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Preface

This book is intended as a graduate- (or perhaps, advanced undergraduate-) level
textbook in general equilibrium and welfare economics. General equilibrium theory
is, of course, at the very heart of our fledgling science of economics, and welfare
economics provides the normative basis for all professional policy recommendations,
as well as most applied work. In developing this text, I hope that I have not slighted
the needs of the aspiring economic theorist, but at the same time, I have tried to take
account of the fact that most of the students who have studied or will study this text
will not go on to specialize in advanced theory. Consequently, I have attempted to
include and concentrate upon that material which I believe would be most useful to
students who will go on to specialize in, for example, international economics, public
economics, or economic development. How well I have succeeded in this endeavor
only time will tell.

This book has been developed from lecture notes and hand-outs which I have
used over the past several years in the course, ‘General Equilibrium and Welfare
Economics,” (Economics 609) which I have taught at Purdue University. Before
going further, however, let me quickly confess that I have never covered all of the
material in this book in one semester. On the other hand, T have taught all of it at
one time or another, so the whole book has been classroom-tested to some extent.

The course for which the book was written is the second semester of microtheory
required of students in the first year of our PhD program. Consequently, I have
written the book assuming that the reader is familiar with, say, the partial equilib-
rium portion of Mas-Colell, Whinston, and Green [1985], which is used as the text
in the first semester of our microtheory sequence. I also assume that the reader
has the usual mathematical background required of a first-year graduate student
in economics: competence in calculus, and some background in Linear Algebra, as
well as familiarity with the elementary concepts of set theory: membership, union,
intersection, and set-theoretic difference. I do not often use game theory in any very
essential way in this work, but the reader should be familiar with the definitions of
Nash equilibrium and the core. I have included a glossary of the basic mathematical
notation which is used in this book at the end of this preface.

I have included a number of exercises at the end of each chapter, and I would
strongly recommend that a student who is encountering this material for the first
time work through as many of these problems as her or his schedule permits. In
Chapter 19 I have also included solutions for a number of these problems, but I hope
that it goes without saying that a student should make every effort to work through
a problem on her or his own before consulting Chapter 19 for its solution!



viii Preface

A number of people have contributed to this project in various ways, and I very
much want to express my gratitude for their help. In particular, Dan Kovenock,
John Ledyard and Bill Novshek have read various parts of the manuscript, and have
made a number of helpful comments thereon. Several research assistants have done
yeoman work in trying to rid this manuscript of all the ‘typo’s’ and other errors which
I always manage to accumulate. I particularly want to thank Dan Nguyen, Jennifer
Pate Offenberg, Daniela Puzzello, and Brian Roberson, who have gone ‘above and
beyond’ the usual requirements of a research assistant in helping to clean up this
manuscript. Thanks are also due Paola Boel and Curtis Price for their help in this
regard, as well as to my secretary, Karen Angstadt, who has handled the various
organizational chores which I have inflicted upon her with her usual efficiency and
dispatch. In addition, of course, several ‘generations’ of graduate students in our
economics program have endured assignments in, and lectures oriented toward this
material with no (or little) complaint.

I would also like to thank my colleagues in the economics group of the Krannert
School here at Purdue, who have been remarkably tolerant of the death grip I have
maintained on Economics 609 over the past several years. I would also like to thank
Deans Rick Cosier and Bob Plante, who maintained an atmosphere which encourages
scholarly work in a variety of dimensions and directions. Finally, of course, I must
thank my wife, Donna, without whose tolerance and encouragement this book could
not possibly have been written.

Mathematical Notation

I will use ‘R™ to denote n-dimensional Euclidean space, and I will use bold
letters to denote elements therein (vectors). Thus, if € R", x is of the form:

T = (Tl Ty Tn)s

with ‘z;’” denoting its jt coordinate. It will only very rarely make any difference
whether we consider elements of R™ to be row or column vectors, but on those few
occasions in which it does, I will take them to be column vectors, despite the fact
that I will almost always write them as in the above equation (it does, after all, save
a lot of space).

I use what seems to be the standard notation for vector inequalities on R™:

x>y = x; >y, fori=1,...,n,
>y <= z>y&yte and
>y = x; >y, fori=1,... n.

Making use of these inequalities, we define the:

nonnegative orthant: R, = {x ¢ R" |z > 0}
semipositive orthant: R} \ {0} = {x € R" | £ > 0},and
strictly positive orthant: R} | = {z € R" | z > 0},
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where ‘0’ denotes the origin in R", and we use the symbol ¢\’ to denote set-theoretic
difference; that is:
A\B={rx € A|z ¢ B}.

Since we will often be considering ordered pairs, for example, (p,w) € R}, xR,
where p € R}, and w € Ry, and in general need to distinguish between the ordered
pair (z,y) € R? and the open interval in R bounded by z and y; we will use a
somewhat unorthodox notation for intervals of real numbers, thus:

z,yl={zeR |z <z <y},

[z, 9]
[zy[={zeR|z<z<y}
lz,y) ={z e R |z <z <y}, and
le,y={zeR|z<z<y}

Incidentally, in the above material I have made use of the notation ‘z # y,” to
indicate that it is not the case that @ > y, and whenever possible I will use a similar
notation, a diagonal line through a symbol, to denote the negation of the relation
indicated. Unfortunately, the limitations on the symbols available to me in the
typesetting program will mean that I can’t always do this. Thus, for example, we
will often use the notation ‘xGy’ to mean that a consumer considers the commodity
bundle & to be at least as good as y. However, we will have to use the notation
‘=xGy’ to indicate the opposite situation (the negation); that is, to indicate that
the consumer does not consider x to be at least as good as y.

I will make fairly extensive use of universal and existential quantifiers. Thus we
might write, assuming that A and B are sets of real numbers:

(Vee A) By e B):y > x;

which is read verbally as, “for every x in the set A, there exists an element, y, in
the set B such that y is at least as great as x.” In general, the end of a string of
quantifiers will be indicated by a colon (:), and you should be careful to take note
of the order in which the quantifiers occur. Thus, for example, the statement:

VzeR)(TyeR): y >,
is true, whereas the statement:
By eR)(Vz e R): y >z,

is not! If you have not been introduced to this notation previously, it may be
quite intimidating at first; but I think that you will quickly find that its use is very
advantageous in stating complicated conditions. In fact, you might begin to convince
yourself of this by comparing the equation in which I introduced this notation with
the verbal interpretation which follows it.

W. Lafayette, IN J. C. M.
June, 2006
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Chapter 1

An Introduction to Preference
Theory

1.1 Introduction

Choice, or more precisely, choice under constraint, is central to economic theory.
Choice theory is the foundation of the economic theory of demand, of welfare and
public economics, and is crucially important in decision and game theory. Since
so many of these topics are critical parts of this course, it is only appropriate that
we begin our study by investigating the foundations of choice theory itself; namely
abstract preference theory.

For us, of course, the most important single application of choice theory, is to
consumer demand theory. In its most basic general equilibrium form, this theory
postulates that we can think of consumers as making choices of ‘commodity bun-
dles,” which for us will be vectors * = (z1,...,2;,...,2,) € R?, where the ;%
coordinate of @, x;, denotes the quantity of the 4% commodity available for con-
sumption. We suppose further that, irrespective of prices and income or wealth,
the consumer’s choice is constrained (presumably by physiological and/or techno-
logical requirements) to some subset, X of R™. It is also usual to suppose that
the consumer’s choice of commodity bundles in X is consistent with the consumer’s
preferences over the set X; which preferences are modeled as a binary relation over
X. This, of course, leads very naturally into the next section, which is concerned
with beginning our investigation of binary relations in the abstract.

You are probably already familiar with the fact that binary relations are used
as an abstract representation of consumers’ preference relations in economic theory.
What you may not be aware of is that the theory of binary relations is also central
to welfare economics, and to index number theory, as well as to a number of other
applications in economic theory. Consequently, we will devote a considerable amount
of time to the study of binary relations in the abstract. This will represent a bit of
‘overkill,” insofar as consumer demand theory is concerned, but we will be developing
the theoretical foundations for much of our work in welfare economics as well as for
the theory of consumer behavior.
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1.2 Binary Relations and Orderings

Whether or not you have encountered a formal definition of a ‘binary relation,’
you certainly have encountered examples of such before this. The weak and strong
inequalities for the real number system, for instance, are both examples of binary
relations. Informally, a binary relation, R, on a set X, is simply a rule such that
for each z and y in X, we can determine whether xRy, yRx, or neither, or both.
Thus, for example, for any non-empty set, X, we can define the relation E (for
equality) by:

2By <= z=uy.
Another example is the relation G defined on R by:

yGr = y >zt

Notice that this last example is a special case of the following. Suppose f: R — R,
and define the relation G on R by:

yGr = y > f(z).

In this section, we will consider the following properties of binary relations. In the
definition to follow, and throughout the remainder of this chapter, we shall suppose
that the set on which the binary relation is defined is non-empty.

1.1 Definition. Let G be a binary relation on a nonempty set X. We shall say
that G is:
1. total iff:
(Vz,y € X): Gy or yGz or x = y.
2. reflexive iff:
(Vo € X): 2Ga.

3. irreflexive iff:
(Vo € X): =zGx.

4. symmetric iff:
(Vz,y € X): 2Gy = yGu.

5. asymmetric iff:
(Vo,y € X): zGy = —yGu.

6. antisymmetric iff:

(Vz,y € X): [zGy & yGz] = x = y.
7. transitive iff:

(Va,y,z € X): [2Gy & yGz] = 2Gz.

Notice that a number of the relations which appear to be negations of one another
actually are not. For example, irreflexivity is not the negation of reflexivity; that is, if
a relation is not reflexive, it is nonetheless not necessarily irreflexive, and conversely.
Similarly, a relation which is not symmetric is not necessarily asymmetric; conversely,
a relation may fail to satisfy asymmetry, yet not be symmetric.
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1.2 Examples/Exercises.
1. Let X be the set of all persons alive on earth at the present date, and define
the relation R on X by:

Ry <= x is the brother of y;

that is, 2Ry if, and only if: (a)  is a male person, and (b) z and y have the same
(pair of) parents.

Insofar as the normal English definition of the phrase ‘is the brother of’ is con-
cerned, the relation is irreflexive; whereas, in the way we have defined it here, the
relation is not irreflexive. How could you modify the definition in order to make it
correspond more closely to normal English usage?

2. Let X be the set of all physical objects on the earth at the present time, and
define the relation R on X by:

Ry <= z has at least as much mass as y.

Show that R is total, reflexive, and transitive. (This is something of a trick question,
since it is really an empirical, and not a mathematical issue. In order to arrive at
something which you can prove, assume that mass can be measured to any degree
of accuracy that we choose.)

3. Consider the usual weak inequality relation, >, on the real numbers. Show
that > is total, reflexive, antisymmetric, and transitive. Incidentally, here is an
example of a binary relation which is neither symmetric nor asymmetric.

4. Show that the usual strict inequality relation, >, on the real numbers is
total, irreflexive, asymmetric (and thus antisymmetric, since asymmetry implies
antisymmetry), and transitive.

5. Let f: X — R, where X is any nonempty set, and define E on X by:

By < f(z)=f(y).
Show that E is reflexive, symmetric, and transitive. o

Incidentally, before proceeding further with our discussion of binary relations, I
should mention that my insistence on having the set X be nonempty in Definition 1.1
is, essentially, for one reason; namely, a binary relation on the empty set satisfies all
of the conditions, 1-7, in Definition 1.1. Consequently, if we include binary relations
on the empty set in our definitions, the relationships among the conditions defined
in 1.1 become somewhat confused!

Most of the binary relations which we encounter in economic theory are orderings
of one type or another, where we use the term ordering to mean any transitive
binary relation. Before considering the types of orderings which we will study in
connection with consumer preference relations, however, let’s take a look at some
orderings from mathematics which we will find particularly useful.

1.3 Definitions. For x,y € R", we define:
1. & > y [read ‘@ is greater than or equal to y’| iff:

x>y fori=1,...,n.
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2. & >y [read ‘z is semi-greater than y’] iff x > y, but y # =.
3. & > y [read ‘x is strictly greater than y’] iff:

>y, fori=1,...,n.

Notice that if n = 1, the distinction between > and > disappears. On the other
hand, for n > 2, there is a real difference between the two; for example, in the case
of R3, if we take:

z=(1,1,1),y = (1,2,0),and z = (0,0,0),

we have:
> z,y > z,but ~(y > z).

The weak inequality relation for R™ is an example of a partial order; that is, it
is reflexive, antisymmetric, and transitive. This is stated formally in Theorem 1.4,
which follows. The proof of 1.4 is fairly easy, and will be left as an exercise (those
of you who have not been through a proof of this result before, however, should be
sure to try to work out a proof now).

1.4 Theorem. The weak inequality (>) for R™ is a partial order (that is, it is
reflexive, antisymmetric, and transitive). However, > is not total for n > 2.

1.5 Definitions. We shall say that € R" is:
1. nonnegative iff z > 0,
2. semi-positive iff x > 0, and
3. (strictly) positive iff z > 0,
where ‘0’ denotes the origin in R™ in each of the above statements.

1.6 Definitions. We define R’}, the nonnegative orthant in R", as the set of all
nonnegative vectors in R"™; that is:

R} ={z eR" |z > 0};
and R’ ., the strictly positive orthant in R", by:
R}, ={x eR" |z > 0}.

Be careful to note the distinction between the strictly positive orthant and the
‘semi-positive orthant:’

7\ {0} = {z € R [@ > 0};

although in R (that is, in the case where n = 1), the two sets coincide.

In economic theory, it is quite usual to base consumer demand theory on the
assumption that an individual consumer’s (weak) preference relation over the set of
commodity bundles, X, is a weak order; which we formally define as follows.

1.7 Definition. Let G be a binary relation on a set X. We shall say that G is a
weak order (or that G is a weak ordering of X) iff G is total, reflexive, and
transitive.
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1.8 Examples/Exercises.

1. It follows immediately from Example 1.2.3-4 that the usual weak inequality,
>, on the real numbers is a weak order, but that the strict inequality for the real
numbers, >, is not. Since > is antisymmetric, it is an example of a more restrictive
type of order than a weak order, called a linear order (which, by definition, is a
relation which is total, reflexive, antisymmetric, and transitive).

2. Let X be any non-empty set, and let f be a real-valued function defined on
X. If we define the relation G on X by:

zGy = f(z) > f(y),

show that G is a weak order on X.
3. Is the weak inequality, >, a weak order of R", for n > 2?7

1.9 Proposition. Let G be a binary relation on o set X, and define P and I on X
by:

2Py = [2Gy & —yGz],
and

zly <= [2Gy & yGzl,

respectively. Then P is asymmetric and irreflexive, and I is symmetric.

Proof. We will only prove that P is asymmetric; the proof that P is irreflexive
is immediate, and the proof that I is symmetric will be left as an exercise. In all
three cases the argument is almost so simple as to not need doing, but when one
first encounters this sort of material, it is difficult to know exactly where to begin
in constructing a proof of these facts. Consequently, we will illustrate.

Let 2 and y be arbitrary elements of X, and suppose that 2 Py. Then by defini-
tion of P, we have:

xGy and —~yG. (1.1)
But then we see that we cannot have yPx; because by definition of P, this would
require that yGz and —2Gy; and by (1.1), neither of these conditions holds. Thus,
if Py, we cannot have yPz as well, and it follows that P is asymmetric. g

From the proposition just established, we see that the terminology in the follow-
ing is indeed justified.

1.10 Definitions. If G is a binary relation on X, we define:
1. the asymmetric part of G, P, by:
zPy <= [zGy and —yGxz].
2. the symmetric part of G, I, by:
zly <= [2Gy & yGz].

If ‘G’ denotes a consumer’s weak preference relation over the set of commodity
bundles, X, then the asymmetric part of G, P, would clearly be interpretable as
the consumer’s strict preference relation, and the symmetric part, I, is the con-
sumer’s indifference relation. Under these assumptions, the indifference relation is
an example of an equivalence relation, defined as follows.
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1.11 Definition. If X is a non-empty set, and R is a binary relation on X, we
shall say that R is an equivalence relation on X iff R is reflexive, symmetric,
and transitive.

1.12 Examples/Exercises.

1. In the terminology just introduced, you were asked in Example 1.2.5 to show
that the relation, E, defined there is an equivalence relation.

2. Let X = R4, and define the relation R on X by:

2Ry < |z —y| <1l

Is R an equivalence relation? Explain. Is R an equivalence relation if, instead of
X =Ry, we take X to be the set of nonnegative integers; that is, X = {0,1,2,...}?
3. Suppose we take X to be the set of people in this room, and define f: X — R
by:
f(z) = the height of = to the nearest inch

(rounding up to n + 1 if the exact height is n.500...0....). If we now define E on
X by:
eBy < |f(z) = fw)l < 1,

is E an equivalence relation?

1.13 Theorem. If G is a transitive binary relation, then:
1. the asymmetric part of G, P, is irreflexive, asymmetric, and transitive.
2. the symmetric part of G, I, is symmetric and transitive;
3. for any w,x,y and z in X:

[wGz,xPy, & yGz] = wPz.

and, if G is reflexive (as well as being transitive), then:
4. I is an equivalence relation.

Proof. We will only prove part 1 of the conclusion; leaving parts 2—4 as exercises.
It follows at once from Proposition 1.9 that P is irreflexive and asymmetric. To
prove that P is transitive, let x,y and z be elements of X such that:

Py & yPz.
Then, from the definition of P, we have:
Gy & —yGr, (1.2)

and:
yGz & —zGy. (1.3)

From the first parts of (1.2) and (1.3), and the transitivity of G, we then have:

xGz. (1.4)
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Suppose that we were to have zGx as well. Then from the first part of (1.3) and the
transitivity of G, we would have yGz; which contradicts the second part of (1.2).
Therefore we must have —zGz, and combining this with (1.4), we see that xPz. g

Notice that the assumptions of the above result do not require G to be a weak or-
der; if G is a weak order, the asymmetric part satisfies somewhat stronger properties.
In particular, in this case, P will satisfy the following, as we will prove shortly.

1.14 Definition. We shall say that a relation, P, on a set X is negatively tran-
sitive iff, for all x,y,z € X, we have:
if xPz, then either x Py or yPz.

While the condition defining negative transitivity undoubtedly appears odd at
first reading, notice that if P is a strict preference relation, what it says is the
following. If x is preferred to z, and y is any other alternative, then if z is not
preferred to y (so that, in the usual interpretation of preference, it must be true
that y is at least as good as z), it must be the case that y is preferred to z.

1.15 Theorem. If G is a weak order on X, and P and I are the asymmetric and
symmetric parts of G, respectively, then for all x,y € X:
1. we have:
-zPy < yGuz, (1.5)

or, equivalently:
-yGr <= zPy. (1.6)

2. exactly one of the following conditions holds:
zPy, yPx, or xly.
3. P is negatively transitive.

Proof. 1 will leave the proof of parts 1 and 2 as exercises. To prove part 3,
suppose that Pz, but that —zPy. Then by (1.5), yGz; and, since zPz, it then
follows from part 3 of Theorem 1.13 that yPz

In our work thus far, we have generally been considering the properties which will
be satisfied by the asymmetric part of a (usually reflexive) binary relation. Suppose
we turn things around, and begin with an asymmetric binary relation which we use
to define a reflexive relation, as follows.

1.16 Definition. Suppose P is a binary relation on X. We define the negation of
P, which we will denote by ‘G’ by:

Gy < -yPz. (1.7)

Why are we interested in the negation of a binary relation? Well, suppose we
begin with the idea of a strict preference relation for a consumer; instead of first
introducing the idea of a weak preference (or ‘at least as good as’) relation, and
using it to define the strict preference relation. If we once again denote this strict
preference relation by ‘P,” then we can define the weak preference relation as the
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negation of P. What is the point of this? The basic reason is that many scholars
have expressed doubts concerning the transitivity of the weak preference relation;
and in any event, most economists and psychologists are much more comfortable in
assuming that strict preference relations are transitive than they are assuming that
the weak preference relation is transitive. We will discuss some of the reasons for
this in the next chapter; in the meantime, let’s investigate some of the properties of
the negation of an asymmetric binary relation.!

1.17 Proposition. If P is an asymmetric binary relation on X, then its negation,
G, is total and reflexive. Moreover, P is the asymmetric part of G, and G is the
only total and reflexive binary relation having P as its asymmetric part.

Proof. To prove that G is total, suppose z and y are elements of X such that
—2Gy. Then it follows from (1.7) that we must have yPx; and, since P is asymmet-
ric, it then follows that —aPy. Therefore yGx.

That G is reflexive follows immediately from the fact that an asymmetric relation
is also irreflexive.?

To prove that P is the asymmetric part of G, let x, 2/ € X. If we then have xGx’
and —2'Gz, it is obvious from the definition of G that we have xPz’. Conversely,
suppose zPz’. Then by definition of G, we must have —2’Gxz. Moreover, since P is
asymmetric, we also have -2/ Px. Therefore, Gz2’, and we see that we have:

2Ga' & —2'Ga.

It now follows that P is the asymmetric part of G.

In order to establish uniqueness, suppose now that G* is a total and reflexive
relation having P as its asymmetric part, and let x,2’ € X be arbitrary. If 2G*2/,
then, since P is the asymmetric part of G*, it follows that —z/Pz, and thus by
definition of the negation that xGz’.

Conversely, suppose we have —xG*z’. Then, since G* is total and reflexive, we
must also have 2/G*z. But then, since P is the asymmetric part of G*, it follows
that o’ Pz. Therefore, using the definition of the negation, we see that —2Gz’; and
we conclude that G = G*. ¢

‘While this last proposition establishes that there can be only one total and reflex-
ive binary relation of which P is the asymmetric part, there may be other reflexive
and possibly transitive binary relations of which P is the asymmetric part, even if
P is transitive, as well as asymmetric. This is shown by the following example.

1.18 Example. Consider the ‘semi-greater-than’ relation on R?, defined by:
> = [g>2 &' F

Obviously > is the asymmetric part of >. On the other hand, we will show that G,
the negation of >, is given by:

zGr' < 2’ f o < [max{z; — 2|, 23— )} >0o0r z =2].

Strict preferences are asymmetric, by the very definition of the word ‘prefer.’
2Therefore it also follows that G' will be reflexive if P is simply irreflexive, and not necessarily
asymmetric.
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To prove the above statement, suppose first that:
—[max{zy — 2},z2 — xh} > 0 or & = a'].

Then:
max{r; — 21,12 — a5} <0 and x # @/,

from which it follows that &’ > x; and we conclude that:
z' # = [max{w; — 2}, 2y — a5} >0 or & = a'].

Conversely, if:
max{z1 — z},2 —ah} >0 or z =,

then it is apparent that @’ % x.

Consequently, since G is different from the weak inequality on R?, and is ob-
viously reflexive, we see that there is in this case more than one reflexive binary
relation of which > is the asymmetric part. g

Our next result shows the reason that the property defined in 1.14 is called
‘negative transitivity.’

1.19 Proposition. If P is a binary relation on X, and G is its negation, then G is
transitive if, and only if, P is negatively transitive.

Proof. To prove that the negation of P is transitive, let x,y, and z be elements
of X such that:
Gy & yGz, (1.8)

and suppose, by way of obtaining a contradiction, that —zGz. Then it follows
from the definition of G that zPx. But this is impossible; for it would then follow
from negative transitivity that either zPy or yPx, and either of these conditions
contradicts (1.8). Consequently, we see that G is transitive.

To prove the converse, suppose that G, the negation of P, is transitive; let z
and y be elements of X such that xPy, and let z € X. If -z Pz, then we have, by
definition, zGz. If we also have —zPy, then it would necessarily be the case that
yGz, and the transitivity of G would imply yGx; which contradicts the assumption
that zPy. o

The last couple of results we have established have several interesting implica-
tions, which we will state as corollaries; the proof of which I will leave as exercises.

1.20 Corollary. If P is an asymmetric and negatively transitive binary relation
on a non-empty set X, then its negation, G, is a weak order on X, and P is its
asymmetric part.

Our next corollary is an immediate consequence of 1.20 and 1.13.

1.21 Corollary. If P is a binary relation which is asymmetric and negatively tran-
sitive, then P is also transitive.
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While Corollary 1.21 may suggest that negatively transitive binary relations
are also transitive, there exist binary relations which are negatively transitive and
irreflexive, but which are not transitive. A very simple example of such a relation
is the usual inequality relation, #. It is easy to show that this relation is irreflexive
and negatively transitive, but it is not transitive.

It is important to notice that a binary relation may be asymmetric and transitive
without being negatively transitive, as is shown by the following (generic) example.

1.22 Examples.

1. Let X be any non-empty set, let f: X — R be any real-valued function
defined on X, and let ¢ be a strictly positive real number. If we then define the
relation P on X by:

Py < f(z) > f(y) +9, (1.9)

you should have no difficulty in proving that P is irreflexive, asymmetric, and tran-
sitive. On the other hand, P will generally not be negatively transitive. For ex-
ample, let X = Ry, let f be the identity function, and let § = 1. Then, letting
x =3/2, y=3/4, and z = 0, we have Pz, but neither zPy nor yPz.
2. Let X = IR?H let z = (a,b) be a fixed vector, where a > 0 and b > 0, and
define:
Z={zcRL|(AN>0): z= Az},

Imagine now an extremely cautious consumer who has been maximizing preferences
at the bundle z, and who is only willing to compare bundles whose proportions
are the same as those at z; in other words, his effective strict preference relation is
defined by:

zPx — xz, ' cZ& x>

In this case, is P asymmetric? Is it transitive?

3. Suppose our cautious consumer of the previous example now decides that,
given a bundle, € Z, any bundle * which is not on the ray Z should be preferred
to « if some of one or both commodities could be taken away from a* to yield a
point @’ on Z which is such that ' > . Suppose further that our consumer now
notices that, for a given * not on Z, the best (largest) bundle he can obtain on Z
by giving up one of the commodities is the bundle &’ defined by:

Because of this, our consumer now decides that for € Z, any bundle z* € R2
satisfying:

I* *
. 1 1
{mm {—, —}]z >,
a’ b
should be preferred to «. Is the relation P so defined asymmetric? Is it transitive?
4. Continuing with our cautious friend of the previous two examples, suppose

he now realizes that any bundle in Ri can be converted to one having the right
proportions via the formula in the previous example. Because of this, our consumer
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now decides that a bundle x should be preferred to a bundle * € Ri if, and only
if:

[min{%,%”z > [nlin{%7%;”z

Is the relation P so defined asymmetric? Is it transitive? Can you think of a simpler
way of representing it?

1.3 Preference Relations and Utility Functions

In general equilibrium theory it is usual to suppose that a consumer’s choice of a
‘commodity bundle’ is limited to some non-empty subset, X, of R™; which subset
we will refer to as the consumption set. If x = (z1,...,2,) is an element of X
(a ‘commodity bundle’), then ‘z;’ will denote the quantity of the 4t commodity
available to the consumer per unit of time, if z; > 0. If, on the other hand, z; < 0,
then we will take this to mean that the consumer is offering to supply the j*
commodity in the amount —z; = |x;| per unit of time.

In this context, the consumer is supposed to choose according to his or her?
‘preference relation,” G, defined over the consumption set. Typically one assumes
that this preference relation is a weak order (although we will introduce a weaker
assumption in the next chapter). It is important to note that, while we refer to G
as a ‘preference relation,” it would be more appropriate to call it something like the
‘at-least-as-good-as relation;’ since if & and y are elements of X, we would say that
the consumer considers x at least as good as y (or that y is no better than ) if, and
only if Gy (notice that this is consistent with the assumption that G is reflexive).
Where it is important to make this distinction, we will refer to G as the consumer’s
weak preference relation. In any event, the asymmetric part of G, P, is called
the consumer’s strict preference relation, and the symmetric part of G, I, is
called the consumer’s indifference relation. It follows from 1.13 and 1.20 that if
G is a weak order, then P is irreflexive, asymmetric and negatively transitive (and
transitive as well); while I is an equivalence relation.

1.23 Definition. If G is a binary relation on X, we define the upper contour set
for x, Gz, and the lower contour set for x, =G, by:

Gr={y€ X |yGz} and 2G = {z € X | Gz},
respectively.

In the case where G is a consumer’s (weak) preference relation, we will often
wish to consider the sets Px and xP, where P is the asymmetric part of G. We will
refer to these two sets as the strictly preferred and strictly inferior to x sets,
respectively.

3Hereafter we will use the word ‘its’ in place of this awkward circumlocution. The word is more
appropriate in any case, since the term ‘consumer,” as generally used in economics, should not
necessarily be interpreted to be an individual. A safer, more correct, general identification is to
interpret ‘consumer’ to mean ‘household.’
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Notice that if G is a binary relation on a set X, that the upper- and lower contour
set ideas define very natural correspondences from X into itself; specifically, we can
define the correspondences I': X — X and ®: X +— X by:

I'(z) =2G and ®(z) = Gz,

respectively. I have used symbols different from G to denote these correspondences,
because (a) there are two such correspondences, and (b) in principle, the correspon-
dences should be distinguished, to some extent, from the binary relation. However,
notice that either of these two correspondences completely defines the binary rela-
tion. Conversely, if I' is any correspondence such that I': X +— X, then I" defines a
binary relation, G, on X by:

Gy = yeTl'(v); (1.10)

or, by:

Gy = z€T(y), (1.11)
for that matter. In the first instance, we are identifying I'(z) with the lower contour
set for  (zG), while in the second definition, we are identifying I'(y) with the upper
contour set for y (that is, with G'y).

In practice, we will often find it very convenient to use a correspondence to define
a binary relation; although when we do, we will generally identify the values of the
correspondence with the upper contour sets, rather than the lower; that is, we will
generally define the binary relation as in (1.11), above, rather than as in (1.10).

2Gly = ye(z).

However, things are greatly simplified, and confusion minimized, by using the upper-
or lower-contour set notation in the first place; and this is what we will do hereafter.
As an example of this method of defining a binary relation, notice that the preference
relation of Example 1.22.3 of the previous section can be defined by the upper
contour set correspondence, given by:

G {w*ERi|min{?,Zb§}>ﬁ}, for x € Z,
xr =
0 forz e R2\ Z.

Hopefully, you will agree that this represents a much simpler method of defining the
consumer’s (strict) preference relation than was used in our original development of
the example. (For other examples of defining preference relations by this method,
see Examples 1.31, below.)

1.24 Definitions. If G is a reflexive binary relation on X, we shall say that a
function f: X — R represents G on X iff, for all  and y in X, we have:

Gy = f(x) = f(y). (1.12)

If a function exists which represents G on X, we shall say that there exists a
representation for G, or that G admits of a real-valued representation. In
the special case in which G is a consumer’s (weak) preference relation, we shall say
that a function f which represents G on X is an (ordinal) utility function for G.
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In Example 1.8, we showed that if a binary relation, G admits of a real-valued
representation, then G is a weak order. Thus, a necessary condition for a binary rela-
tion to be representable by a real-valued function is that G be a weak order. Shortly,
we will consider sufficient conditions for a binary relation to be representable, but
before we do, let’s consider a further aspect of the definition of representability itself.

Notice that (1.12) can be written as the compound statement:

Gy = f(z) = f(y), (1.13)
and:
f(@) 2 f(y) = 2Gy. (1.14)

Once again letting ‘ P denote the asymmetric part of G, we see that the contrapositive
of (1.13) is:
) > f(z) = yPu

(recall Theorem 1.15), while the contrapositive of (1.14) is:

yPr = f(y) > f(z).
Therefore condition (1.12) is equivalent to:
xPy < f(x) > f(y); (1.15)
which leads us to the following.

1.25 Definition. We shall say that an asymmetric relation, P, on X is repre-
sentable iff there exists a function f: X — R satisfying (1.15), above.

Thus, if G is a weak order, then G is representable by Definition 1.24 if, and only
if, its asymmetric part, P, is representable according to Definition 1.25. Accordingly,
the two definitions are equivalent in the sense just stated, and where we find it more
convenient to use (1.15) rather than (1.12) as our definition of representability, we
shall not hesitate to do so.

1.26 Proposition. Suppose that X is a finite set, and that G is a reflexive binary
relation on X. Then there exists a function, f: X — R which represents G on X if,
and only if, G is a weak order.

Proof. 1t follows at once from 1.8.2 that if there exists a function representing
G, then G must be a weak order. To prove the converse, suppose G is a weak order,
and define the real-valued function f on X by:

f(x) =4y € X | 2Gy} = #2G; (1.16)

that is, f(x) is the number of elements, y, of X such that xGy. To prove that f
represents G, suppose first that zGy. Then if z € X is such that yGz, it follows
from the transitivity of G that xGz as well. Therefore:

yG ={2" € X | yG2'} C {2 € X | 2Gz} = 2G,
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and it follows that:
f(z) = #2G > #yG = f(y).
Conversely, suppose that 2’ and ¢’ are such that 2’ Py’. Then:

7'Gy, (1.17)

and:
-y Gz’ (1.18)

From (1.17) and the transitivity of G, it is easy to see that:
Y'G C2'G; (1.19)
while from the reflexivity of G and (1.18), we see that:
7 € 2/G and 2’ ¢ ¥/G. (1.20)
From (1.19) and (1.20) it follows that:
fa') = #2'G > #y/G = f(y).
Thus we have shown that;
o' Py = f(2') > f(),
which, since G is total, is equivalent to:
fW) = f@) = y'Ga'. o

1.27 Corollary. Suppose that X is a finite set, and that P is an asymmetric binary
relation on X. Then there exists a function, f: X — R satisfying:

zPy = f(z) > f(y),

for all z,y € X if, and only if, P is negatively transitive. In other words, an
asymmetric binary relation on a finite set, X, is representable if, and only if, it is
negatively transitive.

While the results just presented provide very simple and straightforward neces-
sary and sufficient conditions for a binary relation to be representable for the case
in which X is a finite set, things get more complicated if X is an infinite set, as is
demonstrated by the following example.

1.28 Example. (The lexicographic order.) Let X = Ri, and define >p,, the
lexicographic order, on X, by:

x>y or:

(z1,22) >L (Y1, 32) { (1.21)

z1 =y and z3 > ya.

It is easy to show that >, is total and asymmetric (and thus is antisymmetric). We
will prove that it is negatively transitive, from which it will follow that it is also
transitive.
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To prove negative transitivity, suppose © >, z. Then either:

xry > 21, (122)

r1 = 21 and z9 > 29. (1.23)

Now let y € R2, and suppose y %1, z. Then either:
y1 < 21, (1.24)

or:
y1 = 21 and yo < z9. (1.25)

However, if (1.22) holds, then either (1.24) or (1.25) implies @1 > 31, and thus
x > y. Similarly, if (1.23) and (1.24) hold, then > y. On the other hand, if
(1.23) and (1.25) hold, then we have 1 = y; and z2 > yo; so that @ > y in this
case as well.

One can show, however, that >, does not admit of a real-valued representation.
We will present only an outline of a proof of this here. For details, see Debreu [1959,
pp. 72-3]. Hopefully, the basic idea of the argument will be clear enough, despite
the fact that it formally depends upon some cardinal number concepts which you
may not have previously encountered.

Suppose, by way of obtaining a contradiction, that > admits of a real-valued
representation, so that there exists a function f: R%_ — R satisfying:

(Vz,yeRL) iz >y <= f(z)> f(y); (1.26)

and for the sake of convenience in the remainder of our argument, let us use the
generic notation ‘(x,y)’ to denote elements of ]Ri. Then, for each x € R, we can
define real numbers a, and b, by:

az = f(x,0) and by = sup f(z,y). (1.27)
yeR4

Moreover, from (1.26) we see that, since for each = € Ry, (z,1) >, (z,0), we must
have:

az:f(xxo) <f(I,l) <bz§

while for z, 2* € Ry such that * > x, similar considerations establish that b; < ag«.
Thus we see that the family, J given by:

J={laz, ball v € Ry},

is a family of disjoint, non-degenerate intervals of real numbers; a distinct such
interval for each nonnegative real number, z. But this is impossible, because there
are only a countable number of such intervals; whereas there are an uncountable
number of nonnegative real numbers. More crudely put, there are simply too many
nonnegative real numbers to obtain a non-degenerate interval for each, such that no
two (distinct) intervals have any points in common!
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In order to pursue the question of when a weak order on an infinite set will be
representable by a real-valued function, we will need to begin by considering the
following generalization of the notion of a closed set in R™.

1.29 Definition. If X is a non-empty subset of R™, and A is a non-empty subset
of X, we shall say that A is closed relative to X, or that A is closed in X, iff,
whenever (x,) is a sequence of points from A which converges to a point & which is
an element of X, then we must have © € A.

1.30 Definitions. Let X be a non-empty subset of R", and let G be a weak order
on X. We shall say that G is:

1. upper semi-continuous on X iff, for each € X, the set Gz is closed in
X.

2. lower semi-continuous on X iff, for each x € X, the set G is closed in
X.

3. continuous on X iff G is both upper- and lower semi-continuous on X.

1.31 Examples.
1. Let X = R?H and define the correspondence I' on X by:

(@) = {ig \ {0} ii;g
2 .

We then let G be the binary relation defined by I'; that is:
zGa* <= zeT(z").

Then G is lower semi-continuous on X, but is not upper semi-continuous on X.
Notice, however, that G is representable; for example by the function f: X — R

defined by:
0 for x =0, and:
x) =
f(@) {1 for x > 0,

is a function which represents G on X.

Notice that in defining the preceding example, the correspondence I" is simply
the upper contour correspondence. Hereafter, where there appears to be no danger
of confusion, we will use the same symbol to refer to both the correspondence and
the relation; as is done in the next example.

2. Let X = Ri, and define G on X by:

Gla) = {z} forx =(1,1), and
= RZ  for @ # (1,1).

In this case, it is easy to see that G is upper semi-continuous on X, but is not lower
semi-continuous on X. Once again G is representable on X, however; for example,
by the function f defined on X by:

o+ )0 forx#(1,1), and:
f=) = {1 for & = (1,1).
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3. The lexicographic ordering, >, defined in 1.28, above, is neither upper-, nor
lower semi-continuous on X.
4. Let X = Ri, and define the subset, D, by:

D= {x € R |2 =2}
We then define G by:

X if D
Gle) = pedh
{'eD|a’>x} ifaxecD.

Is G representable on X7 by a continuous real-valued function? g

One can make use of the above definitions to prove the following result; although
here we will simply state the result without providing a proof.

1.32 Proposition. If G is a binary relation on a non-empty set, X, and if there
exists a continuous function, f: X — R, which represents G on X, then G is a
continuous weak order on X.

The next definition is not one which I will expect you to remember, and is stated
only for completeness.

1.33 Definition. Let X be a subset of R™. A pair of subsets of X, A and B, will
be said to be a separation for X iff A and B satisfy:

1. A and B are both closed in X,

2. A and B are both non-empty, and

3. AnNB=0and X = AUB.
The set X will be said to be connected iff there exists no separation for X.

Intuitively, a subset of R™ is connected if it is ‘of one piece.” The space R™ itself
is connected (even if n = 1), and R} is connected; in fact, any convex subset of R™
is connected. Debreu has proved the following theorem, which we will state without

4
proof.

1.34 Theorem. If X is a connected subset of R", and G is a continuous weak order
on X, then G is representable on X. In fact, there exists a continuous real-valued
function which represents G on X.

Be sure to note that the above result establishes the fact that, if X is a con-
nected subset of R™, then the continuity of G is a sufficient condition for G to be
representable. The fact that it is not necessary is shown by the following example.
1.35 Example. Let X = R?, and define the upper contour correspondence G: X +—
X by:

R2 ifx =0,
G(z)=(R2\ {0} ifzeR2\{0,(1,1)},
{(1,1)} ifz=(1,1).

4For a proof, see Debreu [1959, pp. 56-9].
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Here it can be shown that the binary relation, G is neither upper-, nor lower semi-
continuous. However, it is clear that the function f: IR%_ — Ry defined by:

0 for x =0,
fleg)=4q1 forx>0&x+#(1,1),
2 forx =(1,1).

represents G on X.

Exercises.

1. Prove Theorem 1.4.

2. Show that the inequality, >, on R? is not negatively transitive.

3. Prove directly (that is, without using Proposition 1.17) that the ‘semi-greater-
than’ relation on R%, >, is the asymmetric part of the relation G' defined in Example
1.18.

4. Let X be any nonempty set, let f: X — R, and define the relation G on X
by:

Gy — f(2) = f(y).

Show that G is a weak order.

5. Show that >, the usual weak inequality on R" is reflexive, antisymmetric, and
transitive.

6. Show that if f: X — R represents the weak order G, and F: f(X) — R is
any strictly increasing function, then the composition of F' and f, the function g
defined by:

g(@) = FIf(@)] foraeX,

also represents G. It is because of this consideration that such representations are
called ordinal utility functions in consumer demand theory.

7. Suppose X is a nonempty set, that P is a binary relation on X, and that
f: X — R is a function satisfying:

(Vz,2' € X): aP2’ < f(z) > f(2').

Show that P is asymmetric and negatively transitive.
8. Suppose X is a nonempty set, that P is a binary relation on X, and that
f: X — R is a function satisfying:

(Vo,y € X): aPy = f(z) > f(y)-
Prove the following statements, or provide a counterexample:
a. P is irreflexive.
b. P is asymmetric.

c. P is transitive.
d. P is negatively transitive.

9. Assume the same conditions as in Exercise 8, above, except this time assume:

(Va,y € X): f(z) > f(y) = zPy.
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Answer the same questions as in Exercise 8.
10. Let G be the relation defined on R by:

2Gy = x> f(y),

where f: R — R. Can you provide sufficient conditions for G to be:

a. reflexive?

b. total?

c. transitive?

d. asymmetric?

e. antisymmetric? (If you have found sufficient conditions, don’t worry at this
point about whether they’re necessary as well.)

11. Show that if G is a weak order on a finite set, X, then the following function
represents G on X:

u(z) = #X — #Px,

where P is the asymmetric part of G. How does this function compare with that
used in the proof of Proposition 1.267

12. Show that if G is a weak order on a finite set, X, then the following function
represents G on X:

P:
co-1- (22)
where P is the asymmetric part of G.
13. Show that if G is a weak order on a finite set, X, then the following function
represents G on X:
o) = e
u(z) = ,
[(#Pz) +1]
where P is the asymmetric part of G.
14. Define the set E C ]Ri by:

E={z R |21 =1},
and define the relation P on Ri by:
Py — {z' € E | min{a,2)} > min{zy,22}} ifx € R\ E,
{2’ € RZ | min{a}, 2%} > min{z1,2,}} ifx € E.

Is the relation P asymmetric? Is the relation P transitive? In each case, provide a
justification for your answer, either a brief proof or a counterexample.

15. Suppose ZZ is a linear order on a nonempty set, X, that {Y, Z} is a partition
of X% and that Z is a binary relation on Y. Define the relation R on X by:

zQy ifz,yey,
TRy <= (r 2y if z,y € Z, or
zeY&yeZ

a. Show that if @ is a weak order on Y, then R is a weak order on X.
b. Show that if @ is a linear order on Y, then R is a linear order on X.

5So that Y and Z are both nonempty, Y N Z =@, and X =Y U Z.



Chapter 2

Algebraic Choice Theory

2.1 Introduction

In this chapter we will examine the foundations of the economic theory of consumer
demand. In particular, we will begin a critical examination of the appropriate in-
terpretation of two of the primitives (undefined, basic terms) in general equilibrium
theory; namely ‘consumer’ and ‘commodity.’

One’s initial tendency is to identify ‘consumers’ in the theory with individual
‘consumers,’” as we define the term in the popular press. That is, a ‘consumer’
would be an individual adult human being who is not in the care of others. As it
turns out, however, in economic application, we are on firmer ground (for reasons
to be explained shortly) if an individual consumer in the theory is identified with a
household in the ‘real world.” This creates some potential problems in our theoretical
development, and is one of the things which we will discuss at some length in this
chapter.

Insofar as the primitive ‘commodity’ is concerned, in most of abstract general
equilibrium theory, commodities are differentiated by four characteristics:

e physical characteristics,

e time of availability,

e location at which the commodity is available, and

e state of the world in which the commodity is available.

Thus, suppose that in a given economy, we have only two physically distinct
commodities; say No. 1 paper clips, and sheets of 8 1/2 by 11 one hundred per
cent rag content bond paper. However, suppose that we also are considering two
distinct locations, two time periods (today and tomorrow), and two possible states
of the world (with each a possibility both today and tomorrow). Then in our general
equilibrium model we would distinguish 2¢ commodities; so that n, the number of
commodities in our analysis (and the dimension of the commodity space), is equal
to 16. Thus, in most of our basic theory we can be considered to be taking into
account location, time, and undertainty. There is, however, a problem with this; if,
for example, we are going to analyze the effects of location, we need to put more
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structure in the model than we will be doing. In particular, for example, we need
to take into account the fact that No. 1 paper clips available today at location
one and given state of the world one, as opposed to paper clips available today at
location two, given state of the world one, are differentiated from one another in a
different way than are paper clips available today at location one and given state of
the world one versus paper clips available tomorrow at location one, given state of
the world one. In other words, we need to add more structure to the model than
we will generally be doing in this book in order to analyze the effect of location,
time, or uncertainty. In later chapters, we will devote some attention to the analysis
of the effects of time and of undertainty, but we will do very little in the way of
analyzing the effects of location. In this omission I am not alone, basic economic
theory and application is rather remiss in analyzing the effect of location, and I
will have to leave a more thorough analysis of this topic to a specialized course in
location theory.

In any case, the notions of ‘commodity’ and quantities thereof can be interpreted
in many different ways in the context of the bulk of the general equilibrium theory
which we will be studying, and in this chapter we will be taking what can reasonably
be termed the ‘applied microeconomics’ interpretation of these notions. Specifically,
in this chapter we will generally suppose that commodities are differentiated solely
by physical characteristics, that there is no uncertainty as to availability; and, corre-
spondingly, that the j** coordinate of a commodity bundle represents the quantity of
the j** commodity available for consumption ‘now,’ per unit of time. In particular,
then, we will suppose that quantities of commodities represent ‘flows’ per unit of
time. In the next section we will introduce what we will call the general algebraic
choice model, which can be regarded as setting forth the ‘bare bones’ of the theory.
The remaining sections of the chapter can essentially be regarded as a critique of this
basic model within the context of the applied microeconomics interpretation of the
commodity space; we will be concerned with a critical appraisal of some standard
interpretations of the basic model, and with a number of criticisms which have been
leveled at this type of choice theory.

2.2 The General Algebraic Theory of Choice

The term ‘algebraic’ is used to distinguish the theory to be studied here from proba-
bilistic choice theories, which will be considered briefly later in the chapter. Roughly
speaking, an algebraic theory is deterministic in nature; in the sense that the basic
assumption of the theory is that, if a decision-maker were repeatedly offered a choice
between a given pair of alternatives, he or she would make the same choice from
the pair each time it was offered. In a probabilistic theory, the basic assumption is
that there is a probability that one of the alternatives, call it ‘z,” would be chosen
over the other (denoted by ‘y’); and that if the choice set {z,y} were offered a large
number of times, the proportion of times that = would be chosen from this set would
be approximately equal to this probability. We will discuss the distinction between
these two types of choice theory in more detail in Section 10 of this chapter.

In the basic algebraic theory of choice, it is assumed that the decision-maker has
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well-defined preferences, 7, over a nonempty set of alternatives, X; and that, if her
choice is constrained to a nonempty subset, B, of X, the alternative chosen will be
at least as good (in terms of her preferences, ) as any other alternative in B. More
formally, the theory deals with:

X a nonempty set, the set of alternatives,

7 the ‘preference relation,” assumed to be a weak order on X, and

B a nonempty family of nonempty subsets of X.
Sets contained in (elements of) B will be called budget sets; and the pair (X, B)
will be called a budget space. The fundamental assumption of the theory is that, if
the decision-maker’s choice is confined to the set B € B, the element, or alternative
actually chosen from B will be an element of the set h(B) defined as:

h(B)={zeB|(YyeB): z 7y} (2.1)

The elements of X should be considered to be distinct and mutually exclusive
alternatives. In the economic theory of consumer demand, X is usually taken to be
a subset of R™; with the ordered n-tuples:

x = (x1,22,...,2) € X,

taken to be commodity bundles, a list of quantities (per unit of time) of the n
commodities. In this context, the budget sets, B, are usually taken to be of the
form:

where p is an element of R™, and represents a vector of prices, and w represents the
consumer’s wealth (or income, per time period, depending upon the context). How-
ever, the framework being presented here is, in principle, applicable to many other
situations; for example the elements of X might be interpreted as cash flows, mili-
tary strategies, inventory policies, legislative programs, potential marriage partners,
sound energies (at fixed frequency, but varied decibel levels; or at a fixed decibel
level and varying frequencies), and so on. More detailed examples (specific interpre-
tations) representing typical applications of the general algebraic choice model, are
presented in the following.

2.1 Examples. 1. Let ‘Z = {21,292, 23,24} denote a set of objects. We might
formulate the problem of analyzing a consumer’s choice of the objects in Z in one
of two different ways, depending upon the choice context.

a. Define the entities a; (i = 0,1,...,15) in the following way:

ap=0,a; ={z} fori=1,....4,
as = {21722}7a6 = {Zl, 23}7 cee,Q9 = {22,24},(1,10 = {237 Z4};
a1 = {21, 22, 23}, a12 = {21, 22, 24}, a13 = {21, 23, 24}, a14 = {22, 23, 24},

a1s = {21, 22, 23, 24 };
and define the set of alternatives, X, by:

X ={ap,a1,...,a15}. (2.2)
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If the consumer has well-defined preferences over this set of alternatives (in
particular, if the consumer’s preference relation is a weak order), and if she chooses
an element from X in accordance with these preferences, then the general algebraic
choice model is applicable here. We would expect that in a typical case, the actual
choice would be constrained to some proper subset of X; for example:

B = {ao,a1,...,a10}

(‘you can have at most any two of the four elements...’). The prediction of the
theory would then be that the consumer’s actual choice would be an element of the
set h(B) given by:

h(B) ={a; € B|a;  a;j, for j =0,1,...,10}.

Moreover, if the objects are all desirable, then in this case we would expect to find
that:
h(B) - {(157 ey aw}.

b. Suppose now that the four objects are four different kinds of (new) refrig-
erators. In this case, it would appear that the general algebraic choice model is
applicable to the consumer’s choice of a refrigerator. However, the structure of the
problem is greatly simplified by taking what we might call the ‘marketing approach’
to the problem. The general idea here is to restrict the claimed applicability of the
theory to the case wherein the consumer has already decided to buy (choose) exactly
one refrigerator. The set of alternatives then becomes:

Z ={z,...,72}.

The relationship between the sort of preference relation considered in part (a) of
this example and that on Z is of particular interest at this point.
Notice first that a weak order, -, on the set X defined in (2.2) induces a weak

order, G, on the set Z by the definition:
%Gz = ai ={z} T a; = {z};

however, the converse is not true. More specifically, if G is the consumer’s preference
relation on Z, then G will generally provide very little information about the con-
sumer’s preference relation, 27—, on X. In fact, while it might at first glance appear
that if:

le ZzP Z3P Z4

(where P is the asymmetric part of G, the consumer’s ‘strict preference relation’),
then we would surely have:

as = {21722} ~ag = {ZQ, 23},

a little thought should convince you that even this is not the case. Even in the
special case of different kinds of refrigerators, we may well have ag > as in this case;
for suppose z1 and 29 are full-size refrigerators, and z3 is a smaller (‘apartment-size’
(7)) refrigerator. Abstracting from questions of price, the consumer might very well
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prefer to have the combination of a full-size and smaller refrigerator (which could,
perhaps, fit in a rec room in the basement) to having two full-size refrigerators.

Returning to the ‘marketing approach,” however, notice that the consumer may
have well-defined preferences over the set Z (over the four refrigerators), and make
a choice consistent with these preferences, without having given a thought to the
question of whether, for example, the combination {z1, 22} is preferred to {22, z3}.

2. Let X be a set of lottery tickets of the form (more correctly, which can be
denoted by):

x = (ma,b),

where ‘7w’ denotes the probability of winning the prize a; the probability of winning
the alternative prize, b, being equal to 1 — w. If a decision-maker can be regarded
as having a preference relation over these alternatives which is total, reflexive, and
transitive (and thus is a weak order), then the general algebraic choice model is
applicable to the analysis of this situation.

3. Let X be the collection of all legislation of a particular type which has been
proposed on the floor of the U. S. House of Representatives as of a certain date.
Would you expect to be able to apply the general algebraic choice model to the
actions of the House sub-committee having jurisdiction over this type of legislation?
How about to the President’s choice of legislative policy in the area?

4. Let ‘@1’ denote the quantity of food available for a specific period of time

(say a month), and let ‘zo’ denote the quantity of clothing available during the same
period of time. What kinds of difficulties might we encounter in trying to analyze a
particular consumer’s choice of food and clothing within the context of the general
algebraic choice model, taking X = Rg_? Before jumping to any conclusions here,
carefully consider the problem of comparing a pair = (z1,x2) with a second pair,
x* = (a7, 23).
5. Suppose there are n types of soft drinks (excluding coffee and tea) available
in a particular locality as of the beginning of a given month, and that we label these
soft drinks with the numbers 1,...,n (for example, ‘1’ might be Coca-Cola, ‘2’
Pepsi-Cola, ‘3" Royal Crown Cola, ‘4’ Diet coke, etc.). Letting X = R"}, the general
algebraic choice model might be applicable to a particular consumer’s choice of soft
drinks for the month, if said consumer has well-defined preferences over X. This
simple example can be used to illustrate a number of difficulties in the applicability
of the model, however, and we will return to a consideration of various aspects of
this example in the following sections.

2.3 Some Criticisms of the Model

Somewhat paradoxically, the general algebraic choice model suffers from two seem-
ingly contradictory flaws: it is so general as to have very little predictive power, yet
at the same time, there is a very real question as to whether the assumptions of the
model are satisfied in very common individual choice situations. We will return to
the issue of the predictive power of the model in the next chapter; in this section
and the remainder of this chapter, we will briefly consider a number of criticisms
which have been levied at the model regarding its applicability.
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Among many objections which have been raised concerning the realism or ap-
plicability of the assumptions of the general algebraic choice model, there are seven
types of criticisms which we will consider in this chapter.

1. The model may be inapplicable to certain kinds of choices under uncertainty;
specifically, to situations in which the decision-maker’s choice does not uniquely
determine the outcome.

2. The model, as set forth here, does not admit of a genuinely dynamic analysis.

3. Individuals’ preferences over alternatives may depend upon the way the al-
ternatives are presented; that is, a given alternative may be describable or
representable in two different ways, and an individual’s preference for it as
compared to a second alternative may depend upon which of these represen-
tations is chosen. This is the issue of ‘framing,” and will be discussed in the
next section.

4. Individuals’ stated preferences may be inconsistent with their actual choices.

ot

. In actual choice situations (particularly in experiments), individuals often ex-
hibit inconsistencies. Thus a probabilistic (as opposed to an algebraic) theory
of choice may be needed.

6. It may be unreasonable to suppose that preferences are total.
7. It may be unreasonable to suppose that preferences are transitive.

We will provide only an extremely cursory consideration of the first three of
these objections here. The remaining four difficulties will be given a more extensive
consideration in the remaining sections of this chapter.

As an illustration of the kind of difficulties presented by choice under uncer-
tainty, consider the situation in which a business manager has a choice among three
inventory policies, a1, as and ag; with policy a; best if event F; occurs, for i = 1,2, 3.
Without further assumptions about (or better, knowledge of) the policies and the
probabilities of the events F;, we could hardly assert with any confidence that our
manager has well-defined deterministic preferences over the three policies. The dif-
ficulty here, notice, is that we would suppose that the decision-maker’s preferences
are not defined directly over the objects of choice (aj,as and as), but rather over
outcomes, which are determined jointly by the policy variables a; and the random
events, Fj.

It is usual in economics to analyze choice under uncertainty (more correctly, under
risk) via the expected utility (EU) model, which we can develop here as follows. Denote
the outcome associated with action a;, given state j, E; by ‘@;;,” and let p; denote the
probability of the occurence of state £, where:

p1+p2+p3=1

If the von Neumann-Morgenstern utility of the the outcomes is given by a function u: X —
R, then action a; is preferred to action ay if, and only if:

pru(ein) + pau(wiz) + pau(wiz) > pru(Te:) + pau(Trz) + pau(is)-
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While this model creates an elegant theory of decision-making under risk, and has been
widely-used in economics, there is a great deal of empirical evidence which casts doubt on
some of the assumptions of this model. We will discuss the model, and some of this empirical
evidence later in the course; in the meantime, let me mention that Loomes, Starmer, and
Sugden [1991], Machina [1987], Starmer [1996, 2000], and Tversky and Thaler [1990] all
provide quite readable and useful discussions of the empirical findings which have been at
odds with this theory, as well as some alternative theories which have been proposed in
response to the empirical findings.

Insofar as the difficulties with a dynamic analysis are concerned, suppose we
consider the typical formulation in economics, where X is taken to be a non-empty
subset of R”, and ‘z;” denotes the quantity of the i commodity (per unit of time)
for i = 1,...,n. In this context, we can distinguish between the physically identical
commodity available now, as opposed to T periods from now.! Thus ‘z;’ might
denote the quantity of #1 paper clips available ‘now’ (at the beginning of period
1), ‘xo’ the quantity of #1 paper clips available at the beginning of the next period
(t = 2), and so on. The trouble with this is that in order to apply this interpretation,
we need to assume that the decision-maker knows his or her budget set now (at
t = 1) even though it involves commodities available only at later dates. This would
appear to be reasonable only (if at all) in the presence of much more pervasive
and efficient futures markets than appear to exist currently.? Furthermore, actual
preferences may change over time (if a learning process takes place as commodities
are consumed, for example), and there is no adequate allowance for this effect in
the present formulation. We will return to a more complete discussion of some
difficulties connected with the dynamic analysis of consumer choice in Section 8 of
this chapter.

As to the ‘framing’ problem, consider an example/experiment which was reported
by Tversky and Kahneman [1988]. A group of subjects was presented with the
following material (their Problem 3).

Problem 3 [N = 150] Imagine that you face the following pair of concurrent
decisions. First examine both decisions, then indicate the options you prefer.

Decision (i) Choose between:

A. a sure gain of $240

B. 25% chance to gain $1000, and a 75% chance to gain nothing.
Decision (ii) Choose between:

C. a sure loss of $750,

D. 75% chance to lose $1000, and 25% chance to lose nothing.

When this problem was presented to 150 subjects, 84% chose (A) as the first
decision and 87% chose (D) as Decision (ii). However, consider the following, which
is, notice, exactly the same as the concurrent choice in the previous problem.

"We might equally well want to distinguish on the basis of location and on the basis of the state
of the world in which the commodity will be available, but we will postpone a consideration of these
complications for the moment.

2For excellent discussions of this kind of interpretation of the model, and some of the pitfalls
involved therein, see Debreu [1959, pp. 28-36 & pp. 50-5], or Chapter 20 of Mas-Colell, Whinston,
and Green [1995].
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Problem 4. Choose between:

A & D. 25% chance to win $ 240, and 75% chance to lose $ 760.
B & C. 25% chance to win $ 250, and 75% chance to lose $750.

When the problem was presented in this way to 86 subjects, all of them chose
B & C; but notice that the problem is exactly the same as Problem 3, it is simply
presented (‘framed’) in a different way.

This is only one type of ‘framing’ difficulty which has been investigated in the
literature. A much more complete discussion of the problem, as well as some other
anomalies, is provided in the references mentioned earlier: Loomes, Starmer, and
Sugden [1991], Machina [1987], Starmer [1996, 2000], and Tversky and Thaler [1990]
as well as Tversky and Kahneman [1988] and Tversky et al [1990].

2.4 Stated Preferences versus Actual Choices

The general algebraic choice model is applicable to a specific choice situation only if
the decision-maker has well-defined preferences (a weak order) over the underlying
set of alternatives, X; and if, when presented with a subset of X from which a
choice must be made, said decision-maker always makes a choice consistent with
these preferences. In terms of the notation of Section 2, if B represents the available
or feasible set, then the actual choice must be an element of h(B), where:

hB)={x e B|(Vy€ B): z 7y} (2.3)

The difficulty to be considered in this section is the claim that, even in cases where
the weak order condition is satisfied, the actual choice from some subset, B, of X
may not be an element of h(B).

We are all familiar with the fact that stated preferences may be very different
from actual choices in situations where there are ‘face-saving’ motives, or group
pressure present. Thus, for example, we have all heard of situations in which an
individual who was actually watching a particular (low-brow) television show would
claim, when asked by a pollster, that he was watching some other show which he
perceived to be more socially respectable. Similarly, we have probably all, at one
time or another when out with a group, yielded to group preferences, and attended
a movie that was our second choice or lower. Neither of these phenomena really rep-
resents a fundamental theoretical difficulty with the general algebraic choice model,
however. The first situation is simply a matter of not stating true preferences,
while the second situation may be reconciled with the model by noting that there is
nothing inconsistent about the fact that an individual may prefer the alternative of
attending movie = in the company of friends to the alternative of attending movie y
alone, even though he prefers attending movie y alone to attending movie x alone.?

In contrast, the objection to be considered in this section is that, even when
these face-saving, or group pressure difficulties are absent, there may nonetheless

3However, to dismiss this sort of difficulty this glibly is to ignore the possibility that the model
may be extremely sensitive to the correct specification of the alternative set, X. We will return to
this question in the next section.
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be inconsistencies between stated preferences and actual choices. For example, in
an experiment conducted at Purdue University by Professors F. M. Bass, E. A
Pessemier, and D. R. Lehmann [1972], 280 subjects were required to select a 12-
ounce can of soft drink four days a week for three weeks from the set of alternatives
shown in Table 1.

Non-Diet Diet
Cola Coca-Cola Tab
Pepsi-Cola | Diet Pepsi

Lemon-Lime 7-Up Like
Sprite Fresca

Table 2.1: Soft Drink Choices.

For participating in the experiment, the subjects each received $3 in addition to
12 cans of soft drink. To quote from the study (p. 533):

In order to keep the selection as natural as possible and to control the effect of
specific purchase and use contexts, subjects were allowed to make their choice
any time between 9:00 a.m. and 12:30 p.m. in a room which adjoined the
student lounge where soft drinks, candy, etc., are available in vending machines.
All the subjects had a reason to be in the building daily between those times.*

In addition to making the choices, participants were required to fill out three
different questionnaires at various times; in one of which (Questionnaire 2), they
were asked to rank-order the eight brands in terms of their own preferences. This
questionnaire was filled out at the beginning of the experiment, and at the end of each
of the three weeks. The accuracy of the choice predictions based on the preference
rankings, as well as on the basis of the last-period choice, are summarized in Table
2, below (Bass, Pessemier, and Lehmann [1972], Table 4, p. 537).%

Percentage of Correct
Model Choice Predictions
Stated first choice (Post) 52.1
Stated first choice (Pre) 50.8
Last period choice 37.1
Random 12.5

Table 2.2: Choice Probabilities.

There are a number of facets of this experiment which deserve further considera-
tion, and in fact in the next four sections we will be discussing various aspects of this

4The subjects were all Purdue students and/or secretaries.

5In Table 2, ‘Post’ means that the first choice is based upon Questionnaire 2 the first time it
was asked after the choice, while ‘Pre’ means the Questionnaire 2 response obtained most recently
before the actual choices.
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experiment and their relationship to the conventional economic theory of demand.
For the sake of convenience, and with apologies to Professors Bass, Pessemier, and
Lehmann, we will hereafter refer to their experiment as the ‘BPL experiment.’

2.5 The Specification of the Primitive Terms

Suppose we begin by considering the basic framework of the economic theory of
demand, as developed in a typical textbook. From a formal point of view, we can
say that this theory is the special case of the general algebraic choice model which
is obtained by taking X to be a non-empty subset of R™ (for the sake of convenience
at this point, we will take X = R"), and B to be the family of all subsets of X
having the form:

B=bp,w)={xecR} |p-x<w} forpeR},  weR;.

If & = (x1,22,...,2,) is an element of R}, the ith coordinate of @, x;, denotes the
quantity of the i commodity available per unit of time. Similarly, ‘p;’ denotes
the price per unit of the i commodity. In terms of the formal development of the
theory, however, ‘commodity,” ‘price,” ‘wealth,” ‘unit of time,” and ‘consumer’ are
all primitives of the theory; that is, they are undefined terms, just as ‘point’ and
‘line’ are undefined terms, or primitives, in Euclidean geometry. To be sure, since
economics is (or at least is partially) an empirical science, rather than a branch of
mathematics, there is an implicit claim that there are empirical counterparts, or
specific interpretations, of these primitives such that the assumptions of the theory
are satisfied in actual choice situations (given these interpretations).5 However,
most textbooks are conveniently vague as to the claimed applicability of the theory;
that is, most textbooks never state explicitly under which interpretations of the
primitives it is being claimed that the assumptions of the model will hold in actual
choice situations. It would appear, however, that most members of the economics
profession would feel safest with something like the following specifications of these
primitive terms.

S.1 ‘Individual consumer’ is (for economists in the U. S.) taken to be an individual
household, as defined by the U. S. Bureau of the Census.”

S.2 The list of consumer commodities should be exhaustive in terms of the imme-
diate locality involved (including everything available within, say, a two-hour
drive, or by mail order, or the web, in the locality in question).

S.3 The ‘commodities’ should be specified precisely enough so that different units
of what we are calling the ‘same’ commodity should be essentially indistin-
guishable, with regard to physical characteristics, location, time of availability,

SHopefully it is obvious that this distinction between a primitive term in a theory and an empir-
ical counterpart, or possible interpretation of the term, has nothing whatsoever to do with whether
we are undertaking a ‘mathematical’ or a ‘non-mathematical’ development of the theory.

"Because of this, to remind ourselves that the term ‘consumer’ is a primitive, and to avoid sexist
connotations, in theoretical discussions we will generally use the pronoun ‘it’ in referring to an
individual consumer.
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and state of the world in which the commodity is available. This last aspect of
the definition of a commodity brings uncertainty into consideration, and will
be ignored for the remainder of this chapter; although we will return to this
problem in a later chapter.

S.4 The time involved will be taken to be one month; thus we would interpret x;
to be the quantity of the i commodity available per month.

S.5 The ‘unit’ in which a given commodity is measured can be any convenient unit
in terms of which the commodity is actually sold, implicitly or explicitly (thus
we might use ‘fluid ounces’ as the unit of measurement for milk or soft drinks,
weight in ounces [or grams] for bread, fruits, vegetables, etc.).

S.6 ‘Price’ will be interpreted as price per unit at the beginning of the month.

S.7 ‘Wealth’ will be interpreted as ‘planned total consumption expenditure’ for
the month.

The above list of interpretations (or specifications) is not claimed to be definitive,
and in fact, the definitions set out are not really sufficiently precise for econometric
work; although they should be sufficiently precise and detailed for the purposes of
our present discussion. Furthermore, while (for what it’s worth) I feel most confident
about the empirical validity of the theory under the above list of specifications, I am
certainly not claiming that the economic theory of demand is only valid under the
above list of specifications of the primitives. I have set out this list here primarily to
make one basic point: even if we are confident that the economic theory of consumer
demand is empirically valid under one set of specifications of the primitives of the
theory, there is no reason to suppose, on a priori grounds, that it is empirically valid
under some alternative specification of the primitives, unless we can demonstrate
(deductively) that its validity under the first specification implies its validity under
the second specification as well.

We will refer to the theory with the above list of specifications as the standard
economic theory of demand. This terminology is simply a convenient label,
and should not be taken to mean that all economists feel most confident about the
validity of the model with these specifications; however, as the reader will probably
agree, this specification has some claim to a consensus status. Since the reader has no
doubt already encountered many discussions presenting a priori and/or introspective
reasons for believing the theory to be empirically valid under something like the
above specifications, we will confine our discussion here to one or two remarks about
these specifications.

First of all, insofar as item S.1 is concerned, the basic reason for this specification
is that most economists’ confidence as to the validity of the theory is inversely
proportional to the size of the decision-making unit; in fact, the theory seems to
have been developed with the idea that ‘individual consumer’ should be specified
to mean an ‘individual human being.” On the other hand, many individuals (most
notably, dependent children) do not make consumption decisions for themselves, and
adult members of a multiple-person household presumably make joint decisions on
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many consumption items. Consequently, it would appear that the household is the
smallest entity that can be treated as an independent consumption unit.

The reason for specifying the unit of time to be a month hinges around two basic
considerations. First, the time period should be long enough to allow for expected
variety-seeking behavior (most people would make a different selection from a given
restaurant menu at breakfast than they would at lunch even if the expenditure
involved was exactly the same), but not so long as to allow for ezpected changes in
taste (a given individual’s preferences over commodities are likely to be very different
at 60 than they were at 20 years of age). Secondly, it appears that most households
actually do some formal budget planning for each month (or so I hear).

Insofar as the specification of price is concerned, p; would probably be best in-
terpreted as the ‘expected average (per unit) price of the " commodity for the
forthcoming month.” However, because of the difficulty in predicting a household’s
expected average price, most economists would probably generally settle for inter-
preting p; to be the price per unit at the beginning of the month (since this is when
most formal budget planning seems to be done) and hope for the best.

Finally, it should be mentioned that the ‘wealth’ specification is a rather tau-
tological definition that I have used here only for the sake of convenience. A more
meaningful specification of the wealth variable can only be made, however, after we
have gone into some aspects of the specification of the consumption set, X, which
we will not take up until a later chapter.

Suppose we now re-consider the BPL experiment in light of the above discussion.
As we shall see, this single experiment could be regarded as a test of many different
theories; and what is more important, from the standpoint of our present discussion,
it can be regarded as a test of the empirical validity of the algebraic choice model
under a number of different specifications of the primitives. However, it is probable
that the simplest way of viewing the experiment is as a test of the theory obtained
when items S.1 and S.4 in the specification of the ‘standard theory’ are changed to:

S.1’ ‘Individual consumer’ is taken to be an ‘individual subject’ of the experiment.

S.4' The time unit involved is taken to be one day: thus we will interpret z; to be
the quantity of the i** soft drink (in number of 12-ounce cans) available per
day.

We will also simplify things drastically by assuming that there are only two brands of
soft drinks available. While this is obviously unrealistic, the presence of two distinct
brands in our theoretical model will suffice to illustrate the points to be made in our
discussion. We will also suppose that the consumers’ consumption set, X, can be
taken to be R}, and that the first two coordinates measure the quantities available
for consumption of these two different brands of soft drink; with

xj = the quantity of brand j in number of 12-ounce cans, for j = 1,2.
We will hereafter refer to the special case of the economic theory of demand in which

S.1" and S.4" are substituted for S.1 and S.4, respectively, and with the convention
indicated for the first two coordinates as the soft drink model.
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Before proceeding further with our discussion, we should take note of the fact
that a consumer could, in principle, satisfy all of the assumptions of the standard
economic theory of demand, yet not have well-defined preferences over daily con-
sumption. We will ignore this possibility for the moment (more correctly, we will
simply assume that assumption 5.4 holds), but we will return to this issue in Section
8 of this chapter.

