get in equilibrium. For this reason, we will neglect the effect of health on preferences for
consumption goods, productivity and labor endowment, by assuming either f.g (x,0) =0
forall z € X and 0§ € O, a(f) = a and L(A) = L for all § € ©. As we want to focus on
the effects of health on labor supply here, differently from the previous section, we will not
anymore assume that labor supply is completely inelastic. Finally, we will assume that the
marginal disutility of labor decreases with health.

Next proposition shows that if the direct health effect on agents’ utility is relatively
“more important” than its effect on the marginal disutility of labor (i.e., on production
capabilities) then agents working in the safer sector will get an higher expected utility in
equilibrium. On the contrary, if the effect of health on the marginal disutility of labor (i.e.,
on production capabilities) is relatively more important and agents’ marginal disutility of

21 As an example, consider the case of an unskilled worker, who live in a low-income African country
with higher diffusion rates of contagious diseases (such as malaria or AIDS), and spend a large fraction of
his income in buying food and housing services. Contracting the disease generally increases the worker’s
disutility of labor (i.e ¥, < 0) by impairing his phisical working aptitudes. In addition, it is completely
sensible that the more adequately this worker can satisfy his basic consumption needs the smaller will be
the effects of the disease on his labor disutility.Making this assumption is equivalent to impose ¢, < 0.
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labor is “sufficiently increasing”, then agents working in the riskier sector will get an higher
expected utility in equilibrium.

Proposition 5 (i) If ¥,(1,0) sufficiently small, then Auf = u'(2'F) — u?(22F) > 0,
ZWP > 0 and Z?F < 0; (i) if vo(1,0) is sufficiently large and |1yy(1,0) /oy (1,0)| has strictly
positive upper and lower bounds, there exists a positive number k such that if oy(l,60) >
k, Aut < 0 and Z**' < 0 and Z?7 > 0; (iii) assume y;;(1,0) > 0 for all (1,0), if
Vio(1,0) /1y(1,0) > 20(1,0) then Auf’ <0, Z'¥ <0, and Z?F > 0.

Proof. See the Appendix. m

The intuition for the results just stated is as follows. Other things (wages) being equal,
the maximization of social surplus requires agents to work more in good health states, as in
these states the disutility of labor is lower. Workers using riskier technologies will enjoy less
often good health status, and this effect reduces Au” = u!(22F) — u?(2'F). On the other
hand, the direct effect of health on utility, i.e. Ug(z, ) < 0 goes in the direction of increasing
Au®. Moreover Pareto optimality imposes compensating (shadow) wage differentials in
favor of riskier occupation. Since the individual labor supply is increasing in wages, the
compensating wages differential effect leads workers assigned to the riskier occupation to
supply more labor in each individual health state, and hence increases Au’. Consistently,
proposition (5) shows that workers assigned to riskier occupations must indeed get a higher
expected utility in the optimum if the health effect on the disutility of labor, 1;5(l,0) is
sufficiently larger than the direct effect of health on utility, Uy(l, #), and if mild assumptions
on the curvature of the utility function are satisfied. These conditions insure that the
disutility of labor grows at sufficiently high rates. On the other hand a very large direct
effect of health, measured by Uy(l,0), implies Au® > 0.

6.3 Health effects on labor endowment and productivity
6.3.1 State dependent labor endowment

We shall now focus on the effects of health risks on labor endowment. For this reason,
we will neglect the effect of health on preferences and productivity, by assuming either
fo(z,0) =0and ¥, (z,0) =0forallz € X and § € O, or a(f) = a for all § € ©. Here again
it is convenient to assume that workers supply labor inelastically, i.e. I*(6) = L () for all 6
and ¢t = 1, 2.(in this case, indeed, the shocks on labor endowment have the maximal impact
on workers’ optimal consumption decisions). In fact, the assumption of an inelastic labor
supply, does not change qualitatively the result of the analysis of this section, provided that
the agents’ labor supply is maximal in at least one health state. The case where an agent
experiencing a very bad health status cannot work (has no labor endowment) is only the
simplest real life example where labor supply is maximal in some health states. Indeed, if
our static setting is interpreted as a reduced form of a dynamic model where agents supply
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labor in several periods, the assumption that for certain health status workers supply all
their (positive) labor endowment may often result quite realistic. For instance, a driver
who typically suffer of overuse syndromes (and is in a relatively bad health state) cannot
work more than a certain number of hours in a year if he wants to continue to perform his
job and to avoid more important future health problem. Whenever the maximal amount
of time that this worker can devote to labor in each interval of time is relatively low, he
will plausibly wish to supply all his labor endowment.

Next proposition will show that under mild conditions on preferences the effects of
health on labor endowment generate a positive utility differential that agents employed in
risky sectors obtain at the optimum.

Proposition 6 Assume <p1, @> FOSD <p2, ®>. There exists two strictly positive real num-
ber b and & such that U, > —6§ for ¢ = 1,2 and Up > —b imply u*(2?7) > ul(2!?),
ZW <0 and 2?7 > 0.

The proof of proposition 7 follows the same logic as the proof of proposition 3 and is left
to the reader, while its intuition relies on a concavity argument. Since the utility function
is concave, it is efficient that agents with the same health state consume the same vector
of state contingent goods, independently from which technology they are operating (i.e.,
217 (0) = 2%P(0) for all §). Moreover, workers will enjoy more leisure in worse health states
where the maximal amount of time they can employ in working activities is lower. This,
together with our assumption that the substitutability between leisure and consumption
is limited (i.e., U, > —b for all ¢) imply that workers gets a larger utility when they
experience a worse health status and, for this reason, must work less. As workers using
safer technologies experience better health states with larger probabilities, they will also
obtain lower utility levels with larger probabilities. For this reason, the expected utility of
workers using riskier technologies will be larger at the Pareto optimum.

