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C\op lnsltrartcP: 1~h<' liPlationshii) T3Pt\veen lnclen1nity Price and 
Exp<'<'h'd ()ut].nlt Pric<'t 

Abstract 

( 'rup i11~11nmn• 1 nnt nH t" typit ally ~"~"'"' r«in t 11<'• choir(' of prin• at which indemnification 

to dni\'t•, Tlw rP-,ult ~of HllllWrical sinmlat ions IHlRNi on a ran!!;<' of diff('l'Nit utility fuuct ional 

form-. art> pr!''"f'tl!t·d. and a ~I rollg tr·ndPncy is oiJSPl'VI''.I for t lw optimal prier• Sf'lf•clion lo he 

variability 1111 tlw c1pt imal prin• splf•ct ion is also ('onsidPr<''L The• sirnulntiun l'f'r-ndts sup;v;Pst 

that tlw optima.! prin~ st·h~ction is ol'lt•n nlm-incr(~a~ing with a rnN.In·presNvin~ spread of the 

output pricf' distrihut ion. La.f'lly. it is notc•(l that c•w•n in t.lw pr.-seJw<~ of hiddc!n~action moral 

hazard. if t lw .inn•nt h·(•:-; for shirking £UP not too high. thPn constraint that prir·r• HP}Pctions 

ht> lower than tlH• ('Xpc~ct ('d out pnt price• may stil1 h<· binding. 

tf)<:>pL of Ec-onomics. University of Mell)ounw, Parkville, :3052; Australia 
11 would like to thank .Jirn Vercammcn for useful cmnmeuts. l also ben<"fitcd greatly from 

tlw ronnn<>nts and corr<:'ct,ions of an allonymous referee~. 



fnntra• t") 

<•:<p!'f lc•d o111 put prin~ Hl''P Pa.n,to dominaff•d hy ntJu:~r couf..rr~t.'l..l'\. 

l 



\\ •· !11 >-1 <UMh ,,, ~1 mo•h·l IH wlw h \l•·ld <tttt\ ott! put IH '' P iltt> ntH N'lJtttL aud fartr~t·r~ ¥H"t'• 

fl'··f~,. <t\l'f'•f' 1'''111'' tt• h d" IU!I!fll fHVllt•J M•· i\h~ltiHh•d frnn1 [hMtHHHt" {(lJiha• l:\\1 utf(·~rin~. 

t.ltrlcttltllllf .d !UTI ~d .t •,dt·r h·;f 1 ott• I dUf t*1k f•H \ wfd ·-hurt f~tH'·' fwlu\\' ~"~ ""r•lf•t tt•d yir•id ~~wun.ttt.J•t• 

Mt ,.\,td.,j.J. tc, f.HHUt· liw·t IHHli¥Ht•,, •lftlh••,JfJIWffln lllrl\!fUI:l·l' th1· f*'\rJt•t1~·~J UJJhf\ of 

l·HIW't'· ,qlqnl lo ltn lll·llf.Hht pta\tdt•f nllftiUitH,V fi ~~.!\I'll J.•\tJ u{ t'\JH'th••l prqflf Jt I• 

·,hn\'< 11 l o lu ddl!* nh I o df'! n 1 Jt11'h« r "' , owhltn1t'· IUnh·t \\ lw h t lw ~+pt U!Mf fll t• ,, •·•l•h•• 1 iuu HI 

··ll« h 'uHf t .u h I' hnlHidt·d ,du 1u h\ t lw • \ pt''l tt·d onf pHI jH 11 c• 011\\l'\'t'f. ll"'lfW UUUWI!l (\I 

••.U!!id,t 1 tnli·' thlfl •ldk111tf t'\•ltnplh Hl~ohHtif ddfr.tntl Ht~hl Jw~~~~ntMl fotHP. j1tf' ~j\'(•f1 

fol \\l111h llw nptmt..l p11•• ·1int1u11 I' l,oUIH!td lulntt h'l tlw •\fW!li•fi oHip1r1 pfUt' fuJ 