There remains a further bit of difficulty concerning the nature of the specification
tested in the BPL experiment, however, stemming from the fact that, in the context
of the model, the notion of brand preference is not necessarily well-defined. In
the next several sections of this chapter, we will consider several different ways of
defining what is meant by the statement that a consumer prefers one brand of soft
drink over all others. The issue which is our initial concern is this: if we ask a given
subject to rank-order Brands 1 and 2 in order of preference, and he or she responds
that Brand 1 is preferred to Brand 2, what should we take this to mean? The
first problem we face in trying to define a straightforward interpretation of brand
preference is that a given subject’s preference for soft drinks might depend upon his
or her other consumption for the day. If this possibility sounds slightly far-fetched to
you, consider the preferences commonly expressed by wine afficiandos: white wine,
rather than red, with fish or fowl; red wine with red meat. In particular, in the BPL
experiment, any given subject’s preferences over brands of soft drinks might depend
upon what he or she was having for lunch. In any event, in the next section we will
tackle a formal consideration of this problem.

2.6 Weak Separability of Preferences

As noted in the previous section, in the ‘usual’ case, preferences over, for example,
soft drinks will depend upon the consumption of other items. The case in which
such dependence does not occur is, by definition, that in which preferences are
separable. Our discussion of separability will be confined to a very simple situation,
as compared to other such discussions in the literature; in that we will limit our
consideration to the case in which the (exhaustive) list of commodities available can
be divided into two groups in such a way that preferences over one of the commodity
groups is weakly separable. Other authors deal with many commodity groups, and
with other forms of separability.®

Throughout the remainder of this section, we will suppose that X is a subset of
R"™, where n > 2, and that X can be written in the form:

X=Y xZ,
where:

Y CRM and ZCRM, k;>1, fori=1,2, and ki + ks = n;

8For more comprehensive treatments, see Blackorby and Davidson [1991], Blackorby and Russell
[1994], and Mak [1986]. For earlier surveys, see Katzner [1970], pp. 27-32 and 78-90; and, for the
definitive treatment of the mathematics of separability, see Blackorby, Primont, and Russell [1978].
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and that 27 is a weak order on X. We will then follow the convention of denoting
points (commodity bundles) in X by:

z=(y,z) whereyeY and z € Z.

2.2 Definition. For each z* € Z, we define the conditional preference relation,
Zz+,onY by:
yZay = (y.27) 2 (Y. 2.
Similarly, given any y* € Y, we define 7, on Z by:
22y 2 = (Y2 2 (Y 7).
The proof of the following result is more or less immediate, and will be left as

an exercise.

2.3 Proposition. Given any (y*,2*) € Y x Z, the conditional preference relations,
Tz and Ty, are weak orders on'Y and Z, respectively.

~

2.4 Example. Let n = 3, X = R3, and consider the weak order, = defined on X
by:
ot = u(x) > u(zh),

where the utility function u(-) is defined on X by:
u(@) = (z129) "2 + (x9w3)/? for x € X.
Notice that X can be written in the form:
X=Yx2,

where:
Y =R? and Z =R,

(and thus k1 = 2 and ky = 1). Clearly, if 2* € Z = R4 (since Z = R4, we will use
simply ‘z,” rather than ‘z,” to denote the second sub-vector of x), the conditional
preference relation, 7.+, is given by:

Yz = )P+ (VR = (nye) P+ (V) v
Thus, for example, if z* = 1, 7.+ is representable by the conditional utility function:
u(y;z=1) = (y1y2)"? + Vi2;
while if z* =9, 27« is representable by the conditional utility function:
u(y; 2 =9) = (11y2)"? + 32

Since u(+;z = 1) is not an increasing transformation of u(-;z = 9), it is clear that
the corresponding conditional preference relations are not the same. We can verify
this by considering the points:

y = (16,16) and y* = (1,64).
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We have:
ui(y;2=1)=16+4=20>u(y*;2=1) =8+ 8 =16,

so that for z =1, we have y >, y*. On the other hand, for z = 9:
u(y;z2=9) =28 <u(y*;z=19) = 32;

and thus, with z* = 9:
Yy

We see then, that if 7~ is the preference relation of a consumer, then said consumer
prefers having y = (16, 16) to having y* = (1,64) if there is only one unit of the
third commodity available; but the consumer prefers having y* to having y if it has
9 units of the third commodity. o

The above example is illustrative of the usual case; we will usually find that
if, say z # z*, then the conditional preference relations, -, and -+, will not be
the same. Thus, if ‘hours of automotive use’ and ‘shoes’ are included in the first
group of commodities, and ‘gallons of gasoline per month’ in the second group,
we would likely find that the marginal rate of substitution between the former two
commodities would depend upon the quantity of gasoline available, so that -, would
be different from 5.+, for z # z*. On the other hand, if, for example, the first
commmodity group contained all foodstuffs, while the second group contained all
other commodities, then we might find the assumption that all marginal rates of
substitution between commodities in the first group are independent of the quantities
in the second group to be a little more plausible. More formally, we might in this
latter case expect the following condition to hold.

2.5 Definition. If X =Y x Z, and Z* is a non-empty subset of Z, we shall say
that 2~ is weakly separable in y over Z* iff, for each z and z* in Z*, we have:

Tz =D

If - is weakly separable in y over Z, we will simply say that - is weakly separable
onY.

Similarly, if Y* is a non-empty subset of Y, we shall say that = is weakly
separable in z over Y* iff, for each y and y* in Y*, we have:

iy ixy*%

and if Y* =Y, we will say that > is weakly separable on Z.

In other words, for example, 7 is weakly separable in y if the consumer’s pref-
erences over sub-bundles from Y are independent of how much z is available to it.
We have already looked at a case in which preferences were not weakly separable;
the concept will probably be a great deal more clear, however, if we also take a look
at a case in which preferences are weakly separable.
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2.6 Example. Let X = R}, where n > 2, let k1 and ky be positive integers such
that k1 + k2 = n, and let 2Z be representable on X by the Cobb-Douglas function:

u(z) = H:Zl z, (2.4)

where:

a; >0, forj=1,...,m andad:efzz;lajzl. (2.5)

We also define two subsets of ]R]j_z, 71 and Zs, by:

— k2 " . }
Zi={z R} T, %> 0}

and: N
_ k2 .
Zy = {z € RY | H,7=k1+1 zj = 0},

respectively.
If z* € Z;, we have:

yRay = (Hj;(yf)a]) i (H:;k1+1(z;)aj)
> (ILL0") - (T 0

or equivalently, since H;l: k1+1( Z;f)a: > 0:

/ k1 k1 I\a;
vy = [[_ )" =] )
Thus, defining the function wu : R}j} — R4 by:
K a
w(y) =T )", (26)

we see that if we let ‘Z;” denote the weak order induced on Y by us(-), we have, for
each z from Z;:
- =

~z = Al

I will leave as an exercise the task of showing that - is also weakly separable in
y over Zy, but that, for each z € Zy, -, is the trivial ordering of Y = ]Ril. O

It is obvious that any weak order will be weakly separable in y over Z* if Z*
is a singleton; and, for less obvious reasons, the concept of weak separability in y
is also not very interesting? in the case where k; = 1. Consequently, our interest
in this definition centers around the situation in which k; > 1, and Z* contains
more than one element. However, the known and interesting results concerning
weak separability do not generally require these restrictions (except that they may

9“Most’ weak orders of interest in connection with demand theory are weakly separable in a single
variable. In particular, you should have no difficulty in showing that if 2 is strictly increasing in
the first variable, or first commodity, then it is weakly separable in that variable.
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require that Z* = Z). Consequently, there is no reason to complicate our definition
of weak separability by excluding these two cases.

Another fact of which we should take notice in connection with weak separability
is that the condition is not symmetric. That is, for example, we may find that 77 is
weakly separable in y over Z, but that it is not weakly separable in z over Y. Our
next example illustrates such a case.

2.7 Example. Let X = Ry, k1 = ky = 2, ¥ = Z = R}, define the function
u: X — Ry by:
u(z) = [min{xlv'%’?}} : [1’3 + 1] + x4

and let 7 be the weak order induced on X by w(-). It is then very easy to show
that, while 7 is weakly separable in y over Z, = is not weakly separable in z over
Y. o

Now, one might very well argue that there is no a priori reason to suppose
that a given individual’s preferences would be weakly separable in any commodity
sub-group; but notice that the theory would be much more useful in application
if weak separability were the rule, rather than the exception! In fact, the data
requirements in dealing with an exhaustive list of finely-differentiated commoties
are so enormous that I know of no empirical study which has been undertaken in
such a context. Moreover, the notion of separability of preferences has a number
of interesting implications; for example to provide sufficient conditions for ‘two-
stage budgeting’ (Blackorby and Russell [1997]), and to some issues of Social Choice
(LeBreton and Sen [1999]).

Now, the question of immediate concern is, what does this notion of weak sepa-
rability have to do with defining brand preference? Well, even before attempting a
formal definition of brand preference, we can already note that it is apparent that
unless consumer preferences are weakly separable in the soft drink component, the
notion of brand preference is going to be more than a bit ambiguous. In other words,
if the consumer’s conditional preferences over soft drinks is not independent of other
consumption, then it is not immediately apparent how one could unambiguously
define what is meant by the statement that one brand of soft drink is preferred to
the others.

In order to formally define a connection between stated brand preference and
preferences over commodity bundles, let’s begin by supposing that X = R’. Given
that this is the case, we can write:

X =R% x R7,
where m = n — 2. We will then use the generic notation:
z=(y,2),
to denote commodity bundles, € X, where y € R%_ and z € R, As already sug-

gested, we will suppose throughout the remainder of this section, that each subject’s
preference ordering is weakly separable in y over R
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Now, suppose a subject tells us that Brand 1 (of soft drink) is preferred to Brand
2.10 The question is, what can we interpret this to mean? In developing a formal
definition, let’s introduce the notation: (1,2) as shorthand for the statement (by the
subject), “Brand 1 is preferred to Brand 2;” with (2, 1) indicating that the subject’s
response is: “Brand 2 is preferred to Brand 1.” Furthermore, making use of the
assumption of weak separability, we define the relation G on R%_ by:

yGy' = (y.2") 2 (¥, 2"), 2.7

for some ‘reference bundle,” z* € RQ’_";” using ‘P’ and ‘I’ to denote the asymmetric
and symmetric parts of G, respectively. Using this notation, we can make the
following assumption.

A1. Theresponse (1,2) by a given subject implies that, in terms of this subject’s
preference ordering, we must have:

((1.0).2) = ((0.1). ).
for some ‘reference bundle,” z* € R’"; or, more compactly:
(1,0)P(0,1).
Similarly, the response (2,1) implies that:'?
(0,1)P(1,0).

Now the question is, if the other assumptions of the soft drink model are sat-
isfied, and if A1l is correct, will the subjects’ statements about brand preferences
correlate perfectly with the choices actually made? A moment’s thought will un-
doubtedly suffice to raise some doubt in your mind about this. The basic difficulty
(given separability of preferences) is that the can of soft drink chosen as part of the
experiment may or may not be the only can of soft drink consumed by the subject
in a given day; and it may well be, for example, that for a given subject:

(1,1)P(2,0),

even though:
(L,0)P(0,1).

It would appear that what is happening in the experiment is that something
(namely, a can of soft drink) is being added to the subject’s budget for the day.
Consequently, the difficulty alluded to in the above paragraph may well cause a
discrepancy between stated preferences and actual choice unless preferences are ad-
ditive in the soft drink component; a condition which we will consider in the next
section.

'"Remember that for the sake of simplicity we are now supposing that there are only two brands
of soft drink available.

" Notice that, given weak separability of preferences, it makes no difference what reference bundle
is chosen.

12Recall that each subject was allowed to choose exactly one can of soft drink per day, as a part
of the experiment.
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2.7 Additive Separability

The formal difficulty with the assumption concerning brand preferences which was
discussed in the previous section is that, in the notation of that section, we may find
that, for some y,y’ € Ri, we have yPy', yet, for some z* € R’}

((y’,O) + .7:*) - ((y,O) + ).

In other words, even if a consumer’s preferences are weakly separable in y on all
of Z, and we find that commodity bundle one is preferred to commodity bundle
two, it does not follow that if we add bundle one to her other consumption that
she will consider herself better off than if bundle two had been added to her other
consumption. This assertion is verified by the following.

2.8 Example. Let X = R3, and let = be the weak order induced on X by the
utility function:

u(x) = (21 +1)%- (22 + 1) - (z3+1).

In this case, if we define Y = ]R?F and Z = Ry, it is easily verified that 7 is weakly
separable in y over all of Z = R, and that the conditional preference ordering on
Y is representable by the function v: R — Ry given by:

o(y) = + 1% (g2 + ).

We also have:
v(1,0) =4 >v(0,1) =2;

so that, if the first two coordinates of each commodity bundle represent quantities
of Brands 1 and 2 of soft drinks, respectively, then according to our assumption Al,
this consumer prefers Brand 1 to Brand 2. However, letting:

z* = (2,0,1),

we have:

((1,0),0) +a* = (3,0,1),
and thus u(3,0,1) = 32. On the other hand:
((0,1),0) + &* = (2,1,1),
and u(2,1,1) = 36, so that:
[((0,1),0) + =*] = [((1,0),0) + =*]. o
So, the above example indicates a problem with our definition/assumption Al

even if preferences are weakly separable in soft drinks. However, consider the fol-
lowing definition.
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2.9 Definition. Suppose 7 is a weak order on a non-empty subset of R, X, which
is of the form:
X=Yx2Z2,

where Y C RF| Z C R¥2| with k; > 1, for i = 1,2, ki + ko = n; and suppose Y is a
convex cone. We shall say that - is additively separable in Y iff:

1. 7 is weakly separable in y over Z, and:

2. for every y,y, € Y, and every * € X, we have:!?

y1Gy; = (¥1,0)+ 2" Z (y,0) + 2"
where G is the conditional weak preference order on Y derived from 7-.

2.10 Example. Let X = Ri = R%_ x Ry, and let 7Z be the weak order induced on
X by the function:

u(x) = x1 + x9 + 2\/73,

and define Y = Ri and Z = R,. It is then easy to see that, in terms of the notation
introduced in the above definition, if y; € Y, for ¢ = 1,2, and =* is any element of
X = Ri, then:

y1Gyy; <= (y1,0) + =" Z (y,,0) + ="

Consequently, - is additively separable in Y in this case.

~

Our assumption about the meaning of stated brand preference says that if a
subject states that brand 1 is preferred to brand 2 (retaining the assumption that
there are only two brands to be concerned with), then this means that, in terms of
conditional strict preference:

(1,0)P(0,1). (2.8)

This brings us back to the problem mentioned earlier, namely, if (8) holds, does this
also mean that:

(2,0)P(1,1)?
Moreover, up to this point we have ignored a possible stronger definition of prefer-

ence: we might interpret the statement, “Brand 1 is preferred to Brand 2,” to mean
that if y and y' are elements of R for which:

yi+y2a=u +h

then:
y1 >y = yPy’

3Notice that, since «* is of the form:
=" =(y", 2",
the sum ((y;,0) 4+ z* is of the form:
((:,0) +27) = (y: +v7, 2").

Therefore, since Y is a convex cone, ((y;,0) 4+ «*) is an element of X. See Proposition 6.6, in
Chapter 6.



2.8. Sequential Consumption Plans 41

So, how does this stronger definition of brand preference compare with the definition
originally set out?

Well, as it turns out, there is no conflict between these two definitions of brand
preference if preferences are additively separable in Y, and are representable; for,
given some technical qualifications which needn’t concern us here, under these con-
ditions, there must be a utility function, w, which takes the form:

u(y, z) = ¢(a-y) +9(2), (2.9)

where a is a (fixed) semi-positive vector in R, ¢: Ry — Ry, and ¢¥: Z — Ry.
I will leave it to you to show that, given that preferences can be represented by a
utility function of the form (2.9), if we find that (maintaining our assumption that
there are only two brands of soft drinks, and thus that k1 = 2):

(1.0)P(0,1), (2.10)
then, for any two vectors, y,y’ € Y, we have that:
[y1 +y2 = yi + 15 &y > i) = yPy'. (2.11)

Thus, if preferences over daily consumption are additively separable in the soft
drink component, and are constant from day to day, it would appear that either
interpretation of the meaning of brand preference which we have considered would
imply perfect agreement between stated brand preference, and actual choice in the
soft drink experiment. However, this brings us back to the issue of whether it is
reasonable to suppose that preferences over daily consumption remain constant from
day to day. We will consider this question in the next section.

2.8 Sequential Consumption Plans

It was noted in Section 5 that a consumer might satisfy all the assumptions of the
standard economic theory of demand, and yet not have well-defined preferences over
daily consumption. Thus, a given consumer may satisfy all the assumptions of the
standard economic theory of demand, and yet not satisfy the Soft Drink Model; at
least not in the sense of having invariant preferences from one day to the next. In
order to establish this fact, and to explore the reasons for it, we will develop a model
in this section which ezplains the standard economic theory of demand. Because
this model ezplains the standard theory (that is, its assumptions imply those of
the standard theory, with the appropriate specifications of the primitives) it is, in
effect, a special case of the standard theory; and, it should be emphasized, there
are other special cases of the standard economic theory of demand in which the
consumer’s daily preferences would be well-defined. On the other hand, the model
to be developed here [which we will call the sequential consumption plan (SCP)
model] seems sufficiently plausible and interesting as to merit the time which we
will spend on its development.

In order to motivate our discussion, let’s begin by considering a consumer that
satisfies all of the assumptions of the standard theory. Let us further assume, for
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the sake of simplicity, that when said consumer chooses the bundle * from the
budget set, B, this means that it purchases the bundle x* at the beginning of the
month. In terms of the context in which the standard theory was formulated, this
means that the consumer makes &* available for its consumption'* over the month
to come. The next question which arises, however, is how, more specifically, at what
rate, will the consumer choose to consume the bundle z*7? We would probably be
quite surprised if the consumer proceeded to consume z* at the rate:

z* = (1/30)z",

per day (assuming, for the sake of convenience, that there are 30 days in a month);
but isn’t this exactly what would happen if the consumer’s preferences over daily
consumption were exactly the same from day to day?

Let’s take a look at this question from a bit different point of view. Suppose
that at the beginning of each month, our consumer considers alternative sequences
of consumption of the form:

z = (z1,22,...,230),

where z; € R" denotes planned consumption of the tth day (t =1,...,30). Suppose
further that our consumer’s preferences over such sequences of consumption plans
constitutes a weak order, G, on the set Z of admissible sequences of this type, where
Z is a subset of R‘i{]”‘ In fact, will suppose that Z is of the form:

30
%= thl Z (2.12)

where:

Z,=R? fort=1,...,30. 2.13
+

In particular, we will suppose that Z;, the feasible consumption set for day ¢, is
invariant from day to day. For the sake of convenience, we will also suppose that G
is representable by a continuous utility function, U(-); that is, we will suppose that
U: Z — R, and satisfies, for all z, 2’ € Z:

2Gz2 = U(z) > U(%).

We can then relate this situation to the standard theory in the following way.
Define the function u: R — R by:

u(z) = max{U(z) |z€e2 & 221 z < w} (2.14)

In other words, u(x) is the maximum utility which could be obtained from an
admissible sequence, z, whose daily components add up to a bundle less than or

“There is a bit of confusion between stock and flow going on here, which, it is hoped, will not
cause you undue confusion. Strictly speaking, we should distinguish between x*, which is a flow,
and the consumer’s inventory of commodities at the beginning of the month, which is a stock.
However, since z; is measured in terms of quantity per month, the real number z; will here also be

the quantity of the j*" commodity on hand at the beginning of the month.
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equal to .1 The function, u(-) defined in (2.14) obviously induces a weak order, >,
on R%. Consequently, this model is actually a special case of the standard economic
theory of demand. The next question, however is this: under what conditions will
the corresponding daily preferences be invariant from day to day?

After our discussion in Section 6, it should be clear to you that it is not apparent
that we can speak of ‘daily preferences’ in an unambiguous fashion here unless
the weak order, GG, is separable. To be more specific, consider an arbitrary ¢t €
{1,...,30}, and denote values of z = (21,..., 230) by:

z=(z_t,2t),

where:
zZ—t= (Zh sy =15 Rty - - - 7Z30)~

Notice that, for a fixed value of z_;, G induces a weak order on Z; = R, Gy(z_y),
defined by:
2Gi(z_1)zy <= (2_4,20)G(2_t, 2}). (2.15)

However, if z*, # z_;, there is no reason to suppose that we will necessarily have:
Gi(z_1) = Gi(z%,).

To see the point of this statement, simply ask yourself whether or not your prefer-
ences for pizza versus meatloaf for dinner tonight might not be different if you had
had pizza each night for the preceding twenty-nine days than would be the case if
you had had meatloaf for each of the preceding twenty-nine dinners.

In the special case in which G¢(z_;) is independent of the value of z_;, for
t=1,...,30, we shall say that G is weakly separable in daily consumption.
However, notice that, even if G is weakly separable in daily consumption, it will not
necessarily be the case that:

Gy=Gy fort=2,...,30. (2.16)

In other words, daily preferences may be different even if G is weakly separable in
daily consumption. If, on the other hand, G is weakly separable in daily consump-
tion, and, in addition satisfies (2.16), we shall say that G is stationary. It is no
doubt abundantly clear to you that there are a number of subtle and difficult prob-
lems connected with the analysis and interpretation of this sort of model, and that
we have no more than begun to analyze these problems here. However, our goal was
simply to introduce the general idea of the SCP model, and to point out some of
the reasons why the appropriate specification of the ‘unit of time’ is so important
in the empirical testing of the general algebraic choice model.
Rabin [1998] provides a very interesting little example which is of particular interest in
connection with the SCP model. I quote his introduction as follows.
Say you eat at one of two restaurants every night, either Blondie’s or Fat
Slice. You enjoy Fat Slice more, but because you also enjoy variety, your utility
each evening is as follows.

5Tt can also be shown that, under the assumptions being employed here, the function u(-) will
be (well -defined and) continuous on R’} .
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Utility from Fat Slice = 7 if you ate at Blondie’s last night,
Utility from Fat Slice = 5 if you ate at Fat Slice last night,

Utility from Blondie’s = 4 if you ate at Fat Slice last night,
Utility from Blondie’s = 3 if you ate at Blondie’s last night.

Suppose now that you have eaten at Blondie’s last night, and let’s just consider con-
sumption decisions over a five-day horizon. Obviously, your utility-maximizing choice for
tonight is to dine at Fat Slice; however, what about tomorrow? If, in fact, your preferences
satisfy the assumptions of the SCP model, you will dine at Blondie’s tomorrow, at Fat Slice
the next night, and so on; since this provides a total utility of 29 for the five nights together.
On the other hand, if you only consider tomorrow’s preferences tomorrow, and so on, you
will dine at Fat Slice each of the following four nights, since this provides a marginal utility
of 5 for each night. However, your total utility for the five nights is then only 27! In general,
if you alternate consumption between the two restaurants from night to night, you obtain
an average utility of 5.5; whereas if you always eat at Fat Slice, your average utility will be
only 5.16

The case discussed here is, I'm afraid, a situation similar to what a lot of us face in real
life; a similar sort of anomaly arises in connection with procrastination, for example. For
the classic development of this idea, see Phelps and Pollak [1968]. In general this sort of
example highlights the possibility of an inconsistency between planning for the future and
carrying out those plans; a theoretical possibility which seems to have first been pointed out
by Strotz [1955].17 We will not discuss the theory of intertemporal choice further here, but
let me recommend Koopmans [1972a, 1972b], Goldman [1979, 1980], and Loewenstein and
Prelec [1992].

2.9 The BPL Experiment Reconsidered

In Section 5, we noted that a subject might satisfy all of the assumptions of the
standard economic theory of demand, and Assumption Al as well, yet nonetheless
display inconsistencies between stated brand preference and actual choice in the
BPL experiment. In the last three sections, we have discussed a number of factors
which could lead to such inconsistencies in this context; moreover, in the process, we
have implicitly developed a special case of the standard economic theory of demand
which would predict perfect agreement between stated brand preference and actual
choice. This special theory occurs when the subject satisfies the assumptions of the
standard economic theory of demand'® (call this Assumption A0), Assumption Al
from Section 6, and Assumptions A2 and A3, defined as follows.

A2. The subject satisfies the stationary SCP model;, and, denoting the common
value of the daily preferences, Gy, by ‘G,” the weak order, G:

A3. is additively separable in the soft drink component.

'®This is an example of ‘melioration.” See Herrnstein and Prelec [1992] and Rabin [2002].

"For more recent discussions of this sort of inconsistency, see Goldman [1979, 1980]; and for an
excellent general discussion of anomalies connected with intertemporal choice, see Loewenstein and
Prelec [1992].

18 Assuming that each of the subjects is a 1-person household.
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If the subject satisfies Assumptions AO0-A3, then, as you can readily verify for
yourself, there should be perfect agreement between stated brand preferences and
actual choice. Since the results of the BPL experiment do not substantiate this
agreement, we can regard the BPL experiment as having rejected the joint hypoth-
esis:

Hy= A0 & Al & A2 & A3.
Thus we can conclude that at least one of the Assumptions A0—A3 is not satisfied,
at least for the population sampled in the experiment.

The experiment does not, of course, tell us which of the Assumptions A0-A3
is false; although from other experiments and/or statistical studies, we might be
inclined to believe that A0 is true, and therefore that the culprit must be one or
more of Assumptions A1-A3. Further experiments may yet shed some light on which
of these latter assumptions, if any, is empirically tenable. However, just now the
broader lesson to be gained from our study of the BPL experiment is that, even if
we consider the standard economic theory of demand to be empirically correct, we
must guard against the presumption that this implies that the theory is empirically
correct under alternative specifications of the primitives of the theory.

2.10 Probabilistic Theories of Choice

Returning to the general algebraic choice model of Section 2, and recalling our
convention of denoting the asymmetric and symmetric parts of 7 by ‘>’ and ‘~,’
respectively; we can give an operational definition of > (strict preference) as follows:

‘z >y’ means that if the decision-maker were presented with
repeated choices between z and y, he/she would always choose z. (2.17)
If we introduce the notation ‘p(z,y)’ to denote the probability that z would be
chosen over y, given that only  and y are available (so that the budget set is
{z,y}), (2.17) is equivalent to the statement:

z =y <= p(z,y)=1. (2.18)
While it is a bit harder to come up with a satisfactory operational definition of

indifference along these lines, the following is certainly a possibility:
T~y = p(z,y) =1/2. (2.19)

If we accept (2.18) and (2.19) as operational definitions of > and ~, then the
assumption made implicitly in the algebraic choice model is that for each z,y € X,
we have:

p(z,y) € {0,1/2,1}.
In contrast, a probabilistic theory of choice assumes only that p(z,y) € {0,1}.
2.11 Definition. Let X be a non-empty set. We shall say that a function, p: X x
X — [0,1] is a binary preference probability (on X) iff p(-) satisfies:

(V(z,y) € X x X): p(z,y) +p(y, ) = 1.
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Probabilistic, as opposed to algebraic theories of choice are the rule, rather than
the exception, in psychology. As to the reasons for this, we can probably do no
better than to quote from a classic text in the field (Coombs, Dawes, and Tversky
[1970, p. 148]):

Inconsistency is one of the basic characteristics of individual choice behavior.
When faced with the same alternatives, under seemingly identical conditions,
people do not always make the same choice. Although the lack of consistent pref-
erences may be attributable to factors such as learning, saturation, or changes
in taste over time, inconsistencies exist even when the effects of such factors
appear negligible. One is led, therefore, to the hypothesis that the obeserved
inconsistency is a consequence of an underlying random process.

The randomness may reflect uncontrolled momentary fluctuations such as
attention shifts, or it may correspond to a choice mechanism that is inherently
probabilistic. Be that as it may, the most natural way of coping with incon-
sistent preferences is by replacing the deterministic notion of preference by a
probabilistic one.. ..

Certainly a great many choice experiments have revealed an inconsistency in
stated binary preferences. To quote Starmer [2000, p. 374]:

...a common finding is that individuals confronted with the same pair-
wise choice problem twice within a given experiment frequently give different
responses on the two occasions. Stochastic choice is more convincing than in-
difference as an account for such intrinsic variability. . .

Starmer goes on to cite a number of such recent experimental studies, among them
Hey and Orme [1994] and Ballinger and Wilcox [1997], in which between one-quarter
and one-third of subjects ‘switch’ preferences on repeated questions.

Despite all of this experimental evidence, it cannot fairly be said that the alge-
braic choice model has been obviously refuted, for several reasons. For us, the most
important of these reasons is that the objects over which choice has been made in the
experiments cited have not been those appearing in the economic theory of demand;
namely commodity bundles. It is entirely possible that preferences over gambles, for
example, are much less consistent than are preferences over commodity bundles; and
all of the studies cited here have involved choices over uncertain prospects.’® In any
event, in the remainder of the course, our focus will be upon algebraic choice theory,
since the concensus of the profession seems to be that this theory is appropriate for
the issues to be examined in our remaining discussion.

Things are a bit different when it comes to applied work and/or forecasting, however.
As noted by McFadden [2001], before the 1960’s empirical applications of demand theory
generally proceeded by positing the existence of a ... representative agent [consumer], with
market-level behavior given by the representative agent’s behavior writ large.” (McFadden
[2001, p. 351]). Deviations from preference-maximizing behavior in the market as a whole
were then attributed to an error term, generally assumed to be additive, with zero mean.

All of this is consistent, to a certain extent, with the fact that the focus of interest
in economics is upon market behavior, rather than individual choice behavior; at least

197t should be noted, however, that choice over commodity bundles often involves risk; for exam-
ple, in assessing the desirability of a new product.
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in the theory of demand.?’ However, the conditions under which aggregate demand will
exhibit the same qualitative properties as are implied for individual consumer behavior by
the economic theory of demand are extremely restrictive; as we will demonstrate in a later
chapter. In contrast, McFadden has pioneered the theoretical and statistical development
of methods for extending estimates of individual behavior to arrive at estimates of market
demand. An integral part of such methods is the assumption that consumer preferences can
be represented by a well-behaved function of the (p. 357) ‘... characteristics of the consumer,
and consumption levels and attributes of goods.” Differences in choice (randomness) are then
attributed to unobserved characteristics. This technique has been particularly effective in
predicting choice over discrete alternatives. For details, see McFadden [2001]

2.11 Are Preferences Total?

Suppose there are exactly n commodities available, and that the consumers’ budget
sets are subsets of R™, but that consumers’ rankings of these commodity bundles
may depend upon a vector of ‘environmental variables,” y; which might include such
variables as season of the year, the expected mean temperature over the planning
period, the number of interesting concerts scheduled in the area during the planning
period, and so on. More precisely, suppose the environmental variables, y, can take
on any value in some set Y. It then seems natural to suppose that consumers have
preference orderings, -, over the set:

)~

z¥x xv. (2.20)

We then have a situation analogous to that discussed in Section 6. In particular, if
a consumer’s preference relation, -, is a weak order, then for each y € Y, 7~ induces

i)

a weak order, 7y, on X, defined by:
xZyx = (x,y) 2 (@, y); (2.21)

however, for y # y*, we may have 2,77y~
Thus in such a context we may find that in one period, the consumer chose
x; € X at prices p;, while in the next period it chose 3 € X at prices p,, where:
P -T1 > P -T2 (2.22)
while:
Py - T2 > Py - Ty (2.23)
This is, of course, apparently inconsistent behavior, in that (2.22) indicates that
(since @1 was chosen when @2 would have cost less);

T > T2,

while (2.23) would appear to indicate that @3 > @;. In the context of the present
discussion, however, there is nothing inconsistent about such a situation; for the

20 As we shall find later, however, the theory of individual choice which we have been developing
here, and will continue to develop in the next chapter, will be of considerable value in our analysis
of social, or group choice.



48 Chapter 2. Algebraic Choice Theory

environmental variable prevailing in period one (which we will denote by ‘y;’) may
be different from that in period two (call in ‘y,’), and it may be that:

(wlv yl) - (122, yl)v

and yet:
(m2,99) = (T1,Y3)-

Of course, this difficulty disappears if 2~ is weakly separable in @ on Y, but this
is an assumption that is very difficult to justify as a universal rule; most consumers’
preferences for ‘cut-offs’ versus coats, or for swim suits versus ski pants, are likely
to be quite different in June than in January. However, if the consumer’s preference
relation varies from month to month, the standard economic theory of demand loses
virtually all of its predictive power; since, as was pointed out by Samuelson some
time ago (Samuelson [1938], [1947], [1948]), the entire operational content of the
standard economic theory of demand is bound up in revealed-preference conditions
like:

P X1 2P T2 = Py T1 2> Py T2 (2.24)

If &1 and x5 are the commodity bundles chosen by the consumer in two successive
periods, however, such a statement will hold?! (that is, the implication will be
logically correct) only if the consumer’s preference relation is the same in the two
periods.??

There are several ways in which we might attempt to circumvent the difficulty
under discussion here. The simplest way out of it, which constitutes the reason for
the title of this section, is to drop the assumption that the consumer’s preference
relation is total. Why is this? Well, if 77 is a weak order on X x Y, we can use it to
define a relation, G, on X by:

zGz" = [(Vy €Y): (=,y) Z (=", y)]. (2.25)

It is easy to prove that if 7 is a weak order on X x Y, then G will be reflexive and
transitive, but, in general, will not be total on X. If fact, G will be total if, and
only if, - is weakly separable in « on Y.

On the other hand, there is a problem with this approach; specifically, in relating
this relation, G, to demand behavior. If we return to the framework set out in Section
2, with a family of budget sets, B, we see that we cannot characterize the consumer’s
demand correspondence, h, by:

h(B)={z € B| (V2' € B): zGz'} for B € B. (2.26)

21Given certain additional assumptions (for example, strict quasi-concavity) on the preference
relation, we can strengthen (2.24) to:

P11 >p, @2 & @1 # 2] = Py Ty > Py Ta.

22Fven if we assume that the consumer’s preferences change from month to month, however, it
might be well worth testing the hypothesis that these changes cycle with the seasons of the year.
Thus, for example, we might test the hypothesis that a consumer’s preferences were the same in
June, 2000, as in June, 2001; compare July, 2000, with July, 2001, and so on.
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In fact, the set defined in (2.26) will be empty, for most budgets B € B; and thus
the consumer’s actual choice will not generally be an element of the set. Suppose
we instead define a correspondence, h, by

hMB)={xeB|(V2' € X): 2’Pxr =2’ ¢ B} for B € B; (2.27)

where P is the asymmetric part of G. With this definition we have almost the same
problem; in general, the set defined in (2.27) will not be empty,?® but for a given
budget, B, the consumer may make a choice which is not an element of the set h(B)
defined in (2.27). I will leave the task of explaining why this may happen under the
present assumptions as an exercise. Suppose, however, that instead of defining the
relation P as the asymmetric part of G, we define a new relation P by:

Pz <= (VyeY): (z,y) = (' y); (2.28)

and then take (2.27) to be our definition of the correspondence h, using this new
definition of P. A moment’s reflection should then suffice to convince you that the
consumer’s choice will now always be an element of h(B), for each B € B. The
natural question to ask about this, however, is whether a theory based on these
assumptions and this definition has any real predictive power. We will consider this
question further in the next chapter. In the meantime, let’s take a look at some
alternative approaches to the solution of this environmental variable problem which
are also of interest.

The first alternative, and perhaps that most consistent with the literature on
demand theory, is to re-interpret the notion of a commodity. Thus, we might think
of ‘food,” ‘clothing,” ‘housing,’ ‘recreational goods,” and so on, as individual com-
modities; rather than using the specification S.3 (of Section 5) of what we have been
calling the ‘standard economic theory of demand.” The point of this change is that
it is a very intuitively appealing notion that preferences over broadly-defined com-
modity groups like ‘food’ versus ‘clothing,” might exhibit much less variability (over
seasons of the year, in particular) than preferences for more narrowly-defined items,
like ‘cut-offs’ versus ‘chinos,” ‘cold-cuts’ versus clam chowder, or beer versus (hot-
buttered) rum. Unfortunately, this leaves us with the very messy scientific problem
of determining exactly which such specification of the primitive ‘commodity’ will
work; and with the concomitant problem of how to measure such conglomerates.
In all fairness, it would appear that we would have to admit that the economics
profession has not succeeded in fully solving this problem.

Another interesting way of handling the difficulty under consideration here is to
treat the variable y € Y as random. If the weak order 77 on X x Y is representable
by a utility function, U(x,y), one is then led to the notion of random utility (over
X). This is one of two alternative assumptions underlying probabilistic theories of
choice. We will not be able to pursue this topic further in this course, but let me
recommend the book by Train [1986] as a very readable introduction to both the
theory and estimation techniques which have been developed in this area.?*

23We will provide a justification for this statement in Chapter 4.
24See also McFadden [2001]. It is he who developed most of the theory and many of the estimation
techniques which are used in this area.
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Yet another way of reacting to this difficulty is to attempt to systematically
exploit this variability in preferences. After all, as economists we are fundamentally
more concerned with market demand than with individual consumer demand, and to
the extent that individual preferences change from month to month (or from quarter
to quarter) in a systematic manner which is much the same for different individuals
(and casual observation suggests that there is at least some basis for believing this
to be the case), we may be able to develop a much more useful and powerful theory
of market demand because of this variability than would be possible without it.

2.12 Are Preferences Transitive?

Over the years, a number of writers have questioned the correctness of assuming that
preferences are transitive. In this section, we will consider four kinds of objections,
or difficulties, which have been raised regarding the transitivity assumption.

2.12.1 ‘Just Noticeable Difference,’ or ‘Threshold Effects’

More than sixty years ago, W. E. Armstrong [1939] objected to the transitivity
assumption on the grounds that an alternative, z, may be indifferent to y, y may
be indifferent to z; and yet & may be preferred to z. The reasoning behind this sort
of contention is that the difference between z and y may be too small to notice,
and such may also be the case as regards y and z; yet the difference between x
and z may nonetheless be sufficiently great as to result in the preference of x over
z. As a theoretical device to deal with this and similar phenomena in the area
of psychophysics, R. Duncan Luce [1956] developed the notion of a semi-order. An
example of this sort of binary relation was presented in Chapter 1, but we will briefly
review the example here.?

Let f: X — R, and suppose that X = R}, and that a consumer’s preferences
on X satisfy:

zra — f(2)> f(@) -4, (2.29)

where ¢ is a positive constant. I will leave it as an exercise to show that the asym-
metric part of 77 (the strict preference relation) is given by:

z -y = f(x)> f(y)+0; (2:30)
while the symmetric part (the indifference relation) is given by:
z~y = |f(y) - flx) < (2.31)

The constant, d, is therefore identified with the threshold level of perception, or
‘just noticeable difference.” Thus x and y are indifferent if the absolute value of
the difference between the value of f at @ and its value at y is not greater than ¢;
whereas, if, say, f(x) > f(y) + d, then @ is preferred to y. We showed in Chapter
1 that, while strict preference is transitive in this case, indifference is not.

25The reader interested in learning more about semi-orders should be warned that later authors
have used a set of axioms different (logically equivalent, but somewhat more transparent) from
those originally formulated by Luce. Luce’s and Suppes’ [1965] survey article, or Fishburn’s [1970]
book both contain good, and extensive introductions to the concept.
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2.12.2 Decision Rules Based On Qualitative Information

Suppose a prospective home buyer has a choice of three houses, labeled ‘A,” ‘B,” and
‘C;” all of which are selling at the same price. Suppose further that our home buyer
is interested in three attributes of a home, other than price: square feet of floor
space, location (convenience with respect to school, shopping centers, and so on),
and appearance; and ranks these three houses with respect to these characteristics
as follows.

Floor Space | Location | Appearance
A Best Middle Poorest
B Middle Poorest Best
C Poorest Best Middle

Table 2.3: Housing Attributes.

Consider the following decision rule:
T >y <= x is better than y in at least two characteristics;
and show, on the basis of this decision rule, that we have:2¢
A> B, B> C, and C > A.

In an experiment involving 62 college students, K. O. May [1954] examined a
similar problem. We quote from his description of the experiment (p. 6).

... The alternatives were three hypothetical marriage partners, z, y and z.
In intelligence they ranked xyz, in looks yzz, in wealth zaxy. The structure
of the experiment was not explained, but subjects were confronted at different
times with pairs labeled with randomly chosen letters. On each occasion, x
was described as very intelligent, plain looking, and well off; y as intelligent,
very good looking, and poor; z as fairly intelligent, good looking, and rich. All
prospects were described as acceptable in every way, none being so poor, plain,
or stupid as to be automatically eliminated. ...Parts of the experiment were
repeated to test for consistency and possible capriciousness. The results, as well
as the behavior of the subjects, indicated practically no random element in the
choices. In terms of the probability definition of preference given in the first
section, it was evident that 0 and 1 were the only possible probabilities, and
that repeated trials were not necessary.

Since indifference is ruled out, there are six possible orderings and two
circular patterns designated by xyza and zzyz. If group preferences be defined
by majority vote, the results indicate a circular pattern, since x beat y by 39
to 23, y beat z by 57 to 5, and z beat x by 33 to 29. The number of individuals
having each of the possible patterns was xyz: 21; zyzaz: 17; yza: 12; yxz: T,

26Before leaving this discussion, you may wish to consider the following question. Suppose that,
in a given local housing market, all prospective buyers are interested in the attributes, or character-
istics, discussed here, and only those (other than price). Would you expect to find any configuration
very different from that shown in Table 3 for any three houses which were all selling at the same
price?
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zyx: 4; xzy: 1; zay: 0; xzzyx: 0. The intransitive pattern is easily explained as
the result of choosing the alternative that is superior in two out of three criteria.
The orders zyz and yza seem to have resulted from giving heavier weight to
intelligence and looks, respectively. The four who chose inversely with respect
to intelligence (zyxz) were men, and may indicate the extent of male fear of
intelligent women.. ..

‘What is the significance of this experiment? Of course it does not prove that
individual patterns are always intransitive. It does, however, suggest that where
choice depends on conflicting criteria, preference patterns may be intransitive
unless one criteria dominates.. ..

2.12.3 Priorities and Measurement Errors

The following is an example of what Tversky [1969] has dubbed a ‘lexicographic
semi-order.” Suppose a decision-maker is attempting to rank-order a group of col-
lege applicants, having available only three pieces of information: their examination
scores on tests of intelligence, emotional stability, and social facility. Our decision-
maker decides that for him the order of importance of these scores is the order in
which they are listed above. On the other hand, he also recognizes the fact that
all of these tests are subject to a great deal of measurement error; thus he arrives
at the following rule (perhaps based upon his perception of the standard errors of
the testing techniques). If individual 1’s intelligence score is more than 3 points
higher than individual 2’s score, he will rank 1 above 2, whatever their remaining
two scores. If their intelligence scores differ by no more than 3 points, he will look
at their emotional stability examination scores. If this difference is more than 6
points (this examination being somewhat less reliable than the first), he will rank
the individual having the higher score above the other, and ignore the third score.
Finally, if the emotional stability scores for the two individuals differ by no more
than 6 points, he will look at the third score; ranking 1 above 2 if 1’s social facility
score is 9 or more points higher than 2’s. Formally, if we denote the intelligence,
emotional stability, and social facility scores of applicant x by ‘I,” ‘E;,” and ‘Sy,’
respectively, the decision rule we have just described verbally supposes that there
exist positive constants, d1, d2, and d3 such that the decision-maker will order pairs
of candidates, = and y, in the following way:

I, > I,+ 6 or
Ty = (|, —I)| <6 and E, > E, + 0, or (2.32)
IIT — Iyl < 4y, IEz — Ey‘ < d9 and S, > Sy + 3.

Of course, in the special case which we have described verbally, the decision rule is
of the form (2.32), with:

61 :3, 62 :6, and 53 =0.

Now suppose that the candidates have the following test score profiles set out
on the next page.

If our decision-maker only makes adjacent pair comparisons of the candidates
(that is, compares a with b, b with ¢, and so on) he will end up ranking the can-
didates inversely with respect to their intelligence scores; despite the fact that the
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Applicant | I | E | S
a 69 | 84 | 75
b 72| 78 | 65
c 75| 72 | 55
d 78 | 66 | 45
e 81|60 | 35

Table 2.4: Test Scores.

decision rule ostensibly gives first priority to intelligence! Furthermore, as in the
case of the semi-order considered earlier, the decision-maker will exhibit intransitive
indifference. However, in contrast to the simple semi-order considered earlier, this
decision-maker will also display intransitive strict preference.?’

2.12.4 Group Decisions: The Dr. Jekyll and Ms. Jekyll Problem

Yet a further problem in our economic theory of choice arises from the fact that we
usually specify our individual decision-making unit (‘individual consumer’) as being,
or corresponding to ‘individual household’ in the census data. The difficulty with
this is that most households contain more than one individual, and the collective
choices of a group may not be transitive even though all the individuals in the group
have a transitive ordering over the alternatives available, as the following example
demonstrates.?®

Suppose three individuals, A, B, and C, rank three alternatives (for example,
political candidates, proposed budgets, etc.) in the following way, and that majority
voting is to be used to rank-order the alternatives. If we denote group preference

A|lB|C

X |y | 2
vy |z |x
z | x|y
Table 2.5: A Preference Profile.

by ‘P, it is easy to show that in this case we have:
zPy, yPz, and zPx.

An interesting aspect of this sort of situation (although it has no necessary
connection with the question of whether a household’s preferences can reasonably
be assumed to be transitive) is that if a group choice of one of the three alternatives
is to be made by pair-wise elimination:

27 A different sort of systematic violation of transitivity has been observed in experiments involving
choice over risky prospects. For an excellent summary, as well as some particularly interesting
experimental results, see Loomes, Starmer, and Sugden [1991].

28Notice the formal similarity between this example and that used in the May [1954] experiment
discussed earlier.
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one pair of alternatives is compared first, and the alternative which wins
the majority vote is then voted upon vis-a-vis the third alternative,

then the alternative actually chosen depends upon which pair was compared first.
For example, given the preference profile in Table 5, if x and y are compared first,
we have xPy; so that 2 would then be compared with z. Since zPx, the final choice
(that is, the alternative actually chosen) would be z. On the other hand, if we first
compared y and z, the final choice would be x, and so on.

Returning to the issue of whether a multiple-person household will display tran-
sitive preferences, consider, for a moment, the simplest sort of non-single-person
household; namely one containing just two persons, whom we will suppose are hus-
band and wife. Suppose further that each of them has a well-defined preference
relation, G; (i = 1 for the wife, and 7 = 2 for the husband), over the household
consumption set, X, and denote the asymmetric part of G; by ‘P;,’ for i = 1,2.
Then if z* is the commodity bundle chosen from b(p, w) for some period, it seems
quite unlikely that this choice will satisfy:

(V€ b(p,w)): *Gix, (2.33)

for either ¢ = 1 or i = 2 [although a lot of Ms. 1’s and Mr. 2’s might claim that
(2.33) is satisfied with ¢ = 2 or ¢ = 1, respectively]|; rather, it seems that some sort
of compromise solution is likely to be reached. However, regardless of how Ms. 1
and Mr. 2 go about reconciling their diverse preferences, it seems likely that the
final choice, *, will be such that * € b(p, w) and will be such that there exists no
T € b(p,w) such that:
%le* & .’/E\Pziﬂ*. (234)
The considerations of the above paragraph suggest that it may be worthwhile to
pursue the following approach. We first define the binary relation, P, on X by:

zPr — [zPx’ & zP]. (2.35)

The relation P can be thought of (and we will often refer to it as) the household’s
unanimity ordering. Furthermore, it makes sense to think of P as the household’s
strict preference relation, in that, if we accept the argument of the preceding para-
graph, then the household will behave as if it attempted to maximize the binary
relation, P; that is, the household will, given a price-wealth pair (p,w), choose a
commodity bundle z* € b(p, w) satisfying:

(Ve e X): zPx*=p-x > w.

2.13 Asymmetric Orders

Because of the difficulties discussed in the previous two sections, we will wish when-
ever possible to consider a more general form of ordering than a weak order as our
‘model” of consumer preferences. Specifically, we will whenever possible (especially
in developing the theory of welfare economics), suppose only that a consumer’s strict
preference relation is an asymmetric order; where we define this as follows.2?

29Recall that the asymmetric part of a weak order is also negatively transitive.
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2.13. Asymmetric Orders

2.12 Definition. Let P be a binary relation on a non-empty set, X. We shall say
that P is an asymmetric order iff P is asymmetric and transitive.

Making use of this definition, it is easy to prove the following.

2.13 Proposition. Suppose -, is an asymmetric order on the non-empty set X,
for each y € Y, and define the binary relation, P on X by:

2Pz’ = [(VyeY): x>, 2]
Then P is also an asymmetric order on X.

Thus it follows from this proposition that the binary relations defined in equation
(2.28) of Section 11, equation (2.30) of Section 12, and equation (2.35) of Section
12, are all asymmetric orders (given the assumptions of the respective sections).
Consequently, we can see that there is a real gain in generality in assuming, wherever
possible, that a consumer’s (strict) preference relation, P, is an asymmetric order;
and, correspondingly, that, given a budget space, (X, B), that the consumer’s
demand correspondence takes the form:

h(B)={z € B| (V2 € X): 2/Px = 2’ ¢ B} for B B. (2.36)

In the next chapter, we will investigate the implications of these assumptions. In
the meantime, let’s take a look at the way in which our continuity assumptions need
to be reformulated in order to apply to asymmetric orders.

2.14 Definitions. Let X be a non-empty subset of R", and let P be an asymmetric
binary relation on X. We shall say that P is:

1. upper semi-continuous on X iff, for each x,y € X, if Py, then there
exists a neighborhood, N(y), such that, for all y’ € N(y) N X, =Py'.

2. lower semi-continuous on X iff, for each x,y € X, if Py, then there
exists a neighborhood, N (), such that, for all ' € N(z) N X, =’ Py.

3. continuous on X iff it is both upper and lower semi-continuous on X.

4. strongly continuous on X, iff, for each @,y € X, if & Py, then there exist
neighborhoods, M (z) and N (y), respectively, such that, for all ' € M(z)N X, and
for all y’ € N(y) N X:

' Py'.

One can prove the following relationships.

2.15 Theorem. Let X be a non-empty subset of R™, and let P be an asymmetric
binary relation on X. If P is also negatively transitive, and if we let ‘G’ denote the
negation of P, then:

1. P is upper semi-continuous on X if, and only if, G is upper semi-continuous
on X.

2. P is lower semi-continuous on X if, and only if, G is lower semi-continuous
on X.

3. P is strongly continuous on X if, and only if, G is continuous on X.
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The last part of Theorem 2.15 probably looks a bit strange, but may be cleared
up by noting the following facts: (a) there exist asymmetric orders (which are not
negatively transitive) which are continuous, but which are not strongly continuous,
and (b) if an asymmetric order is negatively transitive and continuous, then it is
strongly continuous. An example of an asymmetric order, and one of which we will
make a great deal of use, is defined in the following.

2.16 Definition. We will say that a relation P on a non-empty set X is a semi-
order iff there exists a function f: X — R amd a postive constant, § € R4 such
that, for all z,y € X:

zPy = f(x) > f(y)+0.

We will say that P is a continuous semi-order iff the function f is continuous.

It is fairly easy to prove that a continuous semi-order is strongly continuous.
(See Exercise 2, at the end of this chapter.)

A useful generic example of an asymmetric order is provided in the following
example.

2.17 Example. Let X be any non-empty subset of R, let u: X — R be any real-
valued function defined on X, and let o and (3 be any nonnegative constants. If we

then define P on X by:
Py <= u(x) > u(y) + aflz — y|| + 3,
then P is an asymmetric order.

Given that we have an interest in asymmetric orders, it is obvious that the
following type of binary relation is of interest.

2.18 Definition. We will say that a binary relation, G, on a nonempty set, X, is
a quasi order iff G is total, reflexive, and its asymmetric part, P, is transitive.3°

Notice that it follows from Proposition 1.17 that a binary relation, P, is an
asymmetric order if, and only if, its negation is a quasi order. Obviously a weak
order is a special case of a quasi order.

Exercises.
1. Show that the relation > is an asymmetric order on R".

2. Show that a continuous semi-order is strongly continuous. (Where we say
that a semi-order is continuous iff the function f by which it is defined is a
continuous function.)

3. Show that the binary relation, >, defined in equation (2.30) of Section 12
is irreflexive, asymmetric, and transitive; and that ~ [the symmetric part of the

30There does not seem to be an established term to denote a binary relation satisfying these
properties. However, Sen [1986] refers to binary relations whose asymmetric part is transitive as
being ‘quasi-transitive.” Consequently, it seems reasonable to apply the term ‘quasi order’ in the
present case.
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relation 7 defined in equation (2.29) of Section 12] is reflexive and symmetric, but
not transitive.

4. Prove that the binary relation, P, defined in Example 2.17 is an asymmetric
order.

5. Show that if a consumer’s preferences are representable by a utility function
of the form (2.9) of Section 7 (with @ > 0), then the condition of equation (2.10)
[(1,0)P(0,1)] insures the implication given in equation (2.11) of Section 7.

6. As in Section 12.4, consider a two-person household, with G; being the (weak)
preference relation of the " person (i = 1,2). Define the relation G by:

Gy = [zGry & Gay],

and let P be the asymmetric part of G. Do you think that it will be the case that
the household consumption choice will always be an element of:

h(p,w) ={x €b(p,w) | (Vy e X): yPx=p- -y > w}?

Why or why not? How does the correspondence defined here compare with that
defined in Section 12.47



Chapter 3

Revealed Preference Theory

3.1 Introduction

We noted earlier that if a decision-maker has (a) a well-defined preference relation
which is, in mathematical terms, a weak order, and (b) always makes a choice
consistent with said preferences, then the general algebraic choice model is applicable
as a description of the choice situation. In effect, then, these two conditions together
constitute sufficient conditions for the application of the general algebraic choice
model. They are not necessary conditions, but nonetheless the model can be applied
only if the decision-maker behaves as if (a) and (b) hold. In this chapter, we will
investigate the implications of this last statement; that is, the implications of the
assumption that a decision-maker behaves as if (a) and (b) hold. In Sections 2
through 4 we will look at the implications of conventional demand theory; that is,
the implications of the assumption that consumer preferences can be modeled as
a weak order. In Section 5 we will consider the testable implications of the model
when only a finite number of observations of quantities demanded can be made.
Finally, in Section 6, we will take a brief look at the implications of the assumption
that consumer strict preferences are assumed only to be an asymmetric order. The
approach to be followed in the first four sections, as well as most of the definitions
and results, are due to Richter [1966, 1971].!

3.2 Choice Correspondences and Binary Relations

In traditional demand theory, we suppose that a consumer makes a unique choice
from a budget set of the form:

b(p,w)={x R} |p-z < w},

where ‘w’ denotes the consumer’s wealth, or income. These choices result in a
demand function, h: R}, x Ry — R’. The following definition extracts the key
elements of these concepts, and generalizes the idea to a very broad concept of
choice.

! Although T have taken the liberty of changing Richter’s terminology slightly.
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3.1 Definitions. A budget space, (X, B), is a nonempty set, X, and a family,
B, of nonempty subsets, B, of X. A choice correspondence on a budget space
(X, B) is a correspondence, h, which to each B € B, assigns a non-empty subset,
h(B), satisfying:

(VB e B): h(B) C B.

We will sometimes, particularly in Sections 4 and 6 of this chapter (and in later
chapters), be interested in a special kind of choice correspondence; those satisfying
the condition:

(VB € B)(3x € B): h(B) = {z}. (3.1)

In this case, we will refer to h as a choice function, and (at the expense of strictly
proper mathematics useage), for B € B we will think of h(B) as being an element
of B rather than a subset of B. That is, in the case where h is a choice function, if
B € B and z € B satisfy (3.1), above, we will write:

h(B) =z,
rather than ‘h(B) = {z}.”

3.2 Definition. Let h be a choice correspondence on a budget space, (X, B). We
shall say that a binary relation, G, on X, rationalizes h on (X, B) iff:

(VB € B): h(B)={xz e B|(Yy € B): zGy}. (3.2)

In the economic theory of consumer choice, it is generally assumed that a decision-
maker has a preference relation, R, which is a weak order, and that given a budget
set, B € B, chooses an element from the set h(B) defined by:

h(B) ={xz € B| (VYy € B): zRy}.

Obviously in this case h will be a choice correspondence. Furthermore, the weak
order R will in this case rationalize h on (X, B). We will now begin examining the
converse question of whether a given choice correspondence can be rationalized by
some binary relation.

3.3 Definition. Let h be a choice correspondence on a budget space (X, B). We
shall say that h is:

1. rational iff there exists a binary relation, G, which rationalizes h on (X, B).

2. reflexive-rational iff there exists a reflexive binary relation, G, on X which
rationalizes h on (X, B).

3. transitive-rational iff there exists a transitive binary relation, G, on X
which rationalizes h on (X, B).

4. regular-rational iff there exists a weak order, G, on X which rationalizes h
on (X, B).

5. irrational iff it is not rational; that is, iff there exists no binary relation, G,
which rationalizes h on (X, B).

3.4 Proposition. There ezist irrational choice correspondences; that is, there exist
choice correspondences which cannot be rationalized by any binary relation.
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In order to prove this proposition, it obviously suffices to exhibit an irrational
choice correspondence. This is done in the following example.

3.5 Example. Let X = {a,b,c}, and B = {B1, Ba}, where:
B =X= {a¢b7 C} h(Bl) = {b}?
By = {a,b} h(Bz) = {a}.

Suppose, by way of obtaining a contradiction, that there exists a binary relation, G,
which rationalizes h on (X, B). Then by (3.2) and the definition of h(B1), we see
that:

bGa,bGb, and bGe.

However, it then follows that:
(Vz € By): bGx,

which implies, if G rationalizes h, that b € h(Bz); contrary to the definition of
h(Bs). o

3.6 Proposition. There exist choice correspondences which can be rationalized by
a reflexive binary relation, but not by any total binary relation.

In order to prove this, it again suffices to produce an example, as in the following.

3.7 Example. Let X = {a,b,c},B = {B1, B, B}, and:

By ={a,c} h(B1) = {a,c},
By = {b,c} h(Bz) = {b,c},
Bs = {a,b,c} h(Bs) = {c}.

Suppose that G is a binary relation which rationalizes h on (X, B). Then, from the
definition of h, it follows that G must satisfy:

a b c
a aGa ... aGe
b ... bGb bGe (3:3)

¢ cGa cGb cGe.

The entries in the first row of the above matrix follow from the definition of h(By),
those in the second row from h(Bsz), and so on. Notice that the particular binary
relation defined in (3.3) [that is, if we take (3.3) to be the definition of G] rationalizes
h on (X, B); which establishes the fact that h is rational. On the other hand, if G
is defined as in (3.3), then it is not total, since we have neither bGa, nor aGb.

Now suppose we try to extend G in such a way as to make it total. If we have
aGb, then it follows that

(Vz € Bs): aGz,

so that G no longer rationalizes h [since a ¢ h(Bsz)]. On the other hand, if we let
bGa, then we have:
(Vo € B3): bGu;
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and, since b ¢ h(Bs), G no longer rationalizes h. Since any binary relation which
rationalizes h must satisfy (3.3), it then follows that there exists no binary relation
which is both total and rationalizes h in this case.

The logic of the argument developed in the last paragraph of the preceding exam-
ple may not be all that clear at this point. In any case, consideration of the following
material may make said logic clearer, as well as improving our understanding of the
theory of choice correspondences in general.

3.8 Definitions. Let h be a choice correspondence on a budget space (X, B). We
then define the relations V and W on X by:

zVy <= (ABe€ B):x € h(B) & ye B, (3.4)

[read ‘z is directly revealed preferred to y’], and aWy iff there is a finite sequence,
(ug)™,, satisfying:
zVu V... Vu,Vy. (3.5)

[read ‘z is revealed preferred to y’].

Our immediate concern at the moment is with the V relation (we will return to
a discussion of the W relation later on). The first, and most important, thing to
notice about the V relation is that if & is a choice correspondence, and G rationalizes
h on (X, B), then G must extend V on X, defined as follows.

3.9 Definition. If R and S are binary relations of a nonempty set X, we shall say
that S extends R on X iff we have:

(Va,y € X): xRy = xSy.
In the case at hand, then, if G rationalizes h on (X, B), we must have:
(Vz,y € X): 2Vy = zGy. (3.6)

[I will leave the verification of (3.6) as an exercise; it follows at once from the
definitions.]

Returning now to Example 3.7, notice that the relation defined in (3.3) is actually
the V relation corresponding to the given h; and what we established in the last
paragraph of the example is that any binary relation which extends V' and is also
total cannot rationalize h on (X, B).

If we think about the Examples 3.5 and 3.7 in connection with the V relation,
it quickly becomes apparent that if h can be rationalized by the V relation, then
h is a rational choice correspondence [let G = V in Definition 3.2]. We might also
suspect that h is rational only if h can be rationalized by V/, and it turns out that
this is indeed the case, as we shall now establish.

3.10 Definition. Let & be a choice correspondence on the budget space (X, B). We
shall say that h satisfies the V-axiom (Richter [1971, p. 33]) iff:

(Vze X)(VBeB): [t € B& (Vy € B): 2Vy|] = z € h(B). (3.7)
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3.11 Theorem. A choice correspondence, h, on a budget space (X, B), satisfies the
V-axiom if, and only if, it is rational.

Proof.
1. Suppose h satisfies the V-axiom, and let B € B be arbitrary. If x € h(B),
then we obviously have (by definition of the V relation):

(Vy € B): zVy.
Conversely, if 2’ € B satisfies:
(Vy € B): 2'Vy,

then it follows from the assumption that h satisfies the V-axiom that 2’ € h(B).
Consequently, since B € B was arbitrary, it follows that:

(VBeB): h(B)={xz e B| (Vy € B): 2Vy};

and thus the relation V rationalizes h. Therefore h is rational.
2. Suppose h is rational, and that G is a binary relation on X which rationalizes
h (so that G satisfies 3.2 [equation (3.2)]). If B € B and x € B satisfy:

(Vy € B): zVy.
then, since G must extend V', we have:
(Vy € B): 2Gy.

Since G rationalizes h, it then follows that @ € h(B). Therefore, h satisfies the
V-axiom. [m}

Notice that in the first part of the above proof we have established that a choice
correspondence, h, is rational if, and only if, it can be rationalized by the V relation
which it defines. However, let me hasten to add that a rational choice correspondence
can generally be rationalized by many different binary relations, as is illustrated by
the following example.?

3.12 Example. Let X = {a,b,c}, and B = {B1, B2}, where:

By = {a,b} h(B1) = {a},
B2 = {a7 c} }L(Bz) = {a}

In this case the V relation determined by h, which does rationalize h, is given by:

a b c
a aVa aVb aVe
b
c

2For conditions implying that the binary relation rationalizing a given choice correspondence is
unique, see Arrow [1959] (for the case in which X is finite) and Chipman and Moore [1977] (for the
case in which X is infinite).
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However, each of the following two relations also rationalize h (and there are many
other relations which rationalize h as well):

a b c a b c
a aGa aGb aGe aG'a aG'b aG'c
b ... Gb ... ... bG'b bG'c
c ... ... cGe ... cGle

Probably a few moments’ thought will suffice to convince you that if a choice
correspondence is rational, then it is reflexive-rational. However, we will nonetheless
take the time to prove this.

3.13 Proposition. If a choice correspondence, h is rational, then it is reflexive-
rational.

Proof. Suppose h is rational. Then by (the proof of) Theorem 3.11, h can be
rationalized by the direct preference relation, V. Define the binary relation G on X
by:

Ge =VazU{z} foreachze X.

Then G is reflexive, and we can show that it rationalizes h, as follows.
First, let B € B be arbitrary, and let € h(B). Then, by definition we have:

(Vy € B): 2Vy;

and thus, since G extends V', we also have (Vy € B): zGy.
Conversely, suppose 2’ € B is such that 2/ ¢ h(B). Then it follows from the
V-Axiom that there exists z* € B such that z* # 2/ and:

—z'Va*.

But then, since:
Ga* =Vz* U{z"},

we see that —2'Gz* as well. Consequently, we conclude that:
2’ ¢ h(B) = (3z* € B): ~2'Gz™;
or, equivalently: if 2’ € B satisfies:
(Vz € B): 2'Gu,

then 2/ € h(B). o

3.3 Regular-Rational Choice Correspondences

In order to study regular rational choice correspondences, we begin by establishing
the following.

3.14 Lemma. Suppose h is a choice correspondence on (X,B). If G is a transitive
binary relation on X which rationalizes h, then G must extend W.



3.3. Regular-Rational Choice Correspondences 65

Proof. Suppose G is a transitive binary relation which rationalizes h, and let
z,y € X be such that «Wy. Then, by definition of the W relation, there exist
Ui, ..., us € X such that:

zVu V... VusVy.

Thus, since G must extend V, we have:
GuiG ... GusGy;
and, since G is transitive, it then follows that *Gy. g

3.15 Proposition. There exist choice correspondences which can be rationalized by
a total and reflexive binary relation, but not by any transitive binary relation.

3.16 Example. Let X = {a,b,c},B = {B1, By, B3}, and:

By = {a,b} h(Bi1) = {a},
By ={b,c} h(B2) = {b},
B3 = {a,c} h(B3) = {c}.

It is easy to show that the following relation, which is the V relation defined from
h, is total and reflexive, and rationalizes h on (X, B):

a b c
a aVa aVb ...
b ... bVb bVec (3.8)
c cVa ... cVe

(notice that G is identical to the V relation in this case). The fact that i cannot be
rationalized by any transitive binary relation follows easily from 3.18, below.

3.17 Definition. (Richter [1966]). We shall say that a choice correspondence, h,
on (X, B), satisfies the Congruence Axiom iff we have:

(Vz,y e X)(VBe€ B): [z € h(B) &y € B& yWz] =y € h(B).

3.18 Theorem. (Richter) Let h be a choice correspondence on a budget space,
(X, B). Then there exists a transitive binary relation rationalizing h on (X, B) if,
and only if, h satisfies the Congruence Aziom.

Proof.
1. Suppose h can be rationalized by a transitive binary relation, G, and suppose
B € B and z,y € B satisfy:
z € h(B) & yWe. (3.9)

Then, by Lemma 3.13, we have:
yGux. (3.10)

Furthermore, since x € h(B), it follows that:

(Vu € B): aWu;
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and, again using Lemma 3.13, we then have:

(Vu € B): zGu. (3.11)
Combining (3.10) and (3.11) with the fact that G is transitive, we then have:

(Vu € B): yGu;

and, since G rationalizes h, it then follows that y € h(B). Therefore, h satisfies the
Congruence Axiom.

2. Suppose h satisfies the Congruence Axiom, and let B € B. From the definition
of the W relation it is obvious that:

(Vz € h(B)) (Vu € B): aWu.
If, on the other hand, y € B satisfies:
(Vu € B): yWu,

then it follows at once from the Congruence Axiom, and the fact that h(B) # 0,
that y € h(B). Since B € B was arbitrary, we have shown that h satisfies:

(VB € B): h(B)={x € B|(Yu€ B): aWu}; (3.12)
that is, W rationalizes h. Since W is obviously transitive, our result follows. 4

The relation W is the transitive closure of V, for a given choice correspondence.
For our purposes, the transitive closure of a relation, R, is defined as follows.

3.19 Definition. Let R be a binary relation on a nonempty set, X. We will say
that a binary relation, G, on X is the transitive closure of R iff:

1. G is transitive,

2. G extends R on X, and:

3. given any transitive binary relation, 7, which extends R on X, 2 must also
extend G on X.

Suppose now that R is a binary relation on a nonempty set, X, and define the
relation G on X by Gy iff there exists a finite sequence, (u;)7; C X satisfying:

zRuy & unRug & ... & up Ry,

for z,y € X. It is easy to show that G is then transitive, and obviously G extends R
on X. Furthermore, one can establish, by an argument similar to the proof of Lemma
3.13 (details are left as an exercise), that if - is a transitive binary relation which
extends R on X, then 7~ must also extend G. Consequently, it follows that G is the
transitive closure of R, and, as a special case of this result, it follows that for a given
choice correspondence, h, the revealed preference relation, W, determined by h is
the transitive closure of the relation V' determined by h. From these considerations
and a careful study of the proof of Theorem 3.18, one can easily prove the following
(again the details will be left as an exercise).

3Notice also that R is its own transitive closure if it is itself transitive.
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3.20 Proposition. If h is a choice correspondence on a budget space (X, B), then
h is transitive-rational if, and only if, it can be rationalized by W.

In light of the above proposition, and the discussion which preceded it, let’s
consider another example of a choice correspondence which can be rationalized by
a total and reflexive binary relation, but not by any transitive binary relation. This
example will also be particularly useful to us in our consideration of social choice
functions in Chapter 14.

3.21 Example. Let X = {a,b,c},B = {B1, B2, B3, B4}, and:

By = {a,b} h(By) = {a,b},

By = {b7 C} h(B2) = {b’ C}v (3'13)
By = {a,c} h(Bs) = {a}.

B4 =X h(B4) = {ab}

In this case, the V relation determined by h is given by the following table:

a b c
a aVa aVb aVe
b bVa bVDL bVe
c ... cVb cVe

(3.14)

It is then easily seen that V is total, reflexive, and rationalizes h. However, it is
also more or less immediate that the W relation is in this case the trivial relation
defined by:

Wy <= z,y € X.

in particular, we have cWa, and from this fact you can easily show that (a) W does
not rationalize h, or (b) h does not satisfy the Congruence Axiom (take your pick).
In any case it follows that h cannot be rationalized by any transitive binary relation.
O

Theorem 3.18 has been extended (in one direction) by Richter [1966] to the form
presented in Theorem 3.21, below. Since the proof of this extended result involves
a considerably more sophisticated argument than that used in the proof of 3.18,
however, we will not provide a proof here. On the other hand, notice that Theorem
3.18 is not a special case of 3.21. In fact, while the sufficiency part of 3.21 generalizes
the sufficiency part of 3.18, the necessity part of 3.21 is a special case of the necessity
part of 3.18.

3.22 Theorem. (Richter [1966, p. 639]). Let h be a choice correspondence on
a budget space (X, B). Then h is regular rational if, and only if, h satisfies the
Congruence Aziom.

3.4 Representable Choice Correspondences

In modern discussions of demand theory, authors often make the statement that the
economic theory of consumer behavior assumes that consumers behave as if they
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were maximizing a real-valued utility function. The following definition provides a
precise definition of this statement.

3.23 Definition. A choice correspondence, h, on a budget space (X, B) will be said
to be representable iff there exists a function, g: X — R satisfying:

(VB € B): h(B) = {x € B| (vy € B): g(x) = gy)}. (3.15)

It follows at once from Theorem 3.17 that if h is representable, then A must
satisfy the Congruence Axiom. On the other hand, it is possible for a choice function
to satisfy the Congruence Axiom, and yet not be representable (see Richter [1971,
pp. 46-7]). In order to state sufficient conditions for representability, we consider a
special class of choice functions, defined as follows.

3.24 Definition. A choice correspondence, h, will be said to be competitive iff h
is a choice correspondence on the budget space (R}, B*), where:

B = {BCRL | (3(p,w) € 9): B = bip,0)
where we define:
Q= {(p,w) R | p e R, & we Ry},
and where, for (p,w) € Q, we define:
b(p,w)={x eR} |p-x < w}.