Once more, in this case the first order conditions for optimality imply that the sign
of the transfer, (Enfz'"” — I'F) going from workers using the riskier technologies to the
ones using the safer technology is the same as the sign of Au” = u!(227) — u?(2?F), and
workers using the riskier technology must get a positive subsidy at the optimum under the
assumptions of proposition (6).

6.4 State dependent productivity

In this section we consider the case in which health risks only affect individual production.
Precisely, we will now assume that agents’ individual productivity, a(#), is increasing in
the health status, 6. and neglect the effects of health on preferences and labor endowment
by assuming: Up(z,0) = 0 for all z and §.We begin by stating the following proposition,
whose interpretation is analogous to that provided for proposition (5)
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Proposition 7 Assume o (l) has strictly positive upper and lower bounds, then if oy (1)
and 0a(0)/00 are sufficiently large for all 0, then Auf = u'(z'7) —ul(22F) <0, Z1F <0
and Z* > 0.

The proof of this claim uses exactly the same argument developed in the proof of
proposition (5), thus it will be omitted.

Differently from proposition (5), however, proposition (7) does not present results for
the case of low values of oy (l). Indeed, in the setting we are studying in this section, it
can be showed that first order stochastic dominance does not provide in general sufficient
restriction to sign Au’. Nevertheless, below we characterize optima for the specific but
important case where one technology is assumed to be safe (i.e., it allows to obtain the
highest health state with probability 1). For this case, we show that efficiency requires
agents using riskier technologies to get higher utility at the optimum, whenever the elas-
ticity of labor supply, (;,, , is non decreasing with respect to the shadow wage. This
assumption appears in line with the empirical findings; its interpretation is that agents
who are already ”working a lot” are less reactive to wage increases. In order to state next
proposition, denote h(l) = ¢'(I)l. Consistently, define h*(I*(0)) = > ycq P (0)R(I*(9)) and
AR(I1(6)) = h2(1*(0)) — k' (1*(F)). Moreover let oy (1) = ¢"(1)/¢'(1) and op(1) = R"(1)/K (1)
respectively the absolute measures of convexity for the functions v and h.

Let I(na(@),0) be the contingent labor supply implicitly defined by the first order con-
ditions of the Pareto program. Then ¢ = dl(wy,0)/dwy)/(l(wg,0)/wg), with wyg = na(f)
represents a measure of sensitivity of the equilibrium labor supply with respect to the the
shadow wage wyg. The next lemma will turn out to be useful in characterizing the optimum.

Lemma 8 9¢;,,/0w % 0 for all (t,0) if and only if o(1) % on(1).

The proof follows immediately after straightforward algebraic manipulations, and it is
omitted.
Next proposition characterizes optimal utility wedges and cross transfers across jobs.

Proposition 9 Assume p'(0) = 1 for 0 = 0. If 8¢, /0w % 0 then ul(z?) % u?(z%F),

1P < 2P =
A ;OandZ ZO'

Proof. See the Appendix. m

7 Characterization of competitive equilibria

In this section we characterize competitive equilibria for economies with either high or low
transaction costs. We begin by proving the existence of a competitive equilibrium. The
proof exploits the convexifying effect of large numbers.
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Proposition 10 An equilibrium always exists either in economies with high or low trans-
action costs.

Proof. See the Appendix. =

Next proposition states the first welfare theorem for an economy with low transaction
costs.

Proposition 11 Competitive equilibria in economies with low transaction costs are first
best allocations.

The argument of the proof is standard and it is omitted.

The logic of the first welfare theorem can also be used to prove that competitive equi-
libria in economies with high transaction costs are interim efficient allocations with fair
treatment.

Proposition 12 Competitive equilibria in economies with high transaction costs are in-
terim efficient allocation with fair treatment .

Proof. See the appendix. =

Given the results proved in characterizing of Pareto optimal allocations, proposition 12
has the following immediate but important corollaries

Corollary 13 Competitive equilibria with high transaction costs are typically not first best
allocations.

This simply follows by the results that competitive equilibria with high transaction
costs are interim efficient and that ex-ante and interim efficient allocations are typically
different.

We conclude the equilibrium analysis by looking at the properties of equilibrium prices.
Next proposition shows that in both classes of economies we are studying agents trade
individual securities at fair prices, and that state contingent wages are equal to the value
of state contingent labor productivity for each type of worker. Moreover, occupations
which are riskier for health in the sense of first order stochastic dominance command
relatively higher expected wage. Finally, under low transaction costs, equilibrium prices
(wages) are such that value of consumption of agents of the same type assigned to different
occupations typically differs from the sum of the values of its endowment and its production.
By using lottery contracts agents transfer wealth across occupations in such a way that
agents with the higher (respectively lower utility) expected utility consume get a positive
(negative) transfer. Or, saying it differently, lottery contracts allow to make transfers across

occupations. Let Zf = Zcecﬁee(qc(pf(e)xﬁc(ﬂ) —e§) — qpi(0)al (0) (L — :L"ﬁL (9)).
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Proposition 14 In all competitive equilibria with either high or low transaction costs the
following properties hold: (i) securities prices are fair, i.e. @' (0) = gipt(0) for some
gl € Ry foralli € I,t €T and 6 € O; (ii) wi(0) = blal(f) for some b € R for
alli € I,t € T and 0 € ©; (iii) ; if <p§,@> first order stochastically dominates <p§/,@>
and strictly positive measures of type-i agents are assigned to both sector t and t' then
Y oco PHOWHO) > > p0 Pt (0)w! (0); (iv) In any equilibrium with low transaction costs
such that positive measures of type-i agents are employed in sector t and in sector t', then
ul(zt) — ufl(a:f/) % 0 if and only if Zf — Zf/ % 0

Proof. (i) and (ii) result from a standard application of the separating hyperplane
theorem; (iii). as al(f) is weakly increasing for all 6, the proof follows immediately by (ii)
and lemma (2); (iv) immediately follows from the first order condition with respect to !
of the agents maximization program and the ex ante budget constraint. m

Part (iii) of the previous proposition expresses in our general equilibrium setting the
compensating wage differentials principle which is prominent in the literature on compen-
sating wage differentials. Part (iv) of the same proposition however, together with the
results of characterization of equilibria and Pareto optima previously stated, has the fol-
lowing important implication. Pareto optimal wage differentials do not satisfy the fair
treatment conditions under which wage differentials have been commonly derived in the
literature on non pecuniary job characteristics. The result of that literature are for this
reason based on an implicit assumption of market suboptimality.