•HI\ \wid J.' tl .• tl•l-ltt t 1 111 I lw t .Uti~• ,,f ~r~,. d1l~· \ 11·l•} h' t lw,,,. *''·•Uiplc~,. d 'on··~"h·ul fH'!O't Oit• 

td.d tnli .lnp luI \'-l't 11 llu opt HH~II pt t• ~· ··•I~·~ I lllf.f .~.wl \ wld ~'H··H •Hilf't '" i1ht~ oh·~N'\«~•L wlnlt·· 

tlw olp11111.li p1111 q·IP~IH!h P• Iiiii! lli~lt',"t'·liiJI \\lth IHt.HI pt·•·•·fl'><lhl'! ''"JHhH'f~. 11f tlw Ol$lpn1 

pill~ df•ttlhlllhlfl JJw t;td\ t\,HII{rf( Ht v,f;~~•}l lh1 opliHh1f fHitf ··rlt·ttfUif \\ft'· fqWi"( Jh.fHI 

t !u , \ftt·t If ·d llldf'lll I'' u r , <'ff!HH d I h •• t I tw ·~ u ld J~ IJ*H .wt•·~ lw ··uHP Will h IH~th .wd nut ptH 

p111' \ •\t ,.Jill hi\ lo t ••. · .lfh• 1• nth l.w!, 

f lw .. 'nil oht <UHI" 111 h' 'IH'J'P I !lwt Ill llw ~·ll'•f'ht f ol olin t fa• ...... ·-w h ~\~ mur~tJ 

1. 1.'.1! d. po····dd; ,, IM~•t • 1.~ . .,., 1 ,f ph1w'd'k t Ht11ht IHII" «· \l"f HtHkl \\huh +'1.~ t klii·l• 1up tU~Hiil1H t• 

ttdtfl.t' t• .Ht I'.Hdn tln!HHI•·d(·rl t,.., ,, .. ,~.tr,ut· H1.1l .. HH\~ fHHI ~.t·h'••ftHH""• lo ht' luJ$;lu•f lhilf4 

t}w t'\ju<~ t•·d outpuT pt}tt· Ji1 l~tJhl uf t}H wdf dw UHWHh·tf W'~nt<JhlfJt\ uf fUnlt}PlW~ of JU l.U.ttJ 

«top ltlllf1UI'f ptol;Jit•tiH•· tlw ul••,qv.lftnn t'' of puh·tlthJ! poh•\ r«·h·'l>'~Hltt'. 

lltt 111t uti tun lut t h1 · uplnu~t.l t•n' •· .<, l• • t l' il lwm~! hlJthrt tlhll tlw nqH'f tt~tl t.utt put pri~ •• u~ 

I h-.f llw JMf t 11 ul.t~ hu IH of .... I t.~<r1J 'tut• w"tH•HU t· • nut nv ht arr· lt•!><ilndl\'<• HI Htf' ~~(·Jls(·• nf uot 

.tHuv.w~ f•Utrwf'· tf• • hoo''" ,, IHfUJl ~mn w•l(''fi!Utt·\' Jnl\fl.whi m ;.~dditJ<Hi f,,, a rurrt• !il("lr•tlhm 

•md VH·Id PtM.t.~ufttt· A huup ~"*HH p~.i\Tm•nl \vnnht tvvr• fndh••t Ut")tll»Jhlv m i1Un\~'inst lrnwdi~r 

••f JHnhh lwtvwr•u chlft•tf•tlt \Wld 'iitldh·~~ tn tJw nhl'l.t'liH' Hf MHh ¥U1 lUll>l.ttUlH"'Ht., tlW unhr 

c•H••ttlV•' Wfl~' ft,r fMlW'f~. tu tntw~f•··· prohl~ fhJ.tl'l hltl,h to k,w '(tf4d ~l.n:tt"~ ·~h) t-lWmiiJ:~ t.lu~ 

J 



• f h• ·W•••··••h I•· ubf~UII I ft.,,. lc':ttlih% WIJfn,IJ( UIHIHI.Y ~lrv I 1\lii'IUHJIJlHJ.flt\ Ul t,lu" f'oi'UHlhttHHJ of lht• IW·~I'fl.f 
futuu•l ptvtlth ht h~•~ l#''i'·fl ('ff'"II•HJ<Jfv n:rognru·.rl hy f'JutKitHl rwd ( 'bh.mht'!'!l ( fW.t!l) 

• 



fli •. Wl1l h' l.fn t1tuhk~H <lf h.Ui~i f Jw ffclt.:HH I Htl ~,Ht~ttf11l Uth P''"l1.dt "> "dt}t,p:r•'iih f b,,'l.} <tff•lvHtU 

tMh<Jio ul I Itt "P' Ht<.'\lfL HI uf !v·tt.~d'q •••• ·u I lhtl • tup II·•·~Hhthl I H•ttl htd nh HH<'\h'h ft'tl~HH·~{ 

• ~.of I 'i .~! ' '''I' t• , . H.d I :, . .}4 lllt.tf' t:t: , 1>111 )l t},,l, ·•ihU.I ~ p!• HIPUI! .u.•J !Ud ~ ,f i thf'l 