[Notation: For competitive choice correspondences, we will write B = b(p,w) and
h(B) = h(p,w)]

For a competitive choice correspondence, h, define:

M) = |J npw).

(p,w)en

3.25 Examples/Exercises.
1. Consider the Cobb-Douglas utility function, g: R} — R, given by:

g(@) =T @)™,

where:
. n
a; >0 fori=1,...,n; and Zi:l a; = 1. (3.16)
In this case, as is well known, the corresponding demand functions are given by:
a;w
hi(p,w) = — fori=1,...,n. (3.17)
Dbi

It should then be clear that here we have:

h(Q) C R, U{0}; (3.18)
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that is:
(V(p,w) € Q): h(p,w) € R} U{0}.

Conversely, suppose x* is a arbitrary element of R, U {0}. If * = 0, then
obviously:
z* = h(p,0).

On the other hand, if * € R}, , and we define:
pi =aifz; fori=1,...,n;

then it is easy to show that:
z" = h(p*,1).

Thus it follows from the arguments of this paragraph that:
R, U {0} C h(Q):
and combining this with (18), we then have that:
h(Q2) =RY, U{0}.
2. Suppose we change the specification in (3.25) to:
. n
a; >0 fori=1,...,n; and Zizlaizl. (3.19)

What is the form of h(Q) in this case?
3. Suppose we consider a case in which a consumer has a continuously differen-
tiable and strictly quasi-concave utility function, having the property that:

(Vz € R}, ): Vu(z) > 0.
Can you then prove that we will have R? , U {0} C h(Q)? ¢
Richter has established the following result.

3.26 Theorem. (Richter [1966]). Let h be a competitive choice correspondence,
suppose that D(h) is a convex set, and that:

(V(p,w) € Q): h(p,w) is a closed set.
If h also satisfies the Congruence Aziom, then h is representable.

3.27 Examples/Exercises. Suppose h is a competitive choice function? having
the property that the proportion of income spent on the i** commodity is equal to
some constant a; > 0, for i = 1,...,n, where:

PORPES
a; = 1.
i=1

Show that & is representable.

4Recall the terminology introduced in Section 2. A choice function is a single-valued choice
correspondence, but we also think of h(B) as being an element, rather than a subset of B in this
case.
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3.5 Preferences and Observed Demand Behavior

Let’s return to the issue of determining what, exactly, are the implications of
preference-maximizing behavor. We’ll start by considering the following issue. Sup-
pose we are given a function, h: 2 — R’}. How can we tell if it is consistent with
preference maximization; that is, how can we tell whether it might be the demand
function of a preference-maximizing consumer? Obviously, if it is a demand func-
tion, it needs to be positively homogeneous of degree zero in (p,w) and satisfy the
condition:

V(p,w) € Q): p-h(p,w) <w. (3.20)

We can take this one step further: consider the following definition.

3.28 Definition. Let X be a non-empty subset of R, and let P be a binary relation
on X. We shall say that P is locally non-saturating iff, given any = € X, and
any € > 0, there exists y € N(x,¢) N X such that yPx.

It is then easy to prove that if h: Q@ — X is the demand function generated by
a locally non-saturating preference relation, P, then h must satisfy the following
condition.

3.29 Definition. Let h: 2 — R’} be a competitive demand function. We shall say
that h satisfies the budget balance condition iff we have, for all (p,w) € Q:

V(p,w) € Q): p- h(p,w) =w. (3.21)
Thus, to return to our earlier discussion, if there is a (p, w) pair for which:
p-h(p,w) <w, (3.22)

then this function is not consistent with the maximization of a locally non-saturating
preference relation.

So, let’s specialize our question a bit, to consider a function, h: Q — R, which
is homogeneous of degree zero and satisfies the bundget balance condition. How can
we then tell whether or not h is consistent with locally non-saturating-preference-
maximizing behavior? To avoid repeating this rather awkward phrase innumerable
times in our discussion, let’s begin by defining the following.

3.30 Definition. We shall say that a function h: Q — R} is S-rational iff it can
be rationalized (Definition 3.2) by a locally non-saturating weak order on R}.

Almost 70 years ago, Paul Samuelson provided a partial answer to this question
(Samuelson [1938]). To be S-rational, h must satisfy what is now called the Weak
Axiom of Revealed Preference (WARP). In order to state this, we begin by defining
the relation S on R} by:

xSy < x#yand [(I(p,w) € Q): z=h(p,w) &p -y <w (3.23)

We can then define the axiom as follows.
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3.31 Definition. We say that the function h: 2 — R’} satisfies the Weak Axiom
of Revealed Preference (WARP) iff the relation S defined in (3.23) is asymmet-

Tic.

Thus, if the function h is S-rational, it must be postively homogeneous of degree
zero and satisfy equation 3.21 and WARP. However, this leaves open the question
of whether or not these three conditions exhaust the implications of the assumption
that h is S-rational. Writing some time after Samuelson, Houthakker [1950] noted,
in effect,® that an S-rational function must also satisfy what is now known as the
Strong Axiom of Revealed Preference. To state this, we begin by defining the relation
H as the transitive closure of S; that is, we define H on R} by:

zHy <— [mSy or (Juq,...,us € RY): xSuiSussS... SuSSy] (3.24)
[read: ‘x is revealed preferred to y’],

3.32 Definition. We say that the function h: 2 — R’} satisfies the Strong Axiom
of Revealed Preference (SARP) iff the relation H defined in (3.24) is asymmet-
ric.

A question which the Houthakker paper left unresolved was whether SARP and
WARP were independent conditions. This question was answered in the affirmative
by David Gale [1960], who exhibited a function satisfying WARP, but not SARP.6
Moreover, the question of whether homogeneity, (3.21), and SARP fully exhausted
the implications of the assumption that h is S-rational was not definitively answered
until the publication of Richter’s [1966] paper. The issue here is this: Suppose
h: Q@ — R%}. Let’s agree to call h a d-function if it (a) is positively homoge-
neous of degree zero, (b) satisfies budget balance [equation (3.21)], and (c) satisfies
SARP. If we are given a function h: Q — R’} which fails any one of conditions (a)
(c), we can be sure that it is not S-rational. However, this leaves unanswered the
question of whether every d-function is S-rational (that is, whether it might be the
demand function of a preference-maximizing consumer whose preferences are a lo-
cally non-saturating weak order on R}). Richter’s article answers this affirmatively
and definitively. In order to demonstrate this, we need first to show that, in the
present context, SARP and Richter’s Congruence Axiom are equivalent. We can do
this as follows.

Proof of equivalence, for h: Q — R satisfying (3.21)

We begin by noting that, under the present conditions, if =,y € R’} are such
that Wy, and = # y, then £Hy. For, if xWy, then there exist u!,...,u" € R%}
such that, defining u® = = and v+ = y, we have:

uw'Vu'tt fori=0,1,...,r (3.25)

5Both Samuelson and Houthakker framed their investigations in terms of utility-maximization.

5This investigation was extended and expanded by Kihlstrom, Mas-Colell, and Sonnenschein
[[1976]. They developed a whole class of functions satisfying WARP, but not SARP; but, more
importantly developed necessary, and sufficient conditions for the matrix of substitution terms to
be symmetric and negative semi-definite.
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Furthermore, if  # y, then we must have u/ # w/*! for at least one j € {0,1,...,7},
and thus:

w! SuiTL.
i+l

Moreover, for each remaining index, ¢, for which ' = u i+l

to obtain a set {v°,..., v} C {ul !, ... w1}, with:

, we can eliminate u

W=z &'t =y,

and satisfying:
vRSvF T fork=0,... ¢t

Now suppose that h satisfies SARP, and that (p,w) € Q and z,y € R} satisfy:
z=h(p,w)&p y<w

If @ # y, it then follows that x Hy, and thus by SARP and the argument of the
above paragraph we cannot have yWx as well. Therefore, h satisfies the Congruence
Axiom.
Conversely, suppose h satisfies the Congruence Axiom, and that x,y € R’} are
such that:
cHy.

Then we can distinguish two cases.
First, suppose Sy. Then there exists (p,w) € Q such that:
z=h(p,w)&p-y<w. (3.26)

If we were then also to have yHax, we would obviously also have yWz, and it would
follow from the Congruence Axiom that y = h(p,w), which, since Sy implies
x # y, contradicts (3.26).

Otherwise (that is, if ~zSy), there will exist u!,...,u" € R? such that:
zSut,ulSu?, ... u"Sy. (3.27)
If we also were to have yHx, then there would exist v!,...,v® € R’ such that:”
ySvl, vlsv? ... v Sx. (3.28)

Then, combining (3.27) and (3.28), we see that u! Hx. However, this implies u! W,
which is impossible; for by the fact that zSu!, there exists (p,w) € § such that:

x = h(p,w) &p-u' <w; (3.29)
which, by the Congruence Axiom would imply u!' = h(p, w), contradicting (3.27). [

Given the equivalence just established, the following is easily established, using
Richter’s Theorem 3.22. The formal proof will be left as an exercise.

7Strictly speaking, we should allow for the case in which ySz. However, this leaves the basic
argument unaffected.
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3.33 Proposition. Suppose h: Q — R't. If h is S-rational, then it is positively ho-
mogeneous of degree zero, and satisfies equation (3.21) (budget balance) and SARP.
Conversely, if h is positively homogeneous of degree zero, and satisfies equation
(3.21) and SARP, then there exists a weak order on R}, which is locally non-
saturating on:

h() = {z e R} | A(p,w) € V: = = h(p,w)},
and which rationalizes h.

The converse statement in the above proposition tells us that the conditions listed
exhaust the implications of the assumption that h is S-rational, To put this another
way, if we have a function h: Q — R’} which is positively homogeneous of degree
one and satisfies budget balance and SARP, we can be certain that it could be the
demand function of a preference-maximizing consumer, whose preference relation is
a weak order on R, and locally non-saturating on the portion of R’} relevant to her
or his demand behavior.

However, the proposition just established leaves some issues still unaddressed.
First of all, we have been looking at demand functions; presuming, in effect, that
given the same (p,w) pair in repeated choices, the consumer would always pick the
same bundle from the budget set. However, in Chapter 2 we saw that in experimental
situations, subjects often varied their choices when given the same budget set in
repeated situations. In fact, notice that SARP actually implies that the choice
correspondence is single-valued. In the context of consumer demand theory, this
means that if, for example a consumer faced the same prices in two successive periods
(two successive months in the standard interpretation of the theory), and if the
consumer’s wealth (money income) were the same in the two preiods, then she/he/it
will choose exactly the same commodity bundle in the two periods. It is doubtful
whether anyone really believes that this would happen, however. Casual observation
suggests that the choice actually made in the two time periods would be influenced
by a myriad of factors not taken into account in the standard theory; for example,
whether the consumer ‘owes’ or ‘is owed’ dinner invitations the season of the year,
and so on and so on. We can, of course, treat all such aberrations as ‘changes in
taste,” but to do so is to imply that the currently received theory of demand has no
empirical (predictive) content whatever.

As Richter has pointed out [1966, p. 3a], however, such complications can be
allowed for in the following way. Suppose we view the consumer’s choice as a two-
step process. A ‘viable set’ of alternatives is chosen from the budget set, and then a
final (and unexplained, from the point of view of the standard formal theory) choice
is made from this viable set. If the initial choice of a ‘viable set’ can be regarded as
being guided by a weak order, and this viable set is the set of maximal elements of
the budget set, then we may still have a theory with empirical content, but one which
allows for variations in the final choice. Richter’s Congruence Axiom, then provides
a complete characterization of the viable set in the context of consumer demand
theory. However, there may be a problem with this characterization. Specifically,
the difficulty is, that while one can characterize situations in which an investigator
may be able to observe values of a consumer’s demand function, it is difficult to
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imagine scenarios in which one can observe the values of the viable sets. In fact, in
experimental or statistical studies of actual individual (competitive) choice behavior,
all that one can generally hope to observe is a data set, D = ((p?, w?), 2!)L_, where
T is a positive integer, and 2! is the bundle chosen at (pt, w'), for t = 1,...,T. How
can we determine whether such a data set is consistent with (one- or two-step)
preference maximization?

To see the problem that the difficulty in observing the viable set creates, let’s
return to Example 3.7; which, as you may recall, exhibited a choice correspondence
which could not be rationalized by any total binary relation. This time, however,
suppose that the individual makes a choice of a viable set (which we will identify
with the correspondence h defined in the example initially), and then makes a final
choice according to some unknown criterion. We will indicate this final choice by
‘d(B),” and will suppose that the investigator observes the pairs (B, d(B;)), for

t =1,2,3. Then we may have the situation exhibited in the following example.

3.34 Example. Let X = {a,b,c}, B = {By, B2, B3}, and:

B; ={a,c} h(B1) = {a,c} d(By) = a,
B, = {b7 C} h(BZ) = {b7 C} d(BZ) =b,
Bs ={a,b,c} h(B3) = {c} d(B;) =c.

Given what we are supposing can be observed in this case, we cannot distinguish
between the consumer whose choices we have just been describing, and the consumer
who maximizes in one step, and whose preference relation is such that a is preferred
to b and b is preferred to c¢. In particular, we could not refute the hypothesis that
the consumer’s choice of a viable set involves maximization of a weak order.

This last example shows that problems are created by the fact that we may
not observe the entirety of a consumer’s viable sets, if our description of the two-
step maximization process is a fair description of reality, and probably makes you
wonder whether this sort of hypothesis would have any observable implications at
alll However. the fact is that in the context of demand theory, the hypothesis does
have observable implications, and the Congruence Axiom will help us determine
what they are. To see this, suppose that the criterion used to determine the viable
set (we will hereafter refer to this as the first-step criterion and we will denote
the ‘viable set correspondence’ by ‘h(-)’) is a locally non-saturating weak order.
Then when faced with a budget pair (p,w), the consumer’s final choice, which we
will denote by ‘d(p,w),” must satisfy:

p-d(p,w) = w. (3.30)

We will refer to this property of a data set as budget balance.

Now suppose that we observe a data set D = ((p!, w!), "), satisfying bud-
get balance, and suppose that for some subset, D* = ((p®,w®),y*)5; C D =
((p', wh), 2", we have:

p° -yt <w® fors=1,...,5—1. (3.31)
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Then, in terms of the (direct) revealed preference (V') relation corresponding to the
viable sets (that is, corresponding to k), we have:

yVy'tt fors=1,...,5—1;

and therefore:
y' Wy (3.32)

Consequently, if y! is in the budget set b(pS ,wS ), and if we suppose that the first-
step criterion is a locally non-saturating weak order, then y' must be in the viable
set, h(p®, w®); which implies:

PS5yl = S

Thus, whether or not y! is in the final budget set, we must have:
Syl > WS

This implication is called the Generalized Axiom of Revealed Preference.
More properly, we state the following definition.

3.35 Definition. We will say the data set, D = ((p!, w!), z!)L_; satisfies the Gen-
eralized Axiom of Revealed Preference (GARP) if, given any subset, D* =
((p*,w), %)y €D = ((p',w'), &"){; satisfying:

PPyt <w® fors=1,...,5—1, (3.33)

we have:
Pyt > wd. (3.34)

Afriat [1967, 1973] developed the very subtle and insightful theorem which we
state as follows.

3.36 Theorem. Afriat If the data set D = ((p',w!),z!)L_| satisfies budget bal-
ance and GARP, then there exist real numbers uy, ..., up and positive real numbers
A1,y -y A satisfying:

uj <up+ N(ptxd —w') fori,j=1,...,T. (3.35)

While we will not provide a proof of Afriat’s theorem here, let me recommend
that those of you with a particular interest in theory consult the excellent article by
Fostel, Scarf, and Todd [2004] in which they provide an elegant, and much shorter
and simpler proof than Afriat’s original argument.®

We can also (and again following Afriat, although not so literally this time)
state something which is a sort of converse of the above result. However, we need
to begin with some considerations involving the meaning of a preference relation (or
utility function) rationalizing demand in the situation under consideration. Since
we are supposing that we would not generally observe all of h(p,w), but rather
only an element thereof, the following definitions become more important in our
current discussion than the definitions of a preference relation (or a utility function)
rationalizing h.

8Such readers should also consult the articles by Diewert [1973] and Varian [1982], who provide
alternative arguments and tests for GARP.
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3.37 Definition. Let D = ((p,w?), *)L_| be a data set. We will say that a binary
relation, G, on R’} (respectively, a function, u: R — R) is consistent with I iff
we have:

(Vz eRY):p' -z <w' = 2'Gx fort=1,...,T. (3.36)

[respectively:
(Vz eRY):p' -z <w' = u@) >u(x) fort=1,...,T)] (3.37)

We can then state a second theorem due to Afriat (albeit our statement is a bit
different from Afriat’s) as follows.

3.38 Theorem. Let the data set D = ((pt,w?),x!)L | satisfy budget balance, and
suppose the real numbers uy, ..., ur and the positive real numbers A1, ..., Ay satisfy
(3.85) of Theorem 3.36. Then the function u: R} — R defined by:

u(z) = mtin[uf, +M(p' - x —wh)) (3.38)

is consistent with D.

Proof. Notice, first of all, that it follows from from budget balance that:
ug + (Pt 2t —wh) = uy;
and thus from (3.35) and the defnition of u, we see that:
u(x) = fort=1,...,T.
Next we note that if p’ - £ < w!, then:

u(@) <u+ M(p'- @ —w') <w =u(h). g

Notice that the functions:
i t
ug + M (p' - —w'),

are continuous, strictly increasing, and concave in . Consequently, the minimum
function, u, defined in (3.38) is concave, strictly increasing, and concave as well.
Therefore, Theorem 3.36 tells us that GARP and the budget balance condition
completely exhaust the observable implications of the assumption that the viable
correspondence can be rationalized by a strictly increasing, continuous, and concave
utility function.

Interestingly, Matzkin and Richter [1991] have shown that if D = {(p*, w?), z!)T_,
satisfies budget balance and the Strong Axiom of Revealed Preference, then (the con-
sumer’s choice correspondence is a function, and) a strengthened version of Afriat’s
Theorem can be deduced in that all of the inequalities in (3.35) can be taken to be
strict, for @ # x/. These inequalities are then used to construct a function, u(-),
which is strictly concave, strictly increasing, continuous, and rationalizes the data
set.



3.6. The Implications of Asymmetric Orders* 7

3.6 The Implications of Asymmetric Orders*

In this section we will take a brief look at some of the implications of the assumption
that consumer (strict) preferences can only be assumed to be an asymmetric order.
In our treatment here, we will follow Kim and Richter [1986].

3.39 Definitions. If h is a choice correspondence on a budget space (X, B), and
> is a binary relation on X, then > is said to motivate h iff, for every B € B:

hB)={x € B|(Yy € B): y # z}. (3.39)
Equivalently, we can say that > motivates h iff, for every B € B:
h(B)={ze€eB|(VyeX):y=x=y¢ B} (3.40)

In either case we will say that h is motivated by >, and if there exists a binary
relation, > which motivates h, we will say that h is motivated. If there exists a
binary relation, >, which motivates h, and which is, respectively: irreflexive, asym-
metric, transitive, or asymmetric and transitive, we will say that h is irreflexive-,
asymmetric-, transitive-, or asymmetric order-motivated, respectively.

Now, it is easy to show formally that if a choice correspondence, h is motivated
by a binary relation, >, on X, and if we define the binary relation, 77, on X by:

Ty = y¥u, (3.41)

then h is rationalized by 2 (as defined in Definition 3.2). Conversely, if h is ratio-
nalized by the relation -, and we define > by:

Ty <= -y, (3.42)

then h is motivated by >. Thus the proof of the first of the following results is fairly
immediate. Similarly, we know that if > is asymmetric, and we define 77 as in (3.41),
then 7 is total and reflexive (Proposition 1.17 of Chapter 1); while if 7 is total and
reflexive, and > is defined as in (3.42), then > is asymmetric. These considerations
provide the basis of the proof of Theorem 3.22.

3.40 Theorem. (Kim and Richter Theorem 3, p. 333) A choice correspondence, h,
is motivated iff h satisfies the V-Aziom. Hence, h is motivated if, and only if, it is
rational.

3.41 Theorem. (Kim and Richter Theorem 5, p. 334) A choice correspondence, h,
is asymmetric-motivated iff it is total-rational, and iff it is total-reflexive-rational.

3.42 Theorem. (Kim and Richter Theorem 6, p. 334) Let h be a competitive
choice correspondence satisfying the budget balance condition. Then h is asymmetric-
motivated if, and only if, h satisfies the V-Axiom.

Proof. See Kim & Richter [1986, pp. 334-5]. O

3.43 Proposition. If h satisfies the Congruence Axiom, then h is asymmetric order-
motiwated.
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Proof. Suppose h satisfies the Congruence Axiom, let W be the revealed prefer-
ence relation defined by h, and define > on X by:

z -y <= [gWy & ~yWaz]. (3.43)

It follows from Theorem 1.13 of Chapter 1 that > is an asymmetric order (notice
that W is a reflexive and transitive relation), and thus our proof will be complete if
we can show that > motivates h.

Accordingly, let B € B, and suppose first that @ € h(B). Then it follows at once
from the definition of W that for all y € B, we must have zWy; and from this it is
immediate that:

(VyeB):y>xz=y¢B.

Conversely, suppose z is an element of B satisfying:
VMyeX):y=z=>y¢B.

Then in particular, for € h(B) [and recall that hA(B) must be non-empty, by the
definition of a choice correspondence], we must have:

T 2. (3.44)

However, since x € h(B), it follows from the definition of the W relation that we
must have zWz. If it were also the case that =zWz, then it would follow that z > z;
which contradicts (3.44). Thus we must have zW=x, and it then follows from the
Congruence Axiom that z € h(B). g

Notice that in the above result we have shown that the satisfaction of the Con-
gruence Axiom is a sufficient condition for the choice function h to be asymmetric
order-motivated. Necessary and sufficient conditions for h to be asymmetric order-
motivated are apparently not known; however, in the remainder of this section we
will investigate some aspects of this question in more detail. We begin with a useful
definition which is often used in the revealed preference literature.’

3.44 Definition. Let P be an irreflexive binary relation on a non-empty set, X.
We shall say that P is cyclic iff, for some positive integer, n, there exists points
T1,22,...,Ty € X such that:

r1Pxo & x9Px3 & ... & 21 Py,

but @, Pz1. If no such cycle exists (that is, if P is not cyclic), we shall say that P
is acyclic.

It is easy to see that if P is acyclic, then it is asymmetric. Conversely, if it
is asymmetric and transitive (and thus is an asymmetric order), then it is acyclic
(and irreflexive as well). It is, however, easy to construct examples of irreflexive
binary relations which are acyclic (and thus are also asymmetric), but which are not

transitive. For example consider the following.

9This definition is also used very frequently in the literature on social choice, as we shall discover
in Chapter 14.
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3.45 Example. Let X be the three element set, X = {a,b,c}, and let P be as
indicated in the following table.

Then, while this relation is irreflexive and acyclic, it is not transitive; transitivity
would require that we also have aPc. Notice also that if we were to fill in the lower
left cell of the table, specifying that c¢Pa, then the relation would be cyclic. g

We can use the definition of acyclicity to completely characterize choice on finite
sets, as follows.

3.46 Proposition. Suppose (X, B) is a budget space, where X is a finite set, that
P is an irreflexive binary relation on X, and define the correspondence, h, on B by:

nMB)={z € B|(Vy € X): yPx =y ¢ B}.

If P is acyclic, then h is decisive; that is, it is nonempty-valued. Furthermore, if B
includes all subsets of X containing two or more elements, and h is decisive, then P
is acyclic.

Proof.

1. Suppose that h is not decisive. We wish to prove that it must then be the
case that P is cyclic.

Accordingly if  is not decisive, then there exists B* € B such that h(B*) = 0.
Since X is finite, we may suppose without loss of generality that #B* = k, where k
is an integer greater than or equal to one. If k = 1, that is, if B* is of the form:

B = (o,
for some z* € X, then, since h(B*) = ), we must have:
" Px™;

and we see that P is not irreflexive, contrary to our hypothesis. Consequently, we
must have k > 2.
Now, if we choose an arbitrary element of B* to label ‘z;,” then there must exist
an element of B*, zo, such that:
:L'QP xX1.
If also #1 P2, then we have established that P is cyclic. Otherwise, since h(B*) = 0),
there must exist x3 € B*, distinct from x1, such that:

$3P$2.

However, if zo Px3, or x1 Px3, we have established that P is cyclic, and we can stop.
Otherwise, since P is irreflexive and, since we have already noted that we must have
r3 # w1, it follows that z1, 9 and 3 are distinct elements of B* satisfying:

173P:L’2 & .’L’gPZl.
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Proceeding in this way, suppose we have found m distinct elements, x1, ..., 2, €
B*, where m > 2, satisfying:

zj1Pr; forj=1,...,m—1

Then, since h(B*) = ), there must exist x,,+1 € B* such that z,,,+1Px,,. However,
if &y 41 = xj, for some j € {1,...,m}, then we have:

Ty Prm_1 & .. .xj1Prj and z;Pxy,

and we have shown that P is cyclic. Consequently, we see that at the m* step, we

will either have shown that P is cyclic, or we will obtain an element, x,,11 € B*
such that 41, Zm, ..., 21 are all distinct elements of B* and satisfy:

zj Pry forj=1,...,m. (3.45)

However, since there are only k& elements in B*, this process can continue at most
until ¥ = m + 1. On the other hand, since h(B*) = (), it then follows that we
must have Py, for some j € {1,...,k — 1}, and the same basic argument as was
presented earlier in this paragraph establishes that P is cyclic.

2. Suppose B includes all subsets of X containing two or more elements, and
suppose P is irreflexive but not acyclic; that is, suppose P is irreflexive and cyclic.
Then there exists an integer, n > 2, and elements x1,...,z, € X such that:

r1Pro & ... & xp_1Pxy, and x,Pxi.

But then, defining B* = {x1,...,2,}, we see that for each j € {1,...,n}, there
exists k € {1,...,n} such that kaxj.lo It follows, therefore, that for each z € B*,
there exists 2/ € B* such that 2/ Px; and thus h(B*) = ). Since B* € B under the
present assumptions, we see that h is not decisive. It therefore follows that if A is
decisive (given the extra assumptions on B), then P is acyclic. 0

As was noted earlier, full necessary conditions for a choice correspondence to
be asymmetric-transitive-motivated are apparently not known.'’ We can, however,
make some progress toward the solution of this problem by considering the following
examples. In the first of the two, we develop a choice correspondence which can be
motivated by a strict preference relation, P, which is acyclic, but such that h does
not satisfy the congruence axiom;'? while in the second example, h is asymmetric
order-motivated, but nonetheless does not satisfy the congruence axiom.

3.47 Example. Let X = {a,b,c}, B = {Bi1, Bs, B3, B4}, and:

By, = {a,b} h(B1) = {a},
By = {a,c} h(B2) = {a,c},
Bs = {b,c} h(B3) = {b},

(
By = {a,b,c} h(By) = {a}.

If j € {2,...,n}, let k= j — 1; while if j = 1, let k = n.

" However, see Kim [1987].

12Tt is also true that in this example h is not motivated by the transitive closure of P; which is
actually my main reason for presenting it in addition to Example 3.39
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Notice that B includes all subsets of X containing two or more elements. It is easy
to prove that the choice correspondence, h is motivated by the following preference,
P, wich is obviously irreflexive and acyclic:'3

In order to show that h does not satisfy the congruence axiom, we begin by
noting that the V relation determined by h is as follows (notice that V' is total).

a b c
a aVa aVb aVe
b ... bVb bVec
cVa ... Ve
Thus the W relation is as follows:
a b c

a aWa aWb aWc
b bWa bWbH bWe
c cWa Wb cWe.

But then we have, for example, b € By, a € h(By), and bWa, but b ¢ h(B;); which
shows that h does not satisfy the congruence axiom. g

3.48 Example. Here we take X = {a,b,c,d}, B ={Bi,...,Bi1}, and:

By = {a,b} h(B1) = {a},
={a,c} h(Ba) = {a},
Bs = {a,d} h(B3) = {a,d},
={b,c} h(By) = {b},
Bs = {b,d} h(Bs) = {b,d},
Bg = {c,d} h(Bs) = {d},
B; ={a,b,c} h(B7) = {a}
Bs ={a,b,d} h(Bs) = {a,d}
By = {a,c,d} h(Bg) = {a,d}
By = {b,c,d} h(B1o) = {b,d}
By ={a,b,c,d} h(B11) = {a,d}.

Notice that, as in the previous example, B includes all subsets of X which contain
at least two elements. Moreover, it is a straightforward exercise to show that the

13The transitive closure of P, P*, is identical to P except that we also have aP*c. It is easy to
see, however, that P* does not motivate h.
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following preference motivates h:

a b c d

a aPb aPc
b bPc
c ..

d dPc

Notice that the relation P defined in the above table is an asymmetric order. It
is, however, not negatively transitive; since, for example, we have aPb, but neither
aPd nor dPb.**

The V relation generated by h is then as follows.

a b c d
a aVa aVb aVec aVd
b bVb bVe bVd
d dVa dVb dVe dVd.
Consequently, the W relation for h is then given by:

a b c d
a aWa aWb aWe aWd
b bWa bWb bWe bWd
d dWa dWb dWe dWd.
it is now easy to see that h does not satisfy the congruence axiom; for we have, for
example, b € By, a € h(By), and bWa, but b ¢ h(B1). o

Exercises.

In each of the following three problems, a choice correspondence is presented.
In each case, answer the following questions, and provide a justification for each
answer.

Is h (1) rational? (2) total-reflexive-rational? (3) transitive-rational? (4) regular-
rational?

1. Let X = {a,b, C, d} B = {Bl,BQ,B;g, B4}7 and:

B = {a,b} h(B1) = {a,b},
By = {b,c} h(B2) = {b},
Bs = {a,c} h(Bs) = {c}.
By ={b,d} h(Bs) = {d}.

1Kim and Richter [1986] show that if h is asymmetric-negatively transitive-motivated, then it is
regular-rational, and thus must satisfy the congruence axiom.
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2. Let X ={a,b,c,d}, and B and h be defined by:

By = {a7d} h(Bl) = {a}V

By = {b,d} h(Bz) = {b},

Bs ={a,c,d} h(Bs) = {c}.
)

B4 = {(L, b} }L(B4

3. Let X ={a,b,c,d}, and B and h be defined by:

Bi ={a,b} h(B1) = {a},
B, = {b,d} W(B2) = {d},
By ={c,d} h(Bs) = {d},
B, ={a,c,d} h(By) = {d}.
Bs = {b,c} h(Bs) = {b, ¢}
Bs = {a,c} h(Bs) = {a,c}.

4. Can you find the (competitive) choice, or demand function for a consumer
having the lexicographic preferences defined in Example 1.28 of Chapter 17 Is the
resulting choice function representable?

5. Suppose X is a nonempty set, that P is a binary relation on X, and that
f: X — R is a function satisfying:

(Vz,y € X): 2Py = f(z) > f(y).

Is P acyclic? Prove or provide a counterexample. (See also Problem 5, at the end
of Chapter 1.)



Chapter 4

Consumer Demand Theory

4.1 Introduction

In this chapter we will add structure to our choice theory model by examining
the additional implications which follow from some standard structural/geometric
assumptions used in economics. Consequently, much of this chapter will probably
be review material. We will suppose throughout the chapter that the ¥ consumer
has a (strict) preference relation, P;, which is asymmetric and transitive (so that
P; is an asymmetric order); but, as already suggested, we will generally assume
that P; satisfies other assumptions as well. We begin our study by considering
the interpretations of the consumers’ consumption sets which are used in General
Equilibrium Theory.

4.2 The Consumption Set

We will suppose that P; is defined over the consumer’s consumption set, X;, where
X; € R™ In much of this chapter, we will suppose that X; C R’'; however, we
will allow for the more general case when it is convenient, and we will often need to
allow for the (mathematically) more general case when we talk about equilibrium in
a production economy. We will use the generic notation, ‘x;,” ‘x;,” etc. to denote the
commodity bundle chosen by (and available for consumption by) the i*" consumer.
Thus we write:

:z:i:(x,j1,-.-,1377j7-~-7-73in) € Xy

where ‘z;;’ denotes the quantity of the 4% commodity (j = 1,...,n) available to
the i** consumer, if x5 > 0. If 2;; < 0, then we will take this to mean that the ith
consumer is offering to supply the j* commodity in the amount —j = |zij]-
There are two basic conventions with respect to the interpretation of the ‘"
consumer’s consumption set which are used in general equilibrium theory. The first,
which is the one used in the above paragraph, is that the amounts z;; represent
the total amounts available for consumption, or to be supplied by the i consumer.
The second convention involves the idea of interpreting X; to be a trading set or

a net demand set. We can relate these two ideas in the following way. Suppose
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we assume that the consumer’s consumption set is necessarily a subset of R", and
let’s denote this consumption set by ‘Cj;’ so that:

C; CRT.

This convention may necessitate re-defining some of our commodities: for example,
if, under the interpretation of the above paragraph, x;; represents the quantity of
labor services to be offered by the i consumer (so that the first commodity is
‘labor’), the convention being followed in this second approach is that if ¢; € Cj,
then ¢;; will represent the amount of leisure time being enjoyed by the consumer.
We then suppose that the consumer has an initial endowment of the n commodities,
which we shall denote by r; € R’}. In particular, ‘r;;” would here denote the total
amount of leisure available to the consumer in the time period under consideration,
if no labor services were offered at all. We would then suppose that any commodity
bundle, ¢;, available to the consumer (that is, any ¢; € C;) would necessarily satisfy
the condition:
cit < Tin;
and we would interpret the quantity:
6 i — e,

to be the quantity of labor services being offered by the consumer, given the total
consumption bundle ¢;.

However, we can conveniently represent the conventions of the above paragraph
in a different way, as follows. Let’s define the set X; as:

X,; :C, — 7.

The natural interpretation of Xj; is that if «; € X, then the quantity x;; represents
the quantity of the j** commodity being demanded from the rest of the economy
(if xj; > 0), or being offered to the rest of the economy (if z;; < 0). In particular,
recalling our earlier interpretation of the first commodity as representing leisure,
notice that if ; € X;, then:

T = 767;.
For future reference, notice that with this definition of Xj, it will be the case that
X; will satisfy: for all ; € X;:

Z; Z —T;.
That this is so follows from the fact that if @; € X, then the consumer’s total
consumption (or commodity bundle available for consumption), ¢; is given by:

Ci =x; + 75

and, since C; C R}, we necessarily have ¢; > 0.

Continuing our discussion of the trading set, notice that if the consumer’s pref-
erences can be represented as an asymmetric order, >;, on C;, then we can represent
the consumer’s preferences on X; by the relation P; defined as follows:

m,PLmi < (.'1)1 + 1‘1') i (.’1); + Ti).
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It is easy to see that if >; is asymmetric, or transitive, or negatively transitive, then
P; will satisfy exactly the same properties.!

Now, having read all of this discussion, you may be inclined to ask this ques-
tion: “If some elements of X have some negative coordinates, doesn’t this mean
that we need to use the ‘trading set’ interepretation of X, and suppose that given
a commodity bundle € X, the consumer’s actual commodity bundle available for
consumption is given by ¢ = x + r, where r is the consumer’s initial commodity en-
dowment, and where ¢ € R’} 77 Well, the answer to this question is “not necessarily.”
Suppose we wish to allow for the fact that the consumer may be able to supply two
different types of labor, and suppose these two types of labor are commodities one
and two (measured in labor hours), that commodity three is, say, ‘food,” while for
convenience we suppose that there are just these three commodities in the economy.
If our consumer needs at least two units of food to survive, and can supply no more
than 16 hours of the two types of labor per period then a natural representation of
the consumer’s consumption set is:

X ={xecR®| 16+ 1 +x2 > 0,2; <0 for j =1,2, and x3 > 2}.

The key thing here is that the consumer’s choice of leisure (say the quantity 244z +
29) does not enable us to determine the quantities of either z1 of z5. Consequently,
the net trading set representation does not work in this context.

So, the next question is, how do these distinctions affect our analysis. The fact
is, that in most of our analysis, we won’t need to worry very much about which
interpretation of the consumption set should be used. The budget constraint for the
consumer will normally be defined by a pair (p,w), where p € R”} is the vector of
prices of the n commodities, and we suppose the consumer’s choice is constrainted
to be in the set:

b(p, w) d:ef{w eX|p-x<wh

Under the ‘trading set’ interpretation, or under the sort of definition of the con-
sumption set indicated in the preceding paragraph, w is interpreted as ‘wealth,” or
income from sources other than the supply of labor. On the other hand, in the ‘final
consumption’ interpretation (where we take X; to be a subset of R} ), w will need to
include receipts from the ‘sale of leisure,” that is, if we return to the case in which we
take X; C R’} and let the first commodity be the consumer’s labor/leisure, with the
consumer’s total endowment of leisure being given by r;; > 0, then the consumer’s
budget constraint can be expressed as:

p-@; < pira + wj,

where now ‘w}’ denotes income from sources other than the sale of labor. Alterna-
tively, in this case we can simply define:

/
w; = P1r11 + Wy

and express the budget constraint exactly as before.

We do, however, need to be careful to note that if r; should change, then so will P;; even if =;
remains the same!
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4.3 Demand Correspondences

Suppose the i*" consumer faces the price vector p = (p1,...,pn) € R% . Whether
one interprets X; as the consumption set or as a trading set, the consumer’s budget
set can, in the absence of non-labor income, be represented as the set ;(p) defined
as:

Bi(p) ={xi € X; | p-x; <0}

Under either the consumption set or the trading set interpretation, however, we
will often want to allow for the fact that the consumer may have income or wealth,
w; from other sources; that is, purchasing power which is derived from something
(possibly the profits of firms) other than the sale of the consumer’s labor services,
or initial endowment of commodities. Consequently, we will handle the consumer’s
budget constraint as follows. We begin by defining the set §;, a subset of R+, by:

Qi = {(p,w;) ER™"™ | pe R, & Bx; € X;): p-x; < w;}.
We then define the consumer’s budget set, b;(p, w;), for (p,w;) € ; by:
bi(p,w;) ={x; € X; | p-x; < w;}. (4.1)
This last equation defines a correspondence, which we define formally in the follow-
ing.

4.1 Definitions. We define the consumer’s budget correspondence, b;: §; —
X, by equation (4.1), for (p,w;) € Q;. We then define the consumer’s demand
correspondence, h;, by:

hi(p,w;) = {z; € bi(p,w;) | (Vai € Xi): #iPixi = p - @ > wi}, (4.2)

for (p,w;) € Q;. Formally (and sometimes this much formality will be convenient,
if not necessary), we shall refer to the correspondence h;: Q; — X; defined in (4.2)
as the demand correspondence determined by P;.?

In the remainder of this, and the next four sections, however, we will be dealing
with the theory of demand for a single consumer, so that we can drop the subscript
‘4’ wherever it appears; writing simply ‘@,” ‘b(p,w),” ‘h(p,w),” etc.

We begin our investigation of the theory of consumer demand with the most
basic consideration of all; namely, under what conditions will the consumer’s demand
correspondence be well-defined? More precisely, our concern in the remainder of this
section is to investigate the conditions under which we will have:

(V(p,w) € Q): h(p,w) # 0.

4.2 Definition. We shall say that a subset, X, of R" is bounded below iff there
exists a point z € R" satisfying:

VreX): x>z (4.3)

21t might be objected that the demand correspondence is jointly determined by P; and X; as
well, but a part of the definition of P; is a specification of its domain; that is, of X;.
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4.3 Proposition. Let X be a closed, non-empty subset of R™, which is bounded
below, and let Q and b: Q — X be defined as in Definition 4.1. Then, given any
(p*,w*) € Q,b(p*,w*) is compact and non-empty.

Proof. 1t is obvious from the definition of € that b(p*,w*) is non-empty. To
prove that it is also compact, we begin by noting that b(p*,w*) is the intersection
of the closed half-space:

Hd:ef{mGR"\p*-mgw*},
with X. Since both of these sets are closed, it follows that b(p*, w*) is closed as well.
To prove that b(p*,w*) is bounded, we begin by recalling that, since X is
bounded below, there exists a point z satisfying (4.3), above. Next define w' by:

p* oz =wl (4.4)

and note that it follows from (4.3), the definition of €, and the fact that p* > 0
that:
wh < w*. (4.5)

If we now define the vector y € R™ by:
w* — wh

Dp;

yj =2z + forj=1,...,n, (4.6)

it follows from (4.5) that y > z. We will prove that, defining:
Y={zeR"|z<z<y}
we must have:
b(p",w*) CY; (4.7)

from which it follows that b(p*, w*) is bounded.
To prove (4.7), suppose, by way of obtaining a contradiction, that there exists
x* € b(p*,w*) such that * ¢ Y. Then, in view of (4.3), it must be that y # x*; so
that, for some j € {1,...,n}:
T3 > ;. (4.8)
However, if x* satisfies (4.8), then we have, making use also of (4.3) and (4.6):

e *

p*-x :p*-(w*fszz):p*»(w*fz)er*-zzp;-(x;fzj)erT
> 53y — )+l = g’ — )/ + 0l =
that is:
Pzt > wt
contradicting the assumption that * € b(p*, w*). Thus we see that (4.7) must hold;

and thus that b(p*, w*) is bounded. Since we also showed that it was closed, it now
follows that b(p*, w*) is compact. O

The following is a repetition of Definition 2.14, and is repeated here for the sake
of having a convenient reference.
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4.4 Definitions. We shall say that an asymmetric binary relation, P, defined on a
non-empty subset, X, of R", is:
1. upper semi-continuous iff, for each & € X, the set P is open relative to
X; that is, for each &' € X such that Pz’, there exists a (Euclidean) neighborhood
of ', N(z'), such that:
(Vy e N(@')NX): zPy.

2. lower semi-continuous iff, for each « € X, the set Px is open relative to
X.

3. continuous iff it is both upper and lower semi-continuous.

4. strongly continuous iff, for each x,y € X, if £ Py, then there exist neigh-
borhoods of « and y, N(x) and M (y), respectively such that, for all 2’ € N(z)NX
and all y' € M(y) N X, we have ' Py’.

The following result is formally proved in the appendix to this chapter. From it
we can see that the consumer’s demand correspondence is well-defined under very
general conditions indeed!

4.5 Theorem. If X is a non-empty, closed subset of R™ which is bounded below,
and P is an asymmetric ordering on X which is upper semi-continuous, then h(-),
the demand correspondence determined by P, satisfies:

(V(p,w) € Q) : h(p,w) # 0;
that is, for each (p,w) € Q, there exists a bundle x € b(p,w) satisfying:
(Vo' € X): 2’ Pz =p-2' > w.

While it has seemed to me to be worthwhile to state and prove (albeit in an
appendix) the above result, the fact is that in most of our work with demand cor-
respondences we will be assuming that the consumer’s (strict) preference relation
satisfies more stringent conditions than are assumed in Theorem 4.5. In fact, more
often than not we will be assuming that P is negatively transitive, as well as being
asymmetric; in which case, its negation, GG, is a weak order. In any case, whether or
not P is negatively transitive, the demand correspondence which it determines can
equally well be defined by:

h(p,w) = {m € b(p,w) | (Vy € b(p,w)) : zGy}, (4.9)

where G is the negation of P. Since this is the more conventional way of defining
demand correspondences in any event, we shall hereafter generally speak of demand
correspondences as being determined by a (presumably reflexive) binary relation, G,
as per equation (4.9).

4.4 The Budget Balance Condition

A condition which is normally assumed to characterize consumer demand correspon-
dences is budget balance, defined as follows.
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4.6 Definition. Let G be a (weak) preference relation, and let h be the demand
correspondence determined by G. We shall say that the demand correspondence
determined by G, h(-), satisfies the budget balance condition (or that G satisfies
the budget balance condition) if, and only if, for all (p,w) € Q, we have:

(Vweh(p,w)):p»:c:w.

It is easily seen that the second of the following conditions implies that the
consumer’s demand correspondence satisfies the budget balance condition. While it
is the assumption used most often in economic theory to justify the budget balance
condition, we will consider a more general condition shortly.

4.7 Definitions. Let G be a binary relation on R, and let P be its asymmetric
part. We will say that G is:
1. non-decreasing iff, given any =,y € R’}:

z >y = zGy,

or equivalently, yPx = x # v;
2. increasing iff G is non-decreasing and, in addition, satisfies the following
condition:
(Vz,y €eRY): x>y = xPy.

3. strictly increasing iff, for every x,y € R’}:
T >y = zPy.

4.8 Definitions. Let X be a non-empty subset of R”, and let G be a binary relation
on X, with P its asymmetric part. We shall say that G is:

1. non-saturating iff, given any @ € X, there exists y € X such that yPx.

2. locally non-saturating iff, given any « € X, and any ¢ > 0, there exists
y € N(xz,e) N X such that yPx.

Notice that a preference relation which is increasing, as defined in 4.7 above,
is locally non-saturating. Moreover, any locally non-saturating binary relation is
non-saturating, but the converse is not necessarily true. For instance, Example
1.31.4 of Chapter 1 features a non-saturating binary relation which is not locally
non-saturating. Another such example is presented as Example 4.12.1, below.

4.9 Proposition. Suppose the preference relation, G, is a locally non-saturating
weak order, and that * € h(p*,w*), for some (p*,w*) € Q. Then for allx € X:

zGzx* = p* x> w'.

Proof. Suppose, by way of obtaining a contradiction, that there exists & € X
such that:
zGx”, (4.10)

and:
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From this last inequality and the continuity of the inner product, there exists € > 0
such that
(VweN(i,e)):p*~w<w*. (4.11)

Now, since G is locally non-saturating, there exists @’ € N(&, €) N X such that:
I e
x' Pz,

where P is the asymmetric part of G; and, making use of (4.10) and the fact that
G is a weak order, it follows that @’ Px*. However, by (4.11) we also have:

p* -z < w
which contradicts the assumption that =* € h(p*,w*). p

The next result is easily proved by a modification of the argument just presented.
Notice, however, that the assumptions used here are much weaker than those used
in 4.9.

4.10 Proposition. If G is locally non-saturating on X, then G satisfies the budget
balance condition.

It should be apparent that G cannot be locally non-saturating if all commodities
are indivisible. However, it is only necessary that one commodity be more or less
completely divisible in order that G be locally non-saturating. In our next definition,
we will present a condition which will be particularly useful to us, and which implies
local non-saturation. In order to present it, however, we need to remind ourselves of
a bit of notation. In R™ we define the n unit coordinate vectors, e; (j =1,...,n),
by:

€ = (0j1,--,05n),

where 0, is the Kronecker delta function defined by:
0 forj#k,
djk = o
1 forj==k.
We can then define the following.

4.11 Definition. Let G be a preference relation on a consumption set, X, with P
its asymmetric part. We shall say that the j commodity is a numéraire good
for G iff, for all x € X, and all # € R, we have:

z+0ej € X and (x+ bej)Px.

We shall say that G admits a numéraire iff, for some j € {1,...,n}, the gt
commodity is a numéraire good for G.

Notice that if G admits a numéraire, then G is locally non-saturating. Notice also
that if G is strictly increasing (with X = R?%), then all commodities are numéraire
goods for G.
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4.12 Examples.
1. Let f: R} — R be any non-decreasing function, let § be a positive constant,
and define P on R} by:

@Py < f(x)> f(y)+9.

Here P (or, more correctly, its negation, G) will be non-decreasing, but neither
increasing nor locally non-saturating.

2. Let f be defined on R2 by:
f(x) =10z — (21)% + 22,

and define G on R% by:
zGy = f(z) > f(y).

Here G is locally non-saturating, but is not non-decreasing.
3. Let the functions f and g be defined on ]Ri by:
f@) =21+ (22)* and g(x) = (21)* + 2,
respectively; and define P on ]Ri by:
xPy — [f(@) > f(y) & g(x) > g(y)]-
In this case, P is a strictly increasing asymmetric order.
4. Define the functions f and g on R%r by:
f(@) =221 — 29 and g(x) = z9,
respectively; and define P on ]Ri by:
Py < [f(®)> fy) & g(=) > g(y)].

Here P is non-decreasing and locally non-saturating, but not increasing. (To see that
P is non-decreasing, notice that if Py, then we must have g(z) = z2 > g(y) = ya.
Thus, obviously, we cannot have y > x.)

5. Suppose G is representable by the (utility) function, u, defined on R’} by:

n
u(@) =TT (s + ),

where: N
¢j, a; >0 for j=1,...,n; and ijlaj =1

In this case, it is easy to show that G is strictly increasing; probably the easiest way
to show this being that the partial derivatives of u are all strictly positive, at any
x € R}. What happens, however, if one of the ¢;’s is equal to zero? g
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4.5 Some Convexity Conditions

In this section we will explore the implications of some convexity conditions which
are very often used in general equilibrium theory. A definition from mathematics
which will be very useful to us, both in this section and in the remainder of this
book is the following.

4.13 Definition. We define the unit simplex for R", denoted by ‘A,,,’” by:

A, = {p €RY | ijlpj = 1}.

4.14 Definitions. Suppose X is a convex subset of R”, that G is a weak order on
X, and that P is its asymmetric part. We shall say that G is:
1. weakly convex iff, for all x € X, Gz is a convex set.
2. convex iff it is weakly convex, and in addition, for all z,y € X, we have that
if x Py, then:
(V6 €]0,1]): [0z + (1 — 6)y]Py.

3. strictly convex iff, for all ,y,z € X, we have that if yGx, zGz, and
Yy # z, then:
(V8 €]0,1)): [y + (1 — 0)z] Px.

Notice that if z, y € X, and 6 €]0, 1], then the vector (or ‘commodity bundle’);
z=0z+(1-0)y,

can be viewed as a weighted average of the commodity bundles  and y. Thus we
can see, for example, that weak convexity can be interpreted as stating that if x
and y are both considered to be at least as good as some third bundle, z, then any
weighted average of the two bundles will also be considered to be at least as good
as z.

4.15 Definitions. Let X be a non-empty and convex subset of R, and suppose
f: X — R. We shall say that f is:

1. concave (respectively, convex) iff, for each , y € X, and each 0 €]0,1[, we
have:

[0z + (1 —0)y] > 6f(x)+ (1-6)f(y)

(respectively, f[0z + (1 —0)y] < 0f(x) + (1 —0)f(y)).

2. strictly concave (respectively, strictly convex) iff, for each z, y € X, and
each 0 €]0,1[, we have that if  # y, then:

[l + (1= 0)y] > 0f(x) + (1 - 0)f(y)

(respectively, fl0z + (1 —0)y] < 0f(x) + (1 —0)f(y)).
3. quasi-concave (respectively, quasi-convex) iff, for each ¢, y € X, and each
6 €]0,1[, we have:

fl0z + (1 —0)y] = min{f (=), f(y)}
(respectively, f[0z + (1 — 0)y] < max{f(z), f(y)}).
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4. strictly quasi-concave (respectively, strictly quasi-convex) iff, for each
x, y € X, and each 6 €]0,1[, we have that if  # y, then:

floz + (1 - 0)y] > min{f(z), f(y)}

(rcspectively7 flox + (1 —0)y] < max{f(x), f(y)})

5. semi-concave® (respectively, semi-convex) iff f is quasi-concave (respec-

tively, quasi-convex) and in addition, for each @, y € X, and each 0 €]0, 1], we have
that if f(x) > f(y), then:

flox + (1—-0)y] > f(y)
(respectively, fl0x + (1 —0)y] < f(x)).

Notice that if f is strictly concave, then f is concave and strictly quasi-concave.
Similarly, if f is concave, then f is semi-concave; however, it is also true that if f
is strictly quasi-concave, then f is semi-concave. It is, of course, obvious that if f
is semi-concave, then it is quasi-concave; on the other hand, any strictly increasing
transformation of a linear function is semi-concave, but not strictly quasi-concave.

The proof of the following result will be left as an exercise.

4.16 Proposition. Suppose G is a weak order on a non-empty, conver subset, X,
of R™, and suppose f: X — R represents G on X. Then:

1. G is weakly convez if, and only if, f is quasi-concave.

2. G is strictly convez if, and only if, f is strictly quasi-concave.

3. G is convez if, and only if, f is semi-concave.

4.17 Proposition. If X is a non-empty convex subset of R", and G is a weak order
on X which is weakly conver, then for each (p,w) € Q, h(p,w) is a convex set.

Proof. Let (p*,w*) € Q be given, let « and @’ be elements of h(p*, w*), and let
0 € [0,1] be given. If we then define y = 0z + (1 — 6)a’, we see that:

ptry=p - [fx+(1-0)]=0p - x+ (1-0)p* & <Ouw"+ (1-Hw" =w"

where the inequality is by the fact that both = and z’ must be in the budget
set. Furthermore, by the weak convexity of G and the definition of the consumer’s
demand correspondence, we see that:

yGe. (4.12)

Thus, if z € b(p*, w*) it follows from the fact that @ € h(p*,w*) that *Gz. From
the transitivity of G and (4.12), it then follows that yGz. Therefore, y € h(p*, w*),
and it follows that h(p*,w*) is a convex set. O

4.18 Proposition. If X is a non-empty, convex subset of R™ which is closed and
bounded below, and G is a weak order on X which is upper semi-continuous and
strictly convez, then for each (p,w) € Q, h(p,w) is a singleton; in other words,
under these conditions the consumer’s demand correspondence is actually a function.

3This is not a standard definition, but it will be useful to us in our remaining work.
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Proof. Letting (p*,w*) € Q be arbitrary, it follows from Theorem 4.5 of this
chapter that h(p*,w*) # (. Suppose, by way of obtaining a contradiction, that
there exist distinct points, @ and y which are both elements of h(p*,w*). Then
yGx and Gz, so that by the strict convexity of G we must have:

[(1/2)x + (1/2)y]Px. (4.13)
However, since both & and y are elements of b(p*, w*), it is easy to see that:
(1/2)z + (1/2)y € b(p*, w")

as well; and thus (4.13) contradicts the assumption that € h(p*,w*). g

When h(-) is a function, we will denote the j** coordinate function (the demand

function for the j™ commodity) by ‘h;(-).” Hopefully, you will have no trouble in
distinguishing between this and the i*" consumer’s demand function, which will be
denoted by ‘h;(-)” [the it" consumer’s demand function for the j** commodity will be

denoted by ‘hyj(+)’]. The proof of the following two results will be left as exercises.

4.19 Proposition. If X is a non-empty, convex subset of R", and G is a non-
saturating and convex weak order on X, then G is locally non-saturating.

4.20 Corollary. If X is a non-empty convex subset of R, and G is a non-saturating
and convexr weak order on X, then the demand correspondence determined by G
satisfies the budget balance condition.

4.6 Wold’s Theorem

In this section, we will state and prove the first result to appear in the economics
literature which established sufficient conditions for a preference relation to be repre-
sentable by a real-valued utility function; and which is due to Herman Wold [1943]. It
has been generalized since (in particular, by Debreu; see Theorem 1.34); but Wold’s
original proof is much simpler than the later generalizations, and since we will want
to make use of his result in some of our later work, it seems quite appropriate to
state and prove his result here.

4.21 Theorem. (Wold [1943]) Let G be a continuous and increasing weak order on
R’ . Then there exists a continuous function, u: R} — Ry, which represents G on
R™.

+

Proof. Let * € R}, be a (fixed) strictly positive vector in R}, and define:
L={xecR} |(GpecRy): x=pux"};

in other words, let L be the half-ray determined by x*. We will make use of L to
define our utility function in the following way.
Let « € R’ be arbitrary. Then we note that there exists @’ € L such that:

' >z,
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and thus, since G is increasing, ' Px. Moreover, we also have 0 € L and xGO.
Thus if we define the subsets of Ry, A and B by:

A={peRy |aGuz*},

and:

B={u€R; | pa*Ga},
we see that both A and B are non-empty sets. Obviously the set A is bounded
above (by any element of B), and thus A has a least upper bound, call in u(x).
On the other hand, it is clear that u(x) is also the greatest lower bound for the set
B. Consequently, since it follows easily from the continuity of G that both sets are

closed, we see that:
u(z) € AN B;
and thus:
u(z)z*Ix. (4.14)

The argument of the above paragraph establishes the existence of a function
u: RT — Ry satisfying (4.14). T will leave as an exercise the task of proving that
this function represents G on R’}.

To prove that u(-) is continuous, let a be an arbitrary real number. If a < 0,
then:

{xeR} | f(x)<a} =0 and {xeR} | f(x)>a}=RY;

both of which are closed sets. On the other hand, if @ > 0, notice that if we define
x, by:

z, = ax”,

we have:
u(z,) = a.

Therefore, since u(-) represents G, it follows that:
{x eR} | f(x) <a} ==x,G and {z e R} | f(x) > a} = Gx,;

and since both sets are closed relative to R} by our continuity assumption, it now
follows that () is a continuous function (see Moore [1999], Proposition 3.32, p.
137). o

4.7 Indirect Preferences and Indirect Utility

In this section we will examine some aspects of indirect preferences and indirect
utility. We will begin with some very general considerations, and then sharpen our
results by considering the implications of some stronger assumptions. Throughout
the material to follow, we define the set Z by:

Z=h(Q)={zcX|(3B(p,w) €Q): x € h(p,w)},
and where we define:

Q={(p,w) eR"™ |peR?, & Bz X):p -z < w; (4.15)
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We will be denoting the consumer’s (weak) preference relation over the consumption
set, X, by ‘G,” but we will also denote the restriction of G to Z by ‘G.” In our initial
definition, we suppose the following assumptions hold.

Assumptions I.1. We suppose that the consumer’s demand correspondence,
h, is well-defined on Q. In other words, we suppose that for each (p,w) € €, there
exists * € b(p,w) (where b: @ — X is the consumer’s budget correspondence),
satisfying:
Ve e X): xPx" =p-x > w.
We also suppose that the restriction of G to Z is a weak order, with asymmetric
and symmetric parts P and I, respectively.

In the context of these assumptions, we then define the following.

4.22 Definition. Given Assumptions I.1, we define the consumer’s indirect pref-
erence relation, G*, on Q2 as follows: for (p,w), (p’,w’) € Q:

(p,w)G*(p',w') < (3w € h(p,w) & =’ € h(p',v')): zGz’.

We then denote the symmetric and asymmetric parts of G* by ‘I*” and ‘P* respec-
tively.
I will leave the proof of the following proposition as an exercise.

4.23 Proposition. Given Assumptions 1.1, the indirect preference relation G* is a
weak order.

Of course, it follows from the above result and Theorem 1.15 that P* is negatively
transtive (as well as being asymmetric), and that I* is an equivalence relation.

It can readily be seen that if X is a subset of R’} which contains the origin, then
the set © defined in (4.15), above, is given by:

Q=R?, xR,.

In any case, it will be convenient for us to assume that this condition holds through-
out the remainder of this section.

Assumptions I1.2. We suppose that Q = R, x Ry and that h satisfies the
budget balance condition on ; that is, for all (p,w) € Q and all z € h(p,w),
we have p - = w.

4.24 Proposition. Given Assumptions 1.1 and 1.2, G* and P* satisfy the following
conditions (in addition to those set out in Proposition 4.23, above):
1. given any (p,w) € Q, and any w' € R, we have:

w' >w=[(p,w) € Q& (p,w)P*(p,w)].

2. given (p*,w'), (p?, w?) € Q such that (p?,w?)G*(p',w'), any 0 €]0,1], and
defining (p*,w*) by:

(p*,w*) = 0(p", w') + (1 - 6)(p?, w?),
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we have:
(p2? wZ)G*(p*, /w*)7
and if (p?, w*)P*(p',w"), then (p*, w?)P*(p*, w*).
Proof. 1 will leave the proof of part 1 as an exercise. To prove part 2,* we begin

by showing that:
b(p*,w*) C [b(p', w') Ub(P?, w?)]. (4.16)

To prove (4.16), suppose that € X is such that:
x ¢ b(pt,w') and =z ¢ b(p?,w?).
Then:
ptox>w' and p?-x > w;
and therefore, since 0 < 6 < 1:
px=0p'-xz+(1-0)p* x> 0w +(1-0uw?=w";

and, consequently, ¢ b(p*, w*), so we see that (4.16) holds. Having established
(4.16), it follows that, since (p?,w?)G*(p', w'), we must have (p?, w?)G*(p*,w*).

Now suppose that (p?, w?)P*(p!,w'). Then it follows readily from the definition
of indirect preferences that there exist ! € h(pt, wt), for t = 1,2 such that:

z’Pxl. (4.17)

Suppose, then, that & € X is such that £Gz?. Then by (4.17) and the transitivity
of G, &Px'; and therefore:
p'-z>wh (4.18)

On the other hand, if p? - & < w?, it follows from the transitivity of G that €
h(p?, w?), and thus by budget balance that p? - & = w?. Thus, in any case we must
have:
Pz >’
and combining this with (4.18) we see that:
p-Z=0p -3+ (1-0)p> &> 0w + (1 - 0w? =w".
Tt then follows that for all € b(p*,w*), 2>Px, and therefore:
(p27w2)P*(p*,w*)' D

An indirect utility function is simply a representation of G*, as we formally note
in the following.

4.25 Definition. We say that a function V': 2 — Ris an indirect utility function
representing G* (and P*) iff V satisfies:

(V(p,w), (p',w') €Q): V(p,w) > V(P ,v') < (p,w)G* (P, w).  (419)

4A careful reading of this part of the proof will reveal that it holds under the weaker assumption
that Q is a convex cone; that is, that € is a cone and a convex set as well.
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Having now defined what we mean by an indirect utility function, we can obtain
the following corollary of 4.24. 1 will leave the details of the proof as an exercise.

4.26 Corollary. Given Assumptions 1.1 and 1.2, if V: Q — R is an indirect utility
function representing P*, then it must be strictly increasing in w, for eachp € R}, .
Moreover, it must be positively homogeneous of degree zero and semi-convex on €);
that is, it must satisfy the following condition: given any (p',wt) € Q (t = 1,2) such
that:

V(p®,w?) > V(p',wh), (4.20)

and any 0 €10, 1[:
V[op' + (1-0)p*, 0w’ + (1 - 0)w?] <V (p*,w?); (4.21)
and if V(p?,w?) > V(p',wh), the strict inequality holds in (4.21).

It is tempting to replace the second part of the conclusion of the corollary with
the statement that V(+) is strictly quasi-convex. However, this is not necessarily the
case, as is shown by the first of the following examples.

4.27 Examples.
1. Suppose a consumer’s preferences can be represented on R’} by the Leontief
utility function:
[T
u(x) = min {—}
aj
where a; > 0 for j = 1,...,n. Then the consumer’s demand function is given by
(see Exercise 3, at the end of this chapter):

ajw
hy; b,w)= ]77
1) = S e
for j =1,...,n. Consequently, the function:
w
Vipw) ==, (4.22)
Zj:l a;Pj
is an indirect utility function for the consumer in this case.
Now suppose that (p!,w') and (p?,w?) are such that:
V(p',w!) = V(p®w?) =5 >0, (4.23)
and let  €]0,1[. Then, making use of (4.22) and (4.23), we see that:
VIOt 0t) + (1= ) )] = e E L O
' ' i1 afp + 325 aj(1 - 0)p5
Ow' + (1 — 0)w? fw! + (1 — 0)w? 4

TO el + (- 0) a0 /Bl + (1 - 0)(1/Fu?

whether or not (p',w') = (p%,w?). Therefore, we see that V() is not strictly
quasi-convex in this case.
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2. Suppose a consumer’s preferences can be represented by the Cobb-Douglas
utility function:
n a;
u(z) = szl z’,

where, as usual, we assume that all of the a;’s are positive and sum to one. Then
(see exercise 4, at the end of this chapter), the consumer’s indirect preferences can
be represented by the function:

w

I

It can be shown that in this case, the indirect utility function is strictly quasi-convex.
Notice that if indirect utility is set equal to some positive value, denoted by v*,
then the associated indifference curve for G* can be represented by the equation:

" n a;
w=0v"- H]’:l ;s (4.24)

V(p,w) =

and it is of interest to consider the contour curves of this function in the special
case in which n = 2. Consider first the representation of indirect preferences when
we normalize the price of the second commodity; setting po = 1. If, for the sake
of convenience we then denote the price of the first commodity by p, we see that
equation (4.24) reduces to:

w=v'p™ & 4(p);

and, since 0 < a3 < 1, ¢(+) is strictly concave. I will leave it to you to consider the
shape of the contour curves in this case, as well as what happens when v* increases.
It is also of interest to consider the indifference map for G* if we fix (or normalize)
w, and consider the contour (indifference) curves of G* in (p1, p2)-space. However,
I will also leave this as an exercise.

The following result generalizes propositions established by Antonelli [1886],
Allen [1933], and Roy [1942].5

4.28 Theorem. Suppose G satisfies Assumptions 1.1 and 1.2, that the demand
correspondence generated by G is single-valued (and thus is a function), and that
V:Q — R is a differentiable indirect utility function representing G*. Then, if
(p*,w*) € Q is such that w* > 0, we must have:

ov __<8V

— =—(= hi(p*, w* ork=1,...,n. 4.25
oo = (5 (pw) k(P w") (4.25)

Proof. Since V' represents G*, it is clear that, for all (p,w) € Q, we must have:

p-h(p*w*) <w=V(p,w) > V(p*,w).

®In its present form, the result is from Chipman and Moore [1976a, Lemma 3, p. 74]; although
the present, simpler, proof is from Chipman and Moore [1990, p. 71]. The assumption that the
budget balance condition holds is not needed, as a careful reading of the proof will disclose. Some
of the other assumptions can be weakened as well.
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Thus we see that (p*, w*) minimizes V (-) subject to [(p,w) € Q and]:
p-h(p"w") =w.

From the classical Lagrangian method, it then follows that there exists a Lagrangian
multiplier, A € R such that:

ov

— — My(p*,w*) =0 fork=1,...,n; 4.26
Fpe ()~ MR (4.26)
and: ov
—_— A=0. 4.2
Ow | (p* w*) 0 (427)

Solving for A in (4.27), and substituting into (4.26), we obtain the desired result. g

Notice that in the result just presented we have not assumed that the indirect
utility function was defined as a composite function:

V(p,w) = ulh(p, w)],

where u(-) is a continuously differentiable direct utility function representing G.
There is some question as to whether every differentiable indirect utility function
representing G* is obtainable in this way, even when there exists at least one con-
tinuously differentiable utility function representing G. More to the point, however,
there may exist a continuously differentiable indirect utility function representing
G* even when there exists no utility function (differentiable or not) representing G.
Recall, for example, the lexicographic preference relation defined on Ri by:

1 > 1) or
wPr > {" ! ,

x1 =) & o > b,
In Chapter 1, we noted that Debreu [1959] has proved that there exists no real-
valued utility function representing P in this case. However, it is easy to prove that
the function V(-) defined by:

V(p,w) = w/p1,

is a continuously differentiable indirect utility function representing P*. In fact, all
of the assumptions of the theorem, that is, both of Assumptions 1.1 and 1.2, are
satisfied here.

The discussion of the previous paragraph not withstanding, the most obvious
way of defining an indirect utility function is, of course, as a composite function:

V(p,w) = ulh(p,w)];

at least in the case in which the preference relation, G, is representable by a utility
function, and the correspondence h is actually a function. We will, in fact, often
make use of this representation in the remainder of this course, but I want to conclude
this section by considering a somewhat different way of defining an indirect utility
function. The following result is proved in the Appendix.
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4.29 Proposition. Suppose, in addition to Assumptions 1.1 and 1.2, that the set
Z = h(Q) is a subset of R}, and is closed, convex, and contains 0. Suppose further
that the restriction of the consumer’s (weak) preference relation to Z is a continuous
weak order on Z. Then, given any p € R, and any (p/,w') € Q, there exists
w € Ry such that:

@ = min{w € Ry | (p,w)G*(p,w')},

and we have:
(B, @)I*(p, w').
Because of the above proposition, we see that the following function, which was
originally introduced by Hurwicz and Uzawa [1971], is well-defined.

4.30 Definition. Given the assumptions of Proposition 4.29, we define the income-
compensation function, p: R} | x  — R, by:

u(p; p,w) = min{w € Ry | (p,w)G"(p,w)}-

Verbally, the value of p(p; p, w) is the minimum level of income, or wealth which
would leave the consumer exactly as well off, given the price vector p, as with the
price-wealth pair (p,w). The following sets out the basic properties of the income-
compensation function.

4.31 Theorem. The income-compensation function satisfies the following condi-
tions, given the assumptions of Proposition 4.29,:
1. For all (p;p,w) € RY, x Q, and all w € Ry.:

(P, 0)I*(p,w) <= w= p(p;p,w).

2. For all (p,w) € Q, u(-;p,w) is positively homogeneous of degree one in p;
that is:
(YA €Ry): p(AD; p,w) = A\u(p; p, w).
3. For any fized p € R, u(p; - ) is an indirect utility function representing
G*; that is, for all (p,w), (p',w') € Q:

w(@; p,w) > p(p;p' ') = (p,w)G* (P, w').

4. For any fived p € R, u(p; - ) is strictly increasing in w, and positively
homogeneous of degree zero in (p,w). Moreover, u(p; - ) is semi convez in (p, w).

Proof.
1. Tt follows at once from 4.29 that:

(B, 1(p; p, w)) I* (p, w).

The converse follows readily from the fact that the budget balance condition implies
that G* must be strictly increasing in w, for fixed p.

2. I will leave the proof that u(-; p, w) must be positively homogeneous of degree
one in p as an exercise.
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3. Let p € R, be fixed, and suppose (p,w), (p’,w’) € Q are such that:
(B p,w) > (s p,w'). (4.28)

Then, since G* is strictly increasing in w, for fixed p € R’} ., we have:

(P, 1(P; p,w)) P*(p, u(p; P, w')). (4.29)

The fact that (p, w)P*(p’,w’) then follows from part 1 and the transitivity of G*.
The proof that (4.29) implies (4.28) can proceed by essentially reversing the above
steps.

4. Given Part 3, Part 4 of our conclusion is an immediate consequence of Corol-
lary 4.26. g

4.8 Homothetic Preferences

In this section we will study a special kind of consumer preference relation; the case
in which preferences satisfy a condition called ‘homotheticity.” Empirical studies
have often cast doubt upon the realism of assuming that consumer preferences are
homothetic; at least there are reasons to suppose that preferences are not generally
homothetic globally. On the other hand, almost everyone who has ever written
anything for consumers on how to do budget planning has lent support to the belief
that there must be some way of aggregating over commmodities which results in a
homothetic preference relation; for, as we will see, if a consumer’s preferences are
homothetic, then the consumer’s expenditures on each commodity category (given
fixed prices) is a constant percentage of income.

4.32 Definition. Let H be a binary relation on a cone, X C R™. We shall say
that H is homothetic iff for all ,y € X, and every 6 € R, we have:

xzHy = (0x)H (0y). (4.30)

Since we will often be working with strict preference relations for a consumer,
we will often be assuming that the consumer’s strict preference relation, P, is ho-
mothetic. However, if P is homothetic, then its negation is homothetic as well (and
conversely), that is, its negation will also satisfy (4.30); as is shown in the following
result.

4.33 Proposition. Suppose H is a binary relation defined on a cone, X C R", and
let @ be its negation. Then H is homothetic if, and only if, Q) is homothetic as well.