8 Second Welfare Theorem and decentralization

In this section, we will show that if agents’ types are public information, the Pareto op-
tima can be implemented as competitive equilibria with deterministic transfers even when
lottery contracts are unenforceable. To prove this result, we introduce a class of policy
schemes based on of deterministic transfers across agents and minimal wages. Minimal
wages allow the Pareto-planner to ration labor supply in some sectors of the economy so as
to decentralize through transfers allocations that do not satisfy the requirement of interim
efficiency.

In order to simplify the formal description of the policy instruments, in this section
we assume that each agent makes all his assets’ trades with only one intermediary. This
somewhat realistic and unrestrictive assumption allows to reinterpret each agent’s vector
of assets’ trades as an insurance contract. Let s! the monetary transfer’? received by a
type-i agent who signs a health insurance policy designed for sector-t workers, also denote
f! the (possibly negative) monetary transfer received by a sector-t firm for each type-i

22We will use monetary transfer as a synonimus of ”transfer in units of numeraire”.
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worker employed. Finally let !(6) the minimal state contingent wage for type-i workers
employed in sector ¢ under the health state 6.

A transfers’ policy, p = (s, f, ), is then defined as: (i) a vector, s = (si)
teT
i

e of
el

subsidies to the workers (i) a vector f = (f})!"of transfers to the firms and a vec-
tor w = (l@f(@))fgIT gco Of state contingent minimal wages. Feasible policies must be
budget-balancing. Formally, a budget balancing regulatory policy is an element of the

set: P= {p D> ericr hst+ ol fl = 0} where o is the measure of type-i workers who are

effectively assigned to sector ¢ in an equilibrium with transfers?3.

As minimal wages may induce rationing, market clearing rules must be carefully spec-
ified. We assume that in any equilibrium with transfers all commodity as well as asset
markets clear without rationing at "walrasian" prices (i.e., exactly as in the absence of
transfers), and that firms labor demand is not rationed. Differently, as transfers and min-
imal wages may well make some occupations more attractive than others, we shall assume
that whenever in an equilibrium with transfers sector — t workers receive a higher utility
than sector — t' workers, for some t' # t, the probability that a worker will be assigned to
sector ¢ is equal to af, i.e. the measure of type-i workers assigned to sector t.

The motivation for the clearing rules of consumption and assets markets is the same
as that often used to justify walrasian market clearing in the definition of competitive
equilibrium: at any non walrasian prices vector rationed firms and/or agents would have
an incentive to manipulate prevailing prices?*. The same argument justifies the assumption
that labor demand is never rationed in equilibrium. Finally, our workers’ assignment rule
to firms can be tought as the result of a decentralized job search process where workers
simultaneously apply for several occupations in a first stage, then applications are randomly
selected whenever the number of workers applying for a job is larger than the number of
vacancies posted; while in a final stage workers, whose applications may have been selected
by several firms, choose an occupation within the set of offers. Notewhorty, while this type
of assignment mechanism introduces a randomization on agents’ labor supply, the transfers
policies we consider are completely deterministic, and hence do not need any random device
for their implementation.

A rational expectation equilibrium with transfers and minimal wages {cpﬁ, T,0, 2, P, W, P, p}
is now formally defined by the following conditions: (i) consumers’ choose (zf,af, z{(6))
by maximizing >, uf(z})¢! subject to the budget constraints

Y ac(@io(8) — ef) = wi (8) (L(6) — iy, (6)) +2H(0) + s ¥ (6,1)
c#L

23 As the focus of this section is mostly on the decentralizability of Pareto optimal allocations and work-
ers’assignments, we will not introduce further notation to indicate the workers’ assignment of a generic
equilibrium with trransfers. For simplicity we prefer to denote by a a workers’ assignment, as in the
definition of efficient allocations.

?4See for instance Mas Colell and others (p.315).
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and to a set of constraint of the type ¢! < af, which state that a type-i agent who offers
labor in sector t will be assigned to that sector with a probability a! equal to the measure
of type-i workers who are effectively assigned to sector ¢ in equilibrium; (ii) production
firms’ labor demand, [f, and intermediaries assets’ supply, z!, satisfy the same conditions
as in the competitive equilibrium with deterministic contracts (i.e. conditions (7) and
(8)) except that, because of the presence of transfers, the firms’ objective function is now
> pco Ph(0) (q:yl (0) — (wk(0) — fH(IL(6)); (iii) the minimal wages’ constraints, w! () >
wt(0), are satisfied; and (iv) all feasibility conditions hold.

Next proposition shows that Pareto optimal allocations can be implemented as equi-

libria with transfers. We show that optimal policy schemes generally hinge on state and
sector contingent minimal wages. We also prove that, in the case of inelastic labor supply,
uniform minimal wages suffice to implement Pareto optima. A continuity argument then
implies that, whenever the elasticity of labor supply is sufficiently small, there exists Pareto
improving regulatory policies imposing uniform minimal wages °.
Proposition 15 Any Pareto optimal allocation can be implemented as an equilibrium with
transfers and state contingent minimal wages. Moreover if workers’ labor supply is com-
pletely inelastic for any positive wage, all Pareto optima are implementable through policies
1mposing uniform minimal wages.