11>!•111 I ••1<1•·1ii l"; . .., I, •tl L. '' 
,, !.f !ht!tHifHI' g:,ljll '!f·ln ttHh 

lilt •ld•ll!tllllh!J tt,. pt•»t~ttht'" ul n,, ttpiUtM:l poo '•4kd!Uh lh HltthHH lu Hw t''lltu~dvtl 

o•t1j.nlt pi!• « .~! f >f.l b If d ,,f ·, H ld V.llftH dhlt • 

\ ptt!Ut!Hll ul /'l • . ; $' JhWf J,., ~~w f<lHttlci fql)tlttfl'''~l"' f,f H·nh./t"*' \IIW."hf htH¥u··J~a •hWI;t!t' •i. 

· ~r~i f •v I f ,, } pno1 it~ • i;•~u·.w.J,t o \\ h.u! tht•.ff w f ut~· Jd HH tu ~Jnt>f VU)·~l U d'Hd fJ iUt hu•lt.th 

lhK· {'!•··,tHlldi rkliJrhl ut '"H~h •'1 !HU\J.t:tJl fmm t>1l1 he' t'ltfJliiHH'"ti lJ\ ,.,,•h lii1~~fl· \f•Hi'lH't.hun 

~ ot.·,~dt·f ~•* V.JHI'~ t tu•1 r~t nu hut· ~~dl'it'n tdlr·j t Ow l•tv~t• +!II.HH C •tH" uf n~! l tM.I t rup .IU~ttHi1.1Hr• t:ul.~ 

t fiU t 
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holuHl •. ~d (t,hove by 1lw PXJH'd«>rl m.t1JHll prin•. 

Intuition ftH th(' oht>Prvatiou tJml d . .., .. hh < 0 ran IH" ~JhtHillf'd hy olHH'rving that if .'i > p. 

( lwn I lw tninimum pmfH or n farnwr Ot'TttrS at !I ~ ')', is equnJ to PI ·- ,'i J;;( 1 u)dF "' Kl 
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1~. t \f!t'l ft·d lU<ft IHilfl\ fi<\'.lll•·n!J• Hltl"<l 1"1fllnlpft'HIIIIi0 fP~'f'flliN> 
••t,l i'wHIIll fllll'ltnl!<ll fnl!ll~ ~~~~~~~ ltk lh1 IHfliiltUII tdl~ll\'1' fV'h 11\'f'tt.IIHIJI!l!lilv flllllllliii!Oitlkl·lh'l'l'fl hl'l'f'. lhlt:f 

•nj!,iiiiW!It ht~•:t\1•• dn\1.11 ~•liP• lh• f'Xjllf*IIIIO)J lut 1' 1 tnvnlvl'l! t! !,•fill IJ• 11) fllJJ!I'fii'Hij! Ill th.· tlt•llui.lliJHilPI', tu• 

lhlll t; ,,, 11111 11'111 vnlll•·d <'\I.. )' In 11111'11{\<'11' II I!!< not lrw tlusl j)·r·} I) I' m llld, lhf' "IIJIUII\111111 

tw;u!tfl .~.1 "" ···h II ·I' 
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in tlw lowpr i~·,il of llw prulit dit-.trihution, <hw fo tlw inrr<•n<-.t•d rltrvalt\1'(' of the• utility 

fonction. 'l'hu~. it j., nplima.l for nmn· risk av(•rs<:> fanm~rl" w forf~go tlw pt·ofH t'<'~dist1•ibut~ion 
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PXJhl~lll't' to \'i.'l\' luw pr11lit tt>alitaliuns. llt•lln'. ..... will h•nd to hc•lowN fot· lllnl'<' risk nv(•t'H<' 
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:-. . .,~n·(•:>t tnth to '!'l<hntv that • on•l¥t im1::. euuld plaul'!I.Hlly ("''S:t!ilt u.ud<~r whkh <:~un1nwn t'<~l;tktinns. 

uu inth•nmit\ pritP st~h~( hun:. would lH:I suhopHruaL Aftlwugb risk and rnoraJ lu~~ard can 

t'ft'P 1n~un.uw•' l'ld:wnlt~ do uwolvr' r~uuinnt OliJtntnrlng offnrmlo/r aer:rvity dnring tJw s~.m~:m.t, itttpl~~i.nt; 
tb<d NHU:t~' t•{fnrt l!l at iNu,;1 pnttmih nlllt.rrtttnhh• 
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