Proof. Suppose H is homothetic, but, by way of obtaining a contradiction, that
there exist x,y € X and € > 0 such that:

zQy, (4.31)

SA set X CR™ is said to be a cone iff, for each € X, and every § € Ry, 0z € X.
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and yet:
—[(02)Q(0y)]. (4.32)
Then from (4.32) and the fact that @ is the negation of H, it follows that:

(0y)H (6x).
However, from the homotheticity of H, it then follows that:

[(1/6)(0y)|H[(1/6)(0z)];

that is, yHa, which contradicts (4.31).
By reversing the roles of @ and H in the argument of the above paragraph, it
follows that if @ is homothetic, then H is as well.

4.34 Definition. Suppose X C R™ is a cone,” and let f: X — R. We shall say
that f is homothetic iff there exist functions, g: X — R and F: Y — R, where
g(X) C Y, satistying the following three conditions:

1. g is positively homogeneous of degree one,

2. F is strictly increasing, and:

3. for all x € X, we have: f(x) = Flg(x)).

I will leave the proof of the following proposition as an exercise.

4.35 Proposition. Suppose X C R" is a cone, and that P is an asymmetric and
negatively transitive binary relation on X. If there exists a homothetic function,
f: X — R such that f represents P on X, then P is homothetic.

As you probably suspect, continuous (and increasing) homothetic preferences
can be represented by a utility function which is homogeneous of degree one. What
may not be so apparent is that any two such representations of a given preference
relation must be scalar multiples of one another. Both facts are established in the
following theorem.

4.36 Theorem. Suppose G is a weak order on R™ , and that G is:

1. homothetic,

2. continuous, and

3. increasing.
Then there exists a function u: R} — Ry representing G, and such that u is contin-
uous and positively homogeneous of degree one on R’L. Moreover, if u: R} — R is
another function representing G which is also positively homogeneous of degree one,
then there exists a positive constant a > 0 such that:

(Vz € R}): 4(x) = au(x). (4.33)

"We say that X C R" is a cone iff, for each positive real number, § > 0, and each z € X, we
have fx € X as well.
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Proof. Tt follows from the proof of the Wold Representation Theorem (4.21) that
if we let «* € R’ be arbitrary, the function u: R} — R defined implicitly by the
equation:

zlu(x)x”, (4.34)

is a continuous utility function representing G.
Now suppose € R’ and let A € Ry. If A = 0, then it is clear from the definition
of u(-) and (4.34), above, that:

u(Az) = u(0) = 0 = Au(x).
On the other hand, if A > 0, it follows from (4.34) and the homotheticity of G that:
(Az)I[Au(z)x™].
Thus since u(Ax) is that unique nonnegative real number such that:
(\a)I[u(rz)a"],

it follows that u(Ax) = Au(x); and therefore that u(-) is positively homogeneous of
degree one.

Finally, suppose @ is another function which is both positively homogeneous of
degree one and represents G, define the positive real number a by:®

a=u(z"),
and let € R’} be arbitrary. Then, since I[u(x)z*], and @ represents G, we must
have:
However, since u is positively homogeneous of degree one, we also have:
ufu(z)z"] = u(@)u(e") = au(z);
and equation (4.33) now follows. [

Rather surprisingly we can make use of the theorem just proved to establish
sufficient conditions for the existence of a concave utility function representing given
preferences.

4.37 Proposition. If, an addition to the other assumptions of Theorem 4.36, G is
weakly convex, then any function which represents G and is positively homogeneous
of degree one is also concave.

Proof. Suppose f: R’} — R represents G and is positively homogeneous of degree
one. For any A > 0, we have:

f(A0) = £(0) = Af(0);

8Notice that, since @ is positively homogeneous of degree one, we must have @(0) = 0. Conse-
quently, since x* PO, it follows that u(z*) > 0.
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and therefore f(0) = 0. Moreover, since G is increasing and f represents G, it then
follows that:
(Vz € RY,): f(z) > 0;

while, by the weak convexity of G, we see that f must be quasi-concave (see Propo-
sition 4.15). Consequently, it follows from Corollary 5.101, p. 334, of Moore [1999]
that f is concave.

Homothetic preferences yield demand correspondences having a particularly in-
teresting and tractable form, as is established in the following two results.

4.38 Theorem. If G is a homothetic preference relation on a cone X C R}, then
the demand correspondence determined by G, h, satisfies the following condition:
for all (p,w) € Q, and all A € Ry :

h(p, \w) = M\h(p,w).
Proof. Suppose (p*,w*) € Q, A > 0, and that * € h(p*, w*). Then:
pozt <wt,

and thus:
p" - (Ax’) = Ap* -t < Iw'.

Furthermore, if € X is such that & P(Az*), then, by the homotheticity of P, we
have:
(1/N)xPx*.

But then, since * € h(p*, w*), we have:
p*-(1/ Nz > w*;

and therefore:
p* x> Aw.

It follows that Az* € h(p*, Aw*), and therefore we conclude that:
A(p*,w") C h(p", ).

Conversely, suppose € h(p*, \w*). Then, by reversing the roles of Az and =
in the argument of the above paragraph, we can conclude that:

(1/N)x € h(p",w");
and thus that & € Ah(p*, w*). Therefore we see that:
h(p", Aw") C Ah(p*, w"),

and our result follows.
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4.39 Theorem. Suppose G is a homothetic, upper semi-continuous, and strictly
convex weak order on a nondegenerate convex cone,® X C R%. Then:
1. G generates a demand function of the form:

h(p, w) = g(p)w, (4.35)

where g: R, — X, and
2. if, in addition, G is increasing, then h satisfies the budget balance condition,
and thus:
(YpeRY):p-glp) =1

3. if g(-) is differentiable, then at each p € R’ |, we have:

9gx _ 99;

= forjk=1,...,n.
dp;  Opk !

Proof. Tt follows from Proposition 4.18 of this chapter that the demand corre-
spondence generated by G is a function. Furthermore, if we define g: R}, — X
by:

g(p) = h(p,1) forpeR},,

we have from Theorem 4.38 that, for all (p,w) € Q, if w > 0, then:

h(p,w) = wh(p,1) = wg(p).

If w = 0, then the equality in (4.35) obviously holds as well, and thus the first part
of our result follows. I will leave the proof of part 2 of the result as an exercise. Part
3 of our result follows readily from the Slutsky symmetry conditions. Details of the
argument will be left as an exercise.

‘We noted at the beginning of this section that, if a consumer’s preference relation
is homothetic, then his/her/its expenditure on any given category of commodities
was a constant percentage of income (constant, that is, with respect to income). In
fact, suppose a consumer’s preference relation satisfies the assumptions of Theorem
4.39, and let J be a non-empty subset of {1,...,n}. Then, according to 4.39, the
consumer’s expenditures on the commodities corresponding to the set .J, as a fraction
of income (or wealth) is given by:

(%) (prxf> = (%) (ijgj(:ﬂ)w) = ijgj(:ﬂ);
JjeJ jeJ jed

which is clearly independent of w.

4.9 Cost-of-Living Indices

In this section, we shall suppose throughout that © = R, x Ry, and that the
consumer’s indirect preference relation, G*, is a weak order on ).

9A cone X is non-degenerate if it contains a point & # 0.
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4.40 Definition. We shall say that a function v: R’ , — R, is a cost-of-living
index for G* iff, for all p,p’ € R}, and all w,w’ € Ry, we have:

> ' = (p,w)G*(p',w') (4.36)

7(p) ~ v(p)

Notice that v(-) is a cost-of-living index for G* if, and only if, the function
v: Q — R, defined by:
v(p,w) = w/¥(p),

is an indirect utility function representing G*. Consequently, it follows that if v(-)
is a cost-of-living index for G*, then it must be positively homogeneous of degree
one on R .

Given the assumptions of Theorem 4.36 and 4.39 of this chapter (in particular,
that the consumer’s preference relation, G is homothetic), there exists a utility
function, u: X — R4 representing G, and such that u(-) is positively homogeneous
of degree one on X. By Theorem 4.39, the consumer’s demand function, h takes the
form:

h(p,w) = g(p)w;

and, as always, the composite function:

v(p, w) = u[h(p, w)],

is an indirect utility function representing G* on 2. However, in this case, we have,
for (p,w) € Q:

v(p, w) = ulh(p, w)] = ulg(p)w] = w - ulg(p)]-

Consequently, if we define:
v(p) = 1/ulg(p)];
we see that we can write:
v(p,w) = w/y(p);
and thus 7(+) is a cost-of-living index for G*.
Unfortunately for the generality of the concept of a cost-of-living indez, it can be

shown that if there exists a cost-of-living index for G*, then G must be homothetic
on Z = h(Q); in particular, G* must be homothetic, where this is defined as follows.

4.41 Definition. We shall say that an indirect preference relation, G*, is
homothetic iff, for all (p’,w’), (p,w) € Q and all A > 0, we have:

(', )G (p,w) = (p', ") G*(p, Mw).

Of course, if G is homothetic, then it follows readily from Theorem 4.38 that G*
is homothetic as well. In principle, however, G* may be homothetic, as just defined,
even though G is not.

There are a few more facts which are of interest regarding cost-of-living indices in
the homothetic case, however, and we will investigate some of them in the remainder
of this section.
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4.42 Proposition. Suppose G* is homothetic, and that the income-compensation
function for G* satisfies the condition (see Theorem 4.31): for all (p;p,w) € R}, x
Q, and all w € Ry :

(P, w)I"(p,w) < @ = pu(p;p,w)- (4.37)
Then, given any (p;p,w) € R, x Q, and any A € Ry, we have:
(D p, Aw) = A u(p; p, w).
Proof. Given (p;p,w) € R}, x Q, it follows from (4.37) that:
(D, 1(p; p, w))I* (P, w).
Thus, it follows from the fact that G* is homothetic that, for A € Ry :
(B Au(pi p, w)) I (p, Mw).
Making use of (4.37) once again, it now follows that:
u(P; P Aw) = Au(p;p,w). O

The above result implies that we can define a cost-of-living index for G* along
the lines of the procedure set out on the previous page, and taking p(p;-) as the
indirect utility function. It turns out, however, that we can turn things around a
bit; as is set out in the following proposition.

4.43 Proposition. If G* satisfies the hypotheses of Proposition 4.42, then the
income-compensation function for G* satisfies the following condition: for any (fized)
(P%,wP) € Q, the function v: Y, — Ry defined by:

1(p) = p(p;p,u),
is a cost-of-living index for G*.

Proof. Let (p° w®) € Q be fixed, and let (p,w) € Q be arbitrary. Then by
(4.37), above, we have:
(p°, w°)I* (p, pu(p; p°, ?)).

Therefore, since G* (and therefore I*) is homothetic, we have:

<p°, [m} wo) r (p, [N(p+owo)] (p; p°, wo));

or, equivalently:
0

o w-w *
YT 0 -0 I I’ .
(p #(p;po,w”)> (p.v)

Therefore, by (4.37), we have:

0 0 w
) =0 ().
( ) w(p; p°, wl)
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Since (p,w) € Q was arbitrary, and since we know from Theorem 4.31 that
1(p®;-) is an indirect utility function representing G* on , it now follows that the
function v: 2 — R, defined by:

w

vipyw) = (p; p0, w0)’

is an indirect utility function representing G* on €2, and that:

v(p) = p(p; p°, "),

is a cost-of-living index for G*.

4.10 Consumer’s Surplus

If I may be allowed the rather egocentric action of quoting an article of which I was
a co-author, consumer’s surplus has been described as follows [Chipman and Moore
(19764, p.69)):1°

The concept of consumer’s surplus is one of the oldest in neoclassical
economics, even predating the development of marginal utility theory;
and it has proved to be one of the most durable. It has great intuitive
appeal to the applied economist, for it promises to provide an objective
money measure of a person’s satisfaction, in terms of the amount of
money he would, as proved by his actions, pay for a thing rather than
go without it. ..

In this section we will begin by following the train of thought set out in the above
quotation in that we will seek a measure of the benefit (or loss), B, of a change from
one vector of prices p' to a second vector p?, which is such that, supposing that the
change is achievable at a monetary cost C, the change can be regarded as beneficial
if, and only if:

B>C.

In terms of indirect preferences, we can express our initial goal as follows: find a
benefit function, ®(p', p?;w') such that:

o(pt, ptwt) > w —w? = (P w?)G (pt,wh); (4.38)

where, of course, we are interpreting w? as w' — C. In the following example, we
will consider the case in which this all works out most nicely.

4.44 Example. In this example, it will be convenient to suppse that there are
n+1 commodities, and to use the generic notation ‘(zo, x), (z§,z*),” etc., to denote
commodity bundles. The commodity whose quantity is denoted by ‘zy’ we will
suppose is a numéraire good, as was defined earlier (Definition 4.11).'' We will

107 T remember correctly, this introduction was actually written by John Chipman, so that I am
not being quite as egocentric here as it appears at first glance.

"1t could also be thought of as ‘expenditure on other commodities.’” We will return to this
interpretation later.
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denote price vectors as (pg,p) € ]lejr”, where py is the price of 9, and p € R}, is
the vector of prices of the remaining n commodities. We will often normalize the
price of x, however, and define:

a = (1/po)p;

referring to ¢; as the normalized price of commodity j. Suppose a consumer’s pref-
erences can be represented on ]len by the utility function:

n
w(zo, ) = T + Z]_:l oj(x)); (4.39)
where for each j we have:
(VZL']' € RJr)I (f);([E]) >0& (f);’(.’L]) <0. (440)

If you do the mathematics, you can easily verify the fact that the consumer maxi-
mizes utility by choosing x; such that:

def . .
& @) =pj/po = ¢ forj=1,....n,

and: .
w—p-x w
e
Po Po

Thus, we can consider the graph of the function ¢'(-) to be the consumer’s inverse

demand curve for the j** commodity, as a function of the normalized price.

Now suppose that the consumer’s price-wealth situation changes from (pé7 phwh)
to (p2, p?, w?), and define:

q' = (1/ph)pt fort=1,2.

Then, letting:
) =q) forj=1,...mt=12

the consumer’s change in utility is given by:
n n
Au=w?/pt— g2 + Zj:l 6;(22) — [w'/ph — q" - &' + Zj:1 p;(x))]. (441)
Suppose we now define:
AS; = (g}~ @)k — @2+ (2 — a}) + 65(a3) — y(a),

and:
AS = ZFI AS;.

Then by (4.41), we have:

o

anl
Au=" -2 LA
v o
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However, we have:
/1 & (xj)da; = qb,(x?) — d)](le) forj=1,...,n; (4.42)
xT
J
and therefore:
2
def n def n T
ASE DAY e —a) - g (- ) + /  Oj(ag)da]
I']

=gl a2l —¢® 2%+ Z;:l [(;57(x§) - ¢](le)}

(4.43)
See Figure 4.1, below, for a graphical depiction of AS;. It may nonetheless not be
A
Pj
il — — —
9
pi* | ===

\J

Figure 4.1: Consumer’s Surplus in the Simplest Case.

clear why this works out to be a correct measure of the change in the consumer’s
utility. Perhaps we can clear things up a bit, however, by expressing everything in
terms of the demand and indirect utility functions, rather than the inverse demand
and direct utility functions. Let’s denote the demand functions for the z;’s [which
are simply the inverses of the qb;-(-)’s] by ‘d;;’ so that:

O;l0j(a)] = g5 forj=1,....n. (4.44)

We will denote the indirect utility function by ‘v(pg, p, w);’ or, upon normalizing by
the price of the numéraire:

def
Vg, w/po) = v[1, (1/po)p,w/po).
It is obvious, of course, that what we wish to evaluate in this case is:

V(g w’/pg) — V(g w'/pp). (4.45)
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Now, in this case, [using (4.41)] it is easy to see that V(q,w/pg) takes the form:

Vg w/po) = w/po—a-8() + 3 bilap) Fw/m+ 3] 0ilg).  (446)

where:
¥i(g5) = ¢;(0; ()],
and:
w(ay) = j(q5) —gqj - 9j(q;) forj=1,....,n.
Consequently:
oV , , ,
9g ©5(a5) = ¥'(4) — 0;(g) — ¢ - 95(gy)- (4.47)

However, we have:
! d / !
vyl = - (9100i(a)1) = 65010185 ay):
and from (4.44) and (4.47) it then follows that:

©i(a5) = —0;(gj)-

Another examination of Figure 4.1 will then make it clear that in the situation under
analysis there:

2

qj qa;
AS; = /2 dj(g5)dg; = /1 —05(q5)dg; = i (q3) — ;(q}). (4.48)
9

9

Notice in particular, that if only the j** (normalized) price is changed (all other

prices and income remaining the same); say in the amount Agj;, then we can unam-
biguously interpret the benefit (or cost) to the consumer of the price change as the
difference:
4 +AG;
ASy = / =3;(t)dt = ;(q; + Agz) — @;(q5)- (4.49)
a4
In fact, it is worth noting that in this situation, if only a subset, J C {1,...,n}, of
prices change, then we will have:

Au=>" ( /q,qjmq] —5j(t)dt)_ -

jeJ

The situation which we analyzed in the above example is, obviously, very spe-
cial.'? If you look back at the analysis we have done to this point, probably the first
thing which stands out is that the fact that the demand for the j* commodity was
a function of p; alone meant that we were able to make an unambiguous interpreta-
tion of the monetary value of a change in the j** price. Moreover, it allowed us to

2However, see also Example 4.47, below.
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evaluate an integral of an (n + 1)-dimensional function as the sum of n + 1 simple
Riemann integrals.

Let’s see if we can extend the definitions used in the example to some extent,
and seek to find a function, W(-), of (p',w') and (p?,w?) which is such that:

W((ph, wh), (%, w?)] >0 <= (P, w?)G*(p', wh); (4.50)

in which case we will say that W(-) provides an acceptable indicator of welfare
change for the consumer. We will begin by considering the possibility of obtaining
such a function by integrating an observable function of some kind. In this connec-
tion, the natural notion of integration to use, since we want to allow for the fact
that p! and p? may differ in several coordinates, is that of the line integral. With-
out going into too many technical details,'® the concept of a line integral works by
reducing the integral of a multi-dimensional function to a standard Riemann-Stieljes
integral; doing so by making use of the notion of a ‘path function;” which, for the
situation we are considering here is simply a function w: [0, 1] — €, where we define
Q=R%, xR;. We will say that such a path is ‘polygonal’ if its graph is the union
of a finite number of line segments; and that it connects (p*, w') and (p?, w?) iff we
have:
w(0) = (p',w?) and w(1) = (p?,w?).

(Incidentally, we are going back to our usual supposition that there are n commodi-
ties in the remainder of our discussion.)

4.45 Example. Two particularly simple polygonal paths connecting (p!,w!) and
(p?, w?) are given by:

w(t) = t(p* w?) + (1 - t)(p", wh),
and, in the case in which n = 2:

(pt, wh) + 3t[(p*, w) — (p*,wh)] for 0 <t <1/3,
B(t) = { (o, wh) + (3t — D](p% ) — (p",w!)] for 1/3 <t < 2/3,
(p*,w') + (3t = 2)[(P*, w?) — (P*,w")] for2/3<t<1;
where we define p* by:
P =) o

To continue, given a function, f: © — R"*! and a path function, w, the integral
of £(-) from (p*,w!) to (p?,w?), given a path function w, satisfying:
w(0) = (p',w') and w(1) = (p*,w?),
is given by:

1 n+1 1 i
/0 Flw)]-dott) =3 /0 FIlw())des (1), (4.51)

'3For more detailed analysis, see Chipman and Moore [1976a, 1990].
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whenever each of the Riemann-Stieltjes on the right-hand-side of the equation ex-
ists.* It should also be noted that if n = 0; that is, if the integrand function is
real-valued, then the line integral reduces to a standard Riemann-Stieljes integral.

Now, the trouble with trying to make use of a line integral to obtain an ac-
ceptable indicator of welfare change is that the value of the line integral may be
dependent upon the path function chosen; an obviously unacceptable attribute for
a measure of consumer welfare. However, if the integrand function, f(-), is contin-
uously differentiable, then given any two polygonal path functions, w and @, which
connect (p!,w!) and (p?,w?), we have:

1 1
/ Flw(®)] - dw(t) :/ Fle(®)] - dw(t). (4.52)
0 0

In this case, we will say that f: Q@ — R""! provides an acceptable indicator
of welfare change on Q iff, for all (p',w'), (p?,w?) € Q and any polygonal path
function connecting the two points, we have:

/0 Flo®)] - do(t) > 0 <= (0% w?)G* (p, wb); (4.53)

where G* is the consumer’s indirect preference relation. The remarkable thing about
this is that if the line integral is independent of path on (2, then there exists a
continuously-differentiable function, V': Q — R, called a potential function, such
that, given any polygonal path function, w connecting (p',w') and (p?,w?), we
have:

1
| oo dot) = v ) - Vol o' (4.54)

and for all (p,w) €
(p,w) = Vj(p,w) forj=1,...,n+1; (4.55)

that is, the j** partial derivative of the potential function must equal the j* co-
ordinate function of f(-) at each (p,w) € Q, and for each j = 1,...,n+ 1. In
fact, the converse is also true: if there exists a continuously differentiable function
V': @ — R which satisfies the system (4.55), then (it is a potential function for the
integrand f(-) and) equation (4.54) holds for any ‘piece-wise smooth’ path function
connecting (p!,w!) and (p?,w?). But now if we combine (4.53) and (4.54), we see
that if a continuously differentiable function, f, provides an acceptable indicator of
welfare change on (2, then the corresponding potential function must be an indi-
rect utility function representing G*! It then follows from the Antonelli-Allen-Roy
theorem (Theorem 4.28) that we must have, for all (p,w), € Q:

Fp,w) = =" (p,w)h? (p,w), (4.56)

where ‘h’(-)’ denotes the demand function for the 5** commodity.

M1f you haven’t studied Riemann-Stieltjes integrals, don’t worry. We aren’t going to do anything
technical with such integrals.
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Now suppose we look at the functions most often used in this integrand when
investigators are doing empirical estimates of consumer’s surplus. In such investiga-
tions, the integrand most often used is given by:'®

Fip,w) = —hi(p,w) forj=1,....n, (4.57)

and:
F (pyw) = 1. (4.58)

As was pointed out in Chipman and Moore [1976a, p. T9], there exists no preference
relation for which this integrand function provides an acceptable indicator of welfare
change! Why? because the (n+1)% function must be the marginal utility of income
for an indirect preference relation representing the consumer’s (indirect) preferences,
and as was established more than sixty years ago by Paul Samuelson (Samuelson
[1942]), there exists no indirect preference relation yielding a marginal utility of
income which is independent of both prices and income.'®

Incidentally, while we considered an integrand [in equations (4.57) and (4.58)] os-
tensibly appropriate!” for analyzing changes in both prices and income, the method
discussed in the preceding paragraph is no more appropriate if only prices have
changed; for, as we have seen, the function corresponding to the j** price must take
the form of the product of a valid marginal utility of income times the demand func-
tion for the 5% commodity. However, in Example 4.44 we considered an admittedly
very special situation in which something very close to the procedure discussed in
the above paragraph worked just fine. There is another case in which a similar in-
tegrand defines a valid measure of welfare change; the case in which the consumer’s
preferences are homothetic. To see this, recall first that if a function f: Q — R™*!
is continuously differentiable, then its line integral is independent of path, and there
exists a potential function, V(-) satisfying (4.54) and (4.55). Suppose, then, that a
consumer’s preferences are homothetic, and yield a continuously differentiable de-
mand function. Then, as was noted in Section 4.8, above, we can write this function
in the form:

h(p,w) = g(p)uw.
Consequently, the integrand function f: Q — RTH defined by:

fp,w)=—-g'(p) forj=1,....n, (4.59)

and:
M pw) =1/w, (4.60)

yields line integrals independent of path. Moreover, as noted in the previous section,
in the homothetic case, indirect preferences can be represented by a function of the

5 Typically only a subset of prices, and correspondingly, of demand functions are used in the
investigation. This fact does nothing to invalidate the argument presented here, however.

6 A somewhat simpler argument than Samuelson’s is presented in Chipman and Moore [1976, pp.
79-80] who simply note that, since any indirect utility function must be positively homogeneous of
degree zero, the marginal utility of income must necessarily be homogeneous of degree minus one.

!"Since it is n + 1-dimensional.
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form w/~(p). Taking the log of this function yields an indirect utility function also
representing the consumer’s indirect preferences, and is given by:

V(p,w) = logw — log(p). (4.61)

It is easily shown that this is a potential function for the integrand defined in (4.59)
and (4.60); and, consequently, it follows that said integrand function provides an
acceptable indicator of welfare change on €.

A more detailed discussion of valid possibilities for the Dupuit-Marshall (line
integral) type of consumer’s surplus can be found in Chipman and Moore [1976,
1990], and we will consider the possibilies for extending the results we’ve considered
here to the multi-consumer case (to obtain consumers’ surplus) in Chapter 15. How-
ever, before leaving this topic, I should mention the fact that there is a silver lining
to these dark clouds. While conventional consumer’s surplus analysis is not theo-
retically correct, this fact is sometimes not as critical as it appears at first glance.
The reason is this: if one is estimating the demand function for a consumer (or
for a representative consumer), the parameters which must be estimated to define
the demand function (more specifically, the vector of demand functions) are often
sufficient to define (identify) the corresponding indirect utility function, which can
then be used to evaluate the desirability of the change. For example, suppose we
have determined that a Cobb-Douglas demand function fits the data well, and are
attempting to derive the desirability of a change from (p',w') to (p?,w?). In this
situation, the consumer’s demand functions are given by:

zj =ajw/p; forj=1,...,n;

and estimating the demand functions amounts to determining the values of the a;
for this consumer. But, the values of the a; determine an indirect utility function
for the consumer; in fact, we know that the function:
(p.w) =
VP,W) == e
' [Ti=1(pj/a;)®
is the corresponding indirect utility function. In order to evaluate the desirability
of the change, therefore, we need only evaluate:

o(p?,w?) —v(p',w').

The bad news associated with this point is that it may be necessary to estimate the
whole system of demand functions in order to obtain the values of the parameters
which determine the indirect utility function. The fact that applied economists
often do consumer’s surplus analysis for cases where only one or two prices change,
and, correspondingly, only one or two demand functions need to be estimated in
order to do conventional consumer’s surplus estimates, is surely one of the principal
reasons that this sort of work appears so often in the literature (and that so many
articles have been published analyzing the size of the error involved in using the area
under conventional [Marshallian] demand curves as an estimate of ‘true’ consumer’s
surplus). However, in some cases the evaluation of changes in indirect utility can
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be done using only the parameters associated with the demand functions for the
commodities whose prices change. This point is pursued further in Example 4.48,
below, and in Exercises 8-10 at the end of this chapter.

Let’s now turn our attention to two alternative indicators of welfare change which
were originally introduced by Hicks [1942]. We will first consider compensating
variation, which is defined as the amount that would need to be added to a con-
sumer’s wealth after a price change in order to make the consumer exactly as well
off after the change as before. Having already studied the properties of the income
compensation function, it should be apparent that we can define the compensating
variation of a proposed change from (p',w!) to (p?, w?) as:

ovip' w'), (p*,w?)] = u(p*p' w') — w’. (4.62)
Since this quantity can equivalently be expressed as:
w5 p',w') — p(p® p? w?);
it follows from the fact that u(p?;-) is an indirect utility function representing G*
that the change should be undertaken if, and only if:
cvip!,wh), (p*, w?)] <0,

although it is probably more natural to turn this around to define the compensat-
ing variation criterion for welfare improvement, WC(-), by:

WC [(plvwl)v (pZ,’LUQ)} =-CV [(pl%wl)7 (p27w2)] = UI2 - :u(pz;plvwl)' (463)

Not only does this provide an acceptable indicator of welfare change, but in the case
in which w? = w! — C, with C being the cost of the change, notice that:

W' wh), @ w?)] 20 <= w' - pu@*p'w') > C;

which means that we obtain a valid criterion of the general form of equation (4.38),
with w! — u(p?; p', w') as a measure of benfit.

So, we have seen the good news regarding the theory of compensating variation.
The question now is, what is the bad news? Well, there are problems with respect
to actually estimating u(p?; p',w') in real-life practical situations; but our concern
here will be with the theory, and the theoretical difficulty with this welfare criterion
is that it cannot generally be used to rank projects. That is, if two different policies
or projects are being considered; with project/policy ¢ yielding the price-wealth
combination (p!,wt), for ¢ = 1,2, and if the status quo price-wealth combination is
(p°, w®), it is tempting to say that project/policy 2 is the better one if:

we (" w°), (p*, w?)] > WO[(p’,u”), (p', w")]. (4.64)

Unfortunately, this inference is not generally valid, as is shown by the following
example.



120 Chapter 4. Consumer Demand Theory

4.46 Example. Let X = R2, and, using the generic notation ‘(z,y)’ to denote
points in R?, suppose a consumer’s preferences can be represented by the utility
function:

u(z,y) = (z+2)-y.

Then (see Exercise 5, at the end of this chapter) the demand functions for « and y
are given by:
w — 2p1 w + 2p1
r=—— and y=—,
2m 2p2

respectively. Consequently, an indirect utility function for the consumer is given by:

o) () (1)
P 2p1 2p2 pipy

Now suppose the status quo (current) price-wealth situation for the consumer is
(p°, w?), where:
p’=(1,1) and w®=2;

and suppose project one will result in the price-wealth pair (p*, w!), where:
1_ 1_
p =(2,1) and w' =8.
Then, since v(p°, w°®) = (4 — 4)/4 = 0, while:

2
—16
v(pt,w) = w2 0
8
iff w = 4, it follows that u(p'; p°,w’) = 4, and therefore:
W@ ), (' wh)] =8 -4 =4
Now suppose a second project results in the price-wealth pair (p?,w?), where:

p®=(1,2) and w?=7.

Then similar considerations to those of the above paragraph establish the fact that
u(p?;p°, w®) = 2, and therefore:

W (p°,w’), (p*,w”)] =7—-2=5>W[(p’,u’), (p", w")] = 4.
However, as you can (and should) readily verify:
1,1 2 2 0
o' wh) = 6> v(p? u?) = 5.

Thus project one should be preferred, despite the contradictory compensating vari-
ation comparison.



4.10. Consumer’s Surplus 121

Despite the fact that compensating variation comparisons will not generally allow
one to rank projects, there are two special cases in which such a ranking is valid.
The first case is that in which the consumer’s preference relation is homothetic,if we
normalize appropriately. Suppose project t results in the price-wealth pair (pt, wt),
for t = 1,2, and that normalizing by wealth, we find that:

W%, w"), (p'/w", 1)] > W [(p, "), (p*/w?, 1)].
Then it follows from the definitions that:
L= p(p!/w'sp° u®) > 1 — pu(p?/w?; p°,u);

so that l/u(pl/wl;po,wo) > 1/,u(p2/u;2;p0,wo)7 and thus, making use of the ho-
mogeneity property of the income compensation function:

w! w?

> .
p(plp%,w) ~ p(p?;p°,wd)

But then it follows from Proposition 4.43 that (p!,w')P*(p?,w?). Thus, if indirect
preferences are homothetic, the relative values of WC[(pO,wO), (pt/wt, 1)} can be
used to rank projects.'® You can also show that similar considerations allow projects
to be ranked by compensating variation comparisons if they result in the same wealth
(that is, if w! = w?); given that indirect preferences are homothetic. A second
situation in which such rankings are valid is set out in the following example.®

4.47 Example. Suppose we once again assume that the consumer’s consumption
set is R:L_"'l, and use the generic notation ‘(zg,x)’ to denote points (commodity
bundles) in R"*!1. We then suppose that the consumer’s utility function takes the
form:
u(wo, ) = 70 + (),
where p: R} — R is concave, continuous, and positively homogeneous of degree a,
where 0 < a < 1. For future reference, we note that ¢ can be considered as a utility
function on R’ , and we will denote the demand function it generates by ‘h,” which
can be written in the form:
h(p,m) = g(p)m.
From our work in Section 9 of this chapter, we know that if we define the function
¥ by:
b(@) = [p@)]"" for x e RY,

then the indirect utility function corresponding to i can be written in the form:

v*(p,m) = m/v(p),

18To the best of my knowledge, this, and the fact that compensating variation cannot generally
be used to rank projects, was first pointed out in Chipman and Moore [1980].

197 should mention, however, that the next example does not represent the only additional case in
which compensating variation can be used to rank projects. If the consumer’s utility function is of
the form used in Example 4.44, which is not a special case of our next example, the compensating
variation criterion can be used to rank projects. See also, Chipman and Moore [1980].
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where:
v(p) = 1/¥[g(p)]-

Consequently, it follows that the indirect utility function corresponding to ¢ can be
written in the form:

v(p,m) = [m/(p)]". (4.65)
Now, given (pg, p*, w*), it can be shown that:

o def . { . [ ap}y }1%}
m* = min q w*, v ,
v(p*)

maximizes the function:

and thus we see that, if:

oz [

then the consumer’s demand is given by:
20 = (w—m)/py and @ = h(p,m),

where:

apg ]ﬁ
v(p)*
and h: ) — R is the demand function for ¢. Consequently, we see that the
consumer’s indirect preferences can be represented by the function V', given by:

1 _a_
w — [apo/y(p)*] - N [apo/y(p)"]

Po v(p)*

w apy \ 123
—+(1- a)( )
o 7(p)

Given that we have found the functional form of the indirect utility function, one
can then show by straightforward substitution that:

W_wma)([“”‘)]”“ [jgg}) (4.68)

m= [ (4.67)

V(po, p,w) =

7(P)

Now suppose the current price-wealth situation for the consumer is (py, P, W),
and that two projects are contemplated which will result in price-wealth situations
(ph, Pt wt), for t = 1,2. If we normalize prices and wealth for the new situations, to
obtain:

t_ m t_ ot _1 9.
¢ = (1/pp)p" and y' =w'/p; fort=12
it follows from (4.68) and the homogeneity of the income-compensation function
that:

w1, q", 9", (3. B.w)] — WO[(1,4% %), (7o, P, )]
v(g")

i
T
°
|
P
<
M)
+
=
|
&
)
—~
IS]
)
T
B
N~

=y’ +1-a)
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Thus we see that:

w1 q"y"), o, P @)] = WO[(1, 0% ), (B, P. W)
= V(L ¢,y > V(1,¢%9%). (4.69)

Since:
(ph, ', w)I*(1,q',y") fort=1,2,

it follows that project one is preferred if, and only if:

w1 q"y"), o, P, @)] > WO[(1,¢%,9%), (B0, P.W)] O

In our discussion of Dupuit-Marshall consumer’s surplus, we noted that in situa-
tions where only a subset of prices change, it may be possible to determine whether
indirect utility has increased even if the investigator knows the values of only that
subset of parameters corresponding to the commodities whose price has changed. It
may also be possible to determine the compensating variation associated with such
a change, as the following example demonstrates.

4.48 Example. Suppose a consumer’s preferences can be represented by a Cobb-
Douglas utility function (with initialy unknown parameter values), and that a pro-
posed policy will change a subset, J, of prices and income/wealth from the status
quo, (p°, w) to (p',w'), where:

pjl- :p? for all j ¢ J.

In order to conduct traditional consumer’s surplus analysis in this case, one would
need to estimate the J* demand function:

ajw

rj=-— for each j € J.

Pj
Since such estimation involved determining (estimated) values of a;, for each j € J,
for the remainder of our discussion we will assume that these parameter values are
known.

To obtain the value of the compensating variation associated with the change,
we begin by noting that pu(p'; p°,w®) is the value of w which solves the equation:
wH7:1(aj)aj w’ H?:1(aj)aj

[Toiepy I )™

Solving, we find:
(ot p°, ) = @ e (p))"
HjeJ(P?)"J
Therefore:

0o w? l_[jel(l’;)a‘7

HjeJ(P?’)a]
0

) m [I_IJ'EJ(])?)UZ7 B Hje.](P;)aJ]

we " w’), (p' w")] =w
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It is also worth noting that if we were allow for a change in all prices (that is, if
J ={1,...,n}), then the above formula becomes:

0
CTin0 10y (! 21\ — w mooove T 1_a,],
W ). (o' )] = o DISRCOERS | IRCHEIE
that is, the compensating variation criterion is given by the cost-of-living indi-
rect utility function, evaluated at (p°,w?), times the change in the cost-of-living
index. 0

Hicks’ second measure of ‘consumer surplus,” equivalent variation, is defined
verbally as the amount which could be added to a consumer’s wealth before a price
change in order to leave her or him exactly as well off without the change as with
it. Thus we can define:

EV([(p"w"), (p*,w?)] = u(p";p* w?) —w', (4.70)

It is then easy to see that EV(-) is an acceptable indicator of welfare change.
Moreover, if we consider the problem of ranking projects/policies as before; with
project/policy ¢ yielding the price-wealth combination (pf,w?), for ¢ = 1,2, and
with the status quo price-wealth combination (p®, "), we see that

EV[(®°,v°), (p*,w*)] > EV[(p’,u"), (p", w")], (4.71)

if, and only if:

w(@%p* w?) > p(p’p' w'). (4.72)
It then follows at once from the fact that u(p®;-) is a valid indirect utility function
(Theorem 4.31) that project two is preferred if inequality (4.71) holds.

So, as we have just seen, there is a real advantage in using equivalent variation,
rather than compensating variation as a welfare criterion if we are dealing with
a single consumer, or if we are comfortable with the assumption of a ‘representa-
tive consumer.” However, when dealing with multiple consumers, the advantages
are somewhat reversed. For, while neither criterion can generally be used to rank
projects which affect multiple consumers, compensating variation provides the bet-
ter indicator of welfare change in this situation. To see this, suppose a policy is
being contemplated which would change the i*" consumer’s price-wealth situation
from (p!,w}) to (p?,w?), and suppose:

S WEE L wh), (wd)] Y [wf - e wl)] 0. (473)

In this case, it can be shown (and is intuitively apparent) that wealth can be re-
distributed (and/or the costs of the project can be allocated) in such a way as to
make each consumer better off after the change than before. Unfortunately, no such
inference follows from the fact that:

S EGELwh), @R wd)] = et ed) —wl] > 0. (474)

I will leave this discussion at this point, but we will return to a reconsideration of
some of the issues taken up in this last paragraph in a later chapter.
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4.11 Appendix

Before presenting a proof of Theorem 4.5, we must first introduce a definition and
some facts from Topology.

A.1. Definition. We shall say that a family of sets, § = {G, | a € A}, satisfies
the finite intersection property iff, for each finite subset, {G1,...,Gn}, of G, we

have: m

ﬂi:l Gi #0.

A.2. Fact (Theorem) from General Topology. If F' is a compact set, and
G ={Gq | a€ A} is a family of closed (and non-empty) subsets of F which satisfy
the finite intersection property, then:

() Ga #0;

acA

that is, there must exist at least one element of F which is a member of each G.

Proof of Theorem 4.5 Let (p*, w*) € Q; and, for each x € b(p*, w*), define:

Gz ={y € b(p", w*) | Py} = [X \ zP] N b(p*, w").

Then we note that, since P is upper semi-continuous, Gx is a closed subset of
b(p*, w*), for each & € b(p*, w*).

Now suppose &1, ..., &y, is a finite subset of b(p*, w*), and define:

i1 = 1.

Then, since P is asymmetric:
“$i1 P Z; 1)

and therefore x;, € Gz;,. Consequently, if:
@, ¢ ﬂzl G,
then there exists ia € {1,...,m} \ {i1} such that x;, ¢ Gz;,; that is:
z;, Px;, . (4.75)
Therefore, since P is asymmetric and irreflexive:
i, € Gz, NGy,

and thus if: m
@i, ¢ [)_, Ci

then there exists i3 € {1,...,m} \ {i1,42} such that:
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It now follows from (4.75), (4.76), and the transitivity of P that we also have:

Now, using (4.76), (4.77), and the asymmetry of P, it now follows that:

T, € ﬂ:zl Gwi];
and thus, if
xiy & mll Gz,
there exists 4 € {1,...,m} \ {i1, 42,43} such that:
z;, Px;,.
We can now show, as before, that:
i, Px;; for j=1,2,3;

and thus, from the definition of the Gx; sets:

4
x;, € ﬂ Gz;..
iq i1 ij

Continuing in this fashion, we will, after the k%" step (k > 2), have obtained a
finite sequence of distinct points:

(@i, Sz, T,

such that:
mikPmiJ fOI‘j=1,...,k—1.

Moreover, having obtained x;, , it will either be true that:
m
T, € 07_:1 G.’Eri,

or there exists:

Lij ¢ {min ce wrik} (4.78)
such that:
Py, . (4.79)

Lipy1

However, it follows from (4.78), (4.79), and the asymmetry of P that this process
must terminate after, at most, m steps. Therefore, there exists j € {1,...,m} such

that: .
Tj € ﬂi:l Gx;.
To this point, we see that we have shown that the family of sets:

§={Gx |z cbp' )},
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is a family of closed subsets of b(p*, w*) which satisfies the finite intersection prop-
erty. Since we have from Proposition 4.3 of this chapter that b(p*,w*) is compact,
it therefore follows from Theorem A.2, above, that there exists * € b(p*, w*) such
that:

Tt e ﬂ Gx;

z€b(p*,w*)

and it is then an immediate consequence of the definition of the G sets that we
must have, for all € b(p*, w*):

-xPzx*. o

The following is Proposition 4.29. We repeat its statement here for convenient
reference, before providing a proof.

Proposition 4.29. Suppose, in addition to Assumptions 1.1 and 1.2, that the
set Z = h(R2) is a subset of R, and is closed, convex, and contains 0. Suppose
further that the restriction of the consumer’s (weak) preference relation to Z is a
continuous weak order on Z. Then, given any p € R, and any (p',w') € Q, there
exists w € Ry such that:

w = minf{w € Ry | (p,w)G*(p,w")},
and we have:
(p,0)I" (p', ).
Proof. Let p € R} |, let (p’,w’) € Q be arbitrary, and consider:
W = {w e Ry | (p,w)G* (P, u')}.

Clearly, W is a non-empty subset of Ry, so that inf W exists and is nonnegative.
Define:
w = inf W = inf{w € Ry | (p,w)G*(p',w")}.

We wish first to prove that w € W.
Accordingly, define the sequence (wg) by:

wg=w+1/q forg=1,2,...,
and let (z,) be such that:
x4 € h(p,wq) forg=1,2,....

Since (x,) is contained in b(p, w1) N Z = b(p,w+ 1) N Z, which is a compact set, we
may assume, without loss of generality, that there exists & € Z such that:

lim z, = .
q—00

Moreover, letting @’ € h(p’,w’), we see that (since wq € W for each g):

z,Gx' forg=1,2,....
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Therefore, since G is continuous on Z and x,; — &, we must have:
zGx'. (4.80)
Now let & € b(p, w)NZ be arbitrary. Then & € b(p, wy), for each ¢, and therefore:

z,Gx forqg=1,2,....

Once again using the fact that G is continuous on Z, it follows that £Gx; and, since
p-x = w, we now conclude that & € h(p, w). Making use of (4.80), we can also
conclude that:
(P, 0)G" (P, w).
Now suppose, by way of obtaining a contradiction, that ZPz’. Then, since h
satisfies the budget balance condition, we must have & > 0. Moreover, since G is
lower semi-continuous on Z, there exists a neighborhood, N (&), such that:

(Vee NZ)NZ): zPx’.
Furthermore, since 0 € Z and Z is convex, there exists § €]0,1[ such that:
0% € N(z) N Z,

and thus:
0z Pz’
However, this cannot be, for then it follows that:

L def ,_ _ o
W= 0p-T = 0w < W,

is an element of W; which contradicts the definition of w. We conclude, therefore,
that ~Z Px’; and thus, since ZGx', it must be the case that ' GZ as well. Therefore,
zlx', and we see that (p,w)[*(p/,w'). o

Exercises.
1. Let X =R", and let G be the (weak) preference relation representable by:

u(x) = H:;l Z;.

Is G non-decreasing? increasing? strictly increasing on R ? What is the demand
function generated by G? Is G homothetic in this case?

2. Suppose a consumer’s (direct) preferences are representable by the function:

u(z) = min {ﬁ},

i a;

where a; > 0 for i = 1,...,n. Find the consumer’s demand function and a cost-of-
living function for the consumer.

3. Follow the instructions for problem 3, except take:

n a
u(x) = szl T,
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with: .
a; >0 forj=1,...,n, and Zj:1aj:1'

4. Show that if a function f: R} — Ry is positively homogeneous of degree
# > 0, then it is homothetic.

5. Suppose a consumer’s (direct) preferences are representable on R by the
function:

u(@) = [T_ 2 +e)®.

where: "
a; >0 forj=1,...,n, and ijlajzl;
and ¢; > 0, for j = 1,...,n. Show that, defining:
c= (Cl-,' .- 7(3n)7
the consumer’s demand functions are given by:
a;w+p-c
h](p’ ’LU) =4 — - Cj,y
pj

forj=1,...,n.

6. Show that the function V(-) defined in equation (4.61) is a potential function
for the integrand function defined in (4.59) and (4.60).

7. Complete the details of the analysis of Example 4.46.
8. Prove part 1 of Proposition 4.24.

9. Show that if a consumer’s preferences can be represented by a Cobb-Douglas
utility function, as in Problem 4, above, and, as in Example 4.48, only a subset,
J, of prices are affected by a policy change, then the sign of the change in indirect
utility can be determined if only the values of aj, for j € J (and the original and new
values for prices and income) are known. In fact, show that in this situation, the
indicated information is sufficient to determine the ratio of V' (p',w!) to V(p°,w?).

10. Complete the proof of Theorem 4.39

11. Given the conditions of Example 4.48, derive the formula for equivalent
variation in this case.

12. Suppose once again that the conditions of Example 4.48 hold, but that in
this case the consumer’s preferences can be represented by the function:

u(@) = minz;/a;},

where a; > 0 for j = 1,...,n. What information is needed to determine equivalent
and compensating variation in this case?



Chapter 5

Pure Exchange Economies

5.1 Introduction

In this chapter, we will consider general equilibrium models of ‘pure exchange.” Such
models were justified in the neo-classical literature by the rationale that what one
was doing in such a model was analyzing exchange after production had taken place.
It may well be that it is more properly portayed as the analysis of the aggregate
effects of consumer demand. In any event, this basic model is a fundamental tool in
public economics, international trade models and welfare economics. The reason for
this is quite simple; a surprising number of fundamental economic principles can be
illustrated and analyzed in the context of a pure exchange economy. Moreover, we
are able to examine these principles in a context simpler than that of a production
economy, and we gain a bonus in that our study of pure exchange economies will
make it easier to understand the theoretical analysis of a production economy which
we undertake in Chapters 7 and 8.

5.2 The Basic Framework

In dealing with pure exchange economies, we will always suppose, unless otherwise
explicitly stated, that X;, the i consumer’s consumption set, is equal to R?. Thus
we can think of a (non-private-ownership) exchange economy with m consumers
(agents) as being completely specified by an m-tuple of (strict) preference relations
and an aggregate commodity, or resource endowment, r. Notationally we will indi-
cate this as follows. When we say that:

E= (<F)i>77')7

is an exchange economy, we will mean that P; is the i** consumer’s (strict)
preference relation, for ¢ = 1,...,m, and that the total commodity bundle available
to the economy, collectively, is given by the aggregate resource endowment,
r € R%}. In dealing with such an economy, we will always suppose (at least) that
each P; is an irreflexive binary relation on R}. Occasionally (primarily in Chapter
11) we may wish to emphasize the number of consumers in the economy, and we
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will do so by writing:
E=(P)iLm),

or:
E = ((P)iem, ),
where we define M = {1,...,m}.

5.1 Definition. Let F = (<Pi>,r) be an exchange economy. We shall say that an
m-sequence, (x;)iens is:t
1. an allocation for E iff:

z; €R} fori=1,...,m.

2. an attainable (or feasible) allocation for E iff (x;);c) is an allocation for

FE satisfying:
m
i—1 T, =7T.
Zl:

We shall denote the set of all attainable, or feasible allocations for E by ‘A(E).” As
in our definition of an economy, £ = ((Pi)7 r), however, we will generally not need
to exhibit the number of consumers, and thus we will denote allocations simply by
‘(x;)’, rather than ‘(x;);cps.” Thus we define the set of attainable allocations
for E by:

A(E) = {{:1:,) eRT |x; eRY, fori=1,...,m, & Zzl T; = T‘}.

When we are considering competitive equilibria for an exchange economy, how-
ever, we will need to specify a distribution of ownership for the aggregate resource
endowment, r; that is, we will deal with private ownership exchange economies,
where individual resource endowments are specified for each of the m consumers.
Formally, when we say ‘€ = ((Pz,rz)) is a private ownership exchange econ-
omy,” we shall mean that the associated economy:

E= ((P)Z)v Zj; Ti)v

is an exchange economy, and we will let ‘r;;” denote the it" consumer’s initial endow-
ment of the 5% commodity. We will refer to 7; as the i’ consumer’s endowment
(or resource endowment).

In the remainder of this chapter, we will be concerned much of the time with
competitive equilibria for a pure exchange economy. It is assumed that, in a com-
petitive exchange economy, consumers take the vector of prices, p € R’} as given,
and choose the best available commodity bundle, given this price vector and their
wealth, which will now be given by:

wy=p-r; fori=1,...,m. (5.1)

ath

Thus we will assume that the " consumer chooses that (or a) bundle, x; satisfying:

z; €RY, prx; <wy oo, (5.2)

!The notation ‘(x;)’ is, of course, intended to suggest a finite sequence.
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and:
(Vz; € RY): zjPw; = p- x> wj; (5.3)

so that @; € h;(p,w;), where h;(-) is the i*" consumer’s demand correspondence.

5.2 Definition. Let & = ((Pz,rl)) be a private ownership exchange economy. We
shall say that an (m + 1)n-tuple, (<w1>,p) is a competitive ( or Walrasian) equi-
librium iff:

L peRy\ {0},

2. z; € hiy(p,w;), where w; =p-r; fori=1,...,m,,

3. (x;) is an attainable allocation for €.

Often in the general equilibrium literature, an allocation for a pure exchange economy
is said to be ‘feasible’ if: -
Z x; <7r.
i=1

Where this definition of feasibility is used, an additional requirement is added to the defini-
tion of a competitive, or Walrasian equilibrium; namely that:

p-(r—=z)=0,

where: ”
def
r; = T
Z,,:l

We will discuss this alternative definition in Chapter 7.

5.3 The Edgeworth Box Diagram

Surprisingly enough, a great many of the important results in the theory of pure ex-
change economies can be illustrated quite handily in the context of a two-consumer,
two commodity economy; and, thanks to a very clever invention of the economist F.
Y. Edgeworth, we can illustrate much of the analysis diagrammatically. The device
in question is the so-called ‘Edgeworth Box’ diagram, and is developed as follows.
In the diagram on the next page, we have supposed that the consumers, Ms. 1 and
Mr. 2, have the initial endowments, r; and 79, respectively, and we have then used
the parallelogram law of addition to find the aggregate resource endowment, .

In our diagram we would like to graph the set of all possible allocations of
commodity bundles between the two consumers; that is, we would like to graph the
set:

A(&) = {(x;) € Ri | 1 +x2 =71}

Unfortunately, it is a bit difficult to graph a four-dimensional space, especially on a
two-dimensional page. However, Edgeworth developed the basic trick which allows
us to construct such a graph; we do this by inserting a second set of coordinate axes in
our graph. More specifially, we will indicate the commodity bundle available to Ms.
1 in the usual way; reading the quantitites of the two commodities available to her in
the usual way on the axes in Figure 5.1. However we will read the quantities available
to Mr. 2 on axes oriented to (that is, with the origin at) the aggregate resource
endowment, 7, and reading from right to left for the quantity of the first commodity
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Figure 5.1: The Allocation Space.

(z21) and reading down for the quantity of the second commodity available to Mr.
2 ((I,‘ZQ).

Thus, in Figure 5.2, on the next page, the point (z}) in the diagram represents
an attainable allocation, with quantities as indicated in the diagram; since the quan-
tities of the two commodities going to the two consumers necessarily add up to the
totals available in the aggregate resource endowment. Notice also that, using the
axes we have constructed for Mr. 2 that his resource endowment will now coincide
(reading the quantities along the axes labled ‘z2;” and ‘@a2’) with 7.

The slightly tricky thing about this sort of diagram is the representation of the
consumers’ respective indifference maps. Once again there is no particular problem
in connection with Ms. 1’s indifference map, we can represent it in the usual way;
only remembering that Ms. 1’s consumption set extends to the ‘north’ and ‘east’
of the boundaries of the box. Mr. 2’s indifference map may look a bit strange,
however, if this is the first time you have enountered an Edgeworth Box diagram,
and will, if Mr. 2 has the sort of preference relation favored in textbook diagrams,
look something like the curves labled ‘I, ‘I, and so on, in Figure 5.2. The first
thing to keep in mind explaining this graph is that we would expect these indifference
curves to be convex to the two axes along which we measure Mr. 2’s consumption
quantities. Secondly, of course, Mr. 2’s prefences will generally increase as we move
downward and to the left in our box diagram; and thirdly, we need to keep in mind
the fact that Mr. 2’s consumption set (and indifference curves) will extend to the
south and west beyond the boundaries of the box (as is indicated in Figure 5.2).

Now, “for our next trick,” let’s see if we can obtain a graphical depiction of a
competitive (or Walrasian) equilibrium in such a diagram. Suppose that the price
vector p* prevails in our economy, as indicated in Figure 5.3. Then Ms. 1’s budget



o
hed

The Edgeworth Box Diagram 135

X*11 \x .
\ 22\( X1

Figure 5.2: The Edgeworth Box.

line will be perpendicular to (the directed line segment) p* and go through ;.
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Figure 5.3: A Non-equilibrium Price.

Similarly, 2’s budget line will be perpendicular to the price vector p*, and pass
through r5. The handy thing about all of this is that if we measure quantities along
the new axes we’ve constructed for Mr. 2, his budget line will coincide with that
for Ms. 1. To see this, note first that the line we have constructed for Ms. 1 passes
through 2’s resource endowment, ro (when we measure quantities along the new
axes). Secondly, recall that the slope of a line is uniquely determined by its angle of
incidence with the horizontal axis. Moreover, we know that a transversal between
two parallel lines forms equal angles of incidence with the two parallel lines (thus the
two angles marked in Figure 5.3 are equal to one another). On the other hand, keep
in mind the fact that the consumption bundles chosen by the two consumers need
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not coincide. Thus, we may have the sort of situation depicted in Figure 5.3, with
the bundles demanded by the two consumers denoted by ‘@)’ and ‘@,,’ respectively.
Notice that we then have excess demand for the first commodity and excess supply
of the second.

In order to have a competitive equilibrium, the bundles demanded by the two
consumers must then coincide, in order that demands for the two commodities add
up to the exact amounts available of the two goods. Thus, with the indifference
maps indicated in Figure 5.4, it can easily be seen that both consumers are maxi-
mizing preferences, subject to their budget constraint, at (x}); which is, therefore,
a competitive equilibrium allocation.

*
7

12 A

X22

Figure 5.4: A Competitive Equilibrium.

Having examined the graphical depiction of a competitive equilibrium, let’s take
a look at an algebraic analysis of an example in the two-by-two exchange case.
(While we will only go through an analytic solution for this example, you should
also try to depict the equilibrium in an Edgeworth Box diagram.)

5.3 Example. Here we will be considering a two-consumer, two-commodity econ-
omy, F, in which the consumers’ preferences can be represented by the utility func-
tions:

ui(x1) = z11 + 12, and

uz(®2) = 21222,

respectively. We will consider two situations, and determine whether a competitive
equilibrium exists in each case, and if so, what are the competitive allocations and
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prices. I will list the two specifications, and recommend that you try to determine
the answers before reading the analyses which follow.
a. Suppose first that the consumers’ initial endowments are given by:

r1 =712 = (5,0).
b. Suppose this time that the consumers’ initial endowments are given by:
r1 = (16,4) and ro = (16,0),
respectively.
Analyses.

a. In this situation, there will be no competitive equilibrium. To see this, notice
that if the price of the first good is zero, then consumer one (Ms. 1) will demand an
infinite amount of the commodity. On the other hand, if p; is positive, then Mr. 2
will have a positive income, and will then demand a positive quantity of good 2, of
which there is none available.

b. If there is to be a competitive equilibrium in this situation, then it is clear
that the price of the first commodity will have to be positive. Consequently, we
can normalize to set p; = 1. If we then were to have ps < 1, consumer one would
demand more than 4 units of the commodity (consumer one’s income/wealth will
be equal to 16 + 4ps, and given ps < 1 = p1, Ms. 1 will demand 16/ps + 4 units of
commodity 2).

Now, since comsumer 2 has a Cobb-Douglas utility function, Mr. 2’s demand for
the second commodity is given by:

*T9 8

w9 =2 =—
2p2 P2

Consequently, if po = 1, Mr. 2 will demand 8 units of the second commodity, of
which there are only 4 units available. Therefore, we see that if an equilibrium
exists, we must have pp > 1; in which case, Ms. 1 will demand only commodity one,
and equilibrium will thus require that:

Ta2 =8/p2 =4

that is, po = 2.

If we check this out, we see that with p = (1,2), Mr. 2 demands 8 units of
commodity one and 4 units of commodity two. Furthermore, Ms. 1, with linear
preferences, will spend all of her income on commodiy one. So, Ms. 1’s income is:

p1-16 +pg-4 =16+ 8 =24,
and thus Ms. 1’s demand for commodity one is:
T = 24/p1 = 24.

Adding, we then see that demand equals supply for each commodity, and therefore
we do have a competitive equilibrium in this case.
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5.4 Demand and Excess Demand Correspondences

In the context of a pure exchange economy, and given a price vector p € R’} |, a
price-taking consumer will choose a commodity bundle, x;, satisfying:

def
z; € hi(p,p- i) = di(p). (5.4)
Making use of this, we define the following.

5.4 Definition. Given the i** consumer’s demand correspondence, as defined in
equation (5.4), we define the i consumer’s excess demand correspondence,
e;: R, — R", defined by:

ei(p) = di(p) — 7. (5.5)

5.5 Definitions. If & = ((Pi,ri)) is a private ownership exchange economy, we
define the aggregate demand correspondence, d(-), for €, by:

dp) =" di(p), (5.6)

and the aggregate excess demand correspondence for &, e(-), by:

ep) =" ldi(p) —ril =" dilp) =Y " ri=dlp)-r.  (57)

The proof of the following facts will be left as an exercise.

Facts regarding the aggregate demand correspondence:

1. The aggregate demand correspondence, d(-), will be positively homogeneous
of degree zero in p,

2. The aggregate demand correspondence, d(-), will satisfy: for all p € R |

(Vwed(p)):p-wgp»r,

3. The price vector p € R’ | defines a competitive equilibrium for € if, and only
if, there exists ¢ € d(p) satisfying:

r=T7T.

Making use of the definition of a consumer’s excess demand correspondence, you
can easily prove the following, very fundamental results.

5.6 Proposition. Let &€ = ({Pz,rz)) be a private ownership economy. Then for
each i, each p € R, and each z; € e;(p):

p-z <0 (5.8)
Furthermore, if P; is locally non-saturating, then we will have:

(Vp S RLF) (Vzl- S ei(p)) :p-z;=0. (5.9)
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5.7 Proposition. [Walras’ Law (Weak Form)] Let & = ((P;,r;)) be a private
ownership exchange economy, and e: R’ +— R" be the aggregate excess demand
correspondence for €. Then, given any p € R, and any z € e(p), we have:

p-z<0. (5.10)

5.8 Corollary. [Walras’ Law (Strong Form)] If, in addition to the other hy-
potheses of 5.7 we have:

P; is locally nonsaturating, fori=1,...,m,
then, given any p € R% |, and any z € e(p):
p-z=0.

In our next result, we will say that the j** market is in equilibrium, given
p € R}, and z € e(p), iff z; = 0.

5.9 Corollary. [Walras’ Law (Original Form)] Let € = ((P;,r;)) be a private
ownership exchange economy in which P; is locally non-saturating, fori=1,...,m;
and suppose that p* € R, and z € e(p*) are such that n — 1 of the n markets are
in equilibrium. Then the n'* market must be in equilibrium as well.

Proof. Suppose that for all j # k, the j®" market is in equilibrium. Then by
Corollary 5.8, above, we have that:

O:p-z:ijszrpkzk. (5.11)
i#k

However, by assumption we have:

> =0;

j#k
and thus it follows from (5.11) that pgzr = 0. Since pr > 0, it now follows that
z=0. g

Walras’ Law is a very useful property of the aggregate excess demand correspon-
dence, and we have shown that it holds under quite general conditions. Moreover, it
is also true that this correspondence will be positively homogeneous of degree zero,
and because of this, we will often find it convenient to suppose that the domain of
the correspondence is A, (as will be done in Theorem 5.9, below). We will later
study conditions sufficient to imply that the aggregate excess demand correspon-
dence satisfies sufficiently strong continuity properties as to enable one to prove
the existence of a competitive equilibrium. In the meantime, let’s consider some
additional examples of competitive equilibrium in a pure exchange economy.

5.10 Examples.
1.0nce again we consider a 2-person, 2-commodity economy; this time supposing
that the i*" consumer’s preferences can be represented by the utility function:

wi(zi) = (2)™ - (22)' 7%,
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with 0 < a; < 1, for i = 1,2; and suppose the consumers’ initial endowments are
given by:
r1 = (r11,0) and ro = (0,792),

where:
r11 >0 and rog > 0.

Show that, if we normalize to set po = 1, we can find equilibrium p; as a function
of aj1,as1,r11 and rog, and that:

op1 asr92 Jp1 az

—=—-—=—and — = ———.
87"11 (1 — al)(r11)2 67‘22 (1 - al)(ru)
(And thus 9p;/9r11 < 0 and dp1/Oree > 0.)
Analysis.

Recalling Walras Law (original form), we see that it suffices to find equilbrium in the
market for the first commodity. With the price of the second commodity normalized
to po = 1, and with the given initial endowments, the demands of the two consumers
for the first commodity are given by:

_aipir a2722

P

r11 and 91 =

respectively. Equilibrium in the first market thus requires:

a1p1ril asra2
JF -

b1 p1
Solving, we then obtain:
P = ar2
ri(l—ay)’

which, when differentiated, yields the indicated values of the partial derivatives.

2. This time we generalize the last example to consider m consumers with initial
endowments r;, along with the utility functions used in the last example:

wi(x) = (x0)% - (22)™% fori=1,...,m.

Show that, once again normalizing to set po = 1, the equilibrium price for the first
commodity is given by:
>oin GiTia

1= e
P Yt (1 —ag)ra

The facts concerning aggregate demand which we noted earlier raise an inter-
esting question, namely: are there further qualitative conditions of aggregate excess
demand correspondences which hold under the kinds of assumptions we have been
making here and in the previous chapter. Unfortunately, H. Sonnenschein [1973 and
1974] established results which pretty much showed that there are no other quali-
tative implications for market (aggregate) demand which follow from the standard
assumptions about individual preferences. Sonnenschein’s original results have been
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extended and refined in various ways; but our next result is what Shafer and Son-
nenschein refer to in their 1982 survey as a ‘state of the art’ result, and is due to
Debreu [1974]. For a proof, consult the original article, or the Shafer and Sonnen-
schein survey, where a somewhat simpler argument than Debreu’s is presented. In
the Debreu result, ‘A’ will be used to denote that portion of A,, satisfying:

pj>e€ forj=1,...,n
5.11 Theorem. (Debreu). Let F': A, — R% be a continuous function satisfying:
(YpeA,):p-F(p) =0.

Then, for any € € 10,1/n|, there exists an n-consumer exchange economy, & =
((Pi7 7',->), such that each P; is asymmetric, negatively transitive, continuous, strictly

convez, and increasing, and such that F is the aggregate excess demand function for
& on A..

While the Debreu result stresses the limitations on the qualitative properties of
aggregate demand correspondences in general, the structure of a general equilibrium
model (in particular, of a pure exchange model) places functional restrictions on in-
comes. More exactly, in a pure exchange economy, individual wealth is determined
solely by prices (given resource endowments), and thus incomes cannot vary inde-
pendently. Because of this, one can in some cases establish stronger properties for
aggregate demand correspondences. Thus, for example, the following result follows
from Theorem 4.2 and Example 5.2 of Chipman and Moore [1979)].

5.12 Theorem. Let & = (<Pi77‘i>) be a private ownership exchange economy in
which P; is an asymmetric and negatively transitive binary relation which is:

1. continuous,

2. non-decreasing, and

3. homothetic
fori=1,...,m; and suppose 6 € A, and r € R} are such that:

ri=0r fori=1,...,m. (5.12)

Then the aggregate demand correspondence for the economy is that generated by the
utility function, U, given by:

U(z) = max{ Hzl[uz(ml)]‘sl | Zzl x; < m}; (5.13)

where w; is any positively homogeneous of degree one utility function representing
P, fori=1,...,m.

5.13 Example. Return to the situation described in Example 5.10.2, except assume
now that:
ri=0r fori=1,...,m,

where: m
5;>0, fori=1,...,m, Zi:l si=1, (5.14)
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andr € Ri . is the aggregate resource endowment. Show that in this case, aggregate
demand for the first commodity is given by:

m a;(d;p111 + 031 m 71+ 7
Z-f i(dip171 iT2) _ (27 ai&)pl 1 z;
i=1 P i=1 P
where we have set p» = 1. Compare this with the demand function of a single
consumer having the resource endowment r, and the utility function:

u@) = (21)" - (22)' 77,

where:
_ m
a= E o a;d;.
i=1

Notice also that, since 0 < a; < 1 for each 4, we have:

Z:il a;0; < Z:zl 6 =1,

where the inequality is by (5.14) g

5.5 Pareto Efficiency

In this section, we will be studying some orderings which are intended to be can-
didates for a ‘universally acceptable’ criterion for economic improvement for an
economy as a whole. Since our concern here is with normative criteria for economic
improvement, we will want to abstract from ownership in most of our present con-
siderations, and deal with ‘exchange economies’ (as opposed to ‘private ownership
exchange economies’).

5.14 Definitions. Let E = ((P;),7) be an exchange economy. We then define:
a. the unanimity ordering (the strong Pareto ordering), Q, on X =
™ X; by:
i=1<Yi

()Q(x)) < [x;Px; fori=1,...,m]. (5.15)
b. the Pareto (at-least-as-good-as) ordering, R, on X by:
() R(z)) <= [x;Gix; fori=1,...,m] (5.16)
c. the strict Pareto ordering, P, on X by:
(@) P(a}) <= [((z:)R(x}) and —(z;)R{z;)]. (5.17)

In dealing with these three orderings, we will use the following terminology.

If (x;)Q(x}), we will say that (x;) is unanimously preferred to (x}).

If (z;) R(z}), we will say that (z;) is Pareto non-inferior to (x}) (or that (x})
is no better than (x;) in the Pareto sense).

If (x;)P(x}), we will say that (xz;) is Pareto superior to (x}) (or that (x;)
Pareto dominates (z})).



£

5.5. Pareto Efficiency 143

5.15 Proposition. If each P; is an asymmetric order, then Q, as defined in 5.1/.a,
above, is also an asymmetric order; and R, as defined in 5.14.b, is reflexive. If
each P; is negatively transitive, then R is also transitive; and its asymmetric part,
P, is transitive as well (in addition to being asymmetric). [Neither Q nor P will
generally be negatively transitive, however.|

Proof. 1 will prove that if each P; is negatively transitive, then P is transitive
(in fact, I will prove a slightly stronger statement, as you will see). I will leave the
remainder of the proof as an exercise (see also Exercise 7); although we will look
at an example to show that neither Q nor P is necessarily negatively transitive
following this proof.

Suppose (x;), (x}), and (x]) are such that:

(@) R(@}) and (@) P(x)). (5.18)
Then from the first relation in (5.18 ), we have:

z;Gix; fori=1,...,m, (5.19)
where G; is the negation of P;; while from the second relationship:

z Gz fori=1,...,m, (5.20)
and, for some h € {1,...,m}, we have:

x} Py, (5.21)
But then from (5.19), (5.20), and the fact that each P; is negatively transitive:
z;Gix; fori=,...,m;

while from (5.19) and (5.21):
ZEhPh.'I)Q.

Therefore (x;) P(z}). 0

Generally economists have proceeded as if the following is a universally accept-
able value judgment

A.1. If (x;)Q(x}), for two feasible allocations, (z;) and (x}), then society should
choose (x;) over (x}).

We will refer to the acceptance of A.1, above, as a criterion for economic improve-
ment as the ‘unanimity principle;’ and to the acceptance of the corresponding
statement when the strict Pareto criterion, P, is substituted for @ in A.1 as the
‘Pareto principle.’

Earlier I emphasized the fact that in dealing with welfare economics, we would
make every effort to develop as much of the material as possible assuming only that
consumers’ strict preference relations were asymmetric orders (and not necessarily
negatively transitive). It is probably already apparent that under these assumptions
the strict Pareto ordering defined in 5.14.c will be of somewhat dubious value. The
following example illustrates the problem.
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5.16 Example. Consider the exchange economy with 3 consumers (m = 3), 2
commodities (n = 2), and individualistic preferences, and the allocations:
(@) = ((4,1),(5,1),(6,1)),
(@) = ((1/10,50), (3,2), (2,2)), (5.22)
(x?) = ((120, 1/20), (40,1/10), (100, 1/20)).
Clearly, it may be difficult for the consumers to make comparisons between these,

quite widely dispersed, commodity bundles. Suppose, in fact that the consumers’
preferences are defined by:

z; Pz < u(z;) >u(x)) +1 fori=1,2,3; (5.23)

where:
u(xi) = i1 - T2 (5.24)
If we then denote the values of this ‘utility function’ at the three allocations by:

u((zt)) (u(mg),u(mg),u(mg)) for t =1,2,3, (5.25)

we have:

u((z})) = (4,5,6),
u((z7)) = (5,6,4), (5.26)
u((z)) = (6,4,5).

Consequently, according to the strict Pareto ordering defined in Definition 5.14, we
have:

2
T

3
Z;

(2!)P(a?) & (@) Plaf) & (@}) Plal); (5.27)

in other words, the strict Pareto relation is cyclic (Definition 3.44) in this case. g

5.17 Definition. Let F = ((R), r) be an exchange economy. We shall say that a
feasible allocation for E, (x}), is Pareto efficient for E (respectively, strongly
Pareto efficient for E) iff there exists no alternative feasible allocation for E, (z;),
satisfying:

(2:)Q(x]) [respectively, (x;)P(x])],

or alternatively:
(i) Q) = (@) & X" (E);

where the orderings @Q and P are the unanimity and strict Pareto orderings, respec-
tively, and ‘X*(E)’ denotes the set of feasible consumption allocations for E.

The favorite textbook picture of Pareto efficiency in an Edgeworth Box diagram
tends to look like Figure 5.5, on the next page. In the diagram, the heavy curve
running from the southwest corner to the northeast corner of the box is (usually)
called the contract curve,? and is the locus of the Pareto efficient allocations for the

2We will use a somewhat more restrictive definition of the contract curve in Chapter 11.
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Figure 5.5: The Contract Curve.

economy. Notice that it is the locus of the tangency points of the indifference curves
of the two consumers. We can show that this is necessarily the case in two ways.