Proof. See Appendix. m

9 Conclusive remarks and extensions

The endogeneity of the individual health distributions’ generates specific ”cost-benefit
trade-offs” involving agents’ marginal utilities of health and consumption goods and their
occupational choices. We have studied how these trade-offs determine the shape of the
Pareto frontier of the economy, and the agents’ competitive behavior. The relative mag-
nitude of health effects on production and consumption capabilities determines either the
sign of Pareto optimal compensating wage differentials or the optimal differences in the
expected utility levels obtained by workers who use different technologies. Ex ante Pareto
optimality also requires cross-jobs transfers of resources. Competitive equilibria are ex ante
efficient if lottery contracts are enforceable, but not otherwise. The specific form of con-
tract incompleteness, associated to the enforceability costs of lotteries, may justify policy
schemes implementing cross-transfers across occupations.

25 . .. o . . .
5 Uniform minimal wages and sector dependent minimal wages are both observed in developed countries.
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All these results have been derived under many simplifying assumptions on the produc-
tion side of the economy, and assuming away all asymmetric information problems which
may affect either the amount of labor supplied by workers or their insurance schemes.

In a recent literature several contributions (Cole-Prescott (1997), Ellickson-Grodal-
Scothcmer-Zame (1999,2001), Makowski-Ostroy (2003)) have developed general equilib-
rium analyses focusing on the basic and complex issues of the pricing of agents’ contribu-
tions to clubs and production firms, and of the internal organization of these istitutions.
Our conjecture based on the analysis of this paper is that the result of generic inconsistency
between ex ante and interim optimality continue to hold in most of the setting studied in
these literature, once it is assumed that the organization of production within a club or a
firm preferences affects workers’utility. A result in this spirit is also obtained by Bennardo
(2004) in a moral hazard economy where health effects are not considered but occupational
choices affect the agents’ indirect utility via incentive constraints®®. Finally, in future work
we wish to extend our analysis and consider a more developed dynamic setting in order
to study how health effects modify saving decisions either under symmetric or asymmetric
information.

26 The presence of moral hazard, however, significantly affects the properties of Pareto optimal cross-job
transfers.
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11 Appendix
Proof of proposition (1)

Part (i). The proof is based on a standard concavity argument and it is left to the
reader.

Part (ii). In order to prove the genericity result, we need to formally define U*. Fol-
lowing the literature?” assume that, beyond satisfying the assumptions previously stated,
agents’ preferences satisfy the following property: a sequence Uj(z;,6) in U* converges
to U;(z;,0) € U* if and only if Uy (z4,0), DU (2:,0) and DUy (x4, 0) uniformly converge
toCUl(xl,G), DU;(x;,0) and D?U;(x;,0), respectively, for all 6, on any compact subset of
§R + 28

Let ¢ = (z,a,n, \) define the vector of variables in the Pareto program, where n and A
are the vectors of Lagrange multipliers associated to the feasibility constraints for produced
goods, and to the reservation utility constraints, >, aful(zl) > u; for all i # 1, respectively.

We consider first the case where the solution of the Pareto program is internal. A
Pareto optimum then solves:

AiDUi(x5,0) — np
—Ai UzzL (xf,0) + Utag(e)/%’

F(éeu) = | N(ul(al) —ul' (al)) — pu;(ZE = ZI) foran t £ T =0
Zze[ 1y (.’IJ@ - ) Zzel ;i
Sier alul(zl) —u; foralli#1 iel €T 00

for some vector of weights, @ = (%;);£1, where Ay = 1 and Z! = > cec, eee(nc(pﬁw) t(0) —
e)— ntpl(ﬂ) L) (L—at i (9)) for all t. Interim efficiency implies u(2t) = uf (z!) for all ¢, ¢’

such that a! > 0 and ozt > 0. Given an arbitrary € € £, assume without loss of generality
that of € (O, 1) for t = 1 and t = T and define the following extended system of equations:

g(f,g,ﬂ): < 1({;5,&?2 T) > =0

U Ty) — U (2

*7See Geneakoplos-Polemarchakis (1986) and A. Citanna, A. Kajii and A. Villanacci (1994) for a detailed
discussion of this technique.

28Tn other words, we assume that U; is endowed with the subspace topology of the C2 uniform convergence
topology on compact sets. Notice also that U = Hle U; is endowed with product topology.
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Finally let Sz = {e € £ :G(£,e,u) = 0} be the subset of economies where a solution,
&(e,u) of G() exists for any u. We will show that ex ante and interim Pareto optima are
generically different, by proving the equivalent statement that the complement of Sy is
open and dense.

(1) Density

The space £ of economies on which density must be proved is an infinite dimensional
space. However, as density is a local property, in accomplishing this task one may restrict
attention to a properly defined finite subset of £. Specifically, we will restrict attention
to a linear subspace of U which will be defined as follows. Fix arbitrarily an economy
g € £ and a vector u, and let :L‘gp the Pareto optimal allocation associated to €, and to the
reservation constraints defined by the vector of Pareto weights @. Given an utility profile
U € U of z, consider the perturbed utility functions of the type:

Ui(wi,0) = Us(x,0) + ki(0) + B; (0) (x; — z (6))

where x;(0) is a scalar and [3; (#) denotes a (C + 1) dimensional vector for all (6,¢).Assume
|(ki(0)] and ||3;(0)]| sufficiently small for all (¢,7). The set of certainty utility functions,
U, defined by all possible perturbations obtained in this way is a finite linear subspace of

