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Abstract:

We investigate consequences of model uncertainty (or ambiguity) on ex ante efficient
allocations in an exchange economy. The ambiguity we consider is embodied in the model
uncertainty perceived by the decision maker: they are unsure what would be the appropriate
probability measure to apply to evaluate contingent consumption contingent plans and keep in
consideration a set of alternative probabilistic laws. We study the case where the typical
consumer in the economy is ambiguity-averse with smooth ambiguity preferences and the set
of priors P is point identified, i.e., the true law p can be recovered empirically from observed
events. Differently from the literature, we allow for the case where the aggregate risk is
ambiguous and agents are heterogeneously ambiguity averse. Our analysis addresses, in
particular, the full range of set-ups where under expected utility the Pareto efficient
consumption sharing rule is a linear function of the aggregate endowment. We identify
systematic differences ambiguity aversion introduces to optimal sharing arrangements in these
environments and also characterize the representative consumer. Furthermore, we investigate
the implications for the state-price function, in particular, the effect of heterogeneity in
ambiguity aversion.