First we’ll consider a mathematical development. We can characterize a Pareto
efficient allocation (for the two-consumer, two-commodity exchange case) as the
solution of the problem:

max ’ul(LL'H,LL'lg), (528)
w.rt.xi,ri2
subject to:
U2(,’L’217 ,’L'QQ) Z u*, (529)
and:
x)+xy <7, (5.30)

for some feasible value of u*.3 If we assume that these utility functions are increasing,
as well as being differentiable, then we can simplify things a bit because we can
then replace the inequalities in the two constraints [equations (5.29) and (5.30)]
by equalities. This in turn will enable us to use the classical Lagrangian multiplier
method to derive the necessary conditions for an interior solution (that is, a solution
in which both consumers receive positive quantities of both commodities). I will
then leave it to you to verify the fact that the necessary conditions imply that at an
interior Pareto efficient allocation, we must have:

8U1 8u1 o 8’LL2 8“2
Ox11/ Ox1a~ Oxa/ Owan’

(5.31)

Which verifies the fact that the slopes of the two individuals’ indifference curves
have to be equal at a Pareto (actually strongly Pareto) efficient allocation in this
case.

3Insofar as the derivation of necessary conditions are concerned, the numerical value of u* is not
important. Consequently, for this demonstration, we need not worry about which values of u* are
‘feasible.’
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Moreover, if u; and ug are both quasi-concave, then any (interior) allocation at
which (5.31) is satisfied is strongly Pareto efficient, given the assumptions we have
been making here.

Our second development is geometric, and in a sense is much more general than
the mathematical development which we have just presented; although we will be
considering the solution to the same problem as before, that is, the problem set out
in equations (5.28)—(5.30), above. Moreover, once again we will assume that the
consumers’ utility functions are increasing, so that we can replace the inequalities
in the two constraints by equalities. Now, the question is, how do we handle these
constraints in our geometric development?

<X12 A \ \

Xo1

Sl

~
u =u* \ ‘( Xoo *u
Figure 5.6: An Interior Pareto Efficient Allocation.

Considering the constraints in reverse order, we can see that the second con-
straint is automatically satisfied within the confines of the Edgeworth Box, for every
point in the box satisfies this constraint. Therefore we can concentrate our atten-
tion upon the problem of maximizing u; on the set of points satisfying the first
constraint; maximizing 1’s utility on 2’s indifference curve for the value us = u*.
Thus, it is easy to see that the allocation (x}) in Figure 5.6 is Pareto efficient.

In Figure 5.6 we have shown for a second time that an interior Pareto efficient
allocation occurs at a point of tangency of the two individuals’ indifference curves.
What happens, however, if the utility functions are not differentiable? It is in its
ability to handle this contingency that the geometric method of analysis is more
general (in a sense) than the mathematical development which we went through
earlier. For example, in Figure 5.7 we have illustrated a case in which both indi-
viduals have Leontief-type utility functions, which are, of course, not differentiable.
However, by concentrating our attention on the problem of maximizing u; subject
to being on 2’s indifference curve for ug = u*, it is easy to see that any allocation
on the heavily-shaded line segment between (x;) and (x}) is Pareto efficient.

In the following examples, we present two illustrative cases in which there are
allocations which are Pareto efficient for E, but which are not strongly Pareto effi-
cient.
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x12 A
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uy =ut* Yy
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Figure 5.7: Pareto Efficiency in the Leontief Case.

5.18 Examples.
1. Define:

Z={x cR?| x; is an integer, for j = 1,2};

and let:
Xi:RiﬂZ fori=1,2;

that is, X; is the set of all vectors in R? having each coordinate a nonnegative integer,
for i = 1,2. We also suppose that the initial endowments of the two consumers are
given by:

r1=(1,0) and 7o = (1,1);

and that the two consumers have preference relations which can be represented on:

XY meX;[0<a <r}

by the functions f; and fy defined in the table below.

x

— O =Rk O o™
N AN NN N

MNP Oo R
oUW W T
S U N W

o~ —

We can show in this case that the two allocations ((1,0),(1,1)) and ((2,0),(0,1))
are both Pareto efficient, but are not strongly Pareto efficient.
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2. Consider the same example as before, except that the preference relations P;

can be represented by the functions f; and f2 set out in the following.

fi f2
1 1

€T

)

—_ O == O O
—_ T — — T T

)

)

Py

0
1
0
1
2
2

W Ut N
D TR N W

)

In this example, all of the Pareto efficient allocations will be strongly Pareto efficient.

Xle Y

(x5 )

B

A

\\ \\( X2

Figure 5.8: Pareto Efficiency without Strong Pareto Efficiency.

3. Lest you get the idea that the divergence between Pareto efficiency and strong
Pareto efficiency can only occur when consumers have discrete consumption sets
(commodities only available in discrete quantities), consider the example presented
in Figure 5.8, above. In this example, we have a classic Edgeworth Box case with
both consumers having increasing utility functions. However, you should have no
difficulty in verifying the fact that all of the allocations lying on the open line segment
connecting (z}) and 0" are Pareto efficient, but not strongly Pareto efficient.

The significance of our next result resides in the fact that it provides suffient
conditions for Pareto efficiency to imply strong Pareto efficiency.

5.19 Proposition. Suppose &€ = ({B, n)) is such that P; is lower semi-continuous,
strictly increasing, asymmetric, and negatively transitive, for i = 1,...,m. Then
for all (x;), (xf) € R such that (x;) P{(x}), there exists (x;) € R such that:

Z:; T = Zil z; and (x})Q{z}).
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Proof. Suppose that (x;) P(z}). Then by definition of the strict Pareto ordering,
we have:

z;Gixl fori=1,...,m; (5.32)

and, for some k € {1,...,m}:
x, Prxy. (5.33)

Now, since Py is strictly increasing, we have:
(V) € R}): z1,G10,
where we have denoted the origin in R™ by ‘0;” and thus from (5.33) we see that:
x> 0. (5.34)

Furthermore, since P is lower semi-continuous, it also follows that there exists
6 €10, 1[ satisfying:
é)kakw};. (5.35)

But now consider the allocation (x;) € R defined by:
z), = Oz, (5.36)
and:
zi=a;, +[(1-0)/(m— 1)z for all i # k.

From (5.34) we have, for each i # k, @, > x;; and thus, since each P; is strictly
increasing:
z;Pix; foralli# k. (5.37)

Therefore, using (5.35) and (5.37), we see that:
(@) Q (7).
Furthermore, from the definition of (x}), we have:

m

Sah =+ (w +(1=0)/(m— 1)]wk)

i=1 i#k

=0z + Y xi+(m—1)[(1-0)/(m—Dzp=> @ o
i#k i=1

Our next proposition is now an easy consequence of the result just proved. De-
tails will be left as an exercise.

5.20 Proposition. If€ = ((Pi7 7'1>) is such that P; is lower semi-continuous, strictly
increasing, asymmetric, and negatively transitive, for i = 1,...,m, then an alloca-
tion (x}) is Pareto efficient for E if, and only if, it is strongly Pareto efficient for
E.
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5.6 Pareto Efficiency and ’'Non-Wastefulness’

In the terminology introduced by Hurwicz [1960], we will demonstrate that, loosely
speaking:

1. the competitive mechanism is non-wasteful, in the sense that any competitive
equilibrium is Pareto efficient.

2. the competitive mechanism is unbiased, in the sense that (given some addi-
tional assumptions) any Pareto efficient allocation can be made a competitive
equilibrium.

The first of the above two results is often called the ‘First Fundamental Theorem
of Welfare Economics,” and seems to have been originally established by Enrico
Barone [1908]. The second result is the ‘Second Fundamental Theorem of Welfare
Economics,” and was originally formulated and proved by Kenneth Arrow [1951a].
We will conclude this chapter with two versions of the ‘First Fundamental Theorem,’
but we will postpone our study of the ‘Second Fundamental Theorem’ until Chapter
7.

5.21 Theorem. If ((mf),p*) is a competitive equilibrium for a private ownership
economy, &, then (x}) is Pareto efficient for .

Proof. Suppose (x;) € RT™ is such that (z;)Q(x]), so that:
z; P} fori=1,...,m.
Then, since ] € h;(p*,p* - 7;), for each i, we must have:
ptx;>pteor; fori=1,...,m.

But then, by summing over i, we see that we must have:

o< XL = (S )

However, it then follows that we cannot have:

Zi=l Ti =T
and thus (z;) is not feasible for €. Therefore, (x) is Pareto efficient for €.

Our alternative version of the ‘First Fundamental Theorem’ is as follows.

5.22 Theorem. Suppose ((m:‘)p*) is a competitive equilibrium for a private own-
ership economy, &, and that each P; is locally mon-saturating, asymmetric, and

negatively transitive. Then (x}) is strongly Pareto efficient for €

i

Proof. Suppose (x;) € R is such that (x;) P(x;). Then:

z;Gixl fori=1,...,m;
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and, for some k € {1,...,m}:
x,Prxy.

It then follows from Proposition 4.9 and the definition of h;(-), respectively, that:
ptx;>ptor; fori=1,...,m, (5.38)
and:
Pz >pTy (5.39)
Adding (5.38) and (5.39) over all i, we then see that:

m >k * * m
0<Z,-:1(P ‘xi—p'T) =D ~(Zi:1wrr);

from which we see that we cannot have:
ZTTL
x; =7
i=1""

Therefore, (z;) ¢ A(E), and we conclude that (z}) is strongly Pareto efficient for
& o

Exercises

Each of the following four problems deals with a two-person, two-
commodity exchange economy, in which we suppose the consumers’ pref-
erences can be represented by the utility functions given in the problem.

1. Suppose the consumers’ utility functions are given by:

3/4 1/4
ui(z1) = Il{ Ilé )

and:
1/4_3/4
ug () = wg) wyy 5

respectively; and suppose the income distribution in the economy is given by:
w; = (1/2)W  fori=1,2,

where W =W (p) =p-rforpeR2,.

a. Find the aggregate demand function in this case, if one exists.

b. Does the market demand behave as if there is a single utility-maximizing
individual in the economy in this case? Explain.

2. Suppose the consumers’ utility functions are given by:

ui(x;) = min {—“, —12} fori=1,2,
Qi1 G2
where a;; >0 fori,j=1,2.
a. Supposing that the i consumer’s initial resource endowment is given by
r = (ri1,752), find the " consumer’s demand function, d;(p).
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b. If we now suppose that:
ajl = a2 = ag = l,ags = 4,712 =191 = 0,711 = 5, and ro2 = 10,

find the (or a) competitive equilibrium for the economy, or show that no competitive
equilibrium exists in this case.

c¢. Now suppose that all the data assumed in part b still holds, except that we
now have age = 2, and find the (or a) competitive equilibrium for the economy, or
show that no competitive equilibrium exists.

3. Suppose the consumers’ utility functions are given by:

wi(x;) = aff ~z}{ai7 for i =1,2,
where:
O<a; <1, fori=1,2.

a. Supposing that the i** consumer’s initial resource endowment is given by
r = (ri,ri2), find the i*" consumer’s demand function for the first commodity,
dir(p).

b. If we now suppose that:

ri2 =191 =0, while 717 >0 & 199 > 0,

find the (or a) competitive equilibrium for the economy.
c. With the values for r; as specified in part b, can you find dp;/dra? Does its
value make sense to you? Explain.

4. Suppose the consumers’ utility functions are given by:

. [T . 92
u1(21) = min 779012 and ug(x2) = min 332177 ,

while the initial resource endowments are given by:
r1=(3,0) and 72 = (0,3).

On the basis of this information, answer the following questions.

a. Is the first consumer’s preference relation homothetic?

b. Is the first consumer’s preference relation weakly convex? convex? strictly
convex?

c. Find the i** consumer’s demand function for the first commodity, d; (p);
normalizing the price of the second commodity to equal one, that is, setting ps = 1.

d. Find the (or a) competitive equilibrium for the economy, or show that no
competitive equilibrium exists in this case.

5. Consider a pure exchange economy in which X; = ]Rg_ NZ, for i = 1,2; where:
Z={xcR?| x; is an integer, for j = 1,2},

that is, X; is the set of all vectors in R? having each coordinate a nonnegative integer.
Suppose that the initial endowments are given by r; = (1,0) and 72 = (1,1); and
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that the two consumers have preference relations which can be represented on X7
by the functions f; and fa, respectively, given by Table 1, below.

z, f1 f2
(0,00 1 1
(1,0)
(0,1)
(0,2)
(1,1)
(2,0)
(2,1)

Table 1.

S U O W W
D U W N W

Show that ((m:‘), p*) is a competitive equilibrium for this economy, where:
@ = (1,0), @3 = (1,1), and p* = (3/5,2/5).

Is this allocation Pareto efficient? Is it strongly Pareto efficient? Explain your
answers briefly.

6. Complete the proof of Proposition 5.14.

7. Show that neither the unanimity relationship, nor the strict Pareto order-
ing is necessarily negatively transitive, even if individual preferences are negatively
transitive. (Note: it suffices to produce an example for each [or possibly one dual-
purpose example| in which negative transitivity fails. This can be done with simple
Edgeworth Box diagrams.)

8. Suppose P; is asymmetric and negatively transitive for each ¢, and let R and
P be the Pareto at-least-as-good-as, and strict Pareto dominance relation. Show
that if (x;), (x}), (x}). and () are such that:

(@) R{x]), (x}) P(af), and (w;) R({), (5.40)

then (x;)P(x!).

7



Chapter 6

Production Theory

6.1 Introduction

In this chapter we will develop the ‘bare bones’ of production theory as it is utilized
in the remaining chapters of this book. The next section covers the most basic top-
ics, while in section 3 we consider the special case of linear production sets. Linear
production sets play a major role in many portions of applied general equilibrium
analysis; particularly in the area of public economics, where the assumption of linear
production sets greatly simplifies the analysis in the literature on ‘optimal commod-
ity taxation,” for example. Input-Output analysis, which has played a key role in
development and planning models, also utilizes the assumption of an aggregate lin-
ear production set; and we will undertake a very brief study of one version of this
model in Section 4.

In Section 5 we will examine the issue of profit maximization for a competitive
firm, as well as some of the properties of the firm’s profit function in this case. We
then move on in Section 6 to a consideration of the specifically general equilibrium
development of production theory; in particular, the relationship of the aggregate
production set and the aggregate profit function to the individual production sets,
and individual profit functions, respectively. Finally, in Section 6 we present a brief
development of the theory of ‘activity analysis.” This is, in effect, a special case of
a linear production model, and is a topic which can easily be skipped on one’s first
passage through this text; although some of the mathematical results in this section
will be utilized in our study of general equilibrium under uncertainty.

6.2 Basic Concepts of Production Theory

In our development of the theory of the firm in a general equilibrium context, we
suppose that the set of technologically feasible production vectors for the firm is a
subset, Y, of R, which we shall call a production set. The producer chooses a
production plan (or production vector, or ‘netput’ vector):

Y=, )

from Y, with the interpretation: if y; is:
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positive, then the vector y specifies a net production of the j** commodity in
the amount y; > 0;
negative, then the j** commodity is being used as an input in the amount:

—yj = [yl > 0;

and, of course, if y; = 0, then there is neither net production nor a net useage of
commodity j as an input.

In this section, we will examine some of the implications of several assumptions
which are commonly-used in connection with production in general equilibrium mod-
els, as well as some definitions we will use a great deal in our discussion of production.
In intermediate theory courses one of the most important and significant assump-
tions which one examines is the assumption of decreasing returns to scale; or, in
the short-run, diminishing returns. In general equilibrium developments, the corre-
sponding condition is that the production set is convex. However, this is getting a
bit ahead of our story; let’s begin by considering the following conditions.

6.1 Definitions. A production set, Y C R™ is said to satisfy (or to exhibit):

a. non-increasing returns to scale iff, for any y € Y and any 0 € ]0, 1], we
have Ay € Y as well.

b. non-decreasing returns to scale iff, for any y € Y and any § > 1, we have
Oy €Y as well.

c. constant returns to scale iff Y is a cone; that is, for all y € Y and all
0 >0, we have fy € Y.

d. increasing returns to scale iff Y satisfies non-decreasing returns to scale,
and does not satisfy non-increasing returns to scale.

e. decreasing returns to scale iff Y does not satisfy non-decreasing returns
to scale, and does satisfy non-increasing returns to scale.

In words, a production set satisfies non-increasing returns if whenever we de-
crease all input and output quantities of a feasible production vector in the same
proportion, we arrive at another feasible production vector. I will leave it to you to
develop analagous verbal statements for the other properties set out in the above
definition. In the figures on the next page, we present examples satisfying non-
increasing and non-decreasing returns to scale, respectively, for production sets in
R2. In fact, in Figure 6.1.a, Y satisfies decreasing returns; while in Figure 6.1.b, Y’
exhibits increasing returns.

While the definitions presented in 6.1 are frequently seen in the literature, def-
initions (d) and (e) (increasing and decreasing returns to scale, respectively) are
not very satisfactory. For example the production set in Figure 6.2.a satisfies the
definition of increasing returns, while that in 6.2.b satisfies decreasing returns. The
essential relationship between non-increasing returns and convexity is set out in the
following proposition.

6.2 Proposition. If Y C R" is convez, and contains the origin (that is, 0 € Y),
then Y satisfies non-increasing returns to scale.
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Proof. If y € Y and 6 € ]0, 1], then making use of the fact that 0 € Y, and the
convexity of Y, we have:

by+(1—-60)0=0ycY. g

‘While the above result shows that convexity, together with the assumption that
0 € Y is sufficient to imply non-increasing returns to scale, these conditions are not
necessary for same. In fact, in Figure 6.3, Y contains the origin and satisfies de-
creasing returns to scale even though it is not convex. On the other hand, convexity
of the production set can also be viewed as the counterpart of the assumption that
the short-run production function satisfies diminishing returns; as is illustrated in
the examples which follow.

\
N
NN
NN
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NN
N
Y AN
N
N
A
A\

Figure 6.3: Decreasing Returns without Convexity.

6.3 Examples.
1. Let ¢: Ri’l — Ry be a production function, and define Y C R" by:

Y ={y=(v,2) cR" D+ |y c R &0 <z <p(—v)}.

If ¢ is concave, then Y is a convex set. Moreover, if ¢(0) = 0, then (as established
by Proposition 6.2, above) Y satisfies non-increasing returns to scale.

2. As above, let ¢: Riﬁl — Ry be a production function, but this time suppose
that ¢ is positively homogeneous of degree one. If we then define Y C R™ by:

Y ={y=(v,2) eR"VH |y e R &0 <z < p(-v)}, (6.1)

it is easy to show that Y satisfies constant returns to scale.

3. Suppose once again that ¢ is concave, but that, say v; is fixed at the level
v1 = v} in the short run. In this case the set Y defined in (1), above, will be convex;
however, the short-run production set will be given by:

V={y=(v,2) eR" D |pe R &0< 2 < p(—v) & v =i}
On the other hand, we can define the set Y by:

Y=Yn{yeR" |y =vi}
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so that we see that Y is the intersection of two convex sets, and is, therefore, also
convex.

The following definition sets out some further conditions which are often used in
the general equilibrium theory of production.

6.4 Definitions.

1. Impossibility of Free Production: Y "R’} C {0}.

2. Irreversibility: Y N (=Y) C {0}; that is, if y € Y, and —y € Y as well,
then y = 0.

3. Additivity: if y € Y and y* € Y, then y + y* € Y as well.

4. Possibility of inaction: 0 € Y.

5. Disposability:

a. Limited: If y € Y, y* € R", and for all j we have:

0<yj<y; or yj <y; <O,

then y* €Y.

b. Semi-Free: Y — R C Y that is, if y € ¥ and 3’ € R" are such that
y <y, theny €Y.

c. Free: —R’} C y.!

Let’s begin our consideration of these definitions by noting some relationships
among the disposability conditions. The proofs of the first and third of the following
facts we will leave as exercises. Fact 2 is demonstrated by Figures 6.4.a and 6.4.b.
(In Figure 6.4.a, Y is the set Y = {y € R? | y < y*}; while in Figure 6.4.b, Y is the
union of the third quadrant and the ray indicated.)

A

v~

Figure 6.4.a Figure 6.4.b

Figure 6.4: Semi-Free and Free Disposability.

Facts Regarding Disposability.
1. If Y satisfies ‘semi-free disposability,” then it satisfies limited disposability.
However, the converse is not true.

!This is an assumption which is usually applied only to the aggregate production set.
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2. A production set may satisfy semi-free disposability, but not satisfy free dispos-
ability. Furthermore, a production set may satisfy free disposability but not limited
disposability (and hence not semi-free disposability).

3. If Y satisfies semi-free disposability and 0 € Y, then Y satisfies free dispos-
ability.

4. If Y satisfies free disposability and is closed and convez, then Y also satisfies
semi-free disposability.

Proof of Fact 4. Let y* € Y and y’ € R™ be such that ¢y’ < y*. Then:
gy —y <o

and thus y € Y, by free disposability. But then, since —R”} C Y and —R’ is a cone,
we see that for all g > 0 (in particular, for > 1), we must have ug € Y. Therefore,
given an arbitrary pu > 1, if we let 6 = 1/p, it follows from the convexity of Y that:

= * — * 1 * * * 1 * 1 *
Ouy)+ (1 -0y " =g+y" — (*)y =y -y +y - (*)y =y - (*)y €y.
I p Jz
But: 1
y - (;)y* —y as p— +oo;
and, since Y is closed, it follows that y' € Y.

6.5 Definition. We shall say that a set Y C R” is a convex cone iff Y is a cone
which is also a convex set.

Within the context of production theory, an interesting property of convex cones
is set out in the following.

6.6 Proposition. If a set Y CR" is a convex cone, then Y is additive.
Proof. Suppose y and ¢’ are elements of Y. Then, since Y is convex:
(1/2)y+(1/2)y €Y.
But then, since Y is also a cone:

2[1/2)y+(1/2)y' ] =y+y' €Y. o

In the next section, we will investigate the properties of a particular kind of
production set in detail. In the meantime, we close this section by presenting some
alternative useful methods for characterizing a production set.

6.7 Example. Let P: Ri — R’ be a correspondence; where, for v € R‘i we
interpret P(v) as the set of all output vectors, € R such that v can produce
x. In fact, in this case, for v € Ri, we call P(v) the production possibility set
for v (and we will refer to such a correspondence as a production possibility
correspondence). In this case, if n = ¢ + m, then one approach to the task of
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defining Y from P is to more or less define Y as the graph of P; more exactly, we
can define:
Y ={(v,z) e R |ve R, &z € P(—v)}.

A better approach, however, from the standpoint of general equilibrium theory is to
do the following. We can always assume, without loss of generality, that ¢ = m = n.
With this convention, we can then define Y by:

Y={yeR"|(Fv,zeR}):zc Plv)&ky=x—-v}. QO

6.8 Example. Let V: R} — ]Rq+ be a correspondence, where for z € R} we
interpret the set V(z) as the set of input vectors, v € R‘ﬂr, such that v can produce
x, and we call the set V(z) the input-requirement set for x. In this case the
correspondence, V, is called the input-requirement correspondence, and the
corresponding production set, Y, is often defined by:

Y ={(v,z) eRT"™ |z e R} & —v e V(z)}.

However, once again a better approach is to suppose, without loss of generality, that
q =m =n, and to define Y by:

Y={yeR"|(FGv,zecR}):veV(x)ky=xz—v}. QO

6.3 Linear Production Sets

In order to get a better feel for the meaning of the conditions set out in Definitions
6.4, we will examine them within the context of a particular type of production set;
one which we will often be considering in the material to follow.

6.9 Definition. We shall say that a production set, ¥ C R" is linear iff there
exists a non-zero m X n matrix, A such that:

Y ={yeR"| Ay <0}. (6.2)

Before considering the general properties of linear production sets, let’s take a
look at what is apparently a quite different sort of linear production relationship.

6.10 Example. Let B be a semi-positive ¢ x r matrix. Define a pair (v, ) € R‘fr
to be technologically feasible iff:
v > Bx.

The situation here is that we suppose that B is an input-requirement ma-
trix, with the interpretation that the matrix-vector product Bz gives the minimal
amounts of the ¢ inputs which are needed to produce . Notice that with this spec-
ification, the corresponding input-requirement correspondence (Example 6.8 of the
previous section) is given by:

V(z)={veR] |v>Bzx} forxzecR].
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If we now suppose that n = g + r, we can define a production set for this case by
(assuming that the first ¢ commodities are the inputs used in the production process,
and that the last n — ¢ = r commodities are the outputs):

Y={(v,x)eR"| -v>Bx &z ecR,|}={(v,z) eR"|v+ Bz <0&xz R}

Alternatively, we can express this production set in the general form of equation
(6.2) above, by defining the n x n matrix A as:

— Iq B
a=(o 1)

where I, and I,. are the ¢ X ¢ and r x r identity matrices, respectively; and then

defining Y by:
Y—{y— <Z> ER”\AC;) go}. o

Returning to the general definition of a linear production set, we can prove the
following.

6.11 Proposition. If Y is a linear production set, then 0 € Y, and Y is a closed
convex cone. Thus, in particular, Y is additive.

Proof. Suppose Y is linear; so that there exists an m X n non-zero matrix, A,
such that:
Y ={yeR"| Ay <0}.

Obviously we then have 0 € Y. To prove that Y is convex, let y,9’ € Y and
0 € [0,1]. We then have:
Ay <0& Ay’ <0,

and thus:
Aldy+ (1 -0y =0Ay +(1-0)Ay <0,

and it follows that:
Oy +(1-0)y €Y.

Similarly, if y € Y and A > 0, we have Ay < 0, and therefore:
Aly = Ay <0.

To prove that Y is closed, denote the it"

define H; C R™ by:

row of A by ‘a;.,’ fori=1,...,m, and

H={yeR"|a; -y<0} fori=1,...,m.

Then we note that:
Y _ m’"L H
- 1:1 19
and, since each H; is a closed lower half-space, it follows that Y is closed as well.

Finally, the fact that Y is additive follows from Proposition 6.6, now that we
have shown Y to be a convex cone.
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The generic example presented in Example 6.10, above, is obviously very special
in at least three senses (in addition to the linearity of the technology). First, it takes
the first ¢ commodities as inputs and produces the last n—q commodities as outputs.
Secondly, every commodity is either an input or an output of the production process.
Third, each production process uses the inputs in fixed proportions; there is no
substitution possible between inputs. In principle, however, all of these deficiencies
are readily correctible while retaining the assumption of linearity, as is shown in the
following examples.

6.12 Examples.

1. Suppose n = 6, and that a firm operates two production processes. Process
1, we will suppose, produces commodity two using the first and third commodities
as inputs, with input-output combinations feasible if, and only if, they satisfy the
production constraint:

Y2 < —a11yi — a13ys,

where a1; > 0 and a;3 > 0. Process 2 produces the fourth commodity using the
sixth commodity as an input; with production constraint:

ya < —az6Ys,

where ag¢ > 0. Commodity five, we will suppose, does not enter into this firm’s
production processes at all. Notice that in this case the first production process
allows possible substitution between the first and the third commodities as inputs.

We can characterize this firm’s technology in the form of equation (6.2) by defin-
ing the 9 x 6 matrix A by:

ail 1 a3 0 0 0
0 0 0 1 0 ase
1 0 0 0 0 0
0 -1 0 0 0 O
A=|l0 0 1 0 0 0 (6.3)
0o 0 0 -1 0 O
0 0 0 0 1 0
0o 0 o0 0 -1 0
60 0 o0 0 0 1

I will leave it to you to verify that the firm’s production set, Y, can be represented
as:

Y ={yeR’| Ay <0},

and that Y satisfies the properties set out at the beginning of this paragraph.

In this example, we have only one commodity produced by each of the produc-
tion processes, but this is not at all necessary for the type of representation being
considered here; we can allow for joint production of two or more commodities in
a single production process in much the same way that we allow for more than one
input.
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2. In connection with the preceding example, notice that if we define the matrix

B by:
~fan 1 a3 0 0 O
B - < 0 0 0 1 0 (l26> ’

then we can equally well define the production set by:
Y ={yeR|By <0, 51 <0, 45 >0, y3 <0, ys >0, y5 = 0 & ys < 0}.

In fact, if one is actually to construct a detailed or numerical example, it is
usually more convenient to represent the production set by defining a ¢ X n semi-
positive matrix, B (where ¢ is the number of production processes), and nonempty
sets I and J, where, defining N = {1,...,n}, we have:

IuJ=N, (6.4)
in such a way that Y can be defined as:
Y={yeR" | By<0&(Vicl):y <0& (Vj€J):y; >0} (6.5)

Letting K = I N J, we then see that these sets have the following interpretations:
I\J = {z e {1,... 7n}} such that commodity 7 is used as an input by the
technology,
J\I={je{1,...,n}} such that commodity j is produced by the technology,
and
K= {k e{1,... ,n}} such that commodity k& does not enter the technology.
In the present example:

I=1{1,3,56} & J = {2,4,5}.

While the representation in (6.5) is often more convenient than the representation
in (6.2), and is probably more intuitive as well, it is important to notice that if a
production set Y can be defined as in (6.5), then one can define an m x n matrix,
A, using the example developed in (6.3) as a model, to equivalently define Y in the
form of equation (6.2). Thus, in particular, if a production set can be defined as in
equation (6.5), then it is linear, as we have defined the term.

3. Suppose this time that n = 5, and consider a somewhat more complicated
example, as follows. Once again we suppose that the firm operates two production
processes. Process one produces the second commodity, using the first and third
commodities as inputs, with production constraint:

y2 < —bny1 — biz2, (6.6)

where b1; and bi3 are both positive, and we are denoting the quantity of the third
commodity used in the first production process by ‘z;.” We will suppose that the
second process produces the fifth commmodity, using the third commodity as input,
with the production constraint given by:

ys < —bag2o, (6.7)
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where bog > 0, and z9 < 0 is the quantity of the third commodity used as an input
in the second process. Commodity four, we then suppose, does not enter into this
firm’s technology at all. On the other hand, the total amount of commodity three
used as an input by this firm must satisfy the constraint:

Y3 =21+ 22, (6.8)

if the firm is paying a positive price for commodity three, and if the firm is to
maximize profits.

Here, in order to express this production set in the form of equation (6.5), we
can proceed as follows. Define b5 = (blg / b23), the matrix B by:

B*<0 0 by 0 1)’ (6.9)

and the sets I and J by:
I={1,3,4} & J ={2,4,5}. (6.10)

(See Exercise 3, at the end of this chapter.)

4. An interesting oddity of the definitions being used here stems from the fact
that, given a set Y of the form indicated in (6.5), we can define an almost equivalent
production set as follows. Define the set J* as the set of indices of commodities
which are produced by the technology; that is, in the notation of the previous two
examples, let:

Jr=J\1,

and define I* = N \ J*. Now consider the set Y* defined by:
Y*={yeR"|By<0&(Viel*):y <0}

Is the production set Y* the same as the set Y defined in (6.5)? It is probably
pretty obvious that in general, these two sets will not be the same. However, what
happens if, say, n =2, I = I* = {1}, and J = J* = {2}?

Alternatively, consider the set Y1 defined by:

Yi={yeR"| By <0k (Vie J): y >0}
Does the set YT =Y? Does YT =Y*?

Turning now to the issue of which of the remaining conditions set out in Definition
6.4 are satisfied by linear technologies, I will leave it as an easy exercise to show
that if Y is specified as in equations (6.4) and (6.5), above, then Y will satisfy
Irreversibility:
Y0 (-Y) C {o}.

The question of whether Y will satisfy 6.4.2, Impossibility of Free Production, in
this case is a little more complicated, however, as is shown in the following example.
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6.13 Example. In the notation of Example 6.12.2,let n = 4, I = {1,2}, J = {3,4},
and suppose the matrix B is given by:

1010
B= <0 13 0)
In this case, will Y satisfy Impossibility of Free Production? What if B is given by

the following matrix?
101 2
B= <0 00 0) =

At the risk of sounding rather too English, let’s coin the following definition.

6.14 Definition. We shall say that Y is a proper linear technology iff there
exist a semi-positive m X n matrix, B, and sets I, J C N = {1,...,n} such that:
1. IUJ=N,I\NJ#0, J\T#0,
2. defining K = I N J, we have:

(Vj € N\K)(Fi€{1,...,m}): by >0,

and
3.Y={yeR"|By<0& (Vicl):y; <0& (VjelJ):y; >0}

I will leave the proof of the following result as an exercise.

6.15 Proposition. If Y C R"™ is a proper linear technology, then Y satisfies Im-
possibility of Free Production, Irreversibility, and Limited Disposability, in addition
to the properties set out in Proposition 6.11.

Suppose a production set Y takes the form:
Y ={ycR"|(3zcRY):y = Bz},

where k is a positive integer, and B is an n X k matrix. Obviously it would make
sense to call Y a linear production set in this case, but this seems to be a very
different specification of technology than that which we have termed ‘linear’ in this
section. One can show, however, that this new specification of the production set is
linear, as we have defined the term in this section. While the proof of this is deferred
until Section 8 of this chapter (a starred section), we will devote the next section
to a discussion of a very important example of this second formulation of a linear
technology.

6.4 Input-Output Analysis

Input-Output analysis has been a primary tool of applied economics and planning
models for the past 60 years. It was developed by W. Leontief during the 1930’s,
and is still a basic component of many computational general equilibrium models
today. In applications it may be used to model the aggregate production possibilities
of a nation or a region, or even a large firm; however, hereafter in this discussion
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we will refer to the entity being analyzed as an ‘economy,” and proceed as if we are
attempting to characterize the aggregate production set of the economy.

The basic assumption needed is that the products produced in the economy can
be classified into n non-overlapping and exhaustive categories. In some applica-
tions, this categorization might be very broad: for example Agricultural Products,
Manufactured Goods, and Services; while in other applications the categorization
may be much finer. In any case, given a categorization of products, the produc-
tion sector of the economy can be divided into n corresponding production sectors,
with each producing exactly one (aggregated) commodity. It is then postulated that
the technology of the 5% production sector can be characterized by the (Leontief)
production function:

yj:min{yﬁ,...%,ﬁ,...,@}; (6.11)
21]' anj blj bmj

where:

Yi; is the amount of the it sector’s output used as an input

in the j™ sector (i = 1,...,n),
2kj is the amount of the kM primary (non-produced) input used
in the 5% sector (k=1,...,m),
and:?
a;; >0 fori=1,...,n, and

byj >0 fork=1,...,m.
If no goods are free, then efficient production in the j% sector will require that:
yij = agjx; for i =1,...,n, and zp; = byjz; for k=1,...,m. (6.12)

On the other side of the coin, the 7" sector’s output may be used as in input in
the production of any of the the other n—1 sectors’ outputs, or it may be delivered to
the consumer sector, or to government, or exported as a final good. In our discussion
we will lump these three sectors together as (exogenous) ‘final demand,” and we will
denote the quantity of this final demand by ‘c;.’

Now, if we ignore primary factor inputs for the moment, we can picture the
structure of the aggregate production technology as in the following table.

Delivering Sector Receiving Sector
1 (y1) Yir | Y12 | --- | Yin | O
2 (y2) Yor | Yo2 | oo | Yon | 2
n (yn) Yn1 ‘ Yn2 ‘ [ ‘ Ynn ‘ Cn

2If, for some i, j, we have a;; = 0, we define x, /a;; = +00, and similarly if, for some k, j, bx; = 0.
Notice that in this eventuality, for example, if an; = 0, then min{z;/a;;} is never equal to x;/an;.
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Consequently, we see that the net output, that is, the quantity of the i*" good
available for final consumption, is given by:

Yi — ZFl @ijYj;
and if the vector, ¢, of final demands is feasible, it must be that:
n 3 .
ci :yifzjzlai]-yj fori=1,...,n. (6.13)

Alternatively, if we define the n x n matrix A = [a;;] (the technology matrix), we
can express this feasibility requirement as:

y— Ay =c;
or, denoting the n x n identity matrix by ‘I:’
I-Ay=c

(The matrix I — A is called the Leontief matrix.) Since we are treating final
demand as exogenous, we can express the basic problem with which input-output
analysis deals as:

Problem A. Given ¢ € R"}, does there exist y € R such that:
I-Ay=c (6.14)

and:
By <z, (6.15)

where ‘Z’ denotes the vector of available primary input quantities, and B is the
m x n matrix, B = [by;]

In the remainder of our discussion, however, we will concentrate our attention
upon the equality (6.14), and ignore inequality (6.15), for the following reason.
Suppose that for some ¢* and y*, equation (6.14) is satisfied;, but that for some
subset, K, of the primary resources, we have:

(VkEK): br. -y > Zp;

where ‘b’ denotes the k' row of the matrix B. If we then define the numbers Lok
by:

Zk
Mk =
bg. -y

for k € K,
let:

= min pg,

l; keKlk

and define:
y' =py* and ¢ = px’,

we will have:
(I - Ay =uI - Ay =pc" =¢,
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while:3

By <z (6.16)

Because of this, the key problem is to find a solution to (6.15). If this can be done, it
may then be necessary to scale back demand in order that the resource constaints are
satisfied, but the primary problem is to determine whether the proportions involved
in a vector of final demands is or is not feasible. Consequently, instead of Problem
A, we will be concentrating our attention upon the following.

Problem B. Given c € R}, does there exist y € R} such that:
I-Ay=c?
For anyone who has taken a course in linear algebra, Problem B may appear

rather trivial, at least at first glance. One’s inclination is probably to simply remark
that, in order to solve Problem B, we can simply let:

y=(I-A4) "¢
and move on to other things. However, there are two major difficulties here. First
the Leontief matrix, (I — A) may be singular. Secondly, even if the Leontief matrix
is non-singular, it may be that the vector:
(I- A,
is not nonnegative; and thus the mathematical solution found may not be eco-

nomically meaningful. In connection with these two points, consider the following
conditions regarding equation (6.15) and the Leontief matrix.

Condition I. There exists y € R’ such that:

(I-Ay>o.

Condition II. For every c € R, there exists y € R’} such that:
I-A)=c
Condition III. The n upper left-hand corner principal minors of the matrix (I—A)
are all positive; that is:
l—ann ... —a

>0 fork=1,...,n.
—agr ... 1—agg

3The student should verify this inequality: see Excercise 7, at the end of this chapter.



170 Chapter 6. Production Theory

We will say that the technology matrix is productive if Condition (I) holds.

Now consider what is, in effect, the dual of the problem we have been examining.
Suppose we consider the j“* production sector as a potentially profit-maximizing
entity. If a vector of prices for the n outputs, p € R, is given, and the jt sector’s

output is y;, its input cost for intermediate goods inputs (the other y;’s) is given by:
n
Cily)) =Y, piaiy;-
Consequently, value added in the j* sector, given the price vector p is given by:
n
(pi — Zizlpiaij)yj =p'(I-A)y;,

where T am denoting the 5% column of the Leontief matrix by ‘(I — A) j; and ‘ph
denotes the transpose of the vector p; that is, the row vector:

In relation to this issue, consider the following conditions.
Condition I'. There exists p € R7 such that:
p (I -A)>0. (6.17)
Condition II'. Given any v € R'}, there exists p € R” such that:
p(I-A)=v'.

We will say that the j™ production sector is viable, given the price vector
p € R} iff:
pT(I — A) Ji 2 0;

and that the production sector is sustainable, iff there exists a price vector p € R}
such that:
p (I —A)>0.

In other words, if the production sector is sustainable then there exists a price vector,
p € R} such that the j* production sector is viable, for each j = 1,...,n; more
simply, the production sector is sustainable iff Condition (I’) holds.

One can prove the following, quite remarkable theorem; which establishes the
aptness of the terminology we have introduced in this section. (For a proof, see
Nikaido [1968, pp. 90-4].)

6.16 Theorem. Given that the technology matriz, A, is nonnegative, Conditions
(I)-(III) and (I') and (II') are mutually equivalent.

Thus if the technology matrix is productive, it is also sustainable; in fact, it
will satisfy Condition (II’). Conversely, if the technology is sustainable, then it
will satisfy Condition (II) as well. Because of this, it turns out that there is a very
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simple pair of conditions, either of which is sufficient to insure that all of Conditions
(I)~(III) and (I') and ({I") hold. Define:

n
r; = E j:laij fori=1,...,n,
and:
n .
5 = g iy @i forj=1,...,n.

6.17 Theorem. (Brauer-Solow Conditions) Either of the following implies Condi-
tions (I)—(III), as well as Conditions (I’) and (1I”)

r; <1, fori=1,...,n,or: (6.18)
sj<lforj=1,...,n. (6.19)

Proof. Let y* = (1,1,...,1)T. Then if (6.18) holds;

(-], =1-3

Thus Condition (I) holds, and it follows at once from Theorems 6.16 that Conditions
(II), (III), (I’) and (II’) hold as well. A similar argument proves that (6.19) implies
that Condition (I’) holds.

n
) 1aij=1—7‘i>0 fori=1,...,n.
j=

In the proof of the above result we have shown that the technology matrix is pro-
ductive if (6.18) holds. A similar argument establishes the fact that the technology
matrix is sustainable if (6.19) holds.

Before concluding this section, let’s return to the formulation of ‘Problem A,’
which was set out earlier in this section. In particular, recall (6.14) and (6.15) in
the specification of the problem. Let’s change notation a bit here to require that the
matrices I and A in (6.14) are both r x r, where r is a positive integer; while the
matrix B in (6.15) which defines the requirement of primary inputs is s x r, where
s is a positive integer, and where n = r + s. Finally, we note that the aggregate
production set assumed to hold in input-output analysis is given by:

Y = {yeR" |3z eR,):y= {I:BA} z}.

6.5 Profit Maximization

In this section, we will consider some basic results concerning profit maximization,
and the relationship between profit maximization and efficiency. I will leave the
proof of the result following the definition as an exercise.

6.18 Definition. Given a production set, Y C R", we shall say that y* € Y is
efficient (in Y) iff there exists no y € Y satisfying y > y*.

6.19 Proposition. If y* € Y and p* € R, are such that:
(VyeY):p* -y >p -y,

then y* is efficient in Y.
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6.20 Example. Suppose f: — R, — R, and define Y C R? by:
Y={yeR |y <0&0<y < f(m)}

While the definition just presented yields a quite conventional production set, it
follows from Proposition 6.19 that if we are analyzing the behavior of a profit-
maximizing firm, then we can confine our attention to efficient points in the produc-
tion set. Obviously, a production vector y € Y is efficient if, and only if yo = f(y1).
Consequently, we can analyze this sort of situation with the simplest sort of pro-
duction function; one showing a single output as a function of a simple input. The
only unfamiliar aspect of this example is that in order to insure that Y is convex, it
is usual to assume that for all y; € —R,:

Fy) <0 & f"(y) <0. o

The following two mathematical results will be used several times in the remain-
der of this book, but will be stated here without proof. For those interested, proofs
are given in, for example, Moore [1999, pp. 297-300].

6.21 Theorem. If A and B are disjoint and non-empty conver subsets of R™, then
there exists a hyperplane separating A and B; that is, there exists p* € R™ \ {0}
such that:

supp* - a < inf p* - b.
aeI:Xp _bEBp

In other words, there exists a non-zero p* € R"™ and o € R such that, for alla € A
and all b € B:
pra<a<p-b.

6.22 Theorem. If A and B are nonempty, disjoint, closed convex sets, at least one
of which is bounded, then there exists a hyperplane strongly separating A and B; that
is, there exists a nonzero p € R"™ and § € R such that:

supp-a << inf p-b.
acA beB

6.23 Theorem. IfY is a convex (production) subset of R™, and y* € Y is efficient,
then there exists p* € R} \ {0} such that:

(VyeY):p-y<p -y
Proof. Define the set B by:
B={yeR"|y>y"}

Then B is a convex set, and, since y* is efficient in Y, YN B = . It then follows from
Theorem 6.21 that there exists a non-zero (price) vector in R” and a real number «
satisfying:

VyeY)VzeB):p" y<a<p' -z (6.20)

Our proof will therefore be complete if we can show that:

p" >0, (6.21)
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and:
Pyt =a. (6.22)

To prove (6.21), suppose, by way of obtaining a contradiction, that for some
h e {1,...,n}, we have p; < 0; and define z* € R” by:

2" =y" —pjen,

where e, is the A" unit coordinate vector. Then, since pj, < 0, it follows that
z* > y*, and thus z* € B. However,

a—p* 2 >pyt—p 2 =p" (¥ —2") =p" (vien) = ()* > 0.
Therefore, a — p* - z* > 0, that is:
a>p*- 2%

which, since z* € B, contradicts (6.20). Consequently, we see that (6.21) must hold.
To prove (6.22), let € > 0 be given, and let ¢ be such that p; > 0. Defining:

z=y"+ (¢/p)es,
we have z > y*, so that z € B, and thus:
przt>a.

However, we then have:
Py Saspz=p" [y +(e/pel =p" Y+ (e¢/pi)pi =P Y +e
Thus we see that, for all € > 0, we have:
Py <a<p -y te
and it follows that p*-y* =«a.

Given an arbitrary price vector, p, there may or may not exist a production
vector, y* € Y which maximizes profits on Y. Obviously, however, we have a
particular interest in those price vectors for which such a profit-maximizing output
vector exists.

6.24 Definitions. For a production set, Y, we define:
LIO=I(Y)={peR"|(Fy €Y)(VyeY):p-y" > p-y},
2. and, for p € II, we then define:

— maxp-
7(p) maxp -y,

and:
olp)={yecY|p-y=n(p}
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Figure 6.5: II(Y), for linear Y.

Figure 6.5, above, illustrates the relationship between Y and II(Y) for a linear
production set.
I will leave the proof of the first of the following two results as an exercise.

6.25 Proposition. If Y satisfies free or semi-free disposability, and p* € II(Y),
then p* > 0.

6.26 Proposition. Whatever the form of Y, II = II(Y') will be a non-empty cone;
and 7(+) and o(-) will be positively homogeneous of degrees one and zero, respectively.
Furthermore, if 11 is convex, then the profit function, ©(-) is convez on II.

Proof. 1 will only prove the last part of this result here; leaving the remainder
of the proof as an exercise.
Let p/,p* € II(Y), and let 6 € [0,1]. Then, given an arbitrary y € Y, we have,
since both 6 and 1 — 6 are nonnegative:
[0p'+(1=0)p] - y=0p -y +(1-0p" y <)+ (1-0)n(p").
Since II(Y') is convex:
0p'+ (1-0)p" € II(Y),

and since y was an arbitrary element of Y, it follows that:
7[0p' + (1 - 0)p*] < 0n(p') + (1 - O)n(p*). o

The following rather remarkable result first appeared in Debreu [1959, p. 47].
Interestingly enough, however, Debreu credits the result to Samuelson [1947, Chap-
ter 4]. (Samuelson’s Chapter 4 is concerned with the theory of revealed preference
for consumer demand.)

6.27 Theorem. Ifp',p" e II(Y), ¥y’ € o(p'), and y" € o(p”), then:

Ap- Ay > 0;
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where we define:
Ap:p” *P, and Ay = y// _ y/A

Furthermore, if p” takes the form:
p" =p' + Apje;,
where Ap; is a non-zero real number, and e; is the jt unit coordinate vector, then:
Ay;/Ap; > 0. (6.23)
Proof. By profit maximization, we have:
p -y 20"y,

and thus:

p (Y —y)=p" Ay >0 (6.24)
Similarly, p’ -y’ > p’ - y”, and thus:
02p'-y"—p -y =9 Ay (6.25)

Combining (6.24) and (6.25), we have:
P Ay>0>p' - Ay;

and thus:
0<p"-Ay—p Ay =Ap-Ay. (6.26)

Now suppose that p” takes the form:
p" =p + Apje;,
where Apj; is non-zero. Then in this case, Ap takes the form:
Ap = Apje; = (0,...,0,Ap;,0,...,0);

and thus, using (6.26):
Ap- Ay = ApiAy; >0 (6.27)
(where Ay; gt y; — y;). Dividing both sides of (6.27) by (Ap;)? yields (6.23). o

The following simple little result is useful surprisingly often in examples and
applications of general equilibrium theory. I will leave the proof as an exercise.

6.28 Proposition. If0 €Y, and p € R" satisfies:
(VyeY):p-y<0,
then p € II(Y'), and 7(p) = 0.

By making use of the preceding result, we can give a complete characterization of
II(Y) and 7(-) for production sets containing the origin and satisfying non-decreasing
returns to scale; as follows.



176 Chapter 6. Production Theory

6.29 Proposition. If Y C R" satisfies non-decreasing returns to scale and 0 € Y,
then:
OY)={peR"|(VyeY):p-y<0}

Furthermore, if p € IY) and y € o(p), then p-y = 0. Thus we have:
(vp e II(Y)): w(p) = 0.

Proof. Suppose p € II(Y) and y* € o(p). Then, since 0 € Y, we must have
p-y* > 0 Suppose, by way of obtaining a contradiction, that p - y* > 0. Since Y
satisfies non-decreasing returns to scale, 2y* € Y. However, since p - y* > 0:

p-(2y")=2p-y" >p-y"
contradicting the assumption that y* € o(p). Thus we see that we must have
p-y* =7n(p) <0; and thus:
(VyeY):p-y<O0.

Combining this with Proposition 6.28 completes our proof. g

6.6 Profit Maximizing with Constant Returns to Scale*

Recall that, in terms of the definitions in this book, a production set satisfies constant
returns to scale if, and only if, it is a cone; that is, if and only if for all y € Y, and
all § > 0, we have y € Y. The case in which Y is linear is a special case of this,
and our first result of this section deals with a special sort of cone.

6.30 Proposition. If Y C R"” is a proper linear production set; so that there exists
a semi-positive m X n matriz, B, and sets I and J satisfying the conditions of
Definition 6.1/, then defining K = I N J, we have the following. Given any a €
Ay NRY, and any p € R™ satisfying:

(Vie N\K):p;=0& (Vk € K): p > 0,
the price vector p* € R™ defined by:*
p* =Bla+p,
is a strictly positive element of II.

Proof. Suppose p* has the indicated form, and let y € Y be arbitrary. Then:

P y=@)'y=(@' B+ply=a'By+p'y=a'By;
where the last equality is by the definition of K and the fact that p; = 0 for all
j ¢ K. However, since @ > 0 and By < 0 by the fact that y € Y, we then see

that p -y < 0. Thus it follows from Proposition 6.28 that p* € II(Y). The fact

4We denote the transpose of a matrix, B, by ‘B .’
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that p* > 0 follows from the definition of a proper linear technology, the fact that
a > 0 and the specification of p. Details will be left as an exercise. o

A type of cone which is of particular interest for us is the cone dual to another
cone, where we define this as follows.?

6.31 Definition. If K C R" is a cone, we define the dual cone for K, K*, by:
K'={yeK|(VzxeK):y-x <0}

A reason for our particular interest in the dual cone is that if Y is a cone which
contains the origin in R”, then II(Y) = Y*, a fact whose proof I will leave as an
exercise. Having established a reason for an interest in the dual cone, let’s take a
look at some of the properties of same. The proof of the first of the following two
results will be left as an exercise. A closed cone, incidentally, is simply a cone which
is also a closed set. Notice that, while a cone does not necessarily contain the origin,
a closed cone necessarily does.

6.32 Proposition. If Y C R" is a cone, its dual, Y*, is a closed, conver cone.b

If K* is the dual cone to a cone, K, K* itself has a dual cone, which we denote
by ‘K**;’ that is:
The following result sets out the basic properties of this second dual.

6.33 Proposition. If K CR" is a cone, then:
i. we have K C K**, and:
. K = K* if, and only if, K is closed and convex.

Proof. 1 will leave the proof of part (i) of this result and the of the fact that
K** = K only if K is a closed convex coneas an exercise. To prove that K** C K if
K is a closed convex cone, suppose K is a closed convex cone, and that @ € R" is a
point which is not an element of K. Then by Theorem 6.22 of the previous section,
there exists a nonzero p € R", and € R such that:

p-a>f=supp-x. (6.28)
zeK

Now, we must then have:
VexeK):p-x<0;

for, suppose that for some x* € K we have p-a* > 0. Then for all § € Ry,
fx* € K; and:
lim p-6z*=[ lim 6]p-z* = +oo,
0——+o0 0—+o0

5In the mathematical literature, it is quite common to see the dual cone defined as the set of
points having a nonnegative inner product with each element of Y, rather than, as here, those
having a nonpositive inner product with each element. The mathematical properties of the two
types of dual are, however, precisely the same, and for us the more directly useful definition is the
one given here.

SRemember that a convex cone is simply a cone which is also a convex set. The result stated
here does not, as you may have noticed, really need the assumption that Y is a cone.
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which contradicts (6.28). Since 0 € K by virtue of the fact that K is closed, it
now follows that 8 = 0; and, therefore, that p € K*. However, since p-a > 0, we
can now see that a ¢ K**. Therefore, if y € K**, we must have y € K; that is,
K** C K Since, by part (i) we always have K C K**, it now follows that the two
sets are equal in this case.

This last result is the basis of one type of duality result in production theory;
namely, if Y is a closed convex cone, then Y = [II(Y)]*. In other words, if we
specify, or have empirical data providing a reason to believe that a production set
Y is a closed convex cone, then Y is completely determined by II(Y'), the set of
prices for which a maximum profit output exists. As one simple application: in
such a situation, if we assume or specify that a maximum profit level exists for each
p € RY, then Y can only be —R"; in other words, no positive production can take
place.

Another useful mathematical result concerning cones and their duals is the fol-
lowing theorem; a proof of which can be found in Nikaido [1968, pp. 35-6].

6.34 Theorem. Let K C R"™ be a closed convex cone. If K contains no semi-positive
element, then K* contains a positive element, and vice-versa.

Thus, if Y is a closed convex production set satisfying constant returns to scale,
and also satisfies 6.4.1 (Impossibility of Free Production), then II(Y) contains a
strictly postive price, p > 0.

6.7 Production in General Equilibrium Theory

In our basic general equlibrium model of the next chapter, we suppose that the
number of producers is a given positive integer, ¢; and producers are indexed by
k (k=1,...,¢). The k" producer chooses a production plan (or production
vector, or netput vector), y,, from some non-empty subset of R" Y. We refer
to the set Y}, as the k' producer’s production set.

6.35 Definitions. If y, € Y}, for k =1,...,¢, then the vector:

y= Zi:l Yk

is called the aggregate (or total) production vector; and:

def L
Yy Y

is called the aggregate (or total) production set.

The notation of the previous sections is, in this context, extended as follows.

Notation/Definitions. For k = 1,...,¢, we define:
LIy={peR"\{0}|Qy* €Yy)(VyeYi): p-y* 2 p -y},
2. and for p € I, we then define:

Wk(p):géay);p-y and ox(p) ={y € Yi |p-y =m(p)}.
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3. We use a similar notation, simply dropping the subscript ‘k,” to denote the
corresponding concepts for the aggregate production set, Y.

If one is given ¢ production sets, Yy, it may be very difficult to characterize the
aggregate production set, Y. Fortunately, we will generally not need to do soj; it
is usually sufficient to use the formal definition of the summation set. There are
some cases, however, in which it is easy and may be useful to characterize the set
Y. One interesting example, which corresponds to a model used quite frequently in
the theoretical public economics literature, is presented in the following.

6.36 Example. Suppose there are n — 1 firms (that is, £ = n — 1); with the k"
firm’s production set given by:

Vi = {y € R" | yrr = 0, 4rn < 0, chtiik +yan < 0 & yg; = 0 for j ¢ {k,n}}; (6.29)

where we suppose:
cp>0fork=1,...,n—1.
In other words, we suppose the k** firm produces only the k' commodity, and uses

only the n'* commodity (which we generally suppose to be labor) as an input. In
this case, the aggregate production set is given by:

-1
Y:{yeR" 1> e+ yn < 0, >0, forkzl,...,nfl,&ynﬁo}. (6.30)
k=1

In other words, in the framework of the terminology introduced in Definition 6.14,
the aggregate production set is a proper linear technology, with I = {n} and J =
{1,...,n—1}.

We can prove this for the special case in which ¢ = 2 as follows (the basic
argument for the case in which ¢ is an arbitrary positive integer is basically the
same; the notation is just messier).

Suppose first that y;, € Yj, for K = 1,2. Then y, and y, are of the form:

Y1 = (y11,0,713) and yy = (0,722, 723),

with:
y11 > 0,913 < 0,c1911 + 313 <0, (6.31)

and:
Y22 2 0,923 < 0, coy22 + Y23 < 0. (6.32)
It is then easy to check (I will leave it to you to verify the details) that:
Y1+ Y2 = (Y11, Y22, Y13 + Y23),

is an element of the set Y defined in (6.30).
Conversely, suppose y € Y. In this case, if we define y; and y, by:

Y11 = Y1, %12 = 0,913 = —c191,
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and:
yo1 = 0,Y22 = Y2, Y23 = Y3 + C1y1,

it is easy to show that y, € Y}, for k = 1,2, and that:

Y1+¥Y: =Y. 0O

I will leave the proof of the following mathematical result as an exercise. It will
often be useful in our work in general equilibrium theory.

6.37 Proposition. If A; is a convex subset of R", for j =1,...,m, then the set A
defined by:

m

A= Ay,
=1
is a convex set.

One implication of this last result is this: if each production set, Yy, is convex,
then so is the aggregate production set. This implication is particularly interesting
in view of our next result.

Suppose we actually knew the exact form of the aggregate production set in
an economy, and also knew the sum of the individual production vectors chosen
by the ¢ firms in the economy, given a price vector, p*. Could we then tell if the
individual firms were maximizing profits, given p*, even given that we did not know
the production vectors chosen by the individual firms? The answer is, yes, we could;
as is established in the following theorem.

6.38 Theorem. Suppose p* is a non-zero price vector, let Yj, be a production set
(a non-empty subset of R"), for k =1,...,¢, and let:

y Yy v,

be the corresponding aggregate production set. Then:
1. if y* €Y is such that:

(VyeY):py<p -y, (6.33)
and y), € Yy, (k=1,...,€) are such that:

l

y* = Zk:l y;m

then for each k, we have:
(Vyp € Yi): p*yp <P - Y. (6.34)
2. Conversely, if (6.34) holds, for y) € Y, (k=1,...,{), and we define:

Y = Zizl Y,

then y* will satisfy (6.33).
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Proof. Suppose y* € Y is such that:
(VyeY):p - y<p -y, (6.35)

and that: ,

v = Zk:l Yo

with yj, € Yy, for k = 1,...,¢. We will prove that 3| maximizes profits over Y;. A
similar argument then establishes the general case.
Accordingly, let y; € Y} be arbitrary. Then if we define y” € Y by:

L
V=t Y, vk

we see from (6.34) that we must have:

p -y >pt -y (6.36)
However: . .
Py = (Y ) =P iy, Pk (6.37)
while:
Py’ =p (y1 + ZiZZ yk> =p Y+ Ziﬂ P Y (6.38)

and thus, from (6.36)—(6.38), we see that;
Py =Py

Since y; was an arbitrary element of Y7, it now follows that y) maximizes profits
on Yl.
Now suppose that:

« 4
Y= v (6.39)

where y}, maximizes profits on Yy, for k = 1,...,¢, and let y € Y be arbitrary. Then
there exist y;, € Yy, for k =1,...,¢, such that:

y=3" u.

Since yj, maximizes profits over Y}, for each k, it then follows easily from (6.39)
that:

The following is a more or less immediate implication of Theorem 6.38.

6.39 Corollary. Given the ¢ production sets, Y1,...,Yy and corresponding aggregate
production set, Y, we have:

¢
m=(_ Tk
and, for all p € 11:
‘ ¢

w(p) =), m(p) and o(p)=3_  ou(p)
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6.8 Activity Analysis*

In this section, we will discuss another method of specifying a linear production set;
namely Activity Analysis. Activity Analysis no longer commands the attention of
economists to the extent which it did thirty-five years or so ago, but it still can
be quite useful in applied work, as well as involving some interesting theoretical
problems. We will, however, consider only a very abbreviated presentation of this
theory here.

Consider a production process, which we will refer to as a productive activity,
and suppose that if the activity is operated at the level z € R, then the input
requirements are given by:

u=az,

while output is given by:
x = bz,

where a and b are semi-positive ¢ and m-vectors, respectively. We can express the
corresponding production set, Y, as:

Y ={(v,z) eR"™ | (Fz € Ry): (v,2z) = (—a,b)z}. (6.40)
For example, suppose that ¢ =m =1,a = 2, and b = 1. Then:

Y ={(v,2) eR?| (Fz € Ry): (v,2) = (-2,1)2}
={(v,2) eER*|v<0& 2 =—(1/2)v}.

We can usefully modify and generalize this example in two directions, as fol-
lows. Suppose first that there are ¢ such productive activities, and denote the
input-requirement and output vectors for the k' such activity by ‘aj’ and ‘b’ re-
spectively; with the level at which the k** activity is being operated being denoted

by ‘zx,” for k = 1,...,¢. If we assume that all activities can be operated simulta-
neously with no loss of productive efficiency (that is, if there are no externalities
in production), then with the activity levels given by the vector z = (z1,...,2),

output, x, is given by:
¢

x = Zk:l bz,
while the required input vector is given by:
-y
u = b1 Qpzf.
More compactly, if we define the ¢ x £ matrix A, and the m x ¢ matrix B by:
A= [—al —a ... —a[] and B = [bl b2 bd,

respectively; then we see that the input-output vector (v, x) is feasible (where we
are now returning to the general equilibrium convention of denoting input quantities
by non-positive numbers) if, and only if, there exists z € Rﬁ such that:

Y:{(v,m)eRq+m|(HzGRﬁ_):v:Az & x = Bz}. (6.41)
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The formulation of the above paragraph is very convenient and useful in a great
many contexts. In the standard general equilibrium model which we are in the
process of considering, there is a better way of proceeding, however. We begin by
noting that we can assume here, without loss of generality, that ¢ = m = n, where
n is the total number of commodities available. Thus, suppose that a productive
activity uses two inputs to produce one output; with @ and b given by:

a=(2,3) and b=1,

respectively. Suppose further that there are only four commodities available in a
given economy, and that the two inputs being used here are the first and the third
commodities, while the commodity being produced is the second commodity. Let’s
then define the new input-requirement and output vectors, a* and b* by:

a* =(2,0,3,0) and b* =(0,1,0,0),
respectively. Next, define the vector ¢ as:
c=b"—-a",
and notice that the feasible production set can now be defined as:
Y={yeR| (FzeRy): y=cz}.

We can complete this line of generalization by allowing for several productive
activities once again, leading to a production set of the form:

Y={yecR"|(FzcR}): y=Cz}, (6.42)

where C' is taken to be a non-zero n x ¢ matrix. By allowing for disposability, we
are led to the two further generic examples:

Y={yeR"|(FzeRy): y <ecz}, (6.43)

or, for the £ activity case, we can consider:

Y={yeR"|(3z¢ Rﬂ): y < Cz}. (6.44)

Denoting the i*" row of the matrix C by ‘c;.,” for i = 1,...,n; we generally assume
in this context that there exists h € {1,...,n} such that:

¢ < 0. (6.45)

Notice that in the case of a single activity, and where ¢ is given by:
c=b-a,
condition (6.45) will be guaranteed by the requirement:

a-b=0 (6.46)
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(remember that we are assuming that both @ and b are semi-positive vectors).
Verbally interpret this condition. If (6.45) [or the special case in (6.46)] holds,
which of the conditions of Definition 6.4 will Y satisfy?

Clearly the sort of production set being considered here, in particular, as specified
by (6.42), above, is in some sense linear. On the other hand, this seems to be quite
a different sort of set from our definition of a linear production set, as presented
in Definition 6.9. Remarkably enough, however, the two specifications are, in a
formal mathematical sense, equivalent. In order to demonstrate this, we will, in
the remainder of this section, consider some results from linear algebra which are of
interest in their own right. The first three of these results are known collectively,
as ‘theorems of the alternative,” and our proofs of them are adapted from Nikaido
[1968, pp. 36-9].

6.40 Theorem. (Stiemke, 1915). If A is an m x n matrix, then ezactly one of the
following holds. The equation:
Az =0, (6.47)

has a (strictly) positive solution, or the inequality:
p A>0, (6.48)
has a solution.

Proof. Suppose, by way of obtaining a contradiction, that there exist £ € R’}
and p € R™ satisfying (6.47) and (6.48), respectively. Then we have:

p'AzZ=p (Az)=p' -0=0.
On the other hand, by (6.48) and the fact that & > 0:
p'Az = (p' A)z > 0;

giving a contradiction.
Now suppose there exists no p € R™ which satisfies (6.48), and define:

L={yeR"|(FpecR™): ATp=y}.

Then, by hypothesis, L does not contain a semi-positive point. But then, by Theorem
6.34, L* contains a strictly positive element, x*. Moreover, since L is a linear
subspace, L* = L1; and, given our definition of L, it is clear that:

Lt = {z € R"| Az = 0};
which establishes the desired result.

The nifty thing about Stiemke’s theorem is that it often provides a much simpler
way of establishing whether or not a system of linear equations has a positive solution
than trying to solve it directly. Our next result is probably even more interesting,
from a theoretical point of view.
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6.41 Theorem. (Tucker, 1956) If A is an m X n matrix, then the system of linear
inequalities:
A'p>o,

and the homogeneous linear equation:
Az =0,
always have a pair of solutions, p* € R™ and «* € R" such that:
z*>0& ATp* +2* > 0.

Proof. For any p € R™, let ‘[ATp]j’ denote the ;% coordinate of ATp, and
define:
N(p)={je{l,....n} | [ATp], > 0}.

Next, define the set P by:
P={peR™|ATp>0};

and note that, since for all p € P, we have N(p) C {1,...,n}, the number of
elements in N(p), #N(p), is maximized at some point p € P. We distinguish
several cases, depending upon the value of #N(p).

1. #N(p) = 0. Here it follows from Stiemke’s Theorem that there exists z* €
R% , such that * > 0, and Az* = 0. Consequently, if we define p* = 0 € R™, we
have:

ATp* >0, Az* =0,2" > 0,and ATp* +z* > 0,

as desired.
2. #N(p) = n. Here we must have AP > 0, and setting & = 0 € R”, we have:

AZ=0and A'p+2 >0,

once again.

3. 1< #N(p) 4 < n. Here we can assume, without loss of generality, that:

[ATP]; >0 forj=1,....k, and [ATP]; =0 for j=k+1,...,n.

Define B as the submatrix consisting of the first & columns of A, and C as the
submatrix consisting of columns k + 1,...,n. Thus we can write:

A-[BC]|

and we have:
B'p>0and C'p=0.
Now suppose, by way of obtaining a contradiction, that there exists y € R™ such
that:
CTy>o,

and define p € R™ by:

p=0p+y,



186 Chapter 6. Production Theory

where:

—1BTyl:
0 = max M + 1.
=%\ 187

Then, for each j € {1,...,n}, we have:
[BT(9p)); = 0|B"p|; = —[B yl; + BBl > —[B yl;;
so that:
BT (0p+y)=B"(6p)+ BTy > 0.

Moreover:
CTp+y)=0C'p+CTy=CTy>0,

so that p € P. But this is impossible, since #N(p) > #N(p).
From the argument of the preceding paragraph we conclude that there exists no
y € R™ satisfying:
CTy>o.

Consequently, it follows from Stiemke’s Theorem that there exists z € Rﬂ:rk such
that:
Cz=0.

If we now define =* € R’} by:

we see that:
Az* = [BC]=[BC] <0> =B0+Cz =0,

BT 0 B'p 0 B'p

To, o - _ D _ P
e = (G)o+(2) - (65)+ ()= (%.7) =0
as desired.

By making use of Tucker’s Theorem, we can prove yet another sort of ‘theorem
of the alternative,” which in this case is known as the ‘Minkowski-Farkas Lemma.”?

6.42 Theorem. (Farkas, 1902; Minkowski, 1910) If A is an m x n matrix and
b € R™, then exactly one of the following holds. Either the equation:

Az =b, (6.49)
has a nonnegative solution, or the inequalities:
P A>0 & p b=p-b<0, (6.50)

have a solution.

"For yet additional results of this sort, see Nikaido [1968, pp. 38-9], or Mangasarian [1969,
Chapter 2].
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Proof. This time I will leave as an exercise the proof that there cannot exist
both «* € R} satisfying (6.49) and p* € R™ satisfying (6.50).

To show that one of the two must hold, we note that by Tucker’s Theorem, there
exist p* € R™ and z* € Rﬁ’r’f such that:

AT AT *
{_br} p'= {_b‘rz;*] 20, (6.51)
[A-b]z* =0, (6.52)

and: AT ATy
{—bT} p +zt = {_pr*} +2z">0. (6.53)

Now, if in fact there exists no p € R™ such that:
ATp>0andp'b <0,

then it follows from (6.51) that:
ptb=0;

in which case we have from (6.53) that z,41 > 0; so that, defining * € R} by:

ot = % forj=1,...,n,
Zn+1
it follows from (6.52) that:
Ax* =b. ¢

6.43 Definition. If a vector a is an element of R", we define the ray generated
by a, denoted by ‘(a),” by:

(a) ={x €eR"| (F0 € R}): & = Oa}.

Given a; € R™, for j = 1,...,n, we follow the usual set summation rule in
defining (@1)+(a2)+. .. (a,) as the set of all y € R™ such that there exist y; € (a;),

for j =1,...,n, such that:
n
y= Zj:] Yj-

The definition toward which I have been aiming can now be set forth as follows.

6.44 Definition. A set K C R™ is said to be a polyhedral cone iff there exist
vectors aq,...,a, € R™ such that:

K= (a1)+- -+ (an).

I will leave it to you to prove that a polyhedral cone is a convex cone. I will also
leave the proof of the following proposition as an exercise.

6.45 Proposition. A set K C R™ is a polyhedral cone if, and only if there exists
an m X n matriz, A such that:

K={yeR"|(EBzcR}): y=Ax}.
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Now, having established Proposition 6.45, let’s return to a consideration of the
general activity analysis model developed at the beginning of this section. Recall
that, given the assumptions of that model, the production set took the form:

Y={yeR"|(FxecR}): y=Cz};

which we now see is a polyhedral cone. In fact, every one of the ‘theorem of the alter-
native’ type results which we have just established has an economically meaningful
application/interpretation in terms of the activity analysis model of production; al-
though I will leave as an exercise the task of verifying this statement. I will close
this section with some results which effectively define the relationship between the
activity analysis model and the linear production set definitions set forth earlier in
this chapter.

6.46 Theorem. If K C R™ is a polyhedral cone, then K** = K.

Proof. We have already noted the fact that, for any cone, K, we must necessarily
have:
K C K*.

To complete our proof, let the m x n matrix A be such that:
K={yeR"|(3zecR}): y=Ax}. (6.54)
Then it is easy to prove that:
K*={zeR™"|2TA<0}={zcR™|2"(-A) > 0}.

Now, suppose b ¢ K. Then it follows from (6.54) that there exists no nonnegative
x such that:
Az =b, or (—A)x = —b;

and thus by the Minkowski-Farkas Lemma, there exists 2z € R™ such that:
zT(-A)>0and z- (=b) < 0.

By the first of these two inequalities, we see that z € K™, while by the second, it
then follows that b ¢ K**. Consequently, if b € K**, thenbe K. g

The following is now an immediate implication of Proposition 6.33 and Theorem
6.46.