U. Let €= E x T x U. Define S; = {8 €&:G(&e,u) = O} and let (€%, ¢%F) a generic

point such that G() = 0. We now show that the complement of §@ is dense by proving that
D(E’E)g(fﬁp,eﬂp), has full row rank, i.e., that G() is transversal to zero. To simplify, let
KE = gco PH(0)k;i(0) for all pairs (t,), e® = Y, wef for all ¢ and assume, without loss
of generality, that o] € (0,1) for all . Moreover, let e € R, a = (a1(6), ..., ar(0)) with a €
RI=DXI for some 0 € © and a;(0) = (a}(0),..,a] *(0)) € RT-1, kT = (x5, .., xT) e RI7,
and 3 = (B1.(0),..,8;.(0)) € R, Straightforward elementary operations then imply?’
that the rank of D(&E)Q(&ap, %) is equal to the rank of the matrix:

Equ./Var. = e a kT ki B
FOCs(zx) H 0 B 0 0 E

A_| FEAs 0 —I 0 0 0 0
| FOCs(a) = 0O C O O O
UT.CON. *x 0 0 I o0 O

INT. *x 0 0 0 1 o0

where the matrix H, the submatrix of the Hessians, has full rank since preferences are
strictly convex; I denotes a (C' + 1) dimensional identity matrix; B is a matrix with a zero
in all entries except for the ones in correspondence of the first order conditions with respect
to z!; (§) which are of the form n,u; for all (¢,t); C is a (T'— 1) x I dimensional square

2 This can be easily verified by using the condition ui(x1) —uf (z{) = 0 to rewrite the FOC with respect
to o in G in the form Zi — ZT =0.
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matrix with a zero in all entries except for the ones of the principal diagonal which take
the form p!(0)I(6) for all (i,t); and E is a matrix with a zero in all entries except for the
elements in correspondence of the first order conditions with respect to z!, (f) having a 1
for all (7,t).

Consider the matrix

I. .0.. .0.. .0

Equ./Var. z; a;i(0) B ) %.. 0. .0

M;=| FOCs(z;) H; 0 E; where H; = : ; : :
0. .0. .. .I

[13%2

where the “«” indicates submatrices having some non zero entries. Straightforward ele-
mentary operations allow to show that A has full row rank if M; has full row rank for
all i = 1,..,I. Tt is immediate to verify that M;,and hence A, have full rank. Thus G()
is transversal to zero and §ﬁ is dense when the Pareto program has an internal solution.
Finally, the proof extends to the case where F() has a corner solution such that o! € {0,1},
say af = 0, for some pairs (i,t). Indeed, in this case it suffices to replace G() = 0 by an
equivalent system G’() which is the same as G() = 0 except that o! is fixed to zero in all
the equations and the first order condition with respect a! does not appear anymore. [J

(ii) Openness

Let Pz = {(&,¢) : F(§,e,u) = 0} denote the Pareto optimal manifold, and consider the
natural projection of Py: m: Py— &, w(&,e,u) = €. As proper mappings take closed sets
into closed set, Sz is open if the natural projection is proper. Hence we need to prove that
for any sequence ({Zp,ak)zozl such that F(fgp,sk, u) =0 for all k, and g, — ¢, as k — oo,
there exists a convergent subsequence of (5};‘]3)2‘;1 with limit £%F such that F(¢%F e, a) = 0.

In order to do this, note first that {a};‘P }20:1 must converge, say to «, as it belongs
to the compact set [0, 1]TXI. Moreover boundary conditions imply {xiﬁp }zozl > 0 for
all ¢, while strict convexity of preferences imply there exists a positive vector G such
azfﬁﬂp < @, hence {:L‘}ZP }2021 must converge, say to z. Given the assumptions we made on
preference Uy (z',6) — U'(2",6) implies DU}(z*,0) — DU*(z’,0) uniformly on compact
sets for all (z%,0), then DU (2" 0) — DU (2" 9) for all (i,6). Finally, using the first
order conditions with respect to = and a one gets (A\f7, n) — (A*F %), This completes
the proof. [J

Proof of lemma (2)
Consider — Zivzo dg(0,+1)AP(0,) with AP(0,) = P! (0,) — P?(0,). Developing this

expression one gets:

N N-1 N-1
> AP(6,)dg(0n41) = —dg(61) (p'(60) — p* (60)) —-.—dg(6n) (Z P () — > P (Hn)>
n=0 n=0
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this simplifies to >_yco p' (0) g () — Y peo p® () g (). O

Proof of proposition (3)

The first order conditions with respect to ztf’ of the Pareto program, which take the
form U.(z'(0),0,0) = n, with ¢ = 1,2, together with strict concavity of U(x,#) imply
2 (0) = 227 () = ¥ (0) for all 6. Let ¥ : © — R2, 6 — 27 (), be the map which
associates the optimal consumption vector 2% () to each § € ©. Define df = 0,1 — 0, for
all n, and assume df sufficiently small, then one has:

dU (27(0),0) = U (2" (0n41),0ns1) — U (27(00),0n) = > dal (0)nf + Uy (z7(6),0) do
c=1,2

(19)

By lemma (2), u!(z'?) % u?(2?F) if dU (27(9),0) % 0. Moreover, from the aboxle

approximation it follows that >°._; 5 dz"(0)nl + Uy (= (6),0) db % 0 implies u!(z!'?) =

u?(2%F). For df small dzf () can be approximated as: dxt (0) ~ (U,, |U,, | +U,,U,,)/A)d0
and dx¥ (0) ~ (U,, |U,, | +U,,U,,)/AN)d8 where A = U,,U,, — (U,,)? > 0. Summing up, we

obtain: U, U]
P ~ [/19 L22 LzeLm Lze L11 LIGLI
E d:L‘c (9)nc ~ Ul df + Ug

c=1,2

(19) and (20) then imply that dU (z*'(6),6) % 0 if

2 49 (20)

A A
(Usg (U1|Unz] + UaUs2) + 5 Up) + (Uag(Ua|Una | + UrUn2) + 5 Up) =0

Part (i). Increasing differences in (z,0) imply Uyg > 0 for all (z,0) and ¢ = 1,2,
supermodularity in x for any given € implies Ujo > 0 for all (z,0). Since by assumption
Uy > 0, the result immediately follows by the above equation.

