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A General Equilibrium Entrepreneurial Theory
of Firm Formation Based on Risk Aversion

Richard E. Kihlstrom

University of llinois, Urbana-Champaign

Jean-Jacques Laffont

Laboratoire d'Econometrie, L'Ecole Polytechnique, Paris

We construct a theory of competitive equilibrium under uncertainty
using an entrepreneurial model with historical roots in the work of
Knight in the 1920s. Individuals possess labor which rhey can supply
as workers 1o a competitive labor market or use as entrepreneurs in
running a firm. All entrepreneurs have access to the same risky
(echno]of,y and receive all profits from their firms. In the equlth
rium, more risk averse individuals become workers while the less risk
averse become entrepreneurs. Less risk averse entrepreneurs run
larger firms and economy-wide increases in risk aversion reduce the
equilibrium wage. A dynamic process of firm entry and exit is stable
The equilibrium is efficient only if all entreprencurs are risk neutral.
Inefficiencies in the number of firms and in the allocation of labor to
firms are traced to inefficiencies in the risk allocation caused by
institutional constraints on risk trading. In a second best sense which
accounts for these constraints, the equilibrium is efficient.

I. Introduction

The recent work on the economics of uncertainty has failed to achieve
general agreement as to the goals which motivate firm behavior under

Research support from the National Science Foundation under grant SOC-76-
11583 is gnle}) ully acknowledged. Much of this work was completed while Kihlstrom
was a visitor at the Laboratoire d’Econometrie, L'Ecole Polytechnique. Their support
for that visit is greatly appreciated. Finally, we also would like to thank Jean Michel
Grandmont, Sergiu Hart, Glenn Loury, Robert Lucas, Ed Prescott, Sherwin Rosen, and
Hugo Sonnenschein for helpful comments.
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