6.47 Corollary. A polyhedral cone is a closed set.

For a proof of our next, and final result of this section, see, for example, Nikaido
[1968, p. 42].

6.48 Theorem. If A is an m X n matriz, the set Y C R" defined by:
Y = {y e R"| Ay <0},

is a polyhedral cone.
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As you have probably already noticed, it follows immediately from Theorem 6.45
that any linear production set can be generated by an activity analysis model. The
converse is also true. In this case, the proof of the statement is a little more tricky,
but we can proceed as follows. Let Y C R"™ be generated by an activity analysis
model, so that there exists an n x m matrix, A, such that:

Y ={yeR"|(3zcR?): y=Ax}.
Then it is easy to prove (although I will leave this as an exercise) that:
YV*=M(Y)={pcR"| ATp<o0}. (6.55)

But then it follows from Theorem 6.48 that Y* is a polyhedral cone; so that there
exists a positive integer, ¢, and an n x ¢ matrix, B, such that:

Y*={peR"|(3z €R}): p = Bz}.
However, by the same reasoning as yielded (6.55), we can see that:
Y™ =(Y*)" ={yeR"|B'y <0}.

Since Theorem 6.46 tells us that Y™ = Y, we can now see that Y is a linear
production set, as per Definition 6.9.

Exercises. 1. Let A be a nonnegative m x ¢ matrix; and define the production
set, T', by:

T={(v,z) eR™" | v+ Az <0&z e R:}

On the basis of this information, answer the following five questions. In each case,
you should try to prove the property directly, and not by appealing to results estab-
lished in this chapter.

a. Does this production process satisfy non-decreasing returns to scale? Explain
briefly.

b. Is this production set convex? Is it additive? Explain your answer.

c. Suppose now that the matrix, A, satisfies the following condition: for each
Jj€{1,...,q}, there exists ¢ € {1,...,m} such that a;; > 0. Can you characterize
the efficient pairs, (v, x) for this production set?

d. Suppose now that w € R, is the vector of prices for the inputs, v, and
that p € R‘Lr is the vector of prices of the outputs, . What must be the relation-
ship between w and p if a price-taking (and profit-maximizing) firm operating this
technology is to produce a non-zero (but finite) output?

e. Given that A satisfies the condition defined in part (c), above, does T sat-
isfy Impossibility of Free Production? Does it satisfy Irreversibility? Explain your
answers.

2. Prove the first and third of the ‘Facts Regarding Disposability’ set out in
Section 2.
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3. Show that production constraints (6.6)—(6.8) are equivalent to (6.9)—(6.10) in
the example in Section 3.

4. Prove Proposition 6.15.

5. Complete the proof outlined in Example 6.36.

6. Prove Proposition 6.37

~

. Verify inequality (6.16) in Section 4.



Chapter 7

Fundamental Welfare Theorems

7.1 Introduction

In this chapter, we will be extending the development of the ‘Fundamental Theorems
of Welfare Economics from the pure exchange economy case which we discussed in
Chapter 5 to a production economy. Much of the analysis will be almost unchanged
from the corresponding material set out in Chapter 5. The main difference is that
we will present here a detailed proof and discussion of the ‘Second Fundamental
Theorem of Welfare Economics’ (the unbaisedness result), neither of which was
included in Chapter 5.

7.2 Competitive Equilibrium with Production

We will suppose in our discussion here that there are given finite (integer) numbers
of commodities, consumers, and firms; and we will denote these quantities by ‘n,m,’
and ‘¢, respectively. The commodity space then becomes R", and we will employ
the following system of notation. First, we will denote the set of consumers by ‘M’
and will use ‘K’ to denote the set of producers; in other words:

M={1,...,m}and K ={1,...,¢}.

The remaining basic notation is as follows:
X; C R™ denotes the i consumer’s consumption set, and we will assume
throughout that X; # 0, for ¢ = 1,...,m (that is, X; # 0, for all i € M);
‘P;’ denotes the i*" consumer’s (strict) preference relation on X;,
and we will assume throughout that P; is irreflezive, fori=1,...,m;
Y}, € R denotes the k' firm’s production set, and we will asssume
that Yy # 0, for k=1,...,¢;
r € R™ will denote the aggregate resource endowment of the economy.

7.1 Definition. When we write ‘E is an economy,” we will mean that E is a tuple
of the form:
E= (<Xi713i>a <Yk>¢r)7
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where (X;, P;) (i = 1,...,m), (Y%) (k =1,...,0), and » € R" satisfy the above
conditions.

In dealing with allocations for an economy, we will denote the coordinates of the
ith consumer’s commodity bundle, x;, by ‘zij’, (j =1,...,n); that is, we write:

i = (Ti1, -+ -5 Tin),

where ‘z;;” denotes the quantity of the jt commodity available to (or being made
available by) the 7" consumer. We then follow the convention that if:
a. x5 > 0, then the 4% commodity is available for i’s consumption in the amount
x;5, while if:
b. x;; < 0, then the consumer is offering to supply the 4t commodity (or
service), in the amount |z;;| = —x;;.
With this convention, notice that if commodity prices are given by the vector p € R’}
then the net expenditure necessary for the consumer to obtain the bundle x; € X;
is given by the inner product of p and x;, that is, p - ;.
A similar convention will be followed with respect to production vectors y;, € Yj;
which, where necessary for clarity, we will write out as:

Y = (ks -+ Ykn)-

In this case, if:
a. yrj > 0, then the k" producer is producing (or planning to produce)
the j** commodity in the net amount Ykj; while if
b. yx; <0, then the producer is using the % commodity as an input!
in the amount |yg;| = —yk;.
Consequently, given prices p € R}, the profit to the k" producer yielded by the
choice of y;, € Y}, is given by p - y;. We will, in fact, define the profit function
on R’ by:
m(p) = max{p -y | yx € Yi},

and assume that the producer attempts to maximize profits, taking the price vector
as given.?

In dealing with an economy, E = ((X;, P;), (Yx),7), we denote the cartesian
product of the X;’s, the consumption allocation space, by ‘X’, or by ‘X(E),” if
it appears that a reminder might be needed as to the association of the set with the

economy; that is,
m
x=x(E)=]]_ Xi= HieM X;.
Similarly, we denote the product of the Y}’s, the production allocation space by
Y, or Y(E):
Y
9=9(E) = Hk-:l Y= erK Y-

'For this particular production plan; other technologically feasible production plans for the
producer may have y; = 0, or, indeed, have yi; > 0.
2So that the producers are taken to be pure competitors, that is ‘price-takers.’
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We use the generic notation, ‘(z;), (z}), (z}),>" and so on to denote elements of X;
and, similarly, (y.), (y}.), (¥}),” will be used to denote elements of Y. Combin-
ing these, we will use ‘((x;), (yx)), (&), (), (&), (y;)),” and so on, to denote

elements of the allocation space:

o= (11, %)+ (T1L, )

7.2 Definitions. Let E be an economy. An (m-+£)-n-tuple, ((z;), (y;)) € Rm+On
will be said to be a feasible (or attainable) allocation for E iff:

l.x;eX; fori=1,...,m,

2. y,€Y, fork=1,...,¢ and:

3N @i =4 Yy

In other words, ({z;), (y))is feasible for E iff ({x;), (y;)) € X x Y, and:

ZiEM Ti=TE ZkEK Uk
We will denote the set of all feasible or attainable allocations for E by ‘A(E)’.

We are going to want to discuss competitive, or Walrasian equilibria® for an
economy, E; but of course we cannot define such an equilibrium without specifying
what the consumers have to spend in such an economy. Our next definition will
provide us with a great deal of flexibility in this respect.

7.3 Definition. Given an economy, E = ((X;, P;), (Yx),r), we shall say that a
vector w = (wi,...,wy) is an assighment of wealth (or a wealth-assignment
vector) for E, given the price vector p* € R", iff for each i we have:

(3 € X3): p* - @ < wyy

and w satisfies: .
m
Zi:l w; =p* -1+ Zk:l 7k (p). (7.1)

A wealth assignment vector, given a vector of prices, p*, must provide each
consumer with enough wealth to purchase something in its consumption set, and
must also exhaust the sum of the value of resources plus aggregate profits, given p*.
We then use the concept of a wealth assignment vector to define a competitive (or
Walrasian) equilibrium for an economy, E, as follows.

7.4 Definitions. An (m + ¢+ 1) - n-tuple, ((x}), (y}),p*), is a competitive (or
Walrasian) equilibrium for the economy F = ((X;, P;), (Yx),r), iff there is an
assignment of wealth for E, given p*, w = (wy, ..., wy,), such that:

1. p*#0,

2. (@), (1) € A(E),

3. for each k € K, we have: p* -y} = m(p*), and

30r sometimes, for example, (x;)™;, or (x;)ien, as was indicated in Chapter 5.
4We will use these two terms, competitive equilibrium and Walrasian equilibrium, as synonyms
throughout the remainder of this book; except in Chapter 8, as will be explained there.
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4. for each 1 € M, we have:
a. p* -z} < w;, and:
b. (Va; € X;): Pz} = p* - x; > w;.
In this case we shall also say that ((z}),(y;),p*) is a competitive (or Wal-
rasian) equilibrium for the economy E, given the wealth assignment,
w = (Wi,...,Wn).

I should at this point take a moment to explain the inclusion of the condition p* #
0 in the above definition. It should be clear that if at each attainable consumption
allocation, (x;) € X(E), at least one consumer is not satiated, then the satisfaction
of condition 4 of Definition 7.4 implies p* # 0. Consequently, the requirement that
p* # 0 is almost redundant in our definition of a competitive equilibrium. However,
we will need this last condition as a part of our definition of a ‘quasi-competitive
equilibrium,” a concept we will be defining later in this chapter; and in order to
ensure that a competitive equilibrium is always a special case of a quasi-competitive
equilibrium, I have included condition 1 in our definition.

The most usual way of specifying a wealth assignment for an economy is based
upon the following definition.

7.5 Definitions. Let E = ((X;, P;), (Yx),r) be an economy. We shall say that
((r:), [sik]) is a distribution of ownership for FE iff:

1.r;eR fori=1,...,m,and > ;" r; =",

2. 85 >0,fori=1,...,mk=1,...,£, and

3oy siw=1fork=1,...,L

We shall then say that & = ((X;, P;), (Yz), (i), [six]) is a private ownership
economy iff F = ((X;, P;), (Yy),r) is an economy, and ((r;), [six]) is a distribution
of ownership for E.

Notice that the above definition allows for the possibility that the k™" firm is a sole
proprietorship (in which case, there exists some ¢ such that s;; = 1), an equal-shares
partnership (in which case there would exist some h,i such that spr = s = 1/2),
or a publicly-traded corporation (in which we would have s;;, > 0 for many of the
consumers).

If &€ = ((Xi, Py), (Ye), (ri), [sik]) is a private ownership economy, and a price
vector, p € R™ is given, the usual definition of the i** consumer’s income (or
wealth) is given by:

wip)=p-rit Y sami(p) (7.2)

Notice that if 0 € Y}, (although in this chapter we will not usually be requiring this
condition), then for any price vector, p, we will have w;(p) > p - r;.

The definition of a private ownership economy is due to Debreu, and private
ownership economies, as thus defined, are the principal subjects of investigation
in Debreu’s Theory of Value (Debreu [1959]). As we have just indicated, Debreu
treated individual resource endowments as something distinct from the production
sets in the economy. From a formal mathematical point of view, however, we could
easily eliminate the explicit inclusion of individual resource endowments by defining
m new production sets:

Yi={rk—e} fork=0+1,...,0+m;
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and correspondingly adding m shares of ownership, with:

1 fori=k—1¢,
Sik = .
0 otherwise,

fori = 1,...,m;k = £+ 1,...¢0 + m. (Or alternatively, by making use of the
consumption sets X/ defined as X} = X; — r;.) Why then, you may well ask, do we
complicate our notation by explicitly including the individual resource endowments?
Well, the discussion in the above paragraph indicates one reason; if we add to
the assumption that 0 € Yj, for each K, the condition r; € X;, for each i, then
given any price vector, p, each consumer will have a non-empty budget set. A
second reason is that the inclusion of individual resource endowments allows us to
consider private ownership pure exchange economies as the special case of a private
ownership economy in which ¢ =1, and Y = {0}. On the other hand we obviously
gain no generality in our model by including individual resource endowments in the
specification of an economy, and in later chapters we will often simplify our notation
by not explicitly taking such endowments into account.

As we have seen, the definition of a private ownership economy provides a natural
definition of a wealth assignment for the economy, given a price vector, p. However,
the more abstract notion of a wealth-assignment for E provides us with much more
flexibility in our analysis, and allows us to deal with many different situations with
more or less the same arguments. Some of those different situations are set out in
the following examples.

7.6 Examples.

1. Let F = ((X;, P;), (Yx),r) be an economy, let ((r;),[sik]) be a distribution of
ownership for E, and denote the resultant private ownership economy by ‘€.” We will
say that ((x), (y}),p*) is a competitive equilibrium for & if it satisfies Definition
7.4 with the wealth assignment:

w; = w;(p*) ST+ Z sigTE(PY), fori=1,...,m.

However, we will sometimes wish to modify this arrangement, as follows. Define
a vector t = (t1,...,tm) to be a system of lump-sum transfers for & iff:

m t 0
Zi=1 v
We then say that ((x]), (y}),p*) is a competitive equilibrium for &, given

the system of lump-sum transfers, t, iff, defining the assignment of wealth
w = (w1,...,wm) by:

S Zk . sikTR(p*) +t;, fori=1,.

it is true that ((x}), (y;), p*) is a competitive equilibrium for E, given the assignment
of wealth w,

2. Let E = ((X;, F;), (Y%),r) be an economy, and suppose ((x;), (y;),p*) sat-
isfies conditions 1-3 of Definition 7.4, above; and, in addition, that for each i we
have:

(Va; € X;): i Pxf = p* - x; > p* - x].
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Then if we assign the wealth levels:

wi =p*-x; fori=1,...,m;
it follows that ({z}), (y;),p*) is a competitive equilibrium for E with the wealth
assignment vector w* = (wf,...,w},).
3. Exercise. Show that in the above examples, the vectors w and w* are wealth
assignments for E, respectively, given the price vector p*; that is, that they satisfy
Definition 7.3 g

7.3 Some Diagrammatic Techniques

In this and the next chapter, we will be looking at a great many simple examples
of competitive or Walrasian equilibria. Our examples will deal primarily with two
special cases. One is that in whichm =n=2, /=1, andY = {0} or ¥ = —Ri.
Either of these cases can be interpreted as the classical two-person, two-commodity
pure exchange model, and the primary diagrammatic technique which we will use in
the analysis of such examples will be the Edgeworth Box diagram with which you
are already familiar. The other special case with which we shall be dealing is that
in which:
m={0=1,n=2,

and in which there is non-zero production. In this case, it will be convenient to use
some diagrammatic techniques with which you may not be familiar.?
Consider the economy, E, in which m =¢ =1, n =2, and:

X={zcR?|(-2,1)<2&z; <0},Y ={y € R? |y + 42 <0 & y; <0},

and r = (0,3/2). We can graph this production set and consumption set as in Figure
7.1.a, on the next page.

In the right-hand diagram (Figure 7.1.b) on the next page, we have indicated the
attainable consumption set, which we will denote by ‘X* and which is simply
the set of all consumption bundles which correspond to an attainable allocation for
the economy. In other words, it is the set of all consumption bundles which can
be attained with the resources and production technology available in the economy.
Formally, we define X* as follows. s

Suppose a pair (x,y) is in A(F) for this economy, so that (z,y) € X x Y, and
satisfies:

r=r+y.
Then  must be a member of the set:

r+Yd§f{zER2 |GyeY): z=r+y}
Consequently, defining X*, the attainable consumption set, by:

X*={xeX|ByeY): (z,y) € A(E)},

®This type of diagram was introduced, and used extensively in Koopmans [1957].
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‘XQ AXQ

r+Y

//%

// // X1 X1
Figure 7.1.a Figure 7.1.b
Figure 7.1: A Production Economy.
we see that we must have:
X*CXnr+Y] (7.3)
Conversely, if:
reXnNr+Y], (7.4)

then & € X, and, by definition of r + Y, there exists y € Y such that x = r + y.
We see, therefore, that if (7.4) holds, then (x,y) € A(E), and it follows that:

XNnr+Y]C X" (7.5)
Combining (7.3) and (7.5), we see, therefore, that:
X*=XnN[r+Y] (7.6)
It is also easy to see that in our example, the set 7 + Y will be given by:
7'+Y:{z€]R2|z1 <0& 21 + 22 < 3/2},

as is indicated in Figure 7.1.b; and thus that the attainable consumption set will be
as shown in that diagram.

Since the attainable consumption set is given by (7.6), it is clear that the set
r + Y will be quite important in the analysis of our examples. In the examples
we will present, the set » + Y will also be quite easy to represent graphically. For
example, it is easy to see that if the commodity space is R%2, 0 € Y, and = is of
the form r = (0,72), where o > 0, then 7 + Y will simply be the translate of Y’
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obtained by sliding the production set upward along the vertical axis until its vertex
coincides with », rather than the origin. In fact, it is easy to prove the following
(and it would be a good exercise to do so).

Suppose Y is a subset of R? of the form:

Y ={y €eR? |y <0 & arys + azye < 0},

where a; and ay are positive constants. Then r+Y is the set whose upper boundary
is given by:
y2 = (—a1/az)ys, (7.7)

whose vertical intercept is at the origin; and if 7 is of the form:
r = (0,72),

then:
T+Y:{ZGR2 | z1 <0 & arz1 + azze < agra}.

The upper boundary of 7 + Y is therefore given by the line:
2 = (—a1/az)z + 12, (7.8)

which is parallel to the line defined in (7.7), and which has the vertical intercept 7.

The set 4+ Y can, for much of our analysis of this type of example, actually be
thought of as a kind of production set. In fact, if we are trying to determine the
level of supply, given a price vector p, we can actually effectively ignore the set Y,
and search for a ‘profit-maximizing’ vector, z, in the set Z = r» + Y. That this is
so stems from the following fact, which is actually a special case of Theorem 6.38,
from Chapter 6; however, it might nonetheless be a good exercise to prove this fact
directly.

7.7 Proposition. If z* = r + y* mazximizes ‘profits’ on Z, given the price vector
p*, then y* mazimizes p* -y on'Y. Conversely, if y' mazimizes p* -y on Y, then

z' = r +y' mazimizes ‘profits,” p* - z, on Z.

Now consider a private ownership economy, €, where m = ¢ = 1. Since there is
only one consumer and one firm, we have:

s = s11 = the share of the first consumer in the profits of the first firm = 1,

and:
71 = the first consumer’s resource endowment = r,

the aggregate resource endowment. Therefore, if z* € Z maximizes ‘profits’ on Z,
given the price vector p*, the consumer’s budget line (or hyperplane), given p*, is
given by:

bp")={zecX|p"z=p" 2"}

Thus, in the case where n = 2, we have the sort of situation illustrated in Figure
7.2, below, which depicts a Walrasian equilibrium at (x*, y*, p*).
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W

N

r+Y {/&/ //k. \b(p*)
%'/:///%////"‘ T

Y

Figure 7.2: A Competitive Equilibrium.

We can simplify our discussion of examples, and gain some further understanding
of a Walrasian equilibrium, by consideration of the following material. Earlier we
defined the sets II; and II by:

O, ={peR" | QyreY)Vyr€Yr):p -y >p -y} fork=1,...,¢4

and:
O={peR"|(Fy* €Y)(VyeY):p-y" >p -y}, (7.9)

where ‘Y’ denotes the aggregate production set. We then defined the aggregate
profit function, 7 (-), and the aggregate supply correspondence, o(-):

m(p) =maxp-y forpell, (7.10)
yey

and:
op)={yeY|p y=n(p)} forpell (7.11)
Recall also that it follows from Theorem 6.38 that:

L
0c&I = ﬂH Tl (7.12)

and, for p € II:

") =Y mp) & o)=Y oxlp). (7.13)
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Furthermore, it follows easily from the same theorem that if ((z}), (y}),p*) is a
competitive equilibrium for an economy, F, then we must have p* € II, and, defining:

v=>"_
we must have:
p" -y =7(p") & y" €a(p)
Now define the set IT* by:
m*=1nNnA,,

where ‘A,’ denotes the unit simplex in R™:

A, = {p €RY | Z::1pj = 1}.

The homogeneity of the consumers’ demand correspondences and the producers’ sup-
ply correspondences, together with Proposition 6.25 and Theorem 6.38 of Chapter
6, imply the following; the proof of which will be left as an exercise.

7.8 Proposition. Suppose the economy E satisfies either:
Y —R1CY, (7.14)

or:
—R" CY, (7.15)

and that ({(x), (y;),p*) is a competitive equilibrium for E. If we define:

_ 1 .
P=|\x P
(E?ﬂ’j)

then p € IT* and ((:cf), (yZ)j)) is also a competitive equilibrium for E.

We will often employ a variant of the model we have been discussing here, one
which also deals with the case in which there is one producer, one consumer, and
two commodities as before, but makes use of the assumption that X = Ri. Here
we will also generally suppose that r takes the form:

r = (r,0),
and we will use the generic notation:
p=(w,p),

to denote price vectors; although we will frequently normalize the price of the first
commodity; that is, set w = 1. In this case we interpret ‘z,’ as the quantity of
leisure demanded by the consumer; while:

{=ux1—r,

is the quantity of labor offered. A typical competitive equilibrium in this case might
look something like the following, in diagrammatic presentation.
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Figure 7.3: Competitive Equilibrium for the Labor/Leisure Model.

7.4 Walras’ Law with Production

‘We begin this section by extending our definition of a wealth-assignment vector to
a wealth-assignment function. In the definition, recall that we have defined II for
an economy as the collection of all price vectors for which a maximum profit exists
on each production set, and, for each i € M:

Q= {(p,w) eR"™ | Beec X)) p -z <w}

7.9 Definition. Let £ = ((X;, Pi), (Yx),r) be an economy. We shall say that a
function, w: II — R™ is a feasible wealth-assignment function for F iff, for
each p € II, we have:

(p7 wi(p)) eQ; fori=1,...,m,
and: .
m
Yo wilp)=por ) mp):
We have already considered competitive equilibria with an arbitrary assignment

of wealth. The notion of a feasible wealth-assignment function simply extends this
basic idea by allowing for a wealth assignment which is a function of prices.%

7.10 Examples.
1. Let € = ({(X;, P;), (Yx), (ri), [sik]) be a private ownership economy satisfying:

r,€X; fori=1,...,m,

0eY, fork=1,...,0
5The very useful notion of a wealth-assignment function was introduced in Gale and Mas-Colell
[1975].
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and, as we have done previously, define w: II — R™ by:

¢
wi(p)=p-ri+ Zk:l sikme(p) fori=1,...,m. (7.16)
Then, since 0 € Y}, for each k, we see that for any p € II;
m(p) >0 fork=1,...,¢

Therefore, for each p € II and each i:

¢
wi(p) =p-ri+ Zk:l sikme(P) > P Ti-

Since 7; € X;, and (as I will leave you to verify), for each p € II:

S wip)=p-r+ 22:1 m(P),

it follows that w(-) is a feasible wealth-assignment function for €.

2. It will sometimes be useful to make use of the idea of a wealth-assignment func-
tion to formally relate results for pure exchange economies to production economies
with linear technologies, as follows. Let E = ((X;, P;), (Yk),7) be an economy in
which Yy is linear, for £ = 1,...,¢. We can then define the function w: I — R™
by:

wi(p)=p-r; fori=1,...,m. (7.17)
If (r;) satisfies the condition:
r,€X; fori=1,...,m;

then, since we showed in Chapter 6 that we must have m;(p) = 0 for each p € II
and each k, it follows that w(-) is a feasible wealth-assignment function for E.
3. Suppose once again that & = ((X;, P;), (Yx), (rs), [sik]) satisfies:

rieX; fori=1,...,m;

and that:
0cY, fork=1,...,¢

and let’s introduce government as an (m + 1)* consumer; using the subscript ‘0’ to
denote government’s income and consumption. We will then suppose that Xo = R’
so that:

Q = {(p,w) € R**! |peR, &w>0}.

We will suppose that the 7" consumer pays the tax:

ti=m;- (Zizl Sikﬂ'k’(p))a

where:?
0<7<1 fori=1,...,m.

"In practice, there would typically be only three or four different tax rates; with the tax rate paid
by the it" consumer depending upon her or his income. However, the formulation here incorporates
this situation as a special case, and is simpler to deal with in this example.
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We then define (sg) by:
m
Sok = Z/‘—l TS fork=1,...,0

and w: I — R™ by:

¢
wo(p) = Zk:l sor7k(p), and:

L .
wi(p) =p-7Ti + Zk=1 sikmg(p) —ti fori=1,...,m.

I will leave it to you to verify that this is a feasible wealth assignment function for
& o

If a feasible wealth-assignment function is defined for an economy, individual and
aggregate demand and excess demand become functions of prices alone; as is set out
formally in the following definition.

7.11 Definition. Let F = ((X;, P), (Yy),r), and let w: II — R™ be a feasible
wealth-assignment function for £. We define the excess demand correspondence
for E, given w,n: II — R", by:

) =" sip) - oxlo). (7.18)
where we define §;(-) by:

di(p) = hi[p,wi(p)] fori=1,...,m;
where h;(-) is the " consumer’s demand correspondence.

7.12 Proposition. [Walras’ Law (Weak Form)] Let E = ((X;, B;), (Yx),7) be
an economy, let w: II — R™ be a feasible wealth-assignment function for E, and let
n: II — R™ be the aggregate excess demand correspondence for E, given w. Then
for any p € II and any z € n(p) we have p-z < 0.

Proof. Under the stated conditions, there exist ({.'m), (yk)) such that:

z; € hi[p,wi(p)] fori=1,...,m, (7.19)
Yy, €op(p) fork=1,...,¢, (7.20)

and:
¢

o :ZL ToT=Y U (7.21)

Since y,, € o (p), for each k, we also have:
pyk:ﬂ'k(p) fork=1,....4 (722)
while from (7.30), we have:

p-xi—wi(p) <0 fori=1,...,m. (7.23)
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From (7.23) we have, upon adding over 7, and making use of (7.31), (7.21), and the
definition of a feasible wealth-assignment function:

0> ZLP T — ZZI w;(p) :Zzlp m — (p T+ Zi:l m(p))
= (X mor- X )= o

The proof of the next two results will be left as exercises.

7.13 Proposition. [Walras’ Law (Strong Form)| Let E = ((X;, P;), (Yz),r) be
an economy, let w: II — R™ be a feasible wealth-assignment function for E, let
n: II — R™ be the aggregate excess demand correspondence for E, given w, and
suppose that:

P; is locally non-saturating, fori=1,...,m.

Then for any p € Il and any z € n(p) we have p -z = 0.

7.14 Corollary. [Walras’ Law (Original Form)| Let E = ((X;, Pi), (Yx),7) be
an economy, let w: II — R™ be a feasible wealth-assignment function for E, let
n: II — R” be the aggregate excess demand correspondence for E, given w, and
suppose that P; is locally non-saturating, for i = 1,...,m. Then if p* € IINRY
and z* € n(p*) are such that for some k € {1,...,n}, we have

(vje{l,...,n}\{k}): z; =0,

we must have 2}, = 0 as well. In other words if n—1 of the markets are in equilibrium,
then the remaining market must be in equilibrium as well.

7.15 Example. Suppose that in the economy, & = ((X;, P;), (Yz), (r:), [sit]), the £t
firm represents government production. We are not excluding the possibility that
we may have Yy, € —R’; that is, that government is simply a consumer, as was the
case in Example 7.10.3; however, we can equally well suppose that some elements
Y, € Y, have some positive coordinates. In any case, an allocation, ({(z;), (y)) will

be feasible iff: ,
m m
Zizl x; = Zi:l i+ Zk:l Y- (7.24)

t= (),

and, defining the function w: II — R™ by:

We define:

-1
w’t(p) :p'r’i+zk:1 Sikﬂ—k(p) 7tl(p) fori = 17"'7m7 (725)

we suppose that the tax/transfer function ¢: II — R™ has been defined in such a
way that, for each p € II:

(p, wi(p)) eQ; fori=1,...,m. (7.26)

We will suppose that the government’s choice of ‘production’ can be characterized
by a function of price, oy: II — Y;. We will then say that ((x]), (y}),p*) is a
competitive equilibrium, given the governmental policy (o, t) iff:
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1
2. ((x7), (yp)) is feasible,

3. yp € op(p*), for k=1,...,¢ and:

4. @i € hy [P*,wi(P*)], fori=1,...,m.

Now suppose that each consumer’s demand correspondence satisfies the budget
balance condition (Definition 4.6). We can then derive a rather interesting conclu-
sion, as follows. By the budget balance condition, we have:

-1
p*x; =wi(p*)=p" -ri+ Zk=] sikTE(P*) — ti(p*), fori=1,...,m.

Thus, adding over ¢, and defining &* = Y ";* | @} and 7(p) = Y_1*; ti(p), we obtain:

* ok =1, * *
pat=p oty P yi—T(p). (7.27)

On the other hand, since ((x}), (y})) is feasible, we obtain from (7.24) that:

-1
p*-m*:p*-r+zk:1p*<yz+p*<yz (7.28)
Combining (7.27) and (7.28), we see that:
P oyp = —7(p");

that is, the government’s budget is necessarily balanced!

How is it that this conclusion, which is so very unlike our recent experience in
the U. S., can be reached? Well, it is rather a variant of Walras’ Law; and comes
about essentially because the value of demand must be equal to the value of supply.
To put this another way, we cannot have an unbalanced governmental budget in this
sort of model unless we introduce a financial sector into the model.

Notice finally that it follows from (7.27) and (7.28) that the function defined in
(7.24) is a feasible wealth-assignment function for €.

7.5 The ‘First Fundamental Theorem’

The following definitions are essentially unchanged from those presented in Chapter
5. I repeat them here largely for the sake of providing a convenient reference.

7.16 Definitions. Let E be an economy. We then define:
1. the unanimity ordering (or the strong Pareto ordering), Q, on X by:

() Q(x}) = [z;Px; fori=1,...,m]. (7.29)
2. the Pareto (at-least-as-good-as) ordering, R, on X, by:

(x))R(z}) = [~x|Px;, fori=1,...,m]. (7.30)
3. the strict Pareto ordering, P, on X, by:

(@)P@)) < [(@)R(]) & (@) Riz,)) (7.31)
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We will use the following terminology in dealing with these three orderings. If:
(x})Q(=x;), we shall say that (x]) is unanimously preferred to (x;),

(z})R(x;), we shall say that (x) (weakly) Pareto dominates (x;),
(z})P(x;), we shall say that (x}) strictly Pareto dominates (x;).

7.17 Definitions. Let E = ((X;, P;), (Yx),r) be an economy. We shall say that
a feasible allocation for E, ((x}),(y})) is Pareto efficient for E [respectively,
strongly Pareto efficient for E] iff there exists no alternative feasible allocation
for E, ((x:), (yy)), satisfying:

(i) Q(@])[respectively, (z;)P(z])];
where the orderings Q and P are defined in equations (7.29) and (7.31), above.

While the above definitions are stated for an economy, the corresponding defi-
nitions for a private ownership economy, & = ((X;, P;), (Y&), (r:), [sik]), are obvious,
and will be used where needed without further comment.

In the terminology just introduced, a feasible allocation, ((:cf) <yz>), will be said
to be Pareto efficient for E iff there exists no alternative feasible allocation which
all consumers prefer to ((z}), (y})). The feasible allocation ((x}), (y})) is strongly
Pareto efficient for E iff there exists no alternative feasible allocation which strictly
Pareto dominates ({z}), (y})). Since ((x}), (y})) may be such that, while no feasible
alternative allocation is unanimously preferred, there nonetheless is another feasible
allocation, ((wz) (yk>), where no consumer is worse off, and at least one consumer is
better off than at ((x}), (y})). there are in principle more Pareto efficient allocations
than there are strongly Pareto efficient allocations for a given economy, E. This is
the reason for the terminology used here.

Making use of the terminology introduced by Hurwicz [1960], we will demonstrate
that, loosely speaking:

1. the competitive mechanism is non-wasteful, in the sense that any competi-
tive

equilibrium is Pareto efficient, and

2. the competitive mechanism is unbiased, in the sense that (given some addi-
tional

assumptions) any Pareto efficient allocation can be made a competitive equilib-
rium.

Roughly speaking, these two results respectively constitute what are known as the
‘First’ and ‘Second Fundamental Theorems of Welfare Economics.’

In the material to be presented here, we will concentrate on Pareto efficient
allocations, as opposed to strongly Pareto efficient allocations; for the reasons set
out in Chapter 5. However, the following result provides sufficient conditions for
Pareto efficient allocations to be strongly Pareto efficient. I will leave the proof as
an exercise, since it can be done in essentially the same way as we proved Proposition
5.19.

7.18 Proposition. If E = ((X;, B;), (Y),r) is an economy in which X; = R’ and
P; is asymmetric, negatively transitive, lower semi-continuous, and strictly increas-
ing, fori=1,...,m; then an allocation ((wf), (yZ)) is Pareto efficient for E if, and
only if, it is strongly Pareto efficient for E.
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Turning now to the ‘non-wastefulness’ property of the competitive mechanism,
we begin by defining a slight generalization of the idea of a competitive, or Walrasian
equilibrium for an economy. The definition presented here will be critical to our
initial development of the ‘unbiasedness’ result; in fact, the usual statement of the
‘Second Fundamental Theorem’ is something like: ‘given the appropriate convexity
conditions it is the case that, given any Pareto efficient allocation ((:t:f), <yz>), there
exists a price vector, p*, and a wealth assignment, w*, such that ((x}), (y}),p*) is
a quasi-competitive equilibrium for E, given w*. In the definition we make use of
a bit of notation which we will continue to use throughout the remainder of this
book; given a vector p* € R™ and a set Z C R", we use the expression ‘min p* - Z’
as shorthand for:

min{p* -z |z € Z}.

7.19 Definition. If E is an economy, we shall say that ((z}), (y}),p*) is a quasi-
competitive equilibrium for F, iff there exists a wealth-assignment for F, given
p*, w = (wi,...,wy), such that:

1. p* #0,

2. (@), (up)) € A(B),

3. p* -y =m(p*), for k=1,...,¢,

4. for each i (i =1,...,m), we have p* - &} < w;, and either:
w; == minp* - X;, (7.32)
or:
(Va; € X;): @i P} = p* - x; > w; (7.33)

(or both). In this case, we shall also say that ((z}), (y;),p*) is a quasi-competitive
equilibrium for E, given the wealth-assignment, w.

If you compare Definition 7.19 with the definition of a competitive equilibrium
for E (Definition 7.4), you will see that the two definitions differ only in condition 4:
condition 4 of Definition 7.4 says that any commodity bundle x; which is preferred
to &} must cost more than w; (given the price vector, p*) while condition 4 of 7.19
says that the former condition can fail only if every commodity bundle in X; costs
at least as much, given the price vector p*, as does x;.

The following presents the properties upon which our proof of the ‘First Funda-
mental Theorem’ is based.

7.20 Proposition. If ((x}), (y}), p*) is a quasi-competitive equilibrium for an econ-
omy, E, given the wealth-assignment, w* = (w}, ..., w},), then:

prox; =w; fori=1,...,m; (7.34)

and, for any feasible allocation, ((x:), (y)), we have:

m

m m m m
Swi=p (Ya) =D paizp (Yw) =D p e (739)
i=1 i i=1 1 i=1

i—1 - im



208 Chapter 7. Fundamental Welfare Theorems

Proof. Since ({z}), (y}), p*) is a quasi-competitive equilibrium for E, ({z}), (y}))
is feasible for E, and thus:

0=p (X7 e X i Y i)
- Z;p* it Z;P* Yi— Z:;p* -x}. (7.36)

However, by the definition of a quasi-competitive equilibrium, we have that:

wi —p @i >0 fori=1,...,m, (7.37)
m * * ¢ *
dowi=pr ) m), (7.38)
and:
p*yr =mp(p*) fork=1,... ¢ (7.39)

Adding the terms in (7.37) and making use of (7.38) and (7.39), we have:

S wi—pta) =Y wi-pt (Y ai)
=p* T+ Zizl e =Y P
S LD D AR S
=p*- (r + Zizl Yi — 2:11 mj) =0.

Since the sum of nonnegative terms can only be zero if all of these terms are zero,

we can then conclude that p* - xf = wy, for i = 1,...,m; and furthermore:

S otai=pt (X @) et Y Py (740)

Now suppose that ({z;), (y;)) is feasible for E. Then we have:

m m £ £
Py wm=p Yy ritp Yy yy=ptery pioyp (T4])

However, since ((x]), (y}),p*) is a quasi-competitive equilibrium for E, we have:

L L
* < * gk,
Do P YRS Pk (7.42)

and combining (7.40)—(7.42), we then obtain:

* m ) * m %
Py wm<pty o
The following is our first version of the ‘First Fundamental Theorem.’

7.21 Theorem. If ((z}),{y;),p") is a quasi-competitive equilibrium for an econ-
omy, E, and:

P (Zzl m,) > minp* - X, (7.43)

then ((x}), (y})) is Pareto efficient for E.
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Proof. Suppose ((x}), (y;),p") is a quasi-competitive equilibrium for E, given
the wealth-assignment w*, and that ((x;), (y;)) is such that (z;)Q(x}). By (7.43),
there exists h € {1,...,m} such that:

p* - xp > minp” - Xp; (7.44)

and, for any h € {1,...,m} satisfying (7.44), we must have, by the definition of a
quasi-competitive equilibrium and Proposition 7.20:

p* -z > wy =p° -, (7.45)
On the other hand, for ¢ € {1,...,m} not satisfying (7.44), we obviously have:
p*-x; > minp* - X; =p* - xj. (7.46)

Combining (7.45) and (7.46), we see that:

v (X m) > e (X 00)

and it follows from Proposition 7.20 that ((ml>, (yk)) is not an attainable allocation
for E o

In Chapter 5, we showed that there are undesirable properties of the strict Pareto
ordering, P in the case where each P; is an asymmetric order, but not necessarily
negatively transitive (Example 5.16). Correspondingly, it seems that there is a case
to be made for concentrating on Pareto efficient allocations, as opposed to strongly
Pareto efficient allocations for an economy. It is only fair, therefore, that we present
Theorem 7.21 as our first version of the ‘First Fundamental Theorem;’ for clearly a
quasi-competitive equilibrium can involve a very undesirable allocation, in that any
consumer minimizing expenditure over X; at a; can be very badly off indeed! Of
course, from our discussion in Chapter 5 we already knew that some Pareto efficient
allocations may be quite undesirable.

Since a competitive equilibrium for E is necessarily also a quasi-competitive
equilibrium for E, it is immediately apparent that Theorem 7.21 remains correct
if we substitute ‘competitive equilibrium for E’ for ‘quasi-competitive equilibrium
for E’ in its statement. However, we can prove a somewhat stronger result for
competitive equilibria, as follows. The proof will be left as an (easy) exercise, since
it is an almost immediate corollary of the proof of Theorem 7.21.

7.22 Theorem. If ((z}), (y}).p*) is a competitive equilibrium for an economy, E,
then ((x}), (y;)) is Pareto efficient for E.

Our third (and basic alternative) version of the ‘First Fundamental Theorem’ is
a little more complicated, but still fairly simple to state and prove.

7.23 Theorem. If ((x), (y}),p*) is a competitive equilibrium for an economy, E,
and each P; is asymmetric, negatively transitive, and locally non-saturating, then
(<mf), (y})) is strongly Pareto efficient for E.
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Proof. Suppose ((x}), (y}).p*) is a competitive equilibrium for E, given the
assignment of wealth levels w = (wi,...,wy), and that (x;) is a consumption
allocation such that (x;) Pzalas. Then, by definition of the strict Pareto dominance
relation:

z;Gx; fori=1,...,m, (7.47)

and, for some h € {1,...,m}:
T P, (7.48)

However, by (7.47) and Proposition 4.9, we have:
prx; >w; fori=1,...,m; (7.49)
while by (7.48) and the definition of a competitive equilibrium:
p* oz > wy. (7.50)

Adding over equations (7.49) and (7.50), we have:

m % m
§ P x> E Wy
i=1 i=1

and it then follows from Proposition 7.20 that (x;) cannot be feasible for E. There-
fore, ({}), (y})) is strongly Pareto efficient for E. o

As we showed earlier, a quasi-competitive equilibrium is Pareto efficient if the ag-
gregate non-minimum expenditure condition [equation (7.43)] is satisfied. However,
a quasi-competitive equilibrium is not necessarily strongly Pareto efficient, even if
(7.43) is satisfied and, in addition, the individual preference relations satisfy the
assumptions of the above result. This is shown by the following example.

7.24 Example. Consider the two-person, two-commodity exchange economy in
which the two consumers’ preferences can be represented by the utility functions:

uy (1) = w11 + T12,

and:
uz () = min{way, w22},

respectively; and let:
ry = (1,0) and ry =(2,1).

Then, as you can easily show, if we define:
z; =r; fori=1,2, and p* =(0,1),

then ((mj),p*) is a quasi-competitive equilibrium for E. Moreover, the two con-
sumers’ preferences satisfy the assumptions of 7.23, while:

p ozl +p x5 =1>minp"- X =0.

Nonetheless, (x}) is not strongly Pareto efficient for E. g
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This last example also illustrates a problem involved in using the word ‘equi-
librium’ as a part of the phrase ‘quasi-competitive equilibrium.” The ‘equilibrium’
defined in the example is not a situation from which there is ‘no net tendency to
change;’ in fact, consumer one will demand an indefinitely large quantity of the
first commodity, given its zero price, despite having zero income. Nonetheless, the
concept of a quasi-competitive equilibrium will provide a useful ‘stepping stone’ in
developing the results of the next section.

The three versions of the ‘First Fundamental Theorem’ which were presented
here, in particular, the last two, state conditions under which the competitive mech-
anism is ‘non-wasteful.” While the assumptions used in the two results are quite
general (particularly in the case of Theorem 7.22), it should be noted that two
assumptions which were used implicitly, but not stated as explicit hypotheses are:

1. P; is individualistic, for i = 1,...,m, and:

2. there are no external effects in production, in the sense that if y, € Y}, for
k=1,...,¢, then the aggregate production level:

Y= Zi:l Yk

can be achieved.

These two assumptions were not stated explicitly for the simple reason that we
have been implicitly maintaining them throughout our discussion of competitive
equilibrium; and in fact, we would have to re-define what we mean by such an
equilibrium if either of these conditions fails. It is nonetheless important to keep in
mind that these two assumptions are implicitly used in the result.

It is also worth noting that we can construct an example, based on Example 5.18
of Chapter 5, of a competitive equilibrium which is not strongly Pareto efficient, as
follows. Let:

r1=(1,0) and 7o =(1,1),

and let Py and P> be as set out in the example, with f2(0,2) = 3 (that is, we define
2’s utility at the bundle (0,2) to be 3). If we let:

P =(3/2,1), ] =r1, and x5 = 7o,
then ((z}),p") is a competitive equilibrium for &, but (z}

) is not strongly Pareto
efficient for €.

7.6 ‘Unbiasedness’ of the Competitive Mechanism

While our proof of the ‘First Fundamental Theorem’ was straightforward indeed,
establishing the ‘Second Fundamental Theorem’ is a bit more complicated. A first
difficulty is that a reallocation of initial endowments and shares of ownership in
firms may be necessary in order to make a competitive equilibrium of a Pareto
efficient allocation. One way of dealing with this difficulty, which is the approach
we will follow here, is to seek a wealth-assignment vector for E, which enables
equilibrium to be achieved. A second difficulty arises in that standard assumptions
do not imply that an arbitrary Pareto efficient allocation can actually be made a
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competitive equilibrium. The results that people loosely interpret as establishing this
implication usually actually establish the existence of a weakened form of competitive
equilibrium. We will follow this pattern initially; making use of the concept of a
quasi-competitive equilibrium, as defined in the previous section.

In doing our first version of the ‘Second Fundamental Theorem,” we will need a
supporting result and one further definition, as follows.

7.25 Proposition. If P; is a lower semi-continuous binary relation on a convex
set, X;, and 7 € X; and p* € R™ satisfy:

(Ve; € X;): x; Pxf = p*-x; > p* -, (7.51)
and
p*-xj > minp” - X;, (7.52)

then:
(Vz; € X;): ;P = p*-x; > p* - x].

Proof. Suppose, by way of obtaining a contradiction, that there exists «} € X;
such that @} Pz}, but:
px <poa

Since P; is lower semi-continuous, there exists a neighborhood, N(a}) such that:
(Va; € N(x}) N X;): x; Pz} (7.53)
Now, by (7.52) there exists T; € X; such that p* - T; < p* - ], and we then have:
(V0 €10,1)): p* - [0=; + (1 — O)x}] < p* - z. (7.54)

However, it is clear that, since X; is convex, there exists a value of # > 0 and small
enough so that:

0x; + (1 — 0)x; € N(x)) N X;
which, given (7.53) and (7.54), contradicts (7.51).

7.26 Definition. Let X; be a convex subset of R™, and let P; be an irreflexive
binary relation on X;. We shall say that P; is weakly convex iff, for each ] € X,
the set P;x} defined by:

P ={z; € X; | ;Px}},
is convex.
The initial version of the ‘Second Fundamental Theorem’ which we will con-

sider is a generalization of the theorem originally developed by Arrow [1951]. Early
variations of Arrow’s result were published by Debreu [1954] and Koopmans [1957].
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7.27 Theorem. Let E = ((X;, P;), (Yy),r) be an economy such that:
a. X; is conver,
b. P; is weakly convez, locally non-saturating, and lower semi-continuous, for

each i =1,...,m; and suppose that:

de, .
c. Y :f i:l Yy is a convex set.

Then if ((wj}, (y%)) is Pareto efficient for E, there exists a price vector, p* € R"
such that ({(x), (y5),p*) is a quasi competitive equilibrium for E given the assign-
ment of wealth w* defined by:

wi =p*-x; fori=1,...,m. (7.55)

T
Proof. We note first that, since ((z}), (y})) is Pareto efficient for E, we must have:

Sohai=d " it Zizl e (7.56)

Define:
and the subset, P, of R™, by:

where we recall the notation:
Px; ={x; € X; | x;Pxj} fori=1,...,m.

By way of completing our preliminaries, we note also that it follows immediately
from the assumption that each P; is weakly convex and the fact that the sum of
convex sets is convex, that P is a convex set.

Next, we note that, by assumption (c) and using Proposition 6.37 once again,
the set r+Y is convex; and it is easy to see that, since ((x}), (y})) is Pareto efficient
for FE, we must have:

PNr+Y]=0.

Thus, by Theorem 6.21 (the Separating Hyperplane Theorem), there exists a non-
zero p* € R™ such that:

o sup{p* 2| zer+Y} <L inf{p* x|z eP) (7.57)
Now, it follows at once from (7.56), (7.57), and our definition of =*, that:
pxt<a. (7.58)

We are going to prove that we also must have p* - * > . To do this, let € > 0 be
given. Then, using the continuity of the inner product function and the fact that
each P; is locally non-saturating, we see that, for each i, there exists a:j satisfying:

I<p*-w§‘+e/m fori=1,...,m. (7.59)

:I:IPla:f & p'x

Adding the inequalities on the right in (7.59), we then obtain:

B<p (Z’"zl a:j.) =3 peal <Y 0@l efm) =2t e (7.60)
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where the first inequality in (7.60) is by the definitions of 3 and P and the left-hand
part of (7.59). However, since (7.60) has been shown to hold for any positive real
number, €, it follows that § < p* - *; and, combining this with (7.57) and (7.58),
we see that:

a=p=p" -z (7.61)

Now let j € K, let y; be an arbitrary element of Y}, and consider the production
allocation (yZ) € Y defined by:

(yT> _ )Y for k = j,
k Yi for k # j.

From (7.56), (7.57), and (7.61), we have:

¢
Pl Py Py S<pTr Y Tyl
ki
from which we obtain:
* * *,
Py <Pyl

and we conclude that:
P yp =m(p*) fork=1,...,¢ (7.62)
Next, defining w* = (wj, ..., w},) by:
w; =p*-x; fori=1,...,m,

we note that it follows from (7.55) and (7.56) that w* is a wealth-assignment for
E, given p*; and thus we have shown that ((z), (y}),p*) satisfies the first three
of the conditions defining a quasi-competitive equilibrium for F, given the wealth
assignment w*; and the first part of Condition 4 as well. Therefore, to complete our
proof, we need only establish that, for each 4, either (7.32) or (7.33) of Definition
7.19 must hold.

Accordingly, let © € M be arbitrary, suppose wj € X, is such that w:rP,wZ, and
let € > 0 be given. Since each P, is locally non-saturating, and making use of the
continuity of the inner product, we see that for each h # i, there exists &, € X
such that:

Z,Pyz;, and p* - &, <p*-x), +¢/(m—1). (7.63)

If we then define (&) by:

Ty —

. {mh for h # 4,

b for h =1,
we see that Y ;' | € P, and thus by (7.57) and (7.61):

m —~ _ m
P () = el 2 =3 b e

hti
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However, by (7.63) we have:

Zp*~ih<2[p*-m;+e/(mfl)}:Zp*-m;+e; (7.64)
h#i h#i h#i

and from (7.63) and (7.64), we then obtain:

m
Zp*-iI?ZJFﬁJFP*-ﬂ?I > Zhr:lp*-m}i;
h#i

so that:
p*-w;{ >ptoxi —e

Since € > 0 was arbitrary, we can now conclude that:

palzp e

5
From the argument of the above paragraph, we conclude that for all x; € X;:
zPx; = p*-x; >p"-x] fori=1,...,m. (7.65)
Condition 4 of Definition 7.19 now follows from Proposition 7.25. |

This last result can be generalized to the extent of allowing for the commodity
space to be infinite-dimensional.® It is also possible that it could be generalized
within the context of R™. However, the conclusion of the result does not hold if any
one of the conditions of Theorem 7.27 is simply dropped. In fact, a series of examples
presented in the next chapter show that none of the assumptions of Theorem 7.27
can be dispensed with:

1. Example 8.3 shows that we cannot drop the assumption that each of the
consumption sets, X;, is convex.

2. Example 8.7 shows that we cannot drop the assumption that each P; is locally
non-saturating.

3. Example 8.8 shows that we cannot drop the assumption that each P; is weakly
convex.

4. Example 8.9 shows that we cannot drop the assumption that each P; is lower
semi-continuous.

5. Example 8.14 shows that we cannot drop the assumption that Y is convex.

Under the hypotheses of Theorem 7.27, we have shown that given any Pareto effi-
cient allocation, ((wi‘), {yZ)), there exists a price vector, p*, such that ((x}), (y}), p*)
is a quasi-competitive equilibrium. Unfortunately, the hypotheses of that result are
not sufficiently strong to imply that we can obtain a competitive equilibrium. In
fact, under the hypotheses of Theorem 7.27 an allocation may be strongly Pareto
efficient, yet there may nonetheless be no price vector, p*, such that the alloca-
tion becomes a competitive equilibrium with this price vector. That this is so is
demonstrated by the following, which is based upon a famous example by Arrow
[1951].

8 Although some of the other assumptions then need to be strengthened.
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7.28 Example. Let € be a private ownership economy in which m=n=2, £ =1,
and Y = 7R3_. If the preference relations P; are such that either P, or P is
strictly increasing, then it is clear that any competitive equilibrium, ((wZ),y*, p*),
if one exists, must satisfy p* > 0. However, this in turn implies that in any such
competitive equilibrium, we must have y* = 0. Consequently, in this case we can
analyze the possible existence of a competitive equilibrium within the context of a
traditional Edgeworth Box diagram. Suppose, then, that P;, P, 71, and 7 are as in
Figure 7.4, on the next page, and that X; = Xo = R%_, and consider the price vector
p* = (0,1). It is easy to see that ((wf),y*,p*) is a quasi-competitive equilibrium.
However, consumer 1’s demand for the first commodity is unbounded, given a zero
price for that commodity. Therefore, ((w;‘)7 y*, p*) is not a competitive equilibrium.
Furthermore, it is easily seen in this case that if a nonnegative price vector defines
a line separating Pz} and Pyx}, it must be a scalar multiple of p* = (0,1); and
thus it follows that no price vector, p*, exists which is such that ((x}),y*,p*) is a
competitive equilibrium. g

L

<
1

X2

ﬂ Il)\\\ X2\ “n

Figure 7.4: Arrow’s ‘Exceptional Case.’

Now let’s turn our attention to finding conditions ensuring that ((x7), (y}),p*),
as obtained in the conclusion of Theorem 7.27, is a competitive equilibrium with
the given wealth assignment; as opposed to the weaker conclusion established in
the theorem. Actually, one can easily obtain the stronger conclusion by making
some rather stringent additional assumptions; the simplest of which makes use of
the following mathematical condition.

7.29 Definition. The interior of a set, A C R", denoted int(A) is defined as the
set of all & € A such that there exists € > 0 such that N(x,¢) C A.
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While the following corollary is very easy to prove, it is not a very satisfactory
result, for reasons we will discuss shortly.

7.30 Corollary. Suppose, in addition to the assumptions and conditions of Theorem
7.27, that the allocation ((x}), (y})) satisfies:

x; €intX; fori=1,...,m. (7.66)

Then there exists p* € R™ such that ((x}), (y}),p*) is a competitive equilibrium for
E given the assignment of wealth w* defined by:

wi =p*-x; fori=1,...,m.

In order to prove the corollary, we need only note that a linear function, in this
case fi(x;) = p* - «;, can only be minimized at an interior point of a set if it is
identically zero on the space. However, since we know that p* # 0, we see that this
cannot be the case; that is, we must have:

p -z >minp* - X; fori=1,...,m.

It then follows from the definitions that the quasi-competitive equilibrium obtained
in the theorem must, with this additional assumption, actually be a competitive
equilibrium (with the assignment of wealth, w*).

The problem with this result is, of course, that the sort of Pareto efficient allo-
cation which would satisfy this assumption is strange and rare indeed! Notice, in
particular, equation (7.66) implies that, for each consumer, i, there exists a point,
x) € X; satisfying:

Consequently, it follows that at the allocation (x}

*), and given any commodity, j,
each consumer must either possess a strictly positive quantity of the j** commodity,
or be supplying less of it than he or she is capable of supplying. It is not at all clear
that any such point could ever be a Pareto efficient allocation;? and in any case, it
is clear that most of the efficient allocations of interest will not satisfy this property.

In fact, to carry this argument one step further, remember that we would like
to be able to claim that the model allows for a finite number of time periods; with
commodities being differentiated by time of availability as well as physical charac-
teristics. In this context, it is worth noting that in most of our work in this and the
next chapter the assumptions of the model incorporate as a special case the situation
in which there are T" time periods, and G physically distinguishable commodites, so
that n = G x T; and where, for each i there exist positive integers ¢; and ¢} such
that:

1<t;<t<T

and such that X; takes the form:

Xz' :Onl X Cz X 0n’7

9Unless consumer preferences are identical, the satisfaction of equation (7.66) will almost
certainly indicate that Pareto-improving trades among consumers are possible; and thus that
((x7), (y1.)) cannot be Pareto efficient.
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where:

n; =t;-G, TlQZ(T—t;)‘G

and, defining nf/ = t; — ¢;:
C; C R™G.

tth period and dies in period

The idea here is that, for a consumer who is born in the
t}, only its consumption in periods t; + 1,.. ., affects its survival or preferences.
Under these conditions, the sets X; do not even possess interiors!

In the next section we will consider a different sort of strengthening of Theorem
7.27, but before ending this discussion it may be of some interest to show how
easily we can now obtain a version of the ‘Second Fundamental Theorem’ for private
ownership economies. In doing this we will define a quasi-competitive equilibrium
for €, given a system of lump-sum transfers; where we shall say that ¢ € R™ is a
system of lump-sum transfers for € iff:

ZZI ti =0. (7.67)

7.31 Definition. Let € = ((X;, P;), (Yx), (7s), [sik]) be a private ownership economy.
We shall say that ((x]), (y}),p*) is a quasi-competitive equilibrium for & with
lump-sum transfers ¢ iff:

L. p* #0,

2. (@), () € Ae),

3. p* - yp =mp(p*), for k=1,...,¢,

4. for each i (¢ = 1,...,m), we have p* - x} < w;(p*), and either:
w;(p*) = min{p* - z; | x; € X;} C hinp* - X, (7.68)
or:
(Ve; € X;): @ Pixf = p* - x; > wi(p”) (7.69)

(or both), where:

e .
wi(p*) =p*-ri + Zk:l sipmR(P™) + b fori=1,...,m;
I will leave as an exercise the following corollary of Theorem 7.27.

7.32 Corollary. Let & = ((X;, Bi), (Yi), (vs), [sik]) be a private ownership economy
such that:

a. X; is convex,

b. P; is weakly convex, locally non-saturating, and lower semi-continuous, for
each i =1,...,m; and suppose that:

ey Zf;:l Yy is a convex set.
Then if ((wf), (yZ)) is Pareto efficient for €, there exists a price vector, p* € R"
and a vector t* € R™ such that ((x), (y}), p*) is a quasi-competitive equilibrium for
& with the lump-sum transfers t*.
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7.7 A Stronger Version of ‘The Second Theorem’

In order to develop a better version of the ‘Second Fundamental Theorem,” we will
make use of two principal conditions, the first of which is defined as follows.

7.33 Definition. We shall say that the economy, F = ((X;, P;), (Yx),r) is irre-
ducible at the allocation ((x}), (y})) iff, given any partition of the consumers,
{I1, Ib},'0 there exists (z;) € X and z € R" such that:

zer+y, (7.70)
ST oai=z, (7.71)
i=1
and:
(Vieh): ziPx;. (7.72)

The condition just defined is developed from the ‘irreducibility condition’ intro-
duced by L. McKenzie [1959, 1961], and was generalized somewhat in Moore [1970,
1975]. Effectively, it implies that at the allocation ((x}), (y})), there is no definable
subgroup of consumers, I;, who could not make themselves better off, collectively,
if they were simply allowed to exploit the remaining consumers, and, possibly, to
re-organize the means of production. In the simplest situation, a two-person, two-
commodity exchange economy, F is irreducible at an allocation in the Edgeworth
box if, and only if, each consumer prefers some other attainable allocation (not, of
course, necessarily the same one).!! A similar interpretation applies in the case of a
pure exchange economy with an arbitrary finite number of consumers; and thus, in
this case the satisfaction of the irreducibility condition at (x}) implies that there is
no subgroup of consumers (I2) so poor that the remaining consumers could not (if
allowed to do so) exploit them in such a way as to make themselves better off. In
other words, and somewhat loosely interpreting, the condition guarantees that no
subgroup of consumers is so poor as to have nothing which is valued by the remain-
ing consumers. We will consider the meaning of the condition in more detail shortly,
but first let me introduce the second of the key conditions mentioned earlier.

7.34 Definition. Let E = ((X;, B;), (Yy),r) and E = ((X/, P!),T) be economies.
We will say that E is aggregatively similar to E at an allocation (<m1>, {yk>) €
A(E) iff:

(Xi, Py = (X[, Pl) for i =1,...,m, (7.73)
L
r+ Zk:l Y, C T, (7.74)

and the allocation ((z),2*) is Pareto efficient for E.

Clearly if E = ((X/, P!),T) is aggregatively similar to E at ((z}), (y})) € A(E),
then ((w;‘), (y})) is Pareto efficient for E. The following presents what are probably
the simplest examples of this aggregatively similar relationship.

By a partition of the consumers, {I1,Io}, we mean I; C [ & I; # 0, for i = 1,2, L N 1> = 0,
and Iy Ul = 1.
"' Notice that this condition fails at the allocation (z}) in Example 7.28.
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7.35 Examples.
1. Let E = ({(Xi, P;), (Ys),7) be an economy, ((x}),(y})) be a Pareto efficient
allocation for E, and define the set T" by:

T = T+ZZ=1Yk.

Then E = ((X;, P;),T) is aggregatively similar to E at (), (y}))-
2. Let E = ((X;, ), (Yk),r) be an economy, suppose ({(x}), (y}),p*) is a com-
petitive equilibrium for F, and define:

4

T={zeR"|p-z<p"-r+> m(p)}
k=1

Then, as you can easily prove, E = ((Xi7 H-),T) is aggregatively similar to E at

(=) (i) o

7.36 Theorem. Let E = ((X;, P;), (Yy), ) be an economy such that:

a. X; is convex,

b. P; is weakly convez, locally non-saturating, and lower semi-continuous, for
each i =1,...,m; suppose ((:1:;‘), (y}é)) is Pareto efficient for E, and suppose there
ezists a convexr set T C R™ such that E = ((Xi, Py, T) is aggregatively similar to E
ot (@), (w2),

c. int(X)NT #0, and

d. E is irreducible at ((x}),z*), where:

zf=r+ ZZ:I Y.

Then there exists a price vector, p* € R" such that ((x}), (y}),p*) is a competi-
tive equilibrium for E given the assignment of wealth w*, where:

wy =p*-x; fori=1,...,m (7.75)
and we have:
w >minp* - X; fori=1,...,m. (7.76)

Proof. Tt follows from Theorem 7.27 that there exists a price vector, p* # 0
such that ((}), z*,p*) is a quasi-competitive equilibrium for E, given the wealth
assignment:

wi =p*-x; fori=1,...,m. (7.77)

Moreover, from Assumption ¢, we see that there exists £ € X NT and 6 € R such
that:
=t 3 _op* e X, (7.78)

and thus:

pal=p - [E-6p=p -2 -0p"-p <p TP -2,
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where the last inequality is from Proposition 7.20. Therefore since (again by 7.20)
at a quasi-competitive equilibrium, each consumer’s consumption expenditure must
be equal to wealth, it must be the case that for some i € M:

w; =p*-x; >minp* - X;. (7.79)
Now defining the sets of consumers I, C M (h =1,2) by:
L ={iel|w;>mnp*- X},

and:
IL={iel|w=minp"- X},

respectively, it follows from (7.79) that I; # 0. Suppose by way of obtaining a
contradiction, that I # @ as well. Then, since E is irreducible at ((z}), z*), there
exists ((x;), z) € A(E) satistying:

zeT, (7.80)
in =z— Zwi, (7.81)
i€ly i€l
and:
(Vie ): o Px;. (7.82)

For future reference, we note that it follows from the definition of I that for each
i€ Iq:
p' x> w; =p°-x;. (7.83)

Now, from (7.81) and (7.83), we have
Zp*-wi:p*»zfzp*»wi<p*-zfzw;‘. (7.84)
i€ly i€l i€l

Moreover, since z € T, we see that we must have p* - z < p* - 2*; and, since w* is a
feasible wealth assignment for E, we also have:
Z w; =p* -z~ (7.85)
ieM
Therefore, it now follows from (7.84) that:
S < u = Y
i€l ieM i€l i€l

But this contradicts the definition of I. It follows, therefore, that I5 is empty, and,
consequently, that (7.76) holds and that ((x}),z*,p*) is a competitive equilibrium
for E. Since:

4
r+y  YiCT.

you can now (making use of Theorem 6.38) easily prove that ((x}), (y;),p*) is a
competitive equilibrium for E as well, given the wealth distribution, w*. g
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One might question whether Theorem 7.36 is of much significance, even from
a purely theoretical point of view. After all, under the assumptions of Theorem
7.27, we have shown that if (x]) is Pareto efficient, then there exists p* such that
(=), (y3), p*) is a quasi-competitive equilibrium. Moreover, ({z}), (y;), p*) will be
a competitive equilibrium unless for one or more consumeres, we have p* - x} =
minp* - X;; and, since p* # 0, the only way this can happen is if =7 is on the
boundary of X;. However, as I suggested in the discussion at the end of the previous
section, if we define commodities finely (as we usually specify that we are when
dealing with competitive behavior), all reasonable allocations would result in each
consumer’s commodity bundle being on the boundary of its consumption set. After
all, does anyone consume a positive quantity of each commodity available in the U. S.
each month? I think not! Consequently, even though we tend to think of boundary
values as being a very special case, they are the norm in reality. Perhaps it is
because we use Edgeworth Box diagrams so frequently in our analysis that we think
of consumption values on the boundary of X; as being an ‘exceptional case,” and if
it were reasonable to assume that in reality there are only two or three commodities
available in an economy, this attitude would probably be correct. However, one
needs to allow for a large number of commodities in order to justify our competitive
assumptions; and, correspondingly, we need to treat boundary values as the norm.

The assumption that there exists a convez set, T, such that E = ((X;, P;),T) is
aggregatively similar to E = ((X;, P), (Yx),7) at ((z}), (y})) is obviously critical
in the proof of Theorem 7.36. Figure 7.5, on the next page, in which the set P is
intended to represent the set:

m
pP=3  Pal,

and Y represents the aggregate production set, conveys some idea of the generality
of the assumption (in the diagram, we are supposing that 7 = 0). We can obtain
another strengthened version of the Second Fundamental Theorem by making use
of the following definition (which is partially repeated from Chapter 4).

7.37 Definitions. We will say that the j** commodity is a numéraire good for
P; iff for all x € X; and all § € R, we have:

x+0ej € X; and (z + fe;) P,

where e; is the 4t unit coordinate vector. We shall say that the j%* commodity is
a numéraire good for the economy, E, at an allocation ((x}), (y;)) € A(E) iff
it is a numéraire good for each i € M, and for each i € M there exists §; > 0 such
that:

$Z — 91‘6]‘ c X;.

Since it is easily seen that the numéraire good assumption in the following implies
that F is irreducible at ((wf), <yz>), and that each preference relation is locally non-
saturating, this next result is a corollary of 7.36. Details of the proof will be left as
an exercise.

7.38 Theorem. Let E = ((X;, P;), (Yy),r) be an economy such that:
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P

//////

%

Figure 7.5: Aggregatively Similar Economies.

N

0O

a. X; is convex,

b. P; is weakly convex and lower semi-continuous,
foreachi=1,...,m;

c. Y def Zf;:l Yy is a convex set, and suppose that:

d. int(X)N(r+Y)#0.

Then we have the following.

If ({x}),{y})) is Pareto efficient for E and for some j € {1,...,n}, the j*
commodity is a numéraire good for the economy at ((a:f), (y};)), then there exists a
price vector, p* € R"™ such that ((x}), (y;),p*) is a competitive equilibrium for E
giwen the assignment of wealth w*, where:

wi =p*-x; fori=1,...,m; (7.86)
and we have:
wi >minp* - X; fori=1,...,m. (7.87)

Notes on the Literature.

The notion of Pareto dominance was apparently formally introduced into economics in
Pareto [1894]; although it seems to have been Pareto’s friend and colleague, Enrico Barone
who first stated and proved a version of the ‘First Fundamental Theorem’ (Barone [1908]).
Kenneth Arrow first stated and proved a version of the ‘Second Fundamental Theorem’
(Arrow [1951a]): although Gerard Debreu independently published a closely-related result
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(Debreu [1951]). Early refinements/generalizations of the ‘Second Fundamental Theorem’
were done by Debreu [1954], Koopmans [1957], and Koopmans and Bausch [1959]. Hurwicz
[1960] was the first to examine the issue of non-wastefulness and unbiasedness of abstract
resource allocation mechanisms generally.

As mentioned in the text, the irreducibility condition used in Theorem 7.36, while
adapted from an earlier condition introduced by Lionel McKenzie. It was generalized in
various ways in Moore[1970], and further generalized and refined in Moore [1973, 1975].
However, the irreducibility condition introduced here incorporates and generalizes all of
these conditions.

Exercises.
1. Consider the economy, F, in which we have one consumer, one producer, and
two commodities, and where X, r and Y are given by:

X={xeR?|-4<z <0&zy >3},
r =(0,2), and
Y:{y€R2\91§0§y2&y1+y2§0},

respectively; and suppose the consumer’s preferences can be represented by the
utility function:
u(x) = min{8 + 2x1, z2}.

(a) Show that the allocation (x*,y*) is Pareto efficient for E, where:
" = (-2,4) and y* = (—2,2).

[Note: There are various hard ways to verify this answer, as well as an easy way.
Try to find the easy way, but before concluding that you have found it, answer part

(b).]

(b) Is the allocation (2',y’), where:
' = (—4,6) and y' = (—4,4),
Pareto efficient for E7?

2. Consider the pure exchange economy, F, in which m = n = 2, and in which
the it" consumer’s preference relation, P;, is representable by the utility function:

ul(ml) = i1 * T2 for i = 1, 2;

and where r = (1,1). Show that an allocation, (z;), is Pareto efficient for F if, and
only if, there exists some 6 € [0, 1] such that:

z1=(0,0) and xo = (1-6,1-0).
Once again there is an easy way to do this.

3. Consider the two-consumer, two-commodity exchange economy in which the
consumer’s preferences can be represented by the utility functions:

u(x1) = T11 + 212,
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and:
uz(22) = min{wzyy, x22},

respectively; and with 7, the aggregate resource endowment, given by r = (10,10).
a. Find, either graphically or algebraically, all Pareto efficient allocations for this
economy.
b. Let 6 €10, 1], and consider the function w: R%, — R2 defined by:

wi(p) = 100(p1 + p2) and wa(p) = 10(1 — 0)(p1 + p2),

respectively. Is w(-) a feasible wealth-assignment funtion for E?
c. Given the wealth-assignment function defined in part b, above, can you find
a Walrasian equilibrium for E, given w(-) and an arbitrary 6 €0, 1[?

4. Prove Proposition 7.13.
5. Prove Corollary 7.14.
6. Prove Corollary 7.32

7. In the literature on general competitive equilibrium, it is quite common to

find the condition: .
m
E < E
T ST + ey Ui (7.88)

used in place of Condition 3 in the definition of an attainable allocation for an
economy, E. The tuple ((z}), (y;),p*) is then said to be a competitive equilibrium
for F if it satisfies this modified attainability condition; and, in addition to the other
conditions of Definition 7.4, it satisfies:

v (k- ) =0

Show that this approach is equivalent to using the definitions in the present chapter,
while maintaining the assumption that Y satisfies ’semi-free disposability’ (Defini-
tion 6.4.5.b)



Chapter 8

The Existence of Competitive
Equilibrium

8.1 Introduction

In this chapter, our main concern is to analyze the following theorem concerning
the existence of Walrasian equilibrium for a private ownership economy. It is based
upon (and is a special case of) Gale and Mas-Colell [1975], and is a generalization
of Theorem 5.7.1, pp. 83-4 of Debreu [1959].

8.1 Theorem. The private ownership economy, &= ((X;, P;), (Yx), (r:),[sik]), has
a Walrasian equilibrium if:
foreach i (i=1,...,m):
a. X; is closed, convex, and bounded below,
b. P; is (irreflezive and):
1. non-saturating,
2. weakly convex, and:
3. strongly continuous;
C. (3561 € Xl) T, L 7.
d.1.0€Yy, fork=1,...,¢,
d2. Y= Zi:l Y}, is closed and convez,
d.3. YN (-Y) C {0}, and:
d4. R} CY.

In the Sections 2—4 of this chapter, we will go through the assumptions of this
theorem one by one; showing in each case that the assumption cannot simply be
dispensed with. In Section 4 we will present at statement and brief discussion of the
original Gale and Mas-Colell theorem; and in Section 5 we will prove an especially
simple version of an existence theorem.