Part (ii). Decreasing differences in (z,0) imply U, < 0 for all (z,0) and ¢ = 1,2,
supermodularity in z for any given 6 implies U2 > 0 for all (z,0). Now set g1(z,0) =
A/2 (Uy|Us2| + UaUi2) , and go(z,0) = A/2 (Us|U11| + U1Ui2), the above expression implies
that if Ugp (z,0) /Up(x,0) = —ge(z,0) & ul(2'F) = u?(2?F) for all ¢. O

Proof of proposition (5)
As a preliminary result we prove the following lemma.

Lemma 16 Assume <p1,@> FOSD <p2,®>, then the Pareto optimal allocation satisfies
the following property: n¥ > nt.

Proof. The proof is by contradiction. Let h(l,6) = v,(l,0)l and ¥(,0) = ¥(l,0) —

h(l,0). By using the first order conditions with respect to I*(6) of the Pareto program, for all
t and 6, the first order condition with respect to a rewrites as: AU = Y, p?(0) ¥ (1%(9),0)—
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> pco PHO)T(11(0),0) = 0.Now assume 7 > n&, ¢, (1'(0),0) = n, together with ¢y() > 0
imply ll( ) > 12(0) for all 9. From ¥;() = —¢;() < 0 for all § it follows AV >
(0))

> peo (@' (0)—p*(0))(—¥(12(6),0)). Moreover, by differentiating 1, (I*(), 6) = 1, and (L, 6)
one gets d\IJ(lt( ),0)/d0 = y(1*(6),0) < 0 for all . As (p',©) FOSD (p?, ©), lemma (2),
then implies AV > 0 which contradicts Pareto optimality. [J

We turn now to the proof of the propostion.
Part (i). Let oy (l,0) = ¥y;(1,0)/1,(1,0) for all (1,0). Summing by parts, Auf” can be

written as

Au® = =3 (p1(0) = p2(0) (I (0).0) + Y p2(0) (w127 (6),0) — ¥ (1*(9).0))

0O 0e©

Now, denote n{ the lagrange multiplier associated to the feasibility condition with
respect to good t (t = 1,2). Let [3(0) be the implicit (continuous) function defined by the
first order condition v;(1(6),0) = n¥; and let I(6,7) be the implicit function defined by the
equation ;(1(0),0) = n. We then have,

On+A0 ns
N / (@0(02(6).6)/d8)db+ 3" 9%(0) [ 1/ (16,1, )
neN 0cO n

where, for each ,, € ©, AP(0,,) = (P'(0,) — P%(0,,)), and P'(0,) = <o, P'(0n). Finally,
by using the definitions of [1(#) and (6, 7) one obtains:

On+A0
P _ Z AP(0,) /Gn <_Qapf((llll(<g)):0)) + Pp(l1(0 ) d9+2p /P 1/oy(1(8,7),8)dn.

neN 0cO

(21)
Since n§’ > n¥’ by lemma (16) and o (1, ) > 0 for all (I, 0), the second addendum is positive.
By first order stochastic dominance it is immediate to see that the first addendum of the
above equation is also positive when 1)(l,0) is sufficiently small. Hence Au” is positive.
O

Part (ii). To begin, observe that [¢;4(,0)/0y(l,60)] > 0 implies that o,() < oo,
which in turn, entails ¢;() > g > 0 for all (1¥(6),0). This together with lemma (2),
and the continuity of the utility function, imply the existence of a strictly positive num-
ber d such that if dl(0) = 1£(0) — Y (9) < d for all § then Auf < 0. Thus, it re-
mains to prove that Auf < 0 whenever II(0) — 1 (0) > d for all . Consider equa-
tion (21), as AP(6,) < 0 for all n € N, and —yy(l,0)/0y(l,0) positive for all 6, we
have 3, cn AP(0) [, 2% (dp(11(6),0)/d0)d0 < 0 for y(1,0) sufficiently small. Then,
Auf < 0 if oy(l,0) is sufficiently large, and there exists a finite number h such that
Anf = 775 — 77{3 < h. To prove the existence of this upper bound we use an optimality ar-
gument. As (2, o) solves the Pareto program, one must have EU(z", o) > EU(z', o)
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for all feasible (z,a’) ;é (¥, af). In particular, consider the consumption allocation
# such that 2%(0) = z!F(0) for c=1,21"=1- P =1 = BIP + (1 — B)I?F, with
B € (0,1). Since I'F < Z2P a continuity argument 1mphes that for any (§ sufficiently small
there exists a real number k such that & = of + kB3, and (&, &) satisfy the feasibility
constraints (possibly as inequality). Thus take (Z,&) which satisfy the above proper-
ties; we must have AEU = EU(zF of) — EU(#,&) > 0. By adding and subtracting
EU(#,a") to AEU,and then using the first order conditions of the Pareto program and
rearranging, one gets AEU = AP + BP where AP = D teTveo al pt(0) Ay (18(9)), with

Ap(1(0)) = (¥ (1(0),8) — ¢ (1'7(6),0)), and where:

neN

Moreover, from the first order conditions of the Pareto program and the convexity of ¢
it follows that A" < A’ =D er afnt > pco PHO)ALL(0) > 0 where Al*(0) = (1(0)—1F(0)).
Using the definition of [(#) we then get:

A" =ofn (1= B) Y p"O)PF(0) = 1'7(0)) — agny B Y _p* ()1 (6) — 1M7(0))
0cO 0O

As we are considering the case where (I27(0) — I'Y(6)) > d, the above expression
implies A” — —o0 as nf’ — 7t — oco. In turn, since |¢y(1,0)/04(1,0)| < k, there must
exist a real number D such that for all 0, 1,4(1;(6),0) < D. This implies that BY <
(61 — af)D. We can conclude that AEU = A + B > 0 implies n¥ — n¥ < h for
some positive h. This allows to conclude that Auf < 0 for oy (l,0) sufficiently large.

