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A low information, optimal bankruptcy rule 1s described and analyzed for an exchange economy with credit

In an exchange economy with many small agents which utilizes credit it 1s possible that
individuals could borrow money which at the end they are unable to pay back. Shubik and Wilson
(1977) and Dubey and Shubik (1979) explored models where the government or referee arbitranly
immposed an exogenous and not necessarily economuc penalty on any defaulter

If the original utility function of ¢ 1s ¢,(xi,..., x.,), we construct a new function:
m
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where

p = the per umut bakruptcy penalty, fixed exogenously,

p, = the equilibrium prices,

p = the endogenous rate of interest,

s’ = the amount of money borrowed by 1.

If 1 1s lngh enough no one will elect strategic bankruptcy.

Rather than imposing an exogenous penalty to discourage bankruptcy we could consider an
endogenous penalty inflicted by garmshing the goods of the bankrupt. There are two simple rules
which might be applied, the forgiving rule and the no informauon rule.

Suppose an individual goes bankrupt for an amount 4 and obtains a final endowment of x. The
referee removes a vector of resources b such that

max ¢, (X} = b}, Xy~ bj,..., X, — b')
subject top-b=4A4,
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where p are the equilibrium prices This 1s the forgiving rule and 1s exactly the same as though the
individual himself were required to adjust to a loss of income A. Thus he 1s indifferent between not
defaulting or defaulting and being subject to this penalty. ' Elsewhere [see Dubey and Shubik (1979)]
we have shown that wath such penalties the Nash equilibria of conunuum strategic market games wil:
be Walrasian.

The second rule has the important advantage that it requires no knowledge of the individual
preferences by the referee. A number k& is selected where 0 < k& <1 such that

kp-Xx=A for k<1, otherwise k=1.

If the referee is able to garmsh assets before they have been dissipated this 1s at least as harsh as
the first rule and 1s an easy economic rule which will discourage strategic bankruptcy. The resources
obtamned from a bankrupt go to the referee and could be used for redistribution. 2**
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But, this rule has the considerable inconvemence that 1t requires, for its implementation, the knowledge of agents’ utility
functions b
There 1s a third rule which we could call the punishing rule It has the referee act to mummize payoff

rmnd>,(7c{—b’1. ‘x,'ﬂ—bfﬂ)
subject top b=4

Thus 15 clearly harsh and could easily destroy the individual However, as the lemient penalty 1s sufficient the harshness 1s
unnecessary

A more subtle rule may be required when there 1s exogenous uncertainty and incomplete markets We have not yet resolveu
this problem

One problem with our garmshing rule concerns indivisibilities, but fortunately we could modify our rule to ‘select any
random set of goods such that 7 b > 4’ and this will be sufficiently harsh