Returning to our discussion of Theorem 8.1, let me explain that by the statement,
“an assumption cannot be dispensed with,” in a given theorem, I mean the following.
Suppose we have a theorem of the form:

Al&AQ&A3:>C,
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where ‘A;” denotes the statement of an assumption, for i = 1,2, 3; and ‘C’ denotes the
statement of the conclusion. We will say that, for example, A; cannot be dispensed
with in this result if we can find an example satisfying Ay and As, but where the
conclusion, C, does not hold. Notice that the existence of such an example does not
preclude the possibility of their being an assumption A} such that:

AL & Ay & Ay = C,

and where A} generalizes A (that is, A1 = A3, but not conversely). Thus, to show,
for example, that assumption (b.1) cannot be dispensed with in Theorem 8.1, we
need to find an example of a private ownership economy satisfing all of the remaining
assumptions of the theorem, but for which no Walrasian equilibrium exists.

Our examples will deal primarily with two special cases introduced in the pre-
vious chapter: the classical two-person, two-commodity pure exchange model; and
the one-person, one producer, two commodity model.

Recall the notation used in the previous chapter: we define II by:

H={peR"|BgeY)VyecY):p-g>p-y}, (8.1)

where ‘Y’ denotes the aggregate production set. Furthermore, just as we defined
the profit functions, 7 (-) and the supply correspondences, o(-) on IIj, we defined
an aggregate profit function, 7 (-), and an aggregate supply correspondence, o(-), on
II by:

n(p) = maxp -y and op)={yeY|p-y=n(p)} forpell (8:2)

respectively. Recall also that it follows immediately from Proposition 7.8, that,
under the assumptions of the present Theorem 8.1:

ICc Ry, (8.3)
so that, if we define the set II* by:
" =1INA,, (8.4)

where ‘A,,’ denotes the unit simplex in R™:

Av={pery|Y" p=1}, (8.5)

we can make use of the homogeneity of the producers’ supply- and consumers’ de-
mand correspondences to confine our search for equilibrium prices to the set IT*.

In this chapter, although nowhere else in this book, we will distinguish between
competitive and Walrasian equilibria. A Walrasian equilibrium will be one which
satisfies Definition 7.4; while a competitive equilibrium will be defined as is set out
in Ezxercise 7, at the end of Chapter 7. In the examples to follow, it will be shown that
no Walrasian equilibrium exists; however, it can also be shown that no competitive
equilibrium (as just defined) exists either. We will discuss this issue further in the
Appendizx to this chapter.
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8.2 Examples, Part 1

In this section we will develop a number of examples in which we drop only one of the
assumptions of Theorem 8.1, and then show that a Walrasian equilibrium does not
exist. One particular thing to keep in mind as you study the examples to follow is
this: we know from our work in the previous chapter that if a Walrasian equilibrium
exists, then the allocation involved must be Pareto efficient. Consequently, if there
is only one consumer involved in the example, then the only commodity bundle
which could be involved in a Walrasian equilibrium is the one which maximizes the
consumer’s preferences over the attainable consumption set (or a member of the
maximal set, if the preference-maximizing bundle is not unique). Correspondingly,
if there is no bundle in the attainable, or feasible consumption set at which the
consumer’s preferences are maximized, then there will be no Walrasian equilbrium
in the example. This fact is the basis of our first example, which shows that the
closure of each X; is an assumption which cannot be dispensed with in Theorem
8.1).

8.2 Example. Let m = /¢ =1, n =2, and suppose X, Y and r are as indicated in
Figure 8.1, below. While the consumer can almost achieve the level of satisfaction
(or utility) corresponding to the indifference curve I;, we are supposing that the left-
most boundary of the consumption set (the dashed vertical line) is not contained
in the consumption set. Thus, in particular, the point at which I; and the upper
boundary of r 4+ Y appear to intersect is not an element of the consumptions set,
and thus no maximal point exists within the attainable consumption set.

\’

Figure 8.1: Consumption Set not Closed.

The example just presented is, admittedly, highly artificial in appearance. This
is an inevitable consequence of the fact that continuity and set closure are not
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generally assumptions which have any empirical content; that is, in general closure
and continuity cannot be directly refuted by empirical observation. For example, in
R"™ a set is closed if, given any convergent sequence of points from the set, the limit
of the sequence is also an element of the set. Since we cannot observe all the terms
in an infinite sequence, we cannot determine whether a finite sequence of empirical
observations is or is not drawn from a convergent infinite sequence. Consequently, we
cannot generally refute the assumption that individual consumption sets are closed.

The reason which I have slightly qualified my statements in the above paragraph
is that there may be real choice situations in which one can see that the choice set (or
the attainable consumption set in our general equilibrium examples) is not closed.
One such example, which is, I believe, due to Marcel K. Richter, runs as follows.
Suppose I am given a gold bar, and told that I need to cut it into two parts, giving one
part to you, and keeping the other for myself—with no stipulations about relative
size, and no choice of part by yourself. In this case, I, being the greedy person that I
am, will try to cut off and give you as thin a slice of the bar as possible in order that
I maximize the amount of gold which I get to keep for myself. Well, as you can see,
there is no maximal point in this problem; no matter how thin the slice I give you, I
might have been able to cut off a still thinner slice. Formally, this is an example in
which the attainable consumption set is not closed, and, correspondingly, in which
no preference-maximizing choice exists for me.

8.3 Example. (Showing that the convexity of each X; is an assumption which
cannot be dispensed with in 8.1.) Let m = ¢ =1, n = 2, and suppose X, Y and r
are as indicated in Figure 8.2, below.

Y

Figure 8.2: Non-convexity of the Consumption Set.

In Figure 8.2, we can see that if p € II* is such that p; > p}, then the consumer’s
preference-maximizing commodity bundle will be on the left-hand boundary of the
consumption set (at some « for which ; = #}*, which is outside the attainable
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consumption set, X*). On the other hand, if p € IT* is such that p; < pj, then
the producer will maximize profits at some point y € Y where r +y ¢ X (in
particular, for any such p, we will have y; < z7, for the profit-maximizing value of
y). Therefore, no Walrasian equilibrium exists for € in this case. 0

8.4 Example. (Showing that the assumption that X; is bounded below for each
i cannot be dispensed with in Theorem 8.1) Let m = ¢ = 1, n = 2, and suppose
X, Y and r are as indicated in Figure 8.3, below; where X is the set of all points
in the second quadrant lying above the heavy horizontal line, and the consumer’s
indifference curves are the family of parallel lines drawn with slope flatter than the
upper boundary of Y (which is indicated by the heavy upward-sloping line in the
figure).

We can see from the figure that if p € II* is such that p; > pJ, then the producer
will maximize profits at the origin (that is, at y = 0); while if p = p*, then the
producer’s profits are maximized at all points y on the upper boundary of the pro-
duction set. However, in either of these cases, the consumer’s demand is unbounded.
On the other hand, if p € A, is such that p; < pj, then the producer’s profits are
unbounded (and no profit-maximizing production vector exists). Therefore, no Wal-
rasian equilibrium exists in this case.

~
7\\
~

/ ~
[y h
Y /\-[*

Figure 8.3: An Unbounded Consumption Set.

Notice that the attainable consumption set, X*, is unbounded in Example 8.4.
Intuitively, we would probably suspect that the attainable consumption set is going
to have to be bounded if there is to exist a Walrasian equilibrium. As a matter of fact,
however, it is possible for an equilibrium to exist even if X* is unbounded. On the
other hand, it is very difficult to specify non-trivial, yet meaningful conditions which
are sufficient to guarantee that an equilibrium exists in such a case; in fact, nearly all
of the existence proofs with which I am acquainted make use of assumptions which
insure that X* is bounded. Our next example shows an even more insurmountably
difficult situation which can arise when X™* is unbounded, and notice that this time
X is bounded below.



232 Chapter 8. The Existence of Competitive Equilibrium

8.5 Example. (Showing that (d.3), the aggregate irreversibility of production as-
sumption, cannot be dispensed with in 8.1) Let m = £ = 1, n = 2, and suppose
X, Y and r are as indicated in Figure 8.4, below; where Y is the half-space consist-
ing of all points on or to the left of the vertical axis. Notice that, since Y is a convex
cone in this case, and r € Y, we will have r +Y =Y. You should have no difficulty
in establishing the fact that no Walrasian equilibrium exists in this case. o

2

\ A

\ T

Figure 8.4: Reversible Production.

Debreu has proved the following result, which I will simply state without proof.
It is proved on p. 77 of Debreu [1959], for those of you who might be interested.

8.6 Proposition. (Debreu) Let E be an economy n which X is bounded below, Y is
closed and convex, and Y NR% = {0}. If, in addition, £ = 1, and/or YN(-Y) = {0},
then A(F) is bounded; as then are X* and Y* as well.

This result, together with Examples 4 and 5, show the role played by the as-
sumptions:
X, is bounded below, for i =1,...,m,

and:
YN (-Y)C (o}

In Theorem 8.1; as well as indicating one of the roles played by each of the assump-
tions (d.1), (d.2), and (d.4) in the result. Notice, incidentally, that if Y satisfies:

—R} CY and Y N(-Y) C {0},

then we will also have:
R} NY = {0}.
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8.7 Example. (Showing that the assumption that each P; is non-saturating cannot
be dispensed with in Theorem 8.1) Once again we consider a case in which there is
one consumer, two commodities, and one producer; this time with the consumption
and production sets as indicated in Figure 8.5, below. The concentric ovals represent
the consumer’s indifference map in this case; with the consumer essentially ordering
bundles in terms of their distance from his or her ‘bliss point,” which is *. If there
were a Walrasian equilibrium in this situation, we would need to be able to find a

non-null price vector, p, such that the producer maximizes profits at y* def or e,
Obviously, however, there is no such price vector.
N
A
r+Y

Figure 8.5: Saturating Preferences.

8.8 Example. (Showing that the assumption that each P; is weakly convex cannot
be dispensed with in 8.1). Let m = ¢ = 1, n = 2, and suppose X, Y and r are
as indicated in Figure 8.6, on the next page. The indifference curves for P, the
consumer’s preference relation, are the kinked lines with vertices on the upward-
sloping dashed line emanating from the lower left corner of X. Notice that for
p € II* such that p; > pj, the consumer’s optimal commodity bundle will have
z1 = x7 and x2 > x3. On the other hand, for p € IT* satisfying 0 < p1 < pf,
the consumer’s optimal commodity bundle, x, will satisfy ;1 = 0. Finally, for
p = p*, h(p*,w) = {x*, x'}. Thus we can see that no Walrasian Equilibrium exists
in this case.

8.9 Example. (Showing that the assumption that each P; is strongly continuous
cannot be dispensed with in Theorem 8.1) In Figure 8.7, on the next page, the
line with the arrows represents the consumer’s ‘behavior line’ through x*; that is,
everything above the line is preferred to anything on or below the line, while anything
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\\)
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/

Figure 8.6: Non-convex Upper ontour Sets.

on the line is preferred to anything below the line. On the line itself, however, there
is an ordering, as indicated by the direction of the arrows.

A
\
X
r+Y
\ \\/
\ /\

Figure 8.7: Non-continuous Preferences.

Y

In this case, there is a maximal consumption bundle (Pareto efficient consump-
tion allocation), namely &*. Moreover, there is a wide range of price vectors, among
them p*, such that the producer will maximize profits at «* — r. However, if the
price vector is anything (in Ag) other than p*, the consumer will maximize satisfac-
tion at a point on one of the boundaries of X. On the other hand, with p = p*, the
consumer will maximize satisfaction at the point where the ‘behavior line’ intersects
the left-hand boundary of X. Therefore, no Walrasian equilibrium exists in this
case. [
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8.3 Assumption (c) and the Attainable Set

A condition which we have not as yet considered, but which is obviously a necessary
condition for the existence of a Walrasian equilibrium for an economy, F, is that:

A(E) #0.

Our next result shows how this property is guaranteed under the hypotheses of
Theorem 8.1.

8.10 Proposition. If E satisfies:
d. BzeX):z<r,
and (d.4):
—R CY,

then A(E) # (.

Proof. Let & satisfy (¢/). Then there exist &; € X;, for i = 1,...,m, satisfying:

m
z= ZH z <7 (8.6)

Defining:
y=x-—r,

we see by (8.6) that y € —R’. Therefore, by (d.4) there exists g, € Yj, for
k=1,...,¢ satisfying:

¢
g-r=y=y_ (8.7)
It follows at once from (8.7) that ((Z;), (7)) € A(E). o

The above proposition indicates another role which assumption (d.4) plays in
Theorem 8.1, as well as one role played by assumption (c).! The role played by
assumption (c) in Theorem 8.1 is much more complicated and more subtle than
this, however. Consider, for instance, the following example.

8.11 Example. Let € be the private ownership economy in which £ =1, m =n = 2,
and:

Xi={:l)i€R2‘—1§Ii1§0&$i222} fori=1,2;
Y ={yeR? |y +y2 <0&y <0},

let:

r1=(0,5), s1=1,

—
=)

T9 = ,(] s Sg = ();
and consider the commodity bundles:

zi=x5=(-1,2)e X; fori=1,2.

'Obviously (c) implies (¢').
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We have: ot ot
2 Eaitar=(-2,4)<r = r;+ry=(0,5),

and thus we see that € satisfies the condition:

"

c. FeX)z<r

Moreover, it is easy to show that & satisfies (a), (d.1), (d.2), (d.3), and (d.4) of
Theorem 8.1. We will demonstrate, however, that, if P; is a locally non-saturating
binary relation, then whatever the form of P, no Walrasian equilibrium exists in
this case.

We begin by noting that in this case the set II* will be given by:

M ={peRi|[1/2<p <1l&pr=1-pi}.

Now, suppose p € IT* is such that 1/2 < p; < 1. Then the producer will maximize
profits at y = 0, and the first consumer’s budget constraint will be of the form:

p1z11 + pex1z < wi(p) = p - 11+ s17(p) = 5pa. (8.8)

However, if P; is any locally non-saturating preference relation, then any xj € X
which maximizes P;, given p and wy(p) will satisfy (8.8) with an equality:

iy = (5 — afa)pa. (8.9)

Since &* € X implies 27, < 0, we see that (8.9) implies that z7, > 5. However, in
order that xo be an element of X5, we must have x9o > 2, and thus it is clear that
there exists no xo € X5 satisfying:

zi+xzo=7+y=(0,5)+0=(0,5);
and, consequently, that no Walrasian equilibrium exists in which
1/2<p <1 (8.10)

Now, if p € II*, the only alternative to its satisfying (8.10) is that p = (1/2,1/2).
However, for this value of p, the second consumer’s budget constraint is give by:

p-xy = (1/2)(z21 + z22) < wa(p) =0. (8.11)
On the other hand, if s € X5, we have x9; > —1 and x99 > 2, so that:
(Vo € Xo): p- o = (1/2)(z21 + x22) > (1/2)(—1+2) =1/2. (8.12)

Upon comparing (8.11) and (8.12), we see that the second consumer’s budget set is
empty if p = (1/2,1/2); and since we have now considered all values of p which are
consistent with profit-maximization for the producer, it follows that no Walrasian
equilibrium exists for this economy.

As is made clear by the last example, one of the functions of assumption (c)
in Theorem 8.1 is that it [together with (d.1)] guarantees that each consumer will
have sufficient wealth to participate in a market economy. However, consider the
following result.
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8.12 Proposition. Suppose € satisfies:
" (Fmie Xy):xi<wv; fori=1,...,m;
and (d.1):
0€Y, fori=1,... 1L
Then we have:
* de, .
(Vp e IT): Bi(p) :f{w eX;|p-x<wi(p)}#0 fori=1,...,m.

Proof. Let p* be an arbitrary element of IT*. Then, by (d.1) and the definition
of IT*, it follows that for each k:
m(p") = 0. (8.13)

Thus, if &; € X; satisfies (¢'”), it follows from (8.13) and the fact that p* > 0 that:

_ 4
P <p T <porit Zk=1 sikTr(P") = wi(p").
Since p* was an arbitrary element of IT*, and 7 was arbitrary, our result follows. o

Propositions 8.10 and 8.12 together suggest that we might be able to generalize
Theorem 8.1 by replacing hypothesis (c) with (¢). However, this in not the case;
in fact consider the somewhat stronger assumption:

~ = . m. _ def m
c*. (Fz; € Xi): & <y, fori=1,...,m; and Zi:l T, <r = Zi:l ;.
That Theorem 8.1 does not remain correct if (¢*) is substituted for (c) is demon-
strated by the following.?

8.13 Example. Consider the economy, €, in which m =n =2, X; = Xy = ]R?H
and the two preferences can be represented by the utility functions:

71,1(2151) = I‘IliIl{.’L‘ll/Q7 1‘12},

and:
ug(x2) = T2,

respectively. Suppose further that:
r1=(4,4),70 = (0,4),51 =85 =1/2, &V = —R2.

You can easily confirm the fact that € satisfies all of the assumptions of Theorem
8.1, except assumption (c), and that it does satisfy assumption (c*).> We will show
that no Walrasian equilibrium exists for € in this case.

Accordingly, suppose, by way of obtaining a contradiction, that ((m;‘), y*, p*) is
a Walrasian equilibrium for €. Then, since Y satisfies (d.4) and both consumers’
preferences are increasing, it must be the case that p* > 0; and we may therefore

2See also Example 7.28, which provides a bit different insight into the role played by assumption
(c) in the theorem.
3And yes, it is essentially a pure exchange economy.
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suppose that p* € Ag. If we suppose that p* > 0, then the first consumer’s demand
for the first commodity is given by (verify this):

_ 8
b2l s

5

Ty

Now, given the form of Y, it then follows that we must have:

% <4

21)1 +p3

and, since p5 = 1 — p}, this requires pj = 1, and, correspondingly, p5 = 0. However,
with p3 = 0, the second consumer has unbounded demand for the second commodity!
Therefore, no Walrasian equilibrium exists in this case.

What the simple analytics of this example brings out in sharp relief is this:
given any finite price ratio of py/pa, the first consumer has strictly positive excess
demand for the first commodity; which means that this consumer’s demand for
the first commodity exceeds the total quantity available. If, on the other hand,
p1 rises to p; = 1 (thereby making p;/ps = 400), consumer one no longer has
positive excess demand for the first commodity, but the second consumer now has
unbounded demand for the second commodity. On the other hand, if we change
the second consumer’s endowment to set 72; > 0,% then, however small the quantity
of the first commodity we add to his endowment, consumer one’s excess demand
for the first commodity can be accommodated with a finite ratio of p;/ps, and a
Walrasian equilibrium exists for € (as I will leave you to verify). g

Insofar as the remaining hypotheses of 8.1 are concerned, our final example of
this section shows that the convexity of Y cannot be dispensed with. We will not
include an example showing that the closure of Y cannot be dispensed with, but such
examples are easy to construct. Bergstrom [1976] has shown that the free disposal
assumption can actually be dispensed with. (See also Shafer [1976].)

8.14 Example. Let m = ¢ =1, n = 2, and suppose X, Y r, and P are as indicated
in Figure 8.8, on the next page. Notice that if p € IT* satisfies:

pi<p <1, (8.14)

then the producer will maximize profits at y = 0; whereas the consumer’s preference-
maximizing commmodity bundle will not equal r. Hence, no Walrasian equilibrium
can exist for any p € IT* satisfying (8.14). On the other hand, for p € II* satisfying:

0<p <pj,

the producer will maximize profits at some y € Y such that » + y ¢ X. Therefore,
no Walrasian equilibrium exists in this case.

This example shows the way in which the competitive pricing system can break
down in the presence of non-convexity. Notice that, from the consumer’s point of
view, a best consumption vector exists in X*; namely at = &*. However, no price
vector exists such that the producer will maximize his profits at y = ax* —r. g

“Thereby satisfying assumption (c).
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Figure 8.8: Non-convexity of the Production Set.

8.4 The Gale and Mas-Colell Theorem

As indicated in the introduction, Theorem 8.1 is a special case of the main theorem
in Gale and Mas-Colell [1975]. Their theorem makes use of a wealth-assignment
function, as per Definition 7.9, and is stated as follows.

8.15 Theorem. The economy E has a Walrasian equilibrium if:
foreach i (i=1,...,m):
a. X; is closed, convex, and bounded below,
b. P; is (irreflexive and):
1. non-saturating,
2. weakly convez, and:
3. strongly continuous;
c. the feasible wealth assignment function, w: IINA,, — R™ is continuous [that
is each w;(+) is a continuous real-valued function/, and satisfies:

(Vp € IT"): wi(p) > minp - X, (8.15)

where IT* =TIN A,
. — £
and the aggregate production set, Y =% ;| Yi:
d.1. is closed and convex,
d.2. has a bounded intersection with R’

", and:
d.3. contains —RY}.

While I don’t propose to go through the assumptions of this result, showing each
assumption cannnot be dispensed with, in the way that we did in connection with
Theorem 8.1, a few comments may be in order.
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First of all, if you compare the statements of this and the earlier result, you will
see that the differences occur in assumption (c) and (d) in the respective statements.
Assumptions (d.1) and (d.3) of the present theorem are used in the earlier result
as well. Moreover, it is obvious that the assumption Y N (=Y) C 0, together with
assumption (d.3) of the present result, implies that Y has a bounded intersection
with R” (in fact, that Y NR’ C 0) Consequently, the present assumptions regarding
the production sector generalize those in the earlier result. On the other hand, in
Example 8.5 we have already shown that the present assumption (d.2) cannot be
dispensed with; indeed that it cannot be weakened to:

YNRY, =0.

The relationship between the two different assumptions (c¢) is more intriguing,
however. We saw in Section 8.3 that one of the roles played by Assumption (c) in
Theorem 8.1 is to guarantee that the set of attainable allocations is non-empty. One
can be forgiven a little head-scratching over the puzzle of what it is that Gale and
Mas-Colell have assumed which guarantees this same condition. However, it is their
assumption (c) which does the trick here as well, for notice that if X N'Y = §),% then
it follows from the ‘separating hyperplane theorem’ (Theorem 6.21) that there exists
pt € A, such that:

supp’ -y < inf p'- . (8.16)
yey zeX
However, since w(-) is required to be a feasible wealth assignment function, we must
have:

m
> wilp') =w(p') = supp’ - y.
i=1 yey

Combining this with (8.16), we see that we must have:

Zm wi(p) < inf p-x;
i Wi p ot XP 5
which clearly contradicts equation (8.15) in the statement of the Gale and Mas-
Colell theorem. Consequently, we see that if E satisfies the present assumption (c),
then we must have X NY # (.

We saw in Example 8.13 that we cannot weaken the present assumption (c) by
replacing equation (8.15) with:

(Vp € IT") : wi(p) = minp - X, (8.17)

Our next example, with which we will close this section, shows that we cannot
dispense with the assumption that w(-) is continuous.

8.16 Example. Let E be an economy in whichm=n =2 (=1, X; = Ri, for
i =,2, and:
Y ={yeR*|y<(6,6)}

*We will follow Gale and Mas-Colell in dispensing with aggregate resource endowment, r, in this
discussion. One can, of course, allow for such an endowment by defining an ‘extra’ production set,
Yo = {r}.
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We suppose also that the consumers’ preferences can be represented by the utility
functions:

ui(@1) = (211)"? - (212)%2, and us(w2) = (21)%3 - (222)"/3,

respectively. Since we know that we can, without loss of generality, confine our
attention to price vectors p € Ay, we can define the wealth function to be used as
a function of p; alone (implicitly assuming that po = 1 — p1). We then we suppose
that the wealth-assignment function, w: [0,1] — R, is given by:

4 for1>p >1/2,

wi(p1) =

2 for1/2>p; >0;

and:

(01) 2 forl1>p; >1/2,
w: =
PPUTNS for1/2> py > 0.

It is easy to show that w(-) is a feasible wealth-assignment function for E, and it
satisfies:
(¥p1 € [0,1]): wi(p1) > minp - X; =0,

for i = 1,2. However, for this wealth-assignment function, aggregate demand for
the first commodity, given p; > 1/2, satisfies:

(4/34(2/3)-2) 1
< == 7 — —5_.
5(p1) < d(p1) /2 16/3=52;
while for 0 < p; < 1/2:
) 2
5(p1) > plh/r?/zé(m) =63

Consequently, no Walrasian equilibrium exists in this case.

8.5 An (Especially) Simple Existence Theorem

In this section we will study a very simple theorem establishing the existence of a
Walrasian equilibrium. While the result assumes a very special case of a private
ownership economy, it incorporates one which is often used in the Public Economics
literature (although often only implicitly); and, I believe that working through the
proof of the result which we are going to study may help you to attain some valuable
insights into the meaning and nature of a general competitive equilibrium. The basic
model which we are going to be studying here builds upon the model presented at
the end of Section 7.3, in that we take the consumers’ consumption sets to be a
subset of the nonnegative orthant of the commodity space, and suppose that only
the initial endowments of leisure are positive.

We will deal with a private ownership economy in which there are m consumers
and n+4 1 commodities, with the 0" commodity being leisure/labor. The production
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sector will be characterized by an aggegate Leontief technology, as described in
Section 6.4. Thus, the aggregate production set can be expressed as:

Y{yeR"“’(HzeRﬁ):y (IiCA> z}, (8.18)

where A is an n X n semi-positive matrix, and ¢ is a strictly positive n-vector. We
suppose that each consumer’s initial endowment takes the form:

ri = (730, 0),

where ;0 > 0 and ‘0’ denotes the origin in R", and we will use the generic notation
(40, ;) to denote the ith consumer’s commodity bundle. Using this notation, we
suppose that the i consumer’s consumption set is given by:

X; = {(wio, @) €ERYT 0 < wip < rig ks (8.19)
and, given (z0, ;) € X;, the i'" consumer’s labor offer is:
U = w0 — Ti0-

We will suppose that leisure is a numéraire for &€, a condition we define as
follows; for each ¢ € M, each (z;0, ;) € X; and each Az € Ry, we have:

0 < @ip + Azg < rip = (zio + Az, x;) Pi(wio, ;). (8.20)

The definitions of feasible allocations and competitive equilibria adapt easily to
this context, although it is easier and more natural to identify the production level
with the n-vector z than with the (n 4 1)-vector y. Accordingly, we will say that
an allocation, ({(zi0,x;)),2) is feasible for & iff:

(wi0, ;) € Xy fori=1,...,m; z € RY,

YL (a) ()

Zzl(mz‘o —rig) = Zzl l;=—c-z and ZZI zi=(I—-A)z

Turning now to the issue of defining a Walrasian equilibrium for this economy,
let me begin by noting that we will always normalize to set the price of leisure (the
wage rate) equal to one, so that prices are completely determined by the n-vector,
p € R%, consisting of the prices of the n produced goods. Thus, we will say that a
tuple (((z},z})), 2%, p*) is a Walrasian equilibrium for € iff (a) (((z},x})), 2*)
is feasible for &, (b) 2z} maximizes profits in the j* sector, given p*, and (c) for each
i€ M, (x}, ;) maximizes P;, given:

that is:

T +p" - ®] < rig (8.21)
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Since the production technology is linear, there will be a profit-maximizing out-
put in sector j only if there is zero profit in producing commodity j; and in order
that a non-zero net output of commodity j be produced, it is necessary that its price
be equal to the unit cost of production; that is, p* must satisfy p}fzj —C(z;) =0, s0
that:

* n * _ * n * _
pjzj — E oy Piokiz — ¢z = (Pj — E oy DIk = ¢ )7 = 0 (8.22)
With these considerations in mind, we can turn to our existence theorem.

8.17 Theorem. Suppose the private ownership economy, & = ((X,;,P,;}, (’!‘,;>,Y),
satisfies the following conditions:

foreachi (i=1,...,m);
a. X; = {(2i0,2:) € R0 < wio < 10},
b. Pi is:

1. asymmetric,
2. transitive,
8. locally non-saturating, and:
4. upper semi-continuous;
c. r; is of the form;
ri = (rio,0),
where ;0 > 0,
d. the aggregate production set takes the form set out in (8.18), where ¢ > 0,
and the matriz A is semipositive, and satisfies:

n .
Zk:l ag; <1 forj=1,...,n, (8.23)

and:
e. leisure is a numéraire for €.
Then € has a Walrasian equilibrium..

Proof. Since A satisfies (8.23), it follows from Theorem 6.17 that there exists a
unique vector p* € R} satisfying:

() (I-A4)=c". (8.24)

Moreover, since ¢ > 0, we must have p* > 0 as well, for we can write the j*
equation in (8.24 as:

X n >k .
p; — Zk:1p kj = €55

and, since ag; > 0 for all £, j, it follows that we must have p} > 0. Since p* > 0, it
now follows from Theorem 4.5 that, for each ¢, there exists (¢, z}) € X; satisfying:

Tio +P* - T = rip, (8.25)
and, for all (z, ;) € X;:

(177;0, a:l)Pl(xfO, a:f) = T0 +p* S X > T
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Notice also that it follows from (8.22) and Theorem 6.17 that, defining * € R"} by:

* m *
T = Zi:l Zis
there exists z* € R} satisfying:
' =(I—-A)z". (8.26)

Now, it follows from (8.25) that:

m m m

L pE=pat =) (o-ai) =) 0 (8.27)
On the other hand, from the definition of z* and (8.24), we have:
prxt=(p) (I-A)z" =c- 2" (8.28)

Combining (8.26)-(8.28) with the fact that, for each i € M, (z}y,x}) € X;, we see
that ({(z},})),2") is feasible for &. Finally, we note that for each j:

* n * _
pj — Zkzlpkakj —¢ =0,

so that profits in the j** sector are zero (and thus maximized) when z; = z;. There-
fore ({(x;-*o, x})), zﬁp*) is a Walrasian equilibrium for €.

It is worth noting that if we strengthen the hypotheses of this existence theorem
by requiring that, in addition to the hypotheses of Theorem 8.17, each P; is nega-
tively transitive and strictly convex, then the Walrasian equilibrium established in
our proof is unique. In the special case of the model used here which is often used
in public economics literature, the aggregate production set takes the form:

Y={yeR"|c-y<0&y; >0, forj=1,...,n—1}.

See Exercise 7, at the end of this chapter.

8.6 Appendix

Making use of the distinction introduced in Section 1, we have been showing that
no Walrasian equilibrium exists for the economies in the examples presented in this
chapter. This raises the question of whether we might have been able to find a
competitive (free disposal) equilibrium in some cases. However, recall that in most
of our examples, Y satisfied the semi-free disposability condition:

if y,y’ € R are such that y € Y and ¢’ <y, then y' € Y;
and, in addition, in nearly all of our examples, we assumed 0 € Y, so that:

—R" CY. (8.29)
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Under these conditions, suppose ((x}), (y;),p*) is a competitive equilibrium for the

economy, but that:
m * [ *
Zizl x<r+ Zk:l v (8.30)

From (8.29) and Proposition 7.8 of Chapter 7, it follows that we must have p* > 0.
However, if in fact, p* > 0, then from (8.30) we have:

4 m
P {r * Zk:l Y~ Zi:l w:] >0;
contradicting the definition of a competitive equilibrium. If, on the other hand,
p* > 0, but one or more p; = 0, then it will typically be the case that the consumer(s)
could not be maximizing preferences at ;.

The example in which it may seem most likely that a competitive (free disposal)
equilibrium, as opposed to a Walrasian equilibrium, may exist is Example 8.7. If you
return to Figure 8.5, you can easily verify the fact that we can find a price vector
such that the producer maximizes profits at a point y satisfying:

r+y>a’. (8.31)

However, notice that the only price vector yielding this relationship (that is, the
only one in Ag) is p*; and, since p* > 0, any y € Y and satisfying equation (8.31)
is such that:

p*-(r+y—a*)>0.

Therefore, no competitive equilibrium exists in this case either.

Exercises.
1. Suppose there are two commodities, and a consumer has the consumption
set:
Xi:{$i€R2 ‘ 72§Ii1&xi222}.

Answer the following questions.
a. Show that the consumer’s demand correspondence can be defined only for
pairs (p,w) € Ri_ satisfying w > u(p), where:

w(p) = 2(p2 — 1),

for p € ]Ri 4

b. Given that the consumer’s preferences can be represented by the utility
function u;(x;) = 241, find the consumer’s demand correspondence.

c. Given that the consumer’s preferences can be represented by the utility func-
tion u;(x;) = x;2, find the consumer’s demand corresponcence.

d. Consider the private ownership economy, €, in which we have one producer,
two consumers and two commodities, and where X;, 7;, s;, and Y are given by:

X; ={z; €R? | —2<ay & 2> 2} and r; = (0,1) fori=1,2;
s1 =83 =1/2, and
Y={yeR? |y <0<y &yi +y2 <O},
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respectively; and suppose that the consumers’ preferences can be represented by the
utility functions:
ui(x1) = z11 and ug(x2) = xa2,

respectively.

Find the (a) competitive equilibrium for &, if one exists, or show that no com-
petitive equilibrium exists for € in this case; and (b) answer the following question:
Are all of the assumptions of Theorem 8.1 satisfied by the economy presented in this
problem? If not, which assumptions are violated?

2. Follow the same sequence of questions as in problem 1 for the private owner-
ship economy, £ having one consumer, one producer, two commodities, and where
X,r and Y are given by:

X ={xcR?| -2<2; &2 < a},
r=(0,1), and
Y ={yeR?|y1 <0<ys &y1 +2y2 <0},

and where the consumer’s preferences can be represented by the utility function:

uw(z) = min{4 + z1, x2}.

3. Consider the private ownership economy, €, in which we have one consumer,
one producer, two commodities, and in which X, 7, and Y are given by:

X ={x cR?| -4 <z &z >4},
r =(0,2), and
Y ={y € R? |y <0 & 3y1 +yo <0},
respectively; and suppose the consumer’s preferences can be represented by the
utility function:
u(x) = min{2z + 12, 22}.
On the basis of this information,
a. Find the consumer’s demand function (correspondence) as a function of p €
Ri 4 and w > 0.
b. Find the (or a) Walrasian equilibrium for this economy, or show that no
Walrasian equilibrium exists in this case.

4. Consider the private ownership economy, €, in which we have one consumer,
one producer, two commodities, and where X, r, and Y are given by:
X =R?%,
r =(24,0), and
Y ={yeR?|y1 <0&y1 +y2 <0},

respectively; and suppose the consumer’s preferences can be represented by the
utility function:

u(@) = (21)* - (22).
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On the basis of this information, answer the following questions.

a. Find the consumer’s demand function (correspondence) as a function of p €
R2, and w > 0.

b. Find the (or a) Walrasian equilibrium for this economy.

c. If we interpret the first commodity as the consumer’s leisure, how much labor
is being offered in the Walrasian equilibrium?

5. Here we will consider a case in which we have two consumers, two commodi-
ties, and one producer. We will depart from our usual notation to denote quantities
of the first commodity by ‘2’ (interpreted as ’leisure’), and the second (produced)
commodity by ‘y.” We will suppose the two consumers’ preferences can be repre-
sented by the utility functions:

ur(wr,yn) = (20 (y1)¥* and us(ws, yo) = (22)** - (12)'/*,
respectively; and have the initial endowments:
r; = (24,0),
for i = 1,2. Finally, we suppose that the producer’s production function is given by:
y=2V—z,

where ‘2’ denotes the aggregate labor supplied by the consumers, and we suppose
that the consumers’ shares of ownership in the firm are given by:

S = 1/27

for i = 1,2. Given this information, find the competitive equilbrium for this econ-
omy, or show that none exists.

6. In this question, we will be considering a two-consumer, two-commodity
economy, F, in which the consumers’ preferences can be represented by the utility
functions:

ul(wl) =xy + e fori=1,2,

with the initial endowments:
r1 = (16,4) and ro = (16,0),

respectively. On the basis of this information, answer the following two questions.
a. Suppose Y = {0}; that is, that this is a pure exchange economy. Find the (or
the set of) Walrasian equilibrium (or equilibria) in this case, or show that no such
equilibrium exists.
b. Now suppose there is one producer, whose production set is given by:

Y ={y eR’ [y <0&y +2y2 <O},
and that the shares of ownership in the firm are given by:

81 = 89 = 1/2
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Find the (or the set of) Walrasian equilibrium (or equilibria) in this case, or show
that no such equilibrium exists.
7. Show that the production set Y defined by:
Y={yeR"|c-y<0&y; >0, forj=1,...,n—1},

where ¢ € R} |, is a special case of the aggregate production set specified in Theorem
8.17.



Chapter 9

Examples of General
Equilibrium Analyses

9.1 Introduction

In this chapter, we are going to consider some applications of general equilibrium
theory to policy analysis. While our treatment here will stop far short of the current
frontiers of the related policy analyses, I hope that it will illustrate some of the flavor
of such analysis, and the usefulness of general equilibrium models therein. We will
begin by presenting the elements of the basic theory of ‘optimal taxation.” We will
first take up the theory of ‘optimal commodity taxation,” and we will then take an
even briefer look at the theory of ‘optimal income taxation.” While neither discussion
will take us very far toward the current frontier of research in the respective fields, the
analysis to follow should provide a bit of insight into the role of general equilibrium
theory in current policy analysis. Moreover, in the discussion of optimal income
taxation, we will for the first time in this book encounter the problem of ‘incentive
compatibility,” an issue which will play a key role in much of our work in Chapters
16-18.

After our consideration of optimal taxation, we will examine some extensive
examples incorporating monopoly, and then money in a general equilibrium model.
‘We then conclude the chapter with an example incorporating indivisible commodities
into a general equilibrium model.

9.2 Optimal Commodity Taxation: Initial Formulation

The problem which we will be examining initially is the ‘efficiency aspect’ of optimal
commodity taxation. For this, it is customary to suppose that there is only one
consumer, or that the consumption sector of the economy as a whole behaves as if it
were a single consumer. In principle, this enables us to separate the efficiency aspect
from equity considerations, which occur because there is more than one consumer
in the economy. We will first set out the standard ‘text book model’ used in this
literature, we will then analyze the workings of this model in the simplest case
possible, and finally, we will set out a few of the conclusions reached in this literature.
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The standard ‘text book model” assumes one consumer, n + 1 commodities (n
produced commodities plus labor), and constant returns to scale in production, with
each commodity produced with the use of labor alone.

In each industry, it is assumed that the input-requirement function is given by:

tj = —cjy;, 1)

where ¢; > 0, for each j. Consequently, given the price p; for the 4™ commodity, and

a wage w for labor, profit-maximization at non-zero production will require that:
iy + wlj = pjy; — wejy; = (pj — wej)y; = 0; (9.2)
and thus, normalizing to set w = 1, we must have:
pj=c¢ forj=1,...,n (9.3)

Moreover, for future reference, notice that the aggregate production set is here given
by:
Y ={(yo,y) eR'"™" |y eRL &yo+e-y <0} (9-4)

(compare Example 6.27 of Chapter 6); and notice that, if (yo,y) € Y, and (w,p)
satisfies (9.3) (and with w = 1), we have:

(Y0, y) = (w,p) - (yo,y) =wyo +P-y=yo +c-y <0.

th

Now, the consumer can (and will) pay a positive tax on the j** commodity, and

we will denote the price paid by the consumer by ‘g;,” where:
g =pj+t; forj=1,...,n,

and where ¢; is the tax levied on the j* commodity, for each j. Denoting the
consumer’s consumption bundle, generically, by ‘(zo,x),” where 0 < 2y < r and
x € R, with r > 0 representing the consumer’s endowment of leisure, and:

L=uxz9—r, (9.5)

denoting the consumer’s offer of labor; the tax revenue raised by the government,
given the tax vector t € R’} is given by:

n

T=t x= Zj:l tjil?]'. (96)

Notice that our formulation allows some coordinates of ¢ to be negative; on the other
hand, the problem becomes analytically somewhat more tractable in some ways if
we require that:

tj>0 forj=1,...,n

However, we will ignore this complication for the moment; coming back to it at the
end of the next section.

Initially, we will suppose that the government needs to raise a given amount, R,
of funds; and thus we require that:

T=t-z>R. (9.7)
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However, we will also sometimes specialize this requirement to assume that the
government uses the tax revenue to purchase a commodity bundle, 9 € R’ (which
may be used as an input in the production of ‘governmental services’); in which case
the government’s budget constraint becomes:

T=t-x>p- a9 (9.8)

We suppose the (representative) consumer maximizes a utility function, u(zo, )
subject to the budget constraint:

q- T+ wry = wr;
or, equivalently:
q-z=w(r—ua)=-wl
which, since we are normalizing throughout with w = 1, becomes:
q-z=(r—x)=—L (9.9)

In our treatment, we will suppose that for each vector of commodity prices, g €
R ! there exists a unique utility-maximizing bundle, (hg(q), h(q))A2 Finally, we
denote the consumer’s indirect utility function by ‘v(q);’ and we note that in this
case, we can take v(-) to be given by:

v(q) = u[(ho(q), h(q))]-

Notice that there is no income term in our expression for the consumer’s demand
function and indirect utility function. This is because in our analysis of optimal
commodity taxation, we must necessarily take the consumer’s non-labor income
to be zero; profits from the production sector are necessarily zero because of our
linearity assumption regarding production, and we are assuming a closed general
equilibrium system. Given our assumptions about the consumer, however, we can
certainly define a demand function which allows income to vary, and an indirect
utility function which treats income as an independent variable as well. We will
denote these functions by ‘(Hg(q,l),H(q,I))’ and ‘V(q,I), respectively (where
‘I’ denotes non-labor income). We then have the following relationships: for any
qgeRY,:

(Ho(g,0), H(g,0)) = (ho(q), h(g)) and V(q,0) = v(q). (9.10)

The usual formulation of the optimal commodity taxation problem is then to
maximize the consumer’s utility (with respect to t), given R. Thus we can formulate
the problem as:

max u[(ho(p+t),h(p+1t))] subject tot-h(p+t)>R;
w.rt. t

or, equivalently:
mat.xtv(p +t) subject tot-h(p+t) >R (9.11)
w.r.t.

While this is the normal statement of the problem which is used in the literature, the
first question which I want to investigate here is ‘what happened to the production
constraint?’ We will pursue an answer to this question in the next section.

'Because of our normalization, we are suppressing the variable w throughout our treatment.
2In other words, we suppose that the consumer’s demand correspondence is a function.
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9.3 A Reconsideration of the Problem

In the previous sections of this chapter we have been considering a one-consumer,
one-producer economy with n+1 commodities; in this section we will generalize this
model to the extent of allowing an arbitrary finite number, m, of consumers. Thus
we consider a private ownership economy:

1
&= ((RY™,Gy), (ri),Y),
where G is a continuous weak order on RT’l, and 7; is of the form:
T =Ti0,0),

where 7,0 > 0. We shall also suppose that each G; is strictly convex; so that,
for each (w,q) € R, there exists a unique vector (zfy,z}) € RI™ satisfying
wzjy + q - x; < wryp and:

(V(:rg,w) S Rf’”): (0, ) Pi(x}y, 2f) = wro + q - & > w'rip.

Continuing as per the discussion in the previous section, we will always normalize
to set w = 1; and, given g € R’} , , we denote the values of x}, and x; which satisfy
the above conditions (with w = 1) by ‘hjo(q)’ and ‘h;(q),’ respectively.

9.1 Definition. We shall say that (((z}),z})), (yj,y*)) is feasible for &, given
the governmental demand z9 € R, iff:

L (xfy,z) eRY™ fori=1,...,n, (5, y*) €Y,

2. Zm (x}y —ri0) = y§ and Y10 &f + @9 = y*.

We then make use of this definition of feasibility to introduce the following
equilibrium concept; where, as in the previous section, we normalize to set wages (the
price of the 0" commodity) equal to one; and where we say that a pair (t,x9) € R*"
is a level of governmental activity in € iff 29 € R’} and t € R™.

9.2 Definition. If Y € R} and t € R", we shall say that (((z},x})), (45, "), p")
is a competitive equilibrium for &, given the governmental activity (¢, z9),
iff:
1. p*eRY \{0} andq = p +teRY,,
2. ({ iy, 7)), (U5, y*)) is feasible for &, given a9,
3. (y$,y") maximizes profits on Y, given (1, p*),
4. xj‘o,m*) = (}ng( *), hi(q )), fori=1,...,m, and
5. t-x* > p* a9, where x* =3 1", xf.
9.3 Proposition. Suppose that Y is linear; that is, that there exists ¢ € R’ \ {0}
such that:

Y ={(y0,y) ER™" |y e R} & yo+ -y <0}, (9.12)

and that {(z}, x})) and the level of governmental activity (t,z9) € R?" satisfy:

c+teRl,, (9.13)
(zho, 2}) = (hio(c+t), hi(c+1)) for cach i and t-az* =c-x. (9.14)
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Then, defining:

b= (9.15)
y* — z* + wg7 (916)
lj=—cjy; forj=1,...,n, and (9.17)
Yo = Z]’:l b3 (818)

(ko 2)), (v, y*), P*) is a competitive equilibrium for €, given the level of govern-
mental activity (t,29).

Proof. 1f {(x}y, z})) and the level of governmental activity (¢, z9) € R?" satisfy

i
(9.13) and (9.14), and we define p* = ¢ and q* = p* + t, it follows immediately
that ((z, ), (5, y*),p*) and (¢,29) satisfy conditions 1, 4, and 5 of Definition
9.2. Furthermore, defining (y,y*) as in (9.16) and (9.18), we have:

n
witey =) Litey =-—cytey =0
so that (yo,y) € Y. Moreover, since w = 1 and p* = ¢, we have:
wyg+p* -y =y;+c -yt =0;

and it also follows that (y,y*) maximizes profits over Y, given (w,p*) = (1,¢).
Now, since, for each i, (2}, z}) = (hio(q*)7 hl-(q"))7 we have:

hy=rio—¢q" -z} fori=1,....m.
Therefore:
m * . « N N . .
E ) (7510—"‘1'0):—5 g T, =—q ' =—-c-x -tz
i=1 i=1
= ca—cal=—cy =y O

and it now follows that (((zfo,w’;» (y(’;,y*),p*) satisfies condition 2 of Definition
92. o

Our next result is stated in a bit more generality than is needed; that is, it is
somewhat more general than the context in which we have been working. In it, we
will drop our assumption that Y is linear; which means in turn that we will have to
allow for the possibility that the firm may make a profit. As usual, we will denote the
maximum profit achievable in Y, given a price vector, p € R by ‘m(p),” and denote
the i*" consumer’s share of these profits by ‘s;.” In our model, this profit becomes
the non-labor income that we considered at the end of the previous section; and,
in terms of the notation introduced there, the i consumer’s preference-maximizing
commodity bundle at consumer prices ¢ € R’ , and producer prices p € R’} will be
given by:

(zi0, i) = (Hiolg, sim(p)], Hlq, sim(p)]).-

This is the notation utilized in our next result.



254 Chapter 9. Examples of General Equilibrium Analyses

9.4 Proposition. Suppose (((zy,z})), (¥5,y*),p*) and the level of government ac-
tivity (t,x?) are such that:

1. preRU\{0} and " Wp* +te R,

2. (((zfm:c;‘)), (y&y*)) is feasible for &, given x9,

3. (yg,y*) mazimizes profits on'Y, given p* (and w =1),

4. (@3, @7) = (Hiolg", sim(p*)], Hilg", sim(p*)]), fori=1,...,m.
Then t - x* = p* - a9, and (((7:‘0,m7)) (y(’;,y*),p*) is a competitive equilibrium for
&, given the level of governmental activity (¢, 7).

Proof. Upon re-checking Definition 9.2, we see that it suffices to prove that
t-x* = p*-ax9. To establish this equality, we make use of the definitions and
conditions 1-4 to obtain:

ta'=(q" -p)a'=q " -p(y —a)

%k * * * * g m . ok .. * * * * g

=q¢ -z -p Yy +p -z _Zi=1 (rio —ajo + sim(p*)) —p* -y  +p" - @
=-y+t+r yl-p -y +paf=p" -2’ o

Returning to the one consumer case, the thrust of the above two results is that
we can equivalently formulate our optimal commodity taxation problem either as
(going back to the assumption that Y is linear [that is, satisfies (9.12)], and setting
p=c):

matxtv(p +1) subject tot-h(p+t)=c-x’ (and p+t €RY},); (9.19)
w.r.t.
or as:
max v(c+t) subject to:
w.r.t. t
(ho(q) =7, h(q) + x9) €o(c) (and g =c+t € R}, ); (9.20)
which, as is easily verified, given the form of Y, is equivalent to:
mazxtv(cht) subject to: ho(q)—r+c:[h(q)+2 =0 (& g=c+t € R, ). (9.21)
w.r.t.

Formally, it will sometimes be more convenient to state the problem as follows:

max v(c+t) (9.22)
w.rt. t
subject to:
zg—r+c-lx+x) =0, (9.23)
(z0,) = (ho(c+1t), h(c+t)),and: (9.24)
g=c+teRl,. (9.25)

It should be apparent that the problem stated in equations (9.22)-(9.25) is equiv-
alent to both (9.20) and (9.21). On the other hand, the longer formulation perhaps
makes some aspects of the problem stand out in sharper relief. In particular, consider
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the last constraint, (9.25). Since we are assuming that ¢ > 0, it will automatically
be satisfied if we require that:
t>0. (9.26)

Moreover, if we substitute (9.26) for (9.25), the constraint set becomes closed (in
fact, it is also bounded, and thus is compact); and therefore a solution will nec-
essarily exist. On the other hand, using (9.25), rather than (9.26) allows us to
characterize the solution via calculus, which is done in most of the literature on
optimal commodity taxation. We will find the long statement of the problem useful
in our discussion of the next section as well.

9.4 The Simplest Model of Optimal Commodity Taxa-
tion

In this section, we will examine the simplest special case of the optimal commodity
taxation problem formulated in the two previous sections; one in which we have
one consumer, one produced commodity and labor, and where the commodity is
produced under conditions of constant returns to scale. The consumer will choose a
bundle, (zo,z) € R2, where:

‘xo’ denotes the quantity of leisure, and

‘x’ denotes the quantity of the produced good,
chosen by the consumer. We then denote the initial endowment of leisure by ‘r;’
and the quantity of labor supplied by the consumer is given by:

{=x9—1

(thus the quantity of labor supplied is given by a negative number).
The production set will be given by:

Y={yeR?|0<y <0&yo+cy <0},
where ¢ > 0 is a constant. Thus the ‘production function’ is given by:
y1=—y/c,

for yo € R_.
Now, in fact, we will always be concerned with allocations in which:

wo=C=10—1;

and hereafter we will write production vectors as a pair (¢,y), where £ € R_, and
y € Ry denotes the quantity of the good being produced. Correspondingly, we can
write the production set as:

Y ={(ty) eR*|0<y < —t/c} ={(L,y) eR* |y >0 & £ +cy <0}

We will denote the vector of prices faced by the producer by ‘(w, p),” where (w, p) €
R%_; and we will normalize to set w = 1. The price vector faced by the consumer will
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A
X
“/(Dlspl aced) Production Function:
x=—(1/c)(xg —1r) - x8&
r/c-x8

Offer Curve

Y

X0

Figure 9.1: Basic Solution.

be denoted by ¢ = (q1,¢2); although in the present analysis we will be supposing
that ¢1 = w = 1, so that we can (and will) denote the vector of prices faced by the
consumer by ‘(1,q).” As before, we suppose that the government is to purchase an
amount x9 of the produced good, and will be levying a tax, ¢ € R4 in such a way
that:
pr? =tz = (¢ —p)z.
The basic diagrammatic solution to the problem:

max, v(c+1t), (9.27)
subject to:
zo—r+c-(z+29) =0, (9.28)
(zo,2) = (h,o(c—l— t),h(c+ t)), and: (9.29)
ctt>0, (9.30)

is indicated in the diagram above.

9.5 Some Results

In this section we will derive two of the more famous results concerning optimal
commodity taxation in the one-consumer (efficiency) case (for a development of
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[equity] results for the multiple-consumer case, see Myles [1995, pp. 108-14[). We
will suppose throughout that the consumer’s indirect utility function and demand
functions are all continuously differentiable. We will say that ¢t* € R™ is an optimal
tax vector if ¢* solves the problem stated in (9.22)—(9.25), above.

9.5 Proposition. (Diamond-Mirlees [1971]) If t* is an optimal tax vector, then
there exists 3 € R such that:

n ah] * * -l .
Z] L D, =—Fhi(p+t*) fori=1,...,n; (9.31)

where the partial derivatives are evaluated at p + t*.

Proof. Since t* is optimal, it solves the problem stated as equation (9.19) in
the previous section; or, equivalently, recalling the discussion in Section 1 of this
chapter:

Inax, V(p+t,0) subject tot-h(p+t)=p-x? (andp+t R}, ).
Forming the appropriate Lagrangian:
e, \)=V(p+t,0)+A(p-x?—t-h(p+t)),
and setting the partial derivatives equal to zero, we have:

g—:f)\(h(ert +Z 1J8q)_0 fori—1,.

with all partial derivatives evaluated at (p + t*,0); from which we obtain:
n o Ohy o OV
/\-ijltja—qif/\hi(p+t)fa—qi fori=1,...,n. (9.32)

However, by the Antonelli-Allen-Roy conditions (see Theorem 4.28 of Chapter 4) we
have, evaluating all partial derivatives at (p + t*,0):

ov ov
— =———h; fori=1,...,n. .
% 37 hi(q) fori N (9.33)
Defining:
o
Sor’
and substituting into (9.32), we obtain:
n Oh; « "
A ijltja—qf = My(p+t) +a-hi(p+t);
or, defining:
=A+a)/A,
we obtain: on
Zn =0-hi(p+t*) fori=1,....n. g (9.34)

/176q
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In our next result, we make use of the compensated demand functions:
gj(q,u) forj=1,....n

and we recall that:

def 8’1 OH; Oh; OH: def L.
Sula.0) Gt b Gt = G @) G Sp(aw) for =1,
(9.35)
and that, if we define u* = V(¢ + t*,0), we must have:
gilc+t",u) =hj(c+t) forj=1,...,n (9.36)

9.6 Proposition. (Ramsey [1927]) If t* is an optimal taz vector, then there exists
a real number, 0, such that:

no .0y - .
S 29— 0. gi(e+tF, =1,...,m .
; 1t7 " 0-gi(c+t*u*) fori n (9.37)

where all partial derivatives are evaluated at ¢ + t*. Moreover, we have 0T* > 0;
where T* =t* - h(c+t*) =t* - g(c+t*, u*).

Proof. If we substitute from (9.35) and (9.36) into (9.34), we obtain:
OH; )
St (Simatertt ) S ) = ~(ka/Ngilert' ) fori = 1,.n. (9.39)

Rearranging, we have:

n
Z]_:l t7Sji = (1 +a/X+ Z )gl(c +t"u") fori=1,...,n; (9.39)
which, defining:

071+a/)\+z 6 8[

establishes the first part of our result.
To prove the ‘moreover’ portion of our result, we begin by defining t§ = 0, to
obtain from (9.39), making use of the symmetry of the Slutsky matrix, [S;;]:
Zn Sijt; = —0-gi(c+t*u") fori=1,...,n; (9.40)
j=
But then, multiplying both sides of (9.40) by t;, and adding over i:
n n g
Zi:l ZFO Sijtits = —0 Z (c+t*,u")t]. (9.41)

However, with tj = 0, we have:

Z; Z:ZO Sitit = Z;o Z::O Sijtith
Zl OZ Sitit] = 92 e+t u)tt = —0 - T (9.42)

so that:
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Since [S;;] is negative semi-definite, our result follows.

Going back to (9.39) of the above proof, and making use of the symmetry of
[Si;], we obtain:
i Syt 20 it

= =—0 fori=1,...,n. 9.43
gi(c+ t*, u*) x} ’ ( )

Roughly speaking:
n n 0g; n 0g;
o x .
PRI DR S DV

is the total differential of the compensated demand function for the i** commodity;
so that the basic interpretation of (9.43) is that the proportionate reduction in com-
pensated demand which results from the imposition of the commodity tax scheme
t* should be the same for all commodities.

9.6 Optimal Income Taxation

The literature on this topic begins with the seminal work of Mirrlees [1971], and the
model to be presented here is an adaptation of the one originally developed by him.
It is typical of the framework used throughout much of the recent discussion of this
topic.?

The fundamental assumption is that there are a finite number of consumer types
in the economy; all of whom have the same (continuously differentiable) utility func-
tion, but who have differing labor productivities. We also follow the vast majority
of recent articles by supposing that there are only two goods in the economy, a
consumption good and labor/leisure. Thus consumer ¢ has the utility function:

Ui = u(zi),
where u: Ri — R; and we suppose each consumer has the same initial endowment:
r= (T7 0)7

where r > 0. As already mentioned, however, the consumers differ in their labor
productivity, with this productivity being indexed by s;, where we assume, without
loss of generality, that:

l=51<s53< - < sy

The (aggregate) production set is assumed to be linear:
Y={yeR |y +y2<0&y <0},

where in equilibrium (that is, with labor used in production equal to the labor offered

by consumers):
m
Y1 = E i1 si(zin — 7).

3For surveys of the literature on this topic, see Stiglitz [1987], Mirrlees [1986] and Auerbach and
Hines [2002].
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Thus efficient (equilibrium) production requires:

m
yr= . silr—an).

If we normalize to set the price of the produced good equal to one, then it follows
from our previous work with linear production sets that profit maximization at
positive output can only occur if w;, the wage rate paid the i** consumer, is equal
to s;.

We suppose that government plans to purchase x4, units of the second good, to
be paid for with taxes:

m
t= Zi:l b

with ¢; the tax to be levied on the i*" consumer. A balanced budget for the govern-
ment then requires that:
m
Ty = Zi=1 t;.

The utility maximization problem for the i** consumer thus becomes:
maxu(z1, x2) subject to: xig = si(r — xi1) — 4.
The " consumer’s income (before taxes) is given by:
Zi = U/Z‘(T — IZ']) = S,‘(T’ — I“).

The standard assumption in this literature is that government can observe z;, for
each i, but cannot observe either x;; or s;. We will not attempt a full-scale analysis
of this problem here, but will be content to consider the case in which there are only
two consumer types, with mj, consumers of each type, where
mi1 +me =m, and my, > 1, for h=1,2.

Many, if not most of the key issues raised in the recent literature arise even in this
simple context.

In fact, we will begin by considering a particular example which illustrates many
of the basic issues.® In our example, we will suppose that the consumers’ utility
function is additively separable; taking the form:

u(a:,) = (25(%1) + 1/)(1‘,;2), (9.44)
where, for all x; € Ri:
¢,(IL’i1) >0, ’l/),(l’ig) >0, (f)”(l’ﬂ) < 0 and 'L[J”(ng) <0. (9.45)

Now, if all consumers of a given type face the same price for x5, and are paid the
same wage, they will each make the same consumption choice (and labor offer) as
every other consumer of the same type. Moreover, as per the general assumptions

“This example is an adaptation of one preseented in Stiglitz [1987].
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stated earlier, we will assume that the marginal products of labor are constant, and
equal to 1 and s > 1, for the two types. Thus the production function is given by:°

y=mi(r —z11) + mas(r — xa1) def myly + mosls, (9.46)

where x;1 denotes the consumption of leisure by type #; with equality of supply and
demand requiring that:
Y = miTi2 + Moz + Tg. (9.47)

However, if the government’s budget balance condition:
m1t1 + m2t2 = g, (948)

is satisfied, and if each consumer is paid the value of her/his marginal product, we
will have:

miz12 + Moty = M [(r — 11) — t1] + ma[s(r — z21) — ta]

(9.49)
= mly + masly — myt; — maty = myly + maosly — xy;

and thus:
mi1T12 + MaZo + T4 = mily + masls.

We will suppose that the government (IRS, or whatever; hereafter we will refer to
this entity as ‘the policy-maker’) wishes to maximize the sum of utilities (which,
as we will see in Chapter 15, amounts to maximizing a utilitarian social welfare
function). Consequently, given price-taking behavior by the consumers, the policy-
maker’s optimization problem reduces to the following:

ma [@(z11) +¥(r—z11 —t1)] +me [d(za1) +Y[s(r —z21) —t2]], (9.50)

max
w.r.t. £11,x21,t1,t2

subject to:
mity + mote — x4 = 0. (9.51)

If we write out the standard Lagrangian function, and take first-order conditions,
we see that the optimal values must satisfy:

mi [¢’(ﬁ1) — ' (r —aj; — t{)} =0 (9.52)
ma[¢'(231) — sU'[(s(r — 23;) — 5]] = 0 (9-53)
—m (r —a; — ) + miA =0, (9.54)
and:
—mat)[s(r — x51) — th] + maA =0 (9.55)

From (9.54) and (9.55), we have:

Uls(r —a5y) — t5] = ¢/'(r — 27y — 1]);

®In this discussion, we will simplify our notation by denoting the production sector’s output of
the produced good by ‘y,” rather than ‘y,.’
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which, since 9" < 0 everywhere, implies:

oy Yol —aby) —ts =1 —afy — 5; (9.56)
and thus all consumers have the same consumption of good 2 at the optimum. We
then have from (9.52) and (9.53) that:

¢'(x1y) = ¢'(x3), (9.57)

and:
&' (31) = s¢'(a3), (9.58)

respectively. Consequently, it follows that:
¢ (231) = ¢/ (x11) > ¢/ (211)-
But, since ¢” < 0, this means that:
251 < @35
which, in turn implies that:
up(@3) = d(ahy) + Y (a3) < d(aly) + Y (a3) = u(x]);

and thus that consumers of type 2 are worse off at the optimum than are consumers
of type 1.

Now, suppose for the moment that the policy-maker is able to observe a con-
sumer’s type. In this event, the policy-maker could simply levy a tax of ¢J on each
consumer of type 7 (i = 1,2). Then, for example, consumers of type 2 would seek
to:

max 9la) + Yls(r — z1) — 13

w.r.t. o

which we see, upon taking derivatives, would result in a choice of xa1, call it ‘Ta;,’
satisfying:
¢ (@a1) = sv/[s(r — F1) — t3]. (9.59)

Diagrammatically, the consumer’s solution would look like the situation illustrated
in Figure 9.2, on the next page. However, given our assumptions, there is a unique
point of intersection of the curves ¢/(z21) and s¢/[s(r — z91) — t3]. Consequently,
if we return to (9.58), we see that Ty; = a%;; that is, the consumers’ choices, once
their tax was announced, would coincide with the optimal quantities.

Unfortunately for the policy-maker, however, in our scenario we are supposing
that, while the policy-maker can observe consumers’ incomes, it cannot observe
either consumers’ types or their choice of leisure (Z;1). Consequently, if, for example,
the policy-maker were to announce the tax rule:

_ {tl if you are type 1 (9.60)

ty if you are type 2,

consumers of type 2 would have every incentive to lie, and claim to be of type 1.
Notice that this is true even if a large penalty is assessed for lying, assuming that
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Figure 9.2: Type 2 Consumers’ Optimum.

the policy-maker can only observe income and tax paid; for, as you can easily prove,
consumers of type 2 are better off setting:

s—1 ]
Toy=\—_ —r+—",
s s

thereby accepting the income and consumption level of good 2 enjoyed by consumers
of type 1, rather than admitting to be of type 2, and paying the higher tax, ¢3.
Thus, as we say, the mechanism being employed here is not incentive-compatible;
consumers of type 2 will find it preferable to deny being of type 2. This is, of course,
disastrous for the policy-maker’s plans, for the situation which will result will not
yield a balanced budget, and will not maximize the sum of utilities.

Now let’s generalize this example a bit. We will retain the assumption that there
are only two types of consumers; however, we will drop the assumption that their
common utility function is additively separable. We will suppose instead that u(-)
is continuously differentiable, satisfies, for all & € R?P

def Ou def Ou

ui(z) = = > 0, uz(x)

>0,
8]71 B4

- (91172 @
and that u(-) is strictly quasi-concave. We will also suppose that u(-) satisfies a
fourth assumption, but this last condition requires a little explanation.

First of all, in our remaining discussion, it will be convenient to concentrate
our attention upon the income-xs-space. However, in dealing with this space, let’s
modify our previous notation slightly to use the generic notation ‘(z,z)’ to denote
points in this space, where ‘@’ denotes the quantity of the produced good. In this
space the utility-maximization problem faced by a consumer having an index of
labor productivity s, and facing a tax of ¢t can be expressed as:

max Uz, x) o u(r —z/s,x), (9.61)
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subject to:
r=z—t. (9.62)

If we form the appropriate Lagrangian expression and take first-order conditions,
we find that the optimizing values, (z*, 2*) must satisfy:
up(r — z%/s, x*
= 2/sa7) (9.63)
sug(r — 2% /s, x*)
Since it is easily shown that the slope of the indifference curve through an arbitrary
point (z,x) is given by:
Ui(z,z)  wui(r—z/s,x)

Us(z,x) - sua(r — z/s,x)’ (9.64)

it follows that the slope of the indfference curve must equal one at the optimal point,
(2*,2*). This brings us to our fourth assumption, a condition which is standard in
the optimal income taxation literature, and which is called ‘agent monotonicity.’

9.7 Definition. The utility function u(-) satisfies agent monotonicity iff the
marginal rate of substitution;
Ui(ze) _ - z/sa)
Ux(z,x)  sus(r—z/s,z)’

is a decreasing function of s.

In other words, the consumer’s indifference curves in (z, x)-space will be flatter,
the higher is the agent’s productivity index. Suppose, for example, that:

u(wo, x) = ()" ()",
for some real number, a, satisfying:
0<a<l,

and where we are using ‘zo’ and ‘@’ to denote the quantities of leisure and the
produced good, respectively. Then, as you can easily verify:

_Ui(z,2) _ ui(r —z/s,x) azx
Us(z,x)

sus(r — z/s,x) - (I —a)(sr—2z2)’
which is obviously decreasing in s. Therefore, agent monotonicity is satisfied in the
Cobb-Douglas case.

Suppose, that the policy-maker has calculated optimal values, 7, x5, 27, 3, 1],
and t3. It can then calculate the optimal (pre-tax) income values:

2 =r—ajy and z5 = s(r —zy)),

and we will suppose that:%
1] <5 & 27 < 25. (9.65)

SWe will return to a discussion of this assumption later.
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Suppose our policy-maker now chooses any number (income), zf, satisfying:
2r < 2t < 23, (9.66)

and then attempts to implement the following tax schedule:

tr for 0< z<zf
t—{1 rrsEss (9.67)

5 for 2F < 2.
In order to analyze the consumers’ choices here, let’s begin by considering the op-
timization problem for a consumer of type 1, and supposing for the moment, that

the tax schedule is simply ¢ = t1, for all z. In this case consumers of type one face
the optimization problem:

max u(r —z1,x1) subject to: x1 = 21 — 1.
w.rt. z1, T

This yields the first-order necessary conditions:

A

X12

X%y

NV

Figure 9.3: Type 1 Consumers’ Optimum.

31(7;7 4, ID —=1. (9.68)
wa(r— ) "

where ‘2]’ and ‘z}’ denote the optimal quantities of income and consumption of the
produced good, respectively. Recalling that the left-hand fraction is the slope of the
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indifference curve through (2}, 7), we see that the utility-maximizing solution looks
like that shown in Figure 9.3, on the previous page.

As the diagram makes clear, this is the optimizing value for consumers of type
one; that is, we do not have to consider the portion of the consumption schedule cor-
responding to z > 2! in determining the consumption-income choice for consumers
of type one. However, what about consumers of type 27 By the assumption of agent
monotonicity, consumers of type 2 will have an indifference curve through (zf,z7)
which looks something like that shown in Figure 9.4. Consequently, the difference
between the tax levied on the productive group (t2) and that levied on the lower
productivity group (¢1) can be no greater than that indicated in Figure 9.4, since
a higher value for ¢ — ¢; (which would move the to-schedule downward parallel to
itself) would result in the consumers of type 2 achieving a higher utility by mim-
icking the behavior of type 1 consumers, than they would by achieving the higher
income associated with ¢5. In fact, of course, with the tax differential and schedules
shown in Figure 9.4, consumers of type 2 would maximize utility by setting zp = 2.
The policy-maker can correct for this by charging a tax of to for all persons with an
income greater than zj; however, this amounts to choosing the tax schedule:

(9.69)

{tl for 0 < z < 27,

ty for 2] < z;

which would leave consumers of type 2 indifferent between 2§ and z3. Moreover, the
policy maker can set this schedule only if she knows the exact value of 2.

A

Figure 9.4: Limiting Tax Value for Consumer 2.
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Let’s see if we can extend this analysis a bit. In our example, we supposed that
the policy-maker wished to maximize the sum of the consumers’ utilities. As one
would expect, however, maximizing according to a different objective function will
yield different optimal consumption and tax rates for the two consumer types. Let’s
take a look at what sorts of solutions will be self-enforcing, in the sense that, if the
policy-maker determines an optimal tax and income, (¢}, z), for consumers of type i,
an announcement of an appropriate tax schedule will lead to consumers maximizing
utility at the policy-maker’s optimal values. If we go back to take another look at
Figure 9.3, it becomes apparent that the policy-maker’s tax choices must satisfy
t5 > t7; since in the opposite case, consumers of type 1 would maximize utility at
some point along the type 2 schedule. Thus, whatever the objective function which
the policy-maker is attempting to maximize, the tax for the type 2 consumers needs
to be at least as high as for type one consumers if the solution is to be consistent
with utility maximization; that is, if it is to be ‘incentive compatible.’

x A

Figure 9.5: A Pareto Inefficient Solution.

The next question is, what must be true of 23 vis-a-vis {7 A moment’s study of
Figure 9.3 should suffice to convince you that, given that the utility function satisfies
agent monotonicity (and since we must have t5 > ¢7), the policy-maker’s choice of
an optimal income for type 2 consumers must be at least as high as for type one
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consumers. In fact, consider the limiting case in which the policy-maker’s choice of
(t7,27) and (t3, z5) satisfy:

t] =1t and 2] = z5.

Then a tax schedule of the form:

T {t{ for 0 < z <z, and (9.70)

T for z{ <z,

with 7 as indicated in Figure 9.5 will induce the consumers to choose the income-
consumption pairs which the policy-maker views to be optimal. Howewver, the re-
sulting situation cannot be optimal for any objective function which is an increasing
function of consumers’ utilities! To see this, notice that the tax schedule indicated
will result in that utility for type 1 consumers corresponding to the the indifference
curve I1, while type 2 consumers will achieve the utility associated with indifference
curve Ip. However, if the tax schedule:

(9.71)

T t) for 0<z<2, and
S\t for 2 <z,

is instituted instead, the same tax revenue will be raised, and both consumers will
be better off!

The perceptive reader may have noticed from the outset that the type of taxation
we have been analyzing in this section is not a conventional sort of income tax at
all, but is effectively a lump-sum tax. That is, in our discussion we have, for all
practical purposes, been assuming that the policy-maker wishes to assess a tax of
t; on consumers of type i. What happens if we instead consider a tax schedule
more typical of that used in actual practice? In particular, suppose we consider the
simplest sort of income tax schedule; one defined by the function:

T=tz,

where 0 < t < 1.7
In this case, the consumers’ consumption schedule (for the produced good) takes
the form:
z=z—-T=(1-1).