Indeed ), .y AP(6,) f0€?+A9(dw(l1(6),9)/d0)d0 is strictly positive and bounded below;
while >0 p*(0) f:ﬁP 1/04(1(8,m),6)dn becomes arbitrarily small for o,(l,0) — oo, since
1

n¥ —nt is bounded. O

Part (iii). Define the function T'(n,0) = o, Y(1(n,0),0) — 1(n,0), Inada conditions
imply 7°(0,0) = 0 for all #. Moreover one can readlly verify that ¢;;(1,0) > 0 for all (I, 6)
implies 07'(n,0)/0n < 0 for all (n,0). It immediately follows that [(n,0) > ail(l(n, 6),0)
for all (n,0). This inequality together with (21) imply

Ont1 9), 5
Aul < TLEZNAP(Gn) /n ( W + ¥p(l2(0 ) do + 9%;)]9 (/ 9)d77>
(29)

Let the function h(l,0) = v,(l,0)l for all ({,6). Consider the first order condition with
respect to a of the Pareto program:

2 2P 1P 2P 1P
— 2
E p (0)y(l E pH(0)w(l =n¥ E p*(0)1 E p'(0)l

0cO 0cO 0cO 0cO
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Substituting the optimality conditions v;(I*(0),0) = nf for all §, t = 1,2, and adding
and substracting > ycq p'(0)1(1%(0),6) to the left hand side of the above equation, and
> oo P (0)h(1%(6),0) to the right hand side, one gets:

S AP(b, /”“w 0)d0 =3 pl(6 (/P H)dn>

neN 0cO

From this equality together with (22) it follows:

Ont1
Aub < %Ap(en) /9 <—% + 2%(12(9),9)) do

Then Auf < 0 since first order stochastic dominance implies AP(6) < 0 for all # and by
assumption the integrand function is positive. [

Proof of proposition (9)
As a preliminar result we prove the following lemma:

Lemma 17 Assume p'(0) =1 for 6 = 0y, if o(1) % on(l) then Ay =0 implies Ah § 0.

Proof. Setting Ay = 0, one gets 111 (I'(On)) = D peo P?(0)¢ (12(F)). 1*(On) then de-
fines the certainty equivalent of >~ p?( (12 )) Let [2 (h) denote the certainty equivalent
for Y pco P2(O)R (1%(6)), we have Ah = h(I?(h)) — h(ll(HN)). Since h(l) is an increasing
function and oy, (1) % o, (1) implies 12(z)) % 12(h), it follows that Ah =0if a¢(l) = ah(l) O

We now turn to the proof of the proposition. Consider first the extreme case where
pl(0) =1 for 0 = 0.

(Part 1): o4(1) < op(l) implies u!(z'7) < u?(2?F).

To prove the claim we use introduce an auxiliary maximization program, this program
maximizes the expected utility of the representative agent under the feasibility constraints
and the additional constraint

=" POwE0) - 3 p O (8) <0 (23)

0cO 0cO

The FOCs of the auxiliary program with respect to [!(0), t = 1,2, and « are:
»
&' (1H(0n)) = ma(@n) + Ew’alwm) (24)

W(P(0)) = mpal0) - =/ (P(0) VOO (25)

1—

33



Y PPOWE0) = (I (0n)) = na Y *(0)a(0)*(0) — ma(On)I'(On) (26)

where 3¢ > 0 is the multiplier associated with the constraint Ay < 0. Substituting (24)
and (25) into (26) one gets:

h? h!
szAh—i—%( +> (27)
l—-a «

We begin by showing that if o, (1) < (1) the solution of the auxiliary program solves
the Pareto program. This is equivalent to prove that oy (l) < o4(l), implies either that
x = 0 or that Ay = > ,c0p*(0)9(1%(0)) — ¥(1*(On)) < 0 at the Pareto optimum.
Suppose, on the contrary, that » > 0, then Ay = 0, and by equation (27) it follows
Ah = —3 (% + %) < 0. But this contradicts lemma (17) since o (1) < op(l) implies
Ah > 0 whenever Ay = 0.

Now note that x'7(0) = 227(9) = x¥ for all 6 implies u!'(2'7) — u?(2?F) = Ay. Tt
then remains to show that oy (l) < op(l) also implies Ay < 0 (i.e. that the inequality in
(23) is satisfied strictly). This is true as Ay = 0 implies Ah > 0 whenever oy (1) < o5 (1)
so that (27) cannot be satisfied.

(Part 2): oy(1) > op(l) implies u!(z'7) > u?(2?F).

Proving this claim requires the same type of argument developed in part 2. Precisely,
one first introduces an auxiliary program where the expected utility of the representa-
tive agent is maximized subject to the feasibility conditions and the additional constraint
—A1 <0, and then use the FOCs of this program to prove the result. The details of the
proof are left to the reader.

(Part 3): o,(1) = op(1) implies u*(x1F) = u?(z?F).

Consider the auxiliary maximization program which maximizes the expected utility
of the representative agent under the feasibility constraints and the additional constraint
Ay = 0. Notice that this program is the same as the auxiliary program used in part 1
except that now the additional constraint on A is imposed as equality. Notice that the
FOCs of the program with respect to (), t = 1,2, and « are exactly conditions (24), Q5)
and (26). Substituting (24) and (25) into (26) one gets again equation (27) where 5 = 0
is the Lagrange multiplier associated to the constraint Ay = 0. The claim is now proved
by contradiction. Assume 3¢ # 0, the constraint Ay = 0 is then binding, and equation
(27) implies then that Ah = —s (% + %) # 0 which by lemma (17) is impossible since
o(l,¢) = o(l,h) and Ay = 0 imply Ah = 0. Therefore, o (l) = o4(l) must imply that
» = 0, the solution of the auxiliary problem solves the pareto program so that Ay = 0
and u!(z'7) = u?(2?F) at the solution of that program. [J

Proof of proposition (10)
We begin with the case of low transaction costs economies in which only deterministic
contracts are enforceable.
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Consider the auxiliary program which maximizes Y, uf(z!)! within the compact
set of allocations defined by the agents’ budget constraints and the additional constraints
fy;? > ¢ for all ¢t and 4, and xf € X,with X finite. Under Inada conditions , the constraint
7t > ¢ is not binding for ¢ sufficiently small. Moreover, since the per capita endowment
of the economy is finite, the constraint z! € X is not binding for X sufficiently large if
7% > e. And hence the set of solutions of the competitive equilibrium agents’ maximization
program and of the auxiliary program coincide for ¢ sufficiently small and X sufficiently
large. As both production and intermediation technologies are linear, equilibrium prices
satisfy the following properties: ¢} (8) = g!pt (0) for some gt € R, foralli € [ andt € T
and 0 € ©; (ii) wi(0) = pi(A)blal(), and all firms make zero profits. Using the zero
profit conditions and normalizing assets and spot prices, the budget correspondence can
be rewritten as:

Bi(a) =Y 0} (0) (D ac(wie(6) — ¢f — af(0)ai(L — zf, (8)) <O V¢
0cO ceC

This correspondence is continuous for all ¢ > 0. As a consequence the correspondence

(), @) = {@5,@3 (et t) € argmax S (et st (o) € Bi<q>}

teT

is upper hemicontinuous. While ~¢(q) is also convex valued, however, (%(q) has not a
convex graph. By construction, however, the per capita demand correspondence ff(p) =
> ier 714 (9)¢i(g) is upperhemicontinuous and convex valued. Hence, a standard application
of the Kakutani fixed point theorem, in the space X x A®~1 implies the existence result.

The existence proof of an equilibrium for the high transaction costs case follows exactly
the same lines.

Proof of proposition 12

We start by demonstrating that competitive equilibria satisfy the fair treatment con-
dition. Suppose, this is not true; if u!(z!) > uﬁr' (xf/) then it is individually optimal for
all type i agents to choose ¢! = 0 which contradicts (gog,gof) > (0. This argument is
valid for any t hence the fair treatment requirement must necessarily be satisfied. Now let
(x*, p*, q*, 2%, ¢*) a competitive equilibrium and assume it is not interim efficient. Assume
that there exists a feasible allocation (Z,3,) # (z*,¢*) such that ul(zt) = uf (%) for all
i, t and t' such that (@f,@f/) > 0 and (z;, ;) = (z},¢}) with at least one type strictly
preferring (Z;, »;). Hence, it must be true that:

STED O qr@EL0) — €)=Y o> pl(0)gral(0)(L — &, (0))  for all i
teT 0cO ceC teT 0cO

where the inequality must be strict for at least one i (i.e. (Z;, ;) must violates at least
one budget constraint). Multiplying both sides of each type’s budget constraint by the
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measure of agents of that type and adding up one obtains:

Doa(dom| D PO Y TO) —ei— D ph(O)ai(O) (L —TL; (9)) | | >0

ceC el teT,0cO ceC teT,0cO

which implies that (Z;, p;) violates feasibility, and provides the required contradiction.

Proof of proposition (15)
Consider a solution, (&, ), of the Pareto program associated to a feasible vector of
reservation utilities, . There exists an equilibrium with transfers such that

p=(si= Y DiO)ne(@}(0)—€)—mal(0)(L(0)—2i (9))); f (0) = muai(0); f1(0) =0)
ceC,0c0
ol =al =&, x =& and g;/q1 = n;/n1; 67 (0) = p} (0) ;0] (0) = mya(6).
Indeed, for ¢! (0) = pt (0), ¢;/q1 = nj/M1, by using the budget constraints defining the
agent program one obtains:

D0 O0) [ D melal(9) — ) —myaf(0)If (6) = st | <0

0cO c#£L

where I (0) = (L — il; (8)). The vector (2! = &', ¢! = &!) then solves the type-i
agents maximization program for ¢;/q1 = n;/n; and s} = Y ccCoco Pt (0)(n.(2L.(0) — €f) —
nat(0)(L(0) — &t; (0))), the budget constraints and all the first order conditions of the
program calculated in the point ¢! = af.

Moreover, by construction the transfers’ policy is budget balancing. Finally, all the
market clearing conditions are satisfied at ¢! (6) = p! (0) and w! (0) = ! (0) = n,al(0).
Indeed, at these prices if (0) is part of the indeterminate labor demand schedule of sector ¢
firms, and the supply of all state contingent assets is also indeterminate and the feasibility
conditions for consumption commodities are satisfied.

Assume now that workers’ labor supply is completely inelastic for any positive wage,
and take a generic Pareto optimal allocation (&, ). It must necessarily be such that
&t (0) = L if w! (#) = 0 and &, () = L —L(6) if w! () > 0. Consider now a transfers’
policy g such that

si= > DhO)(n(27.(0) — €f) — nyaf(8)(L(6) — &y, (9)));

c€C,0cO

. o ¢ tipy. £t _ ¢ tigy _ ¢ ¢

W} (0) = w = maxn, Y pi(0)af(0); fi =n, ) pi(0)ai(0) —maxn, Y pi(6)ai(0)
0cO 0cO 0cO

By using the same arguments as in the first part of the proof one can easily check that
given this policy scheme go;? = af = &j, * = Z, if the price vector is such that ¢;/¢1 =
n;/m1; 0 (0) = pf (0) ;wf (0) = b
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