Consequently, as you can easily demonstrate, consumers of the two types will choose
incomes z} and z3 satisfying:

U wb-s0-0g
Uy ugr —zf, (1 —t)z}] '

and:
U wfr— /e, (1)) 1t
Uy  suglr—23/s, (1 —t)z}s] ’

"For discussion of the ’optimal’ tax rates for schedules of this type, see Hellwig[1986] and
Strawczynski [1998].
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Figure 9.6: Inefficiency of the Conventional Tax Schedule.

respectively. Thus, utility-maximization by the two consumers will result in the
sort of situation depicted in Figure 9.6, above. However, the solution, while simple
and incentive-compatible, is not efficient. As indicated in the diagram, the same
tax revenue would be raised if consumers of type 1 were to pay a tax of ¢;, while
consumers of type 2 pay a tax of to (I will leave the details of the reasoning to
you). Unfortunately, of course, this second solution may not be implementable, and
certainly will not be practicable!

9.7 Monopoly in a General Equilibrium Model

In this section we’ll look at a very simple general equilibrium model with three
commodities (two produced goods and leisure), two consumers, and two firms. My
goal here is to develop a bit different perspective as regards the 'First Fundamental
Theorem,” and the second-best optimality of the optimal commodity tax solution.
Consumer (agent) one (‘the worker’) will be assumed to have preferences repre-
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sentable by the utility function:
ui(z1) = (z11) - (T12 + 1) (213),
while consumer (agent) two (‘the capitalist’) has preferences representable by:
up(@2) = 21 - wa3.

Thus, consumer two cares nothing for the second commodity. We will suppose that
consumer one faces the usual budget constraint:

1211 + paxi2 + wryz < wry, and 0 < @3 <7y,

where we have denoted the price of the third commodity by ‘w,” to suggest ‘wages,’
and ‘r;’ denotes the consumer’s initial endowment of leisure. Consumer 2 (‘the
capitalist’), on the other hand, has the budget constraint:

p1ro1 < o, and 0 < x93 < 1o,

where ‘o’ denotes the profits of the second firm, and 79 is the consumer’s endowment
of leisure.

I will leave to you the task of showing that, in the absence of government inter-
vention, with leisure chosen as the numéraire (w = 1), and setting:

r =Ty = 32,

the consumers’ demand functions are given by (see Exercise 5, at the end of Chapter
4):

32+ po 32+ po 32+ po
_ , - — 13 = —777, 9.72
11 3y 3 ;13 3 (9.72)
and: -
T = 2. (9.73)
n

Finally, we will suppose that both production technologies are linear, with labor
requirement functions given by:

lj=x; forj=1,2. (9.74)

We will first consider the case in which Firm 2 behaves as a monopolist; while Firm
1 behaves as a price-taker (setting price equal to marginal cost).
Firm 2’s profit function is given by:

32+ po 32+ po
= —p2—

1,
3 EPA

2
and we see that profits (and consumer 2’s utility) are maximized when py = 4,
resulting in o = 6. Since Firm 2 sets price equal to marginal cost, we must have
(given that w =1):
=1
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and thus:
36
xr1 =11 + 21 :§+6:18,
36
T =-—-—1=2
Z12 2 s
36
T3 = ? =12
Uy + 0y = 21 + 22 = 20,
so that:

7‘172?13:32712:20:g1+£2.

Thus, we have found an equilibrium for the economy, and in this equilibrium the
consumers’ utilities are given by:

wy =12 x 3 x 12 = 432, (9.75)

and:
up = 32 x 6 =192. (9.76)

Now suppose government regulates the monopolist; requiring that ps = marginal
cost = 1, while compensating consumer 2, and paying for this compensation by
taxing consumer one’s consumption of the first commodity with a tax of ¢ per unit.
Then consumer one pays a price of 1+t per unit of good one, while consumer 2 pays
a price of 1 per unit. In this case, the demand for the first commodity becomes:

32+ pa t-x 11

= To] = —— 22 =——(1+1¢t)=11. 9.77
T =211 + 21 3(p1+t)+ " 1+t( +1) (9.77)

In order that agent two achieve her/his previous utility level, we must have z2; = 6,
or:
11
11/p1 ¢

so that t = 6/5. We then have:
T = 5, T = 107 and T3 = 11.

I will leave it to you to verify that this is indeed an equilibrium, and that the first
consumer’s utility is u; = 550; which is considerably higher than the utility of 432
which the first consumer achieved in the monopoly situation. Thus the second-best
situation with a commodity tax and subsidy strictly Pareto dominates the original
unregulated monopoly equilibrium. As a matter of fact, it can easily be shown
(although I will leave it as an exercise) that if government were to set ¢t = 7/4, then
the consumers’ utilities at the new equilibrium are:

u1 = 440 and ug = 224,

so that both consumers are better off than in the monopoly situation!
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9.8 Money in a General Equilibrium Model

It is often postulated that individual’s have a ‘transactions demand’ for money
balances. Typically this would mean that, for each i, there exists a; € ] 0, 1] such that
#'s demand for money balances is related to commodity demands by the equation

m; =a;p-x; fori=1,...,1I; (9.78)

where x; is the vector of consumer ¢’s commodity demands. In this section we will
consider two questions. First, is (9.78) consistent with utility maximization? If so,
what sort of utility function yields the relation set out in (9.78)? Secondly, what are
some of the implications of (9.78) for the economy as a whole?

Turning our attention to the first question, suppose the i consumer’s utility

function takes the form:
(@i, mg) = ¢ (a;) - (m;)™, (9.79)

where a; €]0,1[, and ¢': R’ — Ry is an increasing function which is continuously
differentiable and positively homogeneous of degree one, and ‘m;’denotes agent i’s
desired money balance, or the quantity of gold to be held, if you prefer. We suppose
that the " consumer maximizes utility subject to:

Zj;l pjij +mi = p - @i +m; = wi(p) + mio, (9.80)

where, as usual ‘w;” demotes the i consumer’s wealth, and ‘m;y’ denotes its initial
money ( or gold) balance. [The assumption that ¢ is increasing allows us to use an
equality sign, rather than inequality in (9.80).] We will also suppose that w: R} —
Rﬂ_ is a feasible wealth-assignment function.

Now, suppose that (z}, m}) is the (n+1)-tuple which maximizes ¢’s utility, given
(p*,m}y). If we form the relevant Lagrangian for ’s utility maximization problem,
we see that there must exist a scalar, pu such that at (z}, m) we will have:

(@) - (mi)* = ppj forj=1,....m, (9-81)

and:
;¢ (x})(m))* " = p. (9.82)

Multiplying each of the equations in (9.81) by the corresponding z7; and adding, we
have:

* ’n * * * *
(mi)™ Zj:] z;¢5(x;) = pp* - ;- (9.83)
Substituting (9.82) into (9.83), we then obtain:
(i) 32" atoi(at) = ot () (m)) ' p -2,
=

or:
n . .
mi |3 aioia)] = aidi @l 2. (9.84)
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However, by Euler’s theorem, we have:
n * 0 *\ i EW
ZFl z3;05(x7) = ¢'(x]);
and thus we obtain from (9.84):
m; = aq;p" - xj. (9.85)

Thus, transactions demand for money of the form (9.78) is consistent with max-
imization of a utility function of the form (9.79). However, in this case, we can
express the transactions demand for money balances in a somewhat more useful
way as follows. From the budget constraint and (9.85), we have:

m; = o;[w;(p) + mio — my);

so that:

.

m; = (ﬁ) [wi(p) + mio],
or:
m; = 3 [wi(p) + mio], (9.86)
where we have defined j; as:
— @i
Bi = TTar (9.87)

Notice that we necessarily have 0 < 8; < 1.
Now suppose we have an equilibrium at (((mf, mf)>, p*, mo). Then we have:

I K

Do =, o),

1
> mi=M (9.88)
1 K
Do wil) =) P o)

where oy, is the k™ firm’s supply correspondence, ‘M’ denotes the aggregate money
supply, and:
mg = (M0, - - -, Mo, - - -, MJ0)-

Notice that it follows from the last relation in (9.88) that w;(-) is positively homo-
geneous of degree one, for each i. For future reference, we also note that, adding
the budget constraints over i:

I, I~ ro
Zi:] p' -z + Zi:l my = Zi:l wi(p*) + Zi:l mio, (9.89)

and using the last equation in (9.88), we have:

I . I K, . I
Zi:l wi(p*) + Zi:l mio = Zk:l p*-ow(p’) + Zi:l ™Mo (9.90)

Furthermore, from the first and second equations in (9.88), we have:

I * * I * K 5 5 y
Zizl p* ozl + Zi:l m; = Zk:1p coi(p*) + M. (9.91)
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Combining (9.89)—(9.91), we have, therefore:

I
> mio = M. (9.92)
i

Now suppose the money supply is multiplied by A > 0, and that this is done by
multiplying each consumer’s initial money balance by A. Then from (9.86), we have:

m} = B [wi(p") + Nmio],
where p' is the new price vector, and mj is consumer i’s new demand for money
balances. However, if we set pt = \p*, then:

m; = Bi[w;(Ap*) 4+ Amio] = Aw;(p™) + miol;

and thus: s ,
ms — *
Zi:l mi = 21:1 Amy =AM,

where the last inequality frollows from (9.88). Furthermore, since consumer com-
modity demand and producer’s supply functions are positively homogeneous of de-
gree zero in (p, w;) and p, respectively, it now follows from (9.88) that the commod-
ity market is also in equilibrium with p! = Ap*. Thus, in this new equilibrium, all
commodity prices are multiplied by .

Now let’s see if we can generalize this a bit. Suppose now that the i consumer’s
utility function can be written in the form (9.79), as before, but let’s now drop
the assumption that ¢ is positively homogeneous and continuously differentable;
supposing only that it is increasing. Using the same notation as before, suppose we
have an equilibrium at ({(z},m})),p*,myo). Then (9.88) and (9.89) are satisfied;
and, for each 4, (x}, m}) maximizes u;, given (p*, w;(p*), m}). Now let A > 0. Then
we note that:

(Ap") - @i + Ami = Ap™ - @i +mj) = A+ [wi(p™) + mjp] = wi(Ap*) + Amy,

where the last inequality follows from the fact that a feasible wealth-assignment
function must be positively homogeneous of degree one in p. Thus we see that
(zF, Am}) is in the budget set defined by (Ap*, Am},):

BOp*, Amiy) = {(zi,mi) € R [ p* - @i+ mi < wi(Ap") + Amjp }.

Now suppose (x;,mjo) is such that:

(AD*) - ;i +my; < wi(p*) + Amjy.

Then we have:
Pz +mi /A < wi(pt) +mi.

Therefore, since (x, m}) maximizes utility subject to:

p* -z +m; < wi(p*) +mi,
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it follows that:
(@i, mifA) = ¢ (@) - (ma/N)™ < ¢ () - (m))™;
or: _ _
¢ (i) - (mi)™ < ¢ () - (Am)™.
Therefore, denoting i’s demand function for money balances by ‘h; n11(p, mi0),” we
have:
i1 (AP, M) = A1 (P, o). (9.93)

I will leave it as an exercise to show that if (<(mf,m;‘)>,p*,mo) is an equi-
librium for the economy, and the money supply is multiplied by a positive num-
ber, A, by means of multiplying each consumer’s initial money balance by A, then
(((x7,Am})), Ap*, Amyg) will be a new competitive equilibrium.

One thing that may be slightly troubling about the above analysis is the as-
sumption that each individual’s initial money balance is increased (or decreased) in
exactly the same proportion. This is consistent with government’s changing the offi-
cial exchange rate, or the amount of gold backing, for example; but is not consistent
with the way that the money supply is adjusted by the Federal Reserve in the U. S.,
for example. So, it would seem to be of interest to investigate the question of what
happens to the price level if the aggregate money supply is changed, but individual
initial holdings are not. (This may be a situation in which it is more realistic to
suppose that we are dealing with the total supply of and demand for gold balances,
rather than money balances per se.)

Suppose, then, that the aggregate money (or gold) supply, M, is multiplied by
a positive number A, which for definiteness we will suppose is greater than one. In
order to simplify our analysis we will also suppose that all the 3;’s are equal:

Bi=p fori=1,...,1,

where 0 < # < 1. If; in fact, the vector of commodity prices, p is changed in the
proportion p, then equilibrium requires that:

M= = 3 () + ] = e > wi(p)) +5( imio) (9.94)
i=1 i=1

=1 i=1

However, by (9.92) we have:

I
AM = Zi=1 mio;

and if the economy was initially in equilibrium, then:

M= ﬁz;l (wi(P) + mi0)~

Substituting these last two equations into (9.94), we obtain:

NS (i) + mio) = 6u( 5 wi(p)) +( imm),
i=1

i=
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or:

M
=A+A-1)| —————1;
peAt )<Zf1 wi(p)>

and thus we see that prices in the new equilibrium have gone up more than propor-
tionately to the increase in the money supply.

9.9 Indivisible Commodities

In this section I will simply present an example of general equilibrium analysis with
indivisible commodities. The example itself was inspired by Ellickson [1993, pp.
111-14].

We consider an economy in which we have four commodities and one hundred
consumers. The fourth commodity will be assumed to be perfectly divisible (perhaps
a ‘composite commodity’); while the first three commodities are types of rental
properties (hereafter called “apartments”) of low (L), medium (M), and high (H)
quality, respectively. We will suppose that each of the consumers has preferences
representable by the utility function:

u(x;) = (L4 @1 + 2wi0 + 5243) T4

While this utility function is quite conventional, we are going to suppose that con-
sumers rent (consume) at most one apartment. We do this by defining their (com-
mon) consumption set in the following way. We first define the set C' by:

C={zeR:|z;€{0,1} for j=1,2,3},
and then define X, the consumption set, by:
X={zxeClz+r+z3<1}.

We will label the individuals from lowest to highest wealth; supposing the indi-
vidual commodity endowments, w;, are given by:

(0,0,0,199 + 5i) fori=1,...,80,
w; =< (2,0,0,5%) for i = 81,...,90,
(2,4,2,2i) for i = 91,...,100.

Obviously the fourth commodity is a numéraire for the economy in this case, and
consequently, in considering competitive allocations we can normalize to set py = 1.
Thus consumer i’s wealth, w; will be given by:

w; = Prwil + Pawiz + P3wi3 + wid;

so that, for example consumer one’s wealth is, w1, is equal to 204 (units of commodity
4).

To analyze the workings of this type of example, notice that, for example, a
consumer will prefer to be homeless, as opposed to renting a low-quality apartment
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if, and only if the utility obtained with no housing exceeds that obtained with one
unit of good 1:
w; > 2(w; — p1);

that is:
2p1 > w;. (9.95)

Similarly, consumer ¢ will prefer to rent low-quality housing rather than medium iff:

2(w; — p1) > 3(w; — p2),

or:
3p2 — 2p1 > w;. (9.96)

Finally, consumer ¢ will prefer to rent a medium, as opposed to a high quality
apartment, if and only if:

3(w; — p2) > 6(w; — p3),

or:
2p3 — p2 > w;. (9.97)

We will first consider a competitive equilibrium, and then examine a disequilibrium
situation.

Consider the price vector p* = (100,200,400, 1). Since our poorest consumer
has a wealth equal to 204, it follows from (9.95) that consumer 1 will prefer to rent
a low-quality apartment to the alternative of being homeless. On the other hand:

wio = 199 + 5 - 40 = 399 < 3py — 2p; = 400 < wyy = 404;

so we see that the first forty consumers will choose to rent low-quality housing, while
the forty-first consumer will prefer to rent a medium-quality apartment. Since each
consumer with a label larger than 41 will have a higher wealth, it follows that exactly
40 consumers will demand a low quality apartment, and this is exactly equal to the
supply of same. Similarly, we find that:

wgp = 599 < 2p3 — pa = 600 < wg; = 2100+ 5 - 81 = 605;

so that only consumers 41-80 will rent medium quality apartments, and since there
are 40 such apartments available, we once again have demand equal to supply. Fi-
nally, it is easy to show that consumers 81-100 will demand high-quality apartments,
and since there are 20 such available, we have found a competitive equilibrium.

However, suppose a (bad) mistake is made in pricing the high-quality apartments,
so that ps is set equal to 500, instead of 400. Then it is easy to see that, with p;
and ps set at the levels just considered, we will have:

wop = 650 < 21)3 —p2 = 800;

so that consumers 81-90 will now opt for medium-, rather than high-quality apart-
ments. However, since there are only 40 such units available, the price of medium-
quality housing will have to rise by enough to induce consumers 41-50 to choose
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low-quality housing. But this in turn means that the price of low-quality housing
will have to rise by enough to induce consumers 1-10 to prefer homelessness to
renting a low-quality apartment. Are there prices which will accomplish all of this?
In order to answer this question, let’s begin by considering the price of low-
quality housing. In order to induce 10 consumers to opt for homelessness, we need
to have p; satisfy:
2p1 > wyp = 249.

Consequently, the desired result will be achieved with p; = 125. In order to induce
consumers 41-50 to choose low-quality housing, we see from (9.96) that we need ps
to satisfy:

3p2 — 2p1 = 3p2 — 250 > wsg = 449,

or:
p2 > 233.

However, we also need to have the fifty-first consumer choose medium-quality hous-
ing, so that we need:

ws1 = 454 > 3p2 — 2p1 = 3p2 — 250,

or:
3pg < T04.

Thus, supply for medium-quality housing will be equal to demand if p = 234. 1 will
leave it to you to show that consumers 81-90 will continue to opt for medium-quality
housing, despite their increased income.

Are there then market forces which will tend to move prices back toward the
equilibrium levels which we found earlier? Before considering this question as such,
let’s take a look at the utility levels of these 100 consumers when prices are at
the (non-equilibrium) level p’ = (125,234,500,1). This means that, for example,
consumers 1-10 in the new situation attain a utility of:

u(x;) = w; = 199 + 54;
whereas with p*, the corresponding utility values were:
u(x;) = 2(w; — 100) = 2(99 + 5i) = 198 + 5i;

so that each of these consumers was strictly better off in the equilibrium situation,
as compared to that with p = p’. In fact, although I will leave you to show this
(Exercise 3), every consumer has a higher utility at the equilibrium prices than in
the disequilibrium situation!

Returning to the issue of whether there are forces tending to push this market
toward equilibrium, as you have probably already noticed, with p = p’, there are
10 high-quality apartments standing empty. I will leave it to you to trace out the
forces which will then move this market toward equilibrium.



9.9. Indivisible Commodities 279

Exercises.
1. Let E be an economy with one consumer, whose preferences can be repre-
sented by the utility function:

u(wo, 21) = /g - 21,

and whose initial endowment is given by r = (20,0); and suppose there is one
producer whose production set is given by:

Y ={yeR?|y <0&yo+y <O}

Find the competitive equilibrium for E, given the level of governmental activity
(¢, 29), where:
t=1(0,1) and =’ = (0,5);

or show that no such equilibrium exists in this case.

2. Let E be an economy with one consumer, whose preferences can be repre-
sented by the utility function:

u(wo, T1,T2) = Tg - T1 - T2,

and whose initial endowment is given by r = (24,0,0); and suppose there is one
producer whose production set is given by:

YV ={yeR®|yi,y>0&yo+2y +y2 <0}

Find the optimal commodity tax vector, t = (¢1,%2); supposing that government
demand, x9, is given by:
z? = (0,3,2).

3. Verify the claims made in the Example of Section 9.7 regarding the situation
in which government sets a tax of t = 7/4.

4. Show that, in the Example of Section 9, every consumer has a higher utility
at the equilibrium prices than in the disequilibrium situation.



Chapter 10

Comparative Statics and
Stability

10.1 Introduction

We are accustomed to saying that if a commodity is a normal good (positive income
effect), and given a normal supply curve (increasing with respect to price), an in-
crease in the demand for the good will result in an increase in both the price of the
good and the quantity of the good traded. However, this is a partial equilibrium
analysis. In a general equilibrium context, the increased demand for good i must
have repercussions for, or come about because of, changes in excess demand for one
or more other goods. Moreover, as the price of the i good increases, there will
be changes in the quantity demanded of other commodities, which in turn will have
feedback effects on the market for the i*" good. Consequently, can we still be sure
the the new equilibrium price for the i*" good will be higher? You'’re probably think-
ing that it surely will be higher; it is, after all, only ‘common sense.” Unfortunately,
the theoretical conditions under which one can verify this simple analysis in the
context of a general equilibrium model are rather more restrictive than one would
like, although I am speaking here of known sufficient conditions for the analysis to
hold; the known necessary conditions are less discouraging.

In this chapter we will investigate a portion of what is known of comparative
statics in the context of general equilibrium, as well as giving brief consideration to
the issues of the uniqueness of equilibrium and the stability of general competitive
equilibrium. It is particularly reasonable to combine these topics; for, first of all,
even in the context of partial equilibrium analysis, comparative statics analysis is
likely to become meaningless unless the equilibria in a market (both before and
after a demand change, say) are unique. In turn, comparative statics analysis will
also break down if the equilibria in a market are not stable; after all, comparative
statics analysis proceeds by comparing equilibria before and after a change has
taken place. There is little point in such a comparison unless the market price and
quantities approach the new equilibrium. Moreover, there is another aspect of this
relationship; the sufficient conditions for stability of general competitive equilbria
may enable us to deduce the sign of price changes following a change in underlying
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demand or supply conditions. This is the ‘correspondence principle,’ first stated and
discussed by Samuelson [1947].

Comparative statics analysis in general equilibrium proceeds along essentially
two different lines; global analysis, and local analysis. We will begin by considering
some global analysis; which as we will develop it here, is based upon a variation of
the weak axiom of revealed preference for aggregate excess demand. This approach
has admitted weaknesses, and we will consider some of these as well. However, the
analysis is, I believe, interesting, intuitive, and the conclusions seem to be in accord
with the stylized facts of real economies. In any event, we will present the basic
approach and the fundamental analysis based upon this approach in the next section.
We will then look at two conditions which imply this form of the weak axiom; the ‘law
of demand,’” and gross substitutability. We will discuss the ‘law of demand’ in Section
3, where we will show that it is implied by homothetic preferences. We will also show
that it is unfortunately difficult to justify the assumption that aggregate excess
demand functions satisfy the law of demand, even if preferences are homothetic.
On the other hand, we will show that this law will hold under plausible empirical
conditions, and as such it has strong and interesting implications. In Section 4
we will discuss the assumption of ‘gross substitutability,” and we will show that
it implies the weak axiom condition of Section 2. In Section 5, we will look at an
alternative approach to comparative statics analysis; the local (differential) approach
constituting a portion of what is called ‘qualitative economics.” Finally, in the last
two sections of this chapter, we provide a very brief introduction to the literature
on the stability of general competitive equilibrium.

10.2 Aggregate Excess Demand

We will assume throughout this and the next two sections that individual preferences
are continuous, strictly convex, and that the n* commodity is a numéraire good
for the economy (and thus consumers will have demand functions satisfying the
budget balance condition); in fact, we will suppose that the aggregate excess demand
correspondence for the economy is single-valued (that is, is a function).

More formally, we suppose that the producers in the economy are price-takers,
and that the aggregate supply correspondence is single-valued, and thus is a function,
s(p). We denote the portion of the domain of this function which lies within R}, by
II, we let 7: II — R be the aggregate profit function, and we will assume throughout
this, and the next two sections of this chapter, that I is a convex cone.' We further
suppose that consumer wealth is defined by a feasible wealth-assignment function,
w: II — R™ (see Definition 7.9). Thus, for p € II, we define the aggregate excess
demand function for the economy, z: II — R". by:

z(p) = Y hilp.wi(p)] - — 5(p), (10.1)

€M

where 7 € R” is the aggregate resource endowment for the economy.

!The fact that II is a cone follows from the definitions without any special assumptions. The
issue of whether or not II is also convex is discussed in Chapter 6.
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A particularly important special case of this occurs when E is a private owner-
ship, pure exchange economy. In this situation, both the supply and profit functions

are null,
r= E T
ieM "’

where 7; is the i*" consumer’s initial resource endowment, and the feasible wealth-
assignment function is given by:

wi(p)=p-r; forpell, andi=1,...,m.

In this case, it is also useful to define the individual excess demand functions,
zi: II — R"™ by:
zi(p) =hilp,p-ri]—7r; fori=1,...,m?2
Returning to the general case, notice that under the assumptions being utilized
here, p* € Il is an equilibrium price vector if, and only if:

z(p") = 0.

It is also important to notice that, given our assumptions, the excess demand func-
tion will be positively homogeneous of degree zero in p (recall that II will be a
cone), and will satisfy the strong form of Walras Law, which can be expressed as
the condition:

(VpelIl): p-z(p) =0.

A key consideration in many investigations of conditions under which an econ-
omy will have a unique competitive equilibrium revolves around the question of
whether or not the aggregate excess demand function satisfies the same properties
as are satisfied by individual excess demand functions; in particular, the following
condition.

10.1 Definition. The aggregate excess demand function, z(-), satisfies the Weak
Axiom of Revealed Preference (abbreviated WA) iff, for any pair of price vec-
tors, p and p’, we have:

[2(p) # z(p)) & p- 2(p)) <0] = p'- z(p) > 0.

In fact, Mas-Colell, Whinston, and Green prove that the satisfaction of WA by
the aggregate excess demand function is, in a sense, both necessary and sufficient
for the uniqueness of competitive equilibrium in the situation in which the aggregate
production set is a convex cone (see Proposition 17.F.2, p. 609, of Mas-Colell, Whin-
ston, and Green [1995]). However, in our analysis we will make use of the slightly
weaker conditon defined as follows.

10.2 Definition. The aggregate excess demand function, z(-), satisfies the Weak*
Axiom of Revealed Preference (abbreviated WA¥*) iff, given any equilibrium
price vector, p*, and any second price vector, p € II such that z(p) # 0, we have:

5

p"-z(p) > 0.

2Notice also that in this case we can take II to be equal to R} .
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It is an easy exercise to show that if the aggregate demand function satisfies
the Weak Axiom (WA), then it satisfies WA* (see Exercise 1, at the end of this
chapter). We can then prove the following variant of the sufficiency portion of the
MWG result.

10.3 Proposition. Suppose the aggregate excess demand function, z(-), satisfies
WA*. Then the set of equilibrium price vectors is convexz.

Proof. Suppose p and p’ are both equilibrium price vectors for the economy E, let
0 € [0,1], and define:

p*=0p+(1-0)p"
Suppose, by way of obtaining a contradiction, that p* is not a competitive equilib-
rium price. Then z(p*) # 0, and it follows from WA* that:

s«

p-z(p*) > 0and p' - z(p*) > 0. (10.2)
But this is impossible, for by Walras’ Law:
0=p" z(p") =[0p+ (1 —0)p] 2(p") =0p-2(p") + (1 - 0)p' - 2(p");
which contradicts (10.2) O

As noted in Mas-Colell, Whinston, and Green [1995], if the set of normalized equi-
libria is finite, then the above result implies that, given WA*, the set of normalized
equilibrium prices is a singleton (that is, there is a unique normalized equilibrium
price). When the aggregate excess demand satisfies WA*, increases in the demand
for a given commodity will result in an increase in the price of that commodity.
In demonstrating this, we will more or less follow McKenzie [2002, pp. 143-4]. We
begin with the following definition.

10.4 Definition. Let p* be an equilibrium price vector, given the aggregate excess
demand function z(-), let Z(-) be a second excess demand function, and let j €
{1,...,n—1} be arbitrary. We will say that Z exhibits increased excess demand
for the jt* commodity (alone), as compared with z(-) iff we have:

Zj(p") > 0,
and, forall k€ {1,...,n— 1} \ {j}:
Zu(p") = 0.

The idea of the above definition corresponds to the situation described in the
introduction to this chapter. We begin with a situation in which the economy is
in equilibrium, given the excess demand function z, and then we suppose that one
or more consumers’ tastes change in favor of the j** commodity (relative to the
numéraire), or perhaps there has been a wealth transfer from a given consumer to
a second consumer who values the j% commodity (relative to the numéraire) more
than did the first.> Given such a change, we will have a new excess demand function

for the economy which exhibits increased excess demand for the j% commodity. For
instance, consider the following examples.

3Given the other conditions of the definition, we will necessarily have Z,(p*) < 0. Why?
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10.5 Examples. We consider a pure exchange economy with m = 2, n = 3, and
suppose initially that both consumers have the utility functions:

1/3
ui(®;) = [win - wia - i3] 3, (10.3)
Suppose also that initial endowments are given by:
r1=(4,0,2) and 7o = (0,4,2). (10.4)

In this case, as I will leave it to you to demonstrate, if we set p = p* = (1,1,1),
then z(p*) = 0; so that p* is an equilibrium price, given z. Now suppose that the
first consumer’s utility changes to:

w(@) = oif’ oy’ -l (10.5)

while consumer 2’s utility function remains as in (10.3). Then, as I will leave for
you to demonstrate, the aggregate excess demand function for the economy changes
to (normalizing to set ps = 1):
N 4p) +4p2 +4 6p1 +4p2 +5 2p1 +4p2 +3
) = ( -4, -4, ~4);
3p1 3p2 3

so that:

Z(p) = (0,1,-1);
and we see that Z exhibits increased demand for the second commodity. I will leave
it to you to construct a similar example in which a transfer of a quantity of the
numéraire good (the third commodity in this case) from one consumer to the other
results in an increase in demand for the second commodity (see Exercise 4, at the
end of this chapter).

Making use of WA* and our (McKenzie’s) definition of an increase in excess
demand for the j*" commodity, we can establish the following.*

10.6 Proposition. Suppose p* is an equilibrium price for an economy, given the
excess demand function z(-), and that excess demand changes to z(-), which exhibits
increased demand for commodity j, and satisfies WA*. Then if p is the equilibrium
price for E, given Z, we will have p; > pj
Proof. Since Z exhibits increased excess demand for commodity 7, and satisfies WA*
we have:

0<p-2(p") =z (P") + 20 (p).
However, we also have, by (the strong form of) Walras’ Law:

0=p"-2(p") = p;z;(p") + Za(P");

so that:
PjZi(p") < Bz ("),
and thus:
(p5 —pj) - %(P*) > 0.
Since Zj(p*) > 0, our result follows. O

4The statement and proof of which are lifted almost verbatim from McKenzie [2002, Theorem
10, p. 144].
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Thus, the satisfaction of WA* by the aggregate excess demand function has quite
strong and useful implications. Unfortunately, even in the case of a pure exchange
economy, and with homothetic preferences, the aggregate excess demand function
does not necessarily satisfy WA*, as is demonstrated by the following example.

10.7 Example. Suppose m =n = 2, that X; = Xy = ]R%r, and that the consumers’
preferences are represented by the utility functions:
ui(x1) = min{z11, z12}, and

10.6
ug (w2 = min{dwo, T2} (106)

respectively; and suppose:
r1=(2,0) and 72 = (0,5).

If p=(1,1), then:
i t+ra=1+1=rn,
and thus (by Walras’ Law) p is a competitive equilibrium price.
Now consider the price vector p’ = (1,1/4). We have:
8 5 8 5 9 -9
/
N
@)= (5+5-25+3-5) = (1
Therefore:
p-z(p') =9/40 — 9/10 = —27/40 < 0;

which violates WA*. o

It is quite reasonable at this point for you to be wondering just why it is that
we are bothering with the condition WA* if there is such a simple example, with
preferences so well-behaved, in which the condition is violated. Well, there are two
cases of some interest in which WA* is satisfied.® The first of these two cases is that
in which aggregate excess demand satisfies the ‘Law of Demand.” We will study this
case in the next section, and while we will find that this condition is not satisfied
in general, we can specify intuitive empirical conditions in which it is satisfied. The
second case in which WA* is satisfied is that in which the commodities are all gross
substitutes. We will consider this condition in section 4 of this chapter.

10.3 The ‘Law of Demand’

One often sees the phrase ‘the law of demand’ used in the economics literature to
mean that the aggregate demand function for a commodity is downward-sloping.
The following condition reduces to this in the situation in which only one price has
changed.® In the second part of the following definition, we will use the notation
H(-) to denote the aggregate demand function defined by:

H(p,w) =" hip,w,).

5It should also be noted that, insofar as I am aware, no one has proved that these are the only
two conditions implying WA*.

ST believe that this label was first attached to this condition by J. R. Hicks [1956]. The treatment
here owes much to Section 4.C of Mas-Colell, Whinston, and Green [1995], however.
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10.8 Definition. We will say that the i*" consumer’s demand function satisfies the
law of demand iff, given any p,p’ € R}, and any w; € Ry such that h;(p, w;) #
h;(p', w;), we have:

[p—P] - [Rilp,wi) — hi(P', ;)] <O. (10.7)

Similarly, we will say that aggregate demand satisfies the law of demand iff
given any p,p’ € R, and any w € R such that H(p,w) # H(p',w), we have:

[p—p]- [H(p,w)— H(p,w)] <0. (10.8)

As already suggested, the above condition implies that the demand function for
each commodity is downward-sloping. As you know, an individual demand function
does not necessarily satisfy the law of demand; there is always the possibility that
the infamous Giffen good case may arise. However, if an individual’s preferences are
homothetic, then the consumer’s demand function will satisfy the law of demand,
and thus the demand function for each commodity is necessarily downward-sloping
in this case.

10.9 Theorem. Suppose G is homothetic, continuous, strictly convex, and locally
non-saturating on R’y . Then the demand Sfunction determined by G satisfies the law

of demand on .

Proof. Recall from Theorem 4.39 that, given the present assumptions, the de-
mand function takes the form:

h(p,w) = g(p)w.
Now, let p,p’ € R’} |, and define:
n=p"g(p)
Then we note that it follows from the fact that p’ - g(p) < p, that:
p-g(p)n>1
[remember that h(p', u) = g(p')u]. Therefore, we see that:
P -gp)+p-g) = p+1/n (10.9)
Now consider the function f: Ry — Ry defined by:
f(w) =p+1/p (10.10)

If you check first- and second-order conditions for an extremum, it is easy to show
that f has a unique minimum at g = 1; and that f is strictly convex, so that for all
peRL:

n#EL= fn) > f(1) =2 (10.11)
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Thus it follows from (10.9)-(10.11) that if p’ - g(p) # 1, then:”

p -gp)+p-9(p)>2 (10.12)

On the other hand, if p = p’ - g(p) =1, and g(p) # g(p’), then it follows from WA
that p- g(p’) > 1, so that (10.12) holds in this case as well.
Now let w be arbitrary, and let p,p’ € R}, be such that:

h(p,w) = g(p)w # h(p',w) = g(p')w.
Then obviously, g(p) # g(p’), so it follows from equation (10.12) that:
P glp)w+p gp)w > 2w,
so that:
w—p -glpw+ w—p-gPHw<O0.

But then we see that:

0>p" g@)w—-p gpw+p-glp)w—p-g(P)w
=p - [h(@ w) - h(p,w)] —p- [A(p,w) — h(p,w)]
=@ —-p) [h(p,w)—hpw)]. o

The good news about the Law of Demand is that if it holds for each individual
consumer’s demand function, then it holds for the aggregate demand function as
well. Thus we obtain the following as an easy corollary of Theorem 10.9. T will leave
the details of the proof as an exercise.

10.10 Corollary. If each individual demand function, h;(-) saisfies the Law of De-
mand, then the aggregate demand function H: R’} x R — R’} also satisfies the
Law of Demand.

While the aggregate demand function, H, is well-defined whenever all individ-
ual demand functions are well-defined, economists often (especially in applied work)
assume that aggregate demand can be expressed as a function of price and aggre-
gate income. The following condition provides one method for justifying such an
assumption.

10.11 Definition. We will say that a function w: Ry — R is an income distri-
bution function iff it is positively homogeneous of degree one, and satisfies:

(Vw € Ry): Z:1 wi(w) = w.

Given such an income distribution function, we can define an aggregate demand
function, h, on R%}, x Ry by:

hp,w) = 3" hilp,wi(w)).

"Notice that if g(p) = g(p’), then p’ - g(p) = 1.
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It is easy to show that, given any such w, the function h(p,w) will be positively
homogeneous of degree zero in (p,w); and if each individual demand function sat-
isfies the budget balance condition (as we are assuming is the case throughout this
section), the aggregate demand function will satisfy this condition as well, that is:

V(p,w) eRY, xRy): p-h(p,w) = w.

It is also easy to show that if each individual demand function, h; satisfies the Law
of Demand, then so will the aggregate demand function, h. Of course, the most
interesting special case of this is where we have the following

10.12 Definition. Let F = ((X;, P;), (Y%),r) be an economy, suppose aggregate
supply is well-defined® on the set II C R%,, and let w: II — R be a feasible
wealth function for E. We will say that £ and w satisfy the income distribution
condition iff, there exists an income distribution function, w: Ry — R such that,
for all p € IT we have:

w;i(p) = wilw(p)] fori=1,...,n,
where w: IT — Ry is defined by:
w(p)=p-r+p-o(p)

10.13 Example. Suppose & = ((X;, P;), (Yx), (74), [six]) is a private ownership econ-
omy, and let @ € A, be such that for each i € {1,...,m}:

m
"'i:ai(zjflrj) =a;r and s; =a;, fork=1,... /.

If we now define w(-) in the usual way:

wi(p) =p-ri+ Zk:l samr(p) fori=1,...,m,
it is easy to show that w and & satisfy the incoe distribution condition. g

The following result sets forth an interesting property guaranteed by the Law of
Demand.

10.14 Proposition. Let w: Ry — R be an income distribution function, let h
be the corresponding aggregate demand function, and suppose h satisfies the Law of

Demand.® Then h satisfies the weak aziom (WA) on Q & R}, xRy,
Proof. Suppose (p,w), and (p,w’) are elements of Q such that:

h(p,w) # h(p',w') and p - h(p',w') < w.

8That is, for each p € II, there exists a unique y € Y which maximizes profits on Y, given p.
9As will be the case, remember, if each h; satisfies the Law of Demand.
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Then, defining p” = (w/w')p’, we have, by the homogeneity of degree zero of the
aggregate demand function, that h(p”, w) = h(p’,w’). It then follows from the fact
that aggregate demand satisfies the law of demand on €, that:

0> [p" —p] - [h(p",w) — h(p,w)] = p" - h(p",w) — p" - h(p,w)
—p-h(p",w)+p-h(p,w)=w—p" h(p,w) +w—p-h(p’ w), (10.13)

where the last equality is by the fact that each h; satisfies the budget balance
condition. Moreover, by the fact that h(p”,w) = h(p',w’), and our hypothesis, we
have that:

w—p-h(p’,w) > 0.

Thus it follows from (10.13) that
p" - h(p,w) > w;
and using the definition of p”, it now follows that:
P hipw) > g

Returning to the not-so-good news about the Law of Demand, notice that, under
the assumptions which we’re employing, we can write aggregate excess demand as:

m
z(p) =) zlp)—s(p),
where z;(+) is the i*" consumer’s excess demand function, for i = 1,...,m."® Thus,
given p,p’ € 11, we will have:

m

(@' —p)-[2(0))—2(p)] =D _(0'—p)- [z:(P)—2i(p)| — (P —p)- [s(p) —s(p)] (10.14)

i=1

Now, it follows from Theorem 6.27 that we necessarily have:
—(p' —p) - [s(p)) — s(p)] <0

with strict inequality if s(p) # s(p’). (See Exercise 6, at the end of this chap-
ter.) Consequently, if each individual excess demand function satisfies the Law of
Demand, then the aggregate excess demand function will satisfy the Law as well.
Unfortunately, individual excess demand functions do not necessarily satisfy the Law
of Demand even if the consumer’s preferences are homothetic, as is shown by the
following example.

10.15 Example. Let n =2, X; = ]Ri, and 7; = (1,0); while the consumer’s utility
function is given by:

ui(@;) = oy - xly

°7f we are allowing for individually owned resource endowments, r; € R", then zi(p) =
hlp,wi(p)] — ri. If we are not allowing for such ownership, then we can add r to s(p).
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where 0 < a < 1, and let:
4
/ . /"
p'=(1,1) and p 7((17@,2)

Then we have:
zi(p) =(@-11~-a),

while:

ax 2 (1—a)mts
zi(p”) = ( ilia) -1, (17(1)) =(a—-1,2).

1-a

Therefore:

@' -p) [z:(0") —z:(p)] = (i) J_r Z,l) (0,1+a)=1+a>0.

Thus we see that z;(-) does not satisfy the Law of Demand. g

As the above example demonstrates, the reason that the 7" consumer’s excess
demand function may not satisfy the Law of Demand is that, in general, when p
changes, w;(p) changes as well. In fact, while the above example is discouraging to
be sure, notice that to achieve the violation we changed the consumer’s income from
1 to 4/(1 — «). Since 0 < o < 1, this is an extremely large change, in percentage
terms.

In order to consider this issue further, suppose p changes from p’ to p”, and
consider the i** consumer’s demand and excess demand functions. We have:

(" =P [2:(p") — z:(P)] = ®" = P) - (h[p", wi(p")] — hi [P, wi(p")])
=@ -p)- (hi [p",wi(p")] — hi[p', wi(p")] + hi[p', wi(p")] — hi[p', wi(p')})
= (" =2 (hilp" wi(p")] = ha [P i ()]
+®" -p)- (hi [P, wi(P")] — hi [p/,wz'(p’)]) (10.15)
If the consumer’s demand function satisfies the Law of Demand, and if:
hi[p”, wi(p")] # hi[p, wi(®")],

then the first inner product on the right-hand-side of (10.15) is negative. Conse-
quently, if the income change, w;(p”) —w;(p’), is sufficiently small, the inner product
on the left-hand-side of (10.15) will be negative as well. Thus, to oversimplify things
just a bit, we can say that if individual consumers’ demand functions satisfy the Law
of Demand, then the aggregate excess demand will also satisfy the Law of Demand
for price changes which do not induce ‘large’ income changes.

10.4 Gross Substitutes

The idea behind the formal definition of gross substitutes is exactly the intuitive idea
of substitute commodities; we say that commodities ¢ and j are gross substitutes if,
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whenever the price of i goes up, other things being equal, the demand for j goes up
as well. This is as opposed to the more sophisticated (Hicksian) idea of substitutes,
which says that commmodities ¢ and j are substitutes iff:

_ Ol Oh;

“op; M ow >0

The formal definition which we will use is as follows.

10.16 Definition. Given the excess demand function, z: II — R, we shall say that
the commodities i and j are gross substitutes (finite increment form)!!
iff, for any p* € I and any positive real numbers, Ap; and Ap; we have:

zi(p" + Apje;) > zi(p") and z(p" + Apiei) > 2(pY), (10.16)

where ‘e;” and ‘e;’ denote the i hand 5% unit coordinate vectors, respectively. We

will say that z(-) satisfies (S) iff commodities j and k are gross substitutes, for
each j, k such that k # j.

We will also be interested in a differential version of Definition 10.16, stated as
follows.

10.17 Definition. Given the differentiable excess demand function, z: II — R",
we shall say that the commodities ¢ and j are gross substitutes iff, for any
p* €11, we have:

aJ * 0 *
a—p][zl(p )] >0 and 87%[2]-(17 )] > 0. (10.17)

Clearly, if z(-) is differentiable and satisfies Definition 10.17, it also satisfies
10.16; although the converse is not quite true, even for differentiable excess demand
functions.'? The following example shows that our definitions are not vacuous.

10.18 Example. Suppose & is a pure exchange economy in which the i** consumer

has the Cobb-Douglas utility function:

T . n
u;i(x;) = H]‘:1 12377 where a;; > 0 for all 4, j, and ijl a;;j =1, fori=1,...,m.

Then the 7" consumer’s excess demand function for the j* commodity is given by:

aijp - Ti

zij(p) = T T
Thus we see that if k£ # j, then:
0 aTij
+—2zi5(P)] = > 0.
ol = 2

"While we will not be dealing with the alternative defintion here, gross substitutes are sometimes
defined by substituting weak inequalities for the strict inequalities we have used in (10.16). Usually,
however, ¢ and j are then said to be ‘weak gross substitutes.’

21f 2(-) is differentiable and satisfies Definition 10.17, it may nonetheless be true that there exist
price vectors at which the partial derivatives appearing in 10.17 are zero. There cannot, however,
be any neighborhoods in which the partials are zero throughout the neighborhood.
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Therefore, if:
PN 0,
i=1

it follows that, for k& # j, we will have:

m m
i[zj(p)] = aipk [Zizl zij(p)} = <%) Zi:l AijTij > 0, for ] = 1, .on. O

It is easily shown that if each consumer’s excess demand function satisfies con-
dition (S), then the aggregate excess demand function for the economy will satisfy
condition (S) as well. Unfortunately, in an economy with production each individual
consumer’s demand function may satisfy condition (S), while the aggregate excess
demand function fails to satisfy the condition.'®

It can be shown that, under the assumptions which we have been employing, if
z(-) satisfies (S), and p* € II is an equilibrium for z(-) [so that z(p*) = 0], then
p* > 0 (for a proof, see Arrow, Block, and Hurwicz [1959]). This fact is employed
in the next result.

10.19 Proposition. If z(-) is a continuous excess demand function satisfying (S),
and if p* and p' are equilibria for z(-), then there exists € Ry such that p' = Op*.
Proof. Let:
po = min{py/pi. ..., P/}

By the homogeneity of z, we have:

z(up") = z(p*) = 0. (10.18)
If we suppose, by way of obtaining a contradiction, that p’ # up*, then we must
have, for some i,k € {1,...,n}:

P; = i, Pl > ppy, and pj > pp; for all j # i.

But then it follows from (S) that:
z(p') > zi(up™);

which, together with (10.18), contradicts the assumption that p’ is an equilibrium
for z(:). p

The following result is of particular interest in connection with stability analy-
sis. (See particularly, Proposition 10.24 of Section 7.) While the conclusion of the
following result holds in an economy with any finite number of commodities, we will
confine our argument to the case in which n = 2. (For a proof for the case of an
arbitrary finite number of economies, see Arrow, Block, and Hurwicz [1959].)

10.20 Proposition. If z(-) is a continuous excess demand function satisfying (S)
and the strong form of Walras’ Law, and if p* is an equilibrium for z(-), then for
any p € Ry which is not a scalar multiple of p*, we must have p* - z(p) > 0.

3For a more detailed discussion of this difficulty, see Mas-Colell, Whinston, and Green [1995],
pp. 612-14.
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Proof. (For the case in which n = 2). Suppose:

p3/P1 > p2/P1,4

and define p' and p’ by:
p' = (Lp3/pi) and p' = (L,p2/p1),
respectively. Then by homogeneity and (S), we have:
0=z(p") =2 >20) = z(p).

Since z1(p) < 0, it follows readily from (the strong form of) Walras’ Law that we
also have zp(p) > 0. Therefore:

(1/ph)p* - z(p) = p' - 2(p)) = 21(P) + (05/p})22(P)
> z21(p") + (p2/p1)22(P') = p' - 2(p') = 0;

where the first equality is by the homogeneity of z, and the last is by Walras’ Law.
Consequently:

(1/p1)p” - z(p) > 0,
and thus p* - z(p) > 0.
On the other hand, if:
P3/pi < p2/p1,
then:
P1/p3 > p1/p2;

so that, if we define:

p' = (p}/p3,1) and p' = (p1/p2.1),

it follows from the homogeneity of z and (S) that:

0= 2(p") > 22(p') = 22(p).

Proceeding as in the argument of the previous paragraph, we can then show that
21(p’) > 0, and thus that:
p"-z2(p)>0. o

10.5 Qualitative Economics

We will confine our investigation of the ‘local’ approach to the study of comparative
statics in a general equilibrium context to a discussion of what is known as ‘qual-
itative economics.” This is an area of investigation which was originally proposed
and given its initial development by Samuelson [1947, Chapters 2 and 3], and fur-
ther developed in its early stages by Gorman [1964], Lancaster [1962], and James
Quirk and various collaborators (for example, Bassett, Maybee, and Quirk [1968]).
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In our present discussion, we will borrow heavily from Lang, Moore, and Whinston
(1995).14

The basic issue with which qualitative economics is concerned is the development
of comparative statics results in an essentialy general equilibrium context, while
making use of only purely qualitative information. We can illustrate the basic idea
which motivated this work with a very simple illustration. Suppose in a given
market, we can write the demand and supply functions as:

(p,I) and o(p),

respectively, where ‘p’ and ‘I’ denote the price of the product and consumer income,
respectively; and suppose further that for all relevant values of the variables, we
have:

17 2l

s i . /
8p<0, 8I>0’ and o'(p) > 0.

As usual, we suppose the market is in equilibrium at (p*, I*) if:
5(p*, I") = o(p") = 0.

What I want to do now is to see whether we can deduce the effect on p of an increase
in I, making use only of the information given above. Of course, I know that you
probably already know perfectly well how to do this, but bear with me; I want to do
this in a way which fairly naturally extends to a system of equations (and a general
equilbrium system).

Formally, we know from the Implicit Function Theorem that if:

0
s, I) -0 ’ 0, 10.19
0p[ (0, 1) = o(p)] . (10.19)
then we can solve for p as a function of I in a neighborhood of (p*, I*). Moreover, if
we denote this function by ‘p(I),” then the functional solution obtained will satisfy
the identity:

S[p(D), 1] — o[p(I)] = 0. (10.20)

I will leave it to you to verify that (10.19) is necessarily satisfied at an equilibrium.
Differentiating the identity in equation (10.20), we have:

d _ 0, 9,
47 (010,11 = olp(1)]) = 59 (1) 4 5 =" H (D) = 0; (10.21)
from which we obtain:
—86/01

(1) = w———. 10.22
P =55 Top—o' (10.22)
From the assumptions we have made regarding the signs of the relevant derivatives,
it now follows that p'(I) > 0; that is, that the effect of an increase in I will be to
increase the equilibrium price.

MFor a more complete review of most aspects of this research, see Quirk and Saposnik [1968,
Chapter 6], and for an alternative recent development of this type of material, see Fontaine, Garbely,
and Gilli [1991], as well as McKenzie [2002, Chapter 2].2
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Now, the intriguing thing about the derivation which we have just gone through
is that we deduced the direction of change which will take place in equilibrium price
solely on the basis of qualitative information and/or assumptions about the demand
and supply functions. Given the difficulty in obtaining reliable numerical estimates
in economics, this is obviously very important. So now the issue is, how well can we
do in extending this mode of analysis to a general equilibrium context.

In general equilibrium analysis, we often deal with equilibrium conditions of the
form:

Fi @1, B 215y 20) =0 fori=1,...,m; (10.23)

or, more compactly:
f(z;2) =0, (10.24)

where:

f: X xZ—>R"XCR™ and Z CR™.

In this context, the vector & would generally represent endogenous variables, while
the vector z would consist of n ezogenous (possibly governmental policy variables);
and we will say that (x*,2*) € X x Z is an equilibrium of the system iff
f(x*;2*) = 0. Writing:

fi(x*2%) = e fori,j=1,...,m,
and, similarly:
7 *, ok Bfl .
fr(x*;2") = fori=1,...,m, andk=m+1,...,m+n,
Oz (@)

(for the sake of convenience, we will label the coordinates of vectors z by m +
1,...,m+n)' it is common in applied general equilibrium analysis to specify the
sign of each of these derivatives, or to specify that one or more of these derivatives
is identically zero.

Now, if at an equilibrium (z*; 2*) € X x Z, we have:

7] 0,
where:
flaz) fhasen) .. fh@he)
S| ey B o e
fran ) e .. e

and ‘|J|” denotes the determinant of J, it follows from the Implicit Function Theorem
that there exists a neighborhood, N of z* (contained in Z), and a function g: N —
X, such that g has continuous first partials, and satisfies:

(Vz € N): flg(z);2] =0. (10.25)

15 Thus, in particular, we write:

2" = (4150 Zmgn)-
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From (10.25) and the differentiability of f and g, we then have, for each z € V:
S fila(2):2lgi(2) + filg(2),2] =0 fori=1,...mik=m+1,... ,m+n
=17

Thus, we have, in particular:

m

21:1 ,f;(m*;z*)gi(z*) = —fi(x*;2") fori=1,....m;k=m+1;...,m+n;
so that, defining:
9i(2) = (h(="), g1 (2) and Fy(@*i2%) = (fh(@* 2., fi(@"; 2)
we obtain the system:
Jg(z") = —fr(z") fork=m+1,..., m+n. (10.26)
From (10.26), we then obtain:
gi(z") = =J1f (z") fork=m+1,...,m+n. (10.27)

Now, it is often possible to determine whether |J| # 0 (and thus whether J !
exists); in fact, to determine the sign of |J|, solely on the basis of qualitative as-
sumptions regarding f; that is, solely on the basis of a specification of the signs of
the partial derivatives, fj = 8f"/0x; and f} = 9f'/0z,. Sometimes, though less
often, it is actually possible to determine the signs of gf'C = 0g'/9z, solely on the
basis of this sort of qualitative information. The idea is this: let us specify only that
each f} (globally) takes on one of the three values:

+
fi=40 (10.28)
and we can agree to use the following arithmetic for these symbols:
- H==) ==+
H)- ===
(#)-(0)=(=)(0)=(0)- (+) = (0)- (=) =0,
H+H=FH - =+
(+ (=) =) ()=~ (10.29)
H-H=FH+O=E+H=)-(=)="7

(0)+ (0) = (0) — (0) =0,
()= (+) = (=) +(0) = -

We can illustrate the principles involved here with an example.
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10.21 Example. Consider the system:

fi(x1, w0;21,20) =0 fori=1,2; (10.30)
and suppose: . . L L
=+ fi=- fs=+  fi=-,
) : ’ ; 10.31
=+ fB=+ f=- fi=0 ey
Then: nop N
1= gl = L +' =) =) =)=+ (10.32)

Consequently we know that the function g: N — X (giving x as a function of z) will
exist, for any system of functions satisfying the qualitative specification in (10.31).

For this example, and for k =1 (or k = m+ 1 = 2+ 1 = 3) equation (10.27)
becomes:

(g%) _ gl <ff31> _ -1 { 13 ff%} (fé) _-! ( f3fs = £33 )
g9t =f3) =R AL\ IR+ AR

‘ ( (10.33)
=0 (G5 ) = (5:8) = ()
Similarly:
(- O -ml% #10)-m 5% .,

=0 (G- 05 ) = (3:0)=():

Thus, in this case we see that only dza/0z1 = gf has an indeterminate sign. g

I will not pursue this topic further here. For those interested, it is probably still
true that the best survey of this material, and introduction to the correspondence
principle, is contained in Quirk and Saposnik [1968, Chapter 6]; and for a different,
and quite promising approach, see Milgrom and Roberts [1994].

10.6 Stability in a Single Market

Turning our attention to the stability of competitive equilibrium, in this section we
will introduce our topic by considering a markeet for a single commodity; which we
suppose is characterized by demand and supply curves D(p) and S(p), respectively,
where here ‘p’ denotes the (scalar) price of the good in question. We then denote
the excess demand function by ‘E(p);” that is:
def
E(p) = D(p) = S(p).

Stability (of competitive equilibrium) analysis is concerned with two related issues:
(1) how does the market (or markets) behave out of equilibrium? and (2) does the
market ( or markets) approach equilibrium over time? The two classic (continuous
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time) adjustment mechanisms developed for the analysis of stability in a single
market are due to Walras and Marshall.
The Walrasian adjustment mechanism, in its simplest formulation, postulates:

=k B0, (10.35)
where k is a positive constant. The Marshallian adjustment mechanism is a bit more
complicated to formulate, however we proceed as follows. First, we will suppose that
both D(-) and S(-) are invertible; which, of course, they will be if D is everywhere
downward-sloping, and S is everywhere upward-sloping. We can then interpret the
values of D™1(z), for a given quantity of the commodity, =, as being the demand
price of the quantity x; that is, the (maximum) price at which the quantity =
can be sold. Similarly, for a given quantity, z, S~'(z), the supply price of x is the
(minimum) price sufficient to bring the quantity x onto the market. The Marshallian
adjustment mechanism is then, in its simplest form, given by:

dx

5 = [D7H@) = $TH@), (10.36)

where 1 is a positive constant.

10.22 Definitions. Suppose p* € Ry is such that D(p*) = S(p*) and let z* =
D(p*) = S(p*). We shall say that the equilibrium (z*, p*) is:

1. Walrasian Stable iff, for each p > p*, S(p) > D(p), and for each p <
p*, S(p) < D(p).

2. Marshallian stable iff, for each z > 2*,S7}(x) > D~!(z), and for each
z <z*, 87 (z) < DN (x).

If we compare these definitions with the adjustment mechanisms defined in
(10.35) and (10.36), respectively, the logic of the definitions should be clear enough:
the equilibrium is said to be Walrasian stable iff whenever p > p*, dp/dt < 0, and
whenever p < p*, dp/dt > 0. Marshallian stability has an analogous interpretation
in terms of changes in the quantity of the commodity on the market.

Figure 10.1: Demand and Supply: The Textbook Case.
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In Figure 1, on the previous page, the market is both Marshallian stable and
Walrasian stable. In Figure 2a, below, we have Marshallian, but not Walrasian
stability; while in Figure 2b, we have Walrasian, but not Marshallian stability.

A A
p P
|2 IO
[ I
I I
I S I D
I \p I S
L > L >
x* X x* X
Figure 2a Figure 2b
Figure 10.2: Stability and Instability.
PoA p A
#(p)
p* o
#(p)
> >
7 7
Figure 3a Figure 3b

Figure 10.3: Excess Demand Functions.

Notice, however, that both Figures 1 and 2b correspond to an excess demand
configuration like that depicted in Figure 3a; while Figure 2b corresponds to the
sort of excess demand function shown in Figure 3b. (Note: in these two diagrams,
we have used ‘z(+)’ to denote the excess demand function for this market; that is,
for each p, we define z(p) = D(p) — S(p).]

In order to study this question of stability, or lack thereof, in greater generality,
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we will need to set out our relationships more formally.

We will begin our analysis with a brief consideration of a more formal develop-
ment of stability analysis and the Walrasian adjustment mechanism along the lines
just discussed, but for an economy with only two goods. In such an economy it
suffices to look at stability in one of the two markets, because, by Walras’ law, if
one market is in equilibrium, the other must be also. In fact, it can be shown that
(in an exchange economy) if we are moving toward equilibrium in one market, we
have to be moving toward equilibrium in the other as well.

In dealing with stability of competitive equilibrium, it is very convenient to
normalize prices; in fact, many of our definitions will become simpler, and it is much
easier to actually work through the mathematics in this case. Moreover, since excess
demand functions are necessarily positively homogeneous of degree zero, it suffices
to study normalized prices; which is what we will do in the remainder of our present
discussion. We consider an economy, &€, in which n = 2, and normalize prices by
setting po = 1, and define:

p=p1/p2 = p1, (10.37)

where the second equality arises from our nornalization. Suppose further that the
rules of change in market one are given by:

p=dp/dt = f[C(p)]; (10.38)

where f: R — R, and where ‘((p)’ denotes excess demand in market one as a
function of p; that is, we define:

¢(p) = 21(p, 1) (10.39)

Question for Discussion. If we define equilibrium in a market as a situation
from which there is no net tendency to change, and if the rules of change in market
one are given by (10.38), then consider the folllowing question (due to L. Hurwicz):
“Under what conditions is it true that the market is in equilibrium if, and only if,
supply equals demand?”

10.23 Definition. Let f: R — R. We will say that f is sign-preserving iff, for
all z € R:

1. f(z) =0iff z =0, and:

2. zf(z) >0 for z # 0.

A particular example of a sign-preserving function is the identity function &(-),
defined on R by:

i(z) =2z forzeR. (10.40)

Other examples are:

f(z) = arctan z,

and
£(2) = exp(z) — 1.



302 Chapter 10. Comparative Statics and Stability

Of course, if we take any sign-preserving function, and multiply it by a positive
constant, we get another sign-preserving function. Thus, if @ > 0 is a positive
constant, the function:

f(2) = afexp(z) — 1],
is also a sign-preserving function.
Now, if the rules of change in market one are given by (10.38), where f is a
sign-preserving function, then:
B¢(p) >0, (10.41)

for all p € Ry such that {(p) # 0 Thus, if p* € Ry is such that ¢(p*) = 0, and if ¢(-)
is downward-sloping, as in Figure 10.3.a, above (and thus the market is Walrasian
Stable), then we will have:

p>0 < p<p,
p=0 < p=p*, and (10.42)
p<0 <= p>p*

that is, price will increase over time if, and only if, price is initially below the
equilibrium level, and so on.

Thus, in the case of just two markets, there isn’t much to (tdtonnement) stability
analysis. Essentiallly, if price in market one changes according to a rule of the form
of (10.38), above, where f is a sign-preserving function, and if the excess demand
function is downward-sloping, then an equilibrium of the economy must be (at least
locally) stable. Complications arise, however, in connection with the parenthetic
insertions in the statement just made, and in connection with intermarket reactions
when there are more than two commodities, as we will see in the next section.'®

10.7 Multi-Market Stability

The material in this section is only a sampling of results conerning multimarket
stability, and is largely drawn from the work of Arrow and Hurwicz [1958] and
Arrow, Block, and Hurwicz [1959]. More complete surveys are provided by Negishi
[1962], Quirk and Saposnik [1968], Hahn [1982], Takayama [1985], and McKenzie
[2002,Chapter 2].

In our discussion, we will use the same normalization that was introduced in
the beginning of this section, except that we will suppose for notational convenience
that there are n+1 commodities. In fact, we will normalize to consider price vectors
of the form:

P=(p,1),

where p € R’ ,. We will assume throughout the remainder of this section that
the excess demand function, z(-) satisfies the properties which were introduced in
Section 2; so that it satisfies the strong form of Walras’ Law (W), homogeneity
of degree zero (H), and continuity (C). It follows from Walras’ Law (W) that we

16Complications also arise in connection with the treatment of time, continuous or discrete, but
we will consider only continuous time models here.
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need only consider equilibrium and price adjustments for the first n commoditities.
Consequently, in considering stability issues we will consider a price adjustment
mechanism of the form:

dpj _

= JilG@)] forj=1,....n (10.43)

where we will take f;(-) to be a continous and sign-preserving function, and where
we define ¢: R}, — R% by:

C(p) = (C’L(p)7 LR Cn(p)) = (Zi(pﬁ 1)7 e >Zn(p7 1)) = z(p, 1) (1044)

1

The system of equations (10.43) is a system of differential equations;'” a solution

of which is a function p: Ry — R% | satisfying:

% = fi(zlp@)]) forj=1,...,n. (10.45)

Under the conditions we will be assuming to hold here, the system (10.43) will
always possess a solution. However, the solution will not generally be unique unless
we specify a starting value for p; that is, a value p° € R, , which we take to be
p(0). Thus a function p: Ry — R, is said to be a solution of (10.43), given
the initial value p°, iff:

dp;

pri fi(zlp(t)]) forj=1,...,n, andall t € Ry, (10.46)

and:
p(0) = p’. (10.47)

Under the conditions which we are assuming to hold here, and subject to some mild
technical qualifications (which we will ignore in this discussion), the system (10.43)
will have a unique solution, for each initial value p° € II.

For purposes of the present discussion, let us agree to call a pair (¢, f) a price
adjustment mechanism iff ¢(-) is a continuous function, and f: R® — R" is
continuous and sign-preserving (that is, each f; is a sign-preserving function). Given
a pair, (¢, f), we shall say that a function p is a solution for the mechanism,
given the initial value p® € R%_ iff p satisfies (10.46) and (10.47). We shall say
that p* € R, is an equilibrim for (¢, f) iff {(p*) = 0. Notice that, since f is
sign-preserving, this last condition is equivalent to requiring that:

filG(@)] =0 forj=1,...,n (10.48)

10.24 Definitions. If ({, f) is a price adjustment mechanism, we shall say that:
1. an equilibrium for (¢, f), p*, is globally stable for (¢, f) iff we have:

lim p(t) = p*, (10.49)
t—o0

" The system corresponds to the Walrasian idea of tdtonnement. We will briefly consider the idea
of a non-tatonnement process in Section 8, below.
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given any p® € R7,, and any p(-) which is a solution for (¢, f), given the initial
value p°.

2. an equilibrium for (¢, f), p*, is locally stable for (¢, f) iff there exists a
neighborhood of p*, N(p*), such that for all p° € N(p*), and any p(-) which is a
solution for (¢, f), given the initial value p°, we have:

lim p(t) = p*.
t—oo
3. the mechanism ({, f) is stable, or that (¢, f) posesses system stability,
iff for each p® € R, and any p(-) which is a solution for (¢, f), given the initial
value p°, there exists an equilibrium for (¢, f), p*,, such that:

lim p(t) = p*.
t—o0
In connection with Definitions 10.21.1 and 10.21.2, it is worth noting that if P*
is an equilibrium for z(-), then it follows from (H) that, for all A € R4y, AP* is also
an equilibrium for z(-). Consequently, if we were to define concepts here for non-
normalized [and (n + 1)-dimensional] prices, we cannot have a unique equilibrium
price vector; the most we can have is uniqueness up to a scalar multiple. Corre-
spondingly, if we were to define concepts here for non-normalized price vectors, we
could never have global stability in the sense of Definition 10.21.1.
In the analysis to follow, we will work with a special case of a price adjustment
mechanism: namely those (¢, f) for which f is the identity function:

i(¢)=¢ forall ¢ €R" (10.50)

Before proceeding further, let’s take a moment to consider the form which Walras’
Law, in the strong version, will take here. If we denote the excess demand function
for the (n+1)t commodity by ‘u+1(p);’ then, remembering that we are taking py1
to be identically equal to one, we will have, for all p € II:

0=(p,1) - (¢(0), Crr1(P)) =P - ¢(D) + a1 (P);
‘ P ¢(p) = —Gut1(P)- (10.51)

As a special, but particularly useful case of this, notice that if p(-) is a solution for
a mechanism, (¢, f), given p® € II, then we will have, for all ¢t € R

p(t) - Clp(®)] = =Gt [p(D)]- (10.52)

Now, if p* is an equilibrium for (2;);cas, and p(-) is a solution for (2z;);car, given
p? € I, the distance of p(t) from p* will be given by:
1/2

e =l = (3 les0) —5i1?) " (10.53)

It can be shown that:
lim p(t) = p*,
t—o0
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if, for all ¢,#' € Ry such that 0 < ¢ < ¢/, we have:
o) —p*|l < llp(t) — p*|I. (10.54)

Inequality (10.54) will hold in turn if the function V'(-) defined:
n b
V(e)=1/2)lle@) - PP = (1/2) 37 [ei(t) =PI, (10.55)

is strictly decreasing. Because of this relationship, the basic tool which we will use
in our analysis is the following result.

10.25 Proposition. Suppose {(-) satisfies (W) and (C), and that p* is an equilib-
rium for (z;)iep which satisfies the following condition (WA*): for all p € 11 such
that p # p*:

P - C(p) + Cusa(p) > 0. (10.56)

Then, given any p° € 11, if p(-) is a solution for (z;)icn, given the initial value p°:

O (0" clo)] + G lo(0)]) < 0. (10.57)

Proof. Since p(-) satisfies (10.46) and (10.47) for the mechanism (z;)ienr, the
function V'(+) is differentiable in ¢, and we have:

& a2 S o0 =93 ldps/dt) = 37" 1oyt = pi)- Gle(0)]

= ijl pi(t) - ¢ilp(t)] = Z:le’; “Glp(t)] (10.58)
= —Cat1[p(t)] - ijl ;- Glo(t)]

or:
av .
o = @ L] + Gunlp®)]); (10.59)
where the second and last equalities in (10.58) are by (10.46) and (10.52), respec-
tively. Our conclusion is then an immediate consequence of (10.59), given (10.56).
[}

The last part of the following result is a more or less immediate consequence of
Proposition 10.22, above. We will simply accept the first part of the result without a
formal proof; hopefully, however, our earlier discussion at least renders it intuitively
plausible.

10.26 Theorem. (Arrow and Hurwicz [1958]) If z(-) satisfies (W) and (C), then the
mechanism (z;)ien posesses a unique solution, p(-), for each initial value, p° € TI.
Furthermore, if there exists an equilibrium for (z;)icar, P*, which satisfies (10.56)
of Proposition 10.22, then p* is globally stable for (z;)icn-

The following result is now a more or less immediate consequence of the above
Theorem and Proposition 10.20.
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10.27 Theorem. (Arrow, Block, and Hurwicz [1959]) If z(-) satisfies (H), (W),
(C), and the differential version of gross substitutability, as defined in Section 4,
then the mechanism (z;)icpr posesses a unique solution, p(-), for each initial value,
p® € TI. Furthermore, if p* is an equilibrium for (), then given any p° € TI, the
solution p(t; p*) for (zi)iem, given p°, satisfies:

; a0y ok
tll}pwp(tﬂp)f%

Unfortunately, not all aggregate excess demand functions satisfy condition (S),
nor do they necessarily posess an equilibrium price satisfying (10.56). As a matter
of fact, not all mechanisms are stable, as the following example demonstrates.

10.28 Example. (Scarf [1960]) Consider the pure exchange economy in which m =
3,n = 3, and the consumers have the respective utility functions:
uy (1) = min{z11, 212},
uz(x2) = min{xag, r23}, and (10.60)
ug(x3) = min{ws1, r33};
and that:
r1 = (1,0,0),r2 = (0,1,0), and r3 = (0,0,1).

In this example, we will let the vector p be three-dimensional. Thus, for example,
the first consumer’s excess demand function will be given by:

p1 —P2
= (I, ),
) p1+p2° p1+p2

while the aggregate excess demand equations will be given by:

p) =P m (ps — p2)
p1+p3  p1+p2 (p1 + p2)(p1 + p3)’
P1 P3 pa(p1 — p3)
P = — = , 10.61
2(p) p1+p2 patp3 (p1 + p2)(p2 + p3) ( )
JOP S - B __ p3(p2—p)
p2+p3  p1+p3 (p1 + p3)(p2 + p3)’

respectively; and it is then easy to show that if p* is an equilibrium for z(-), we
must have:
Pl =Pp3 = D3 (10.62)
Now suppose we have an initial value, p® € II satisfying:

[P°)1* =3 and p{-p3-p§ #1 (10.63)

[for example, p° = (1/v/3,1/5/3,1)]. Then we note first that if a solution, p(-),
exists for (z;)ienm, then we must have:

3
Lipwye = %{;m(tﬂ =2(p(21lp(®)] + pa(t)22lp(0)] + pst)251p(0)]) = 0,

(10.64)
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for all ¢; where the last equality is by Walras’ Law. Thus we see that the norm of
p must remain constant, and it then follows from (10.62) and (10.63) that if p(-)
converges to an equilibrium, it must converge to the vector:

P (111

However, again supposing that p(-) is a solution for (2;);eas, given p°, consider
the expression H?:] p;(t;p°). We have:

alIL_ "] = 5 [TT 0]

_dn dpa daps (10.65)
=i (pap3) + o (p1p3) + pn (p1p2)

= 21(p) - (p2p3) + 22(p) - (p1p3) + 2z3(P) - (P1p2);

where the last equation in (10.65) is by the assumption that p(-) is a solution for
(zi)iem, given p¥. Substituting from (10.61), we then obtain:

% [H::1 pi(t:0")]
_ 1p2ps[(ps — p2) (P2 + p3) + (01 — p3) (1 + p3) + (P2 — P1) (P2 + 2)]
(p1 + p2)(p1 + p3)(p2 + p3)

= o e )~ ) ) — ) + () — ()] = 0.

Thus we see that if p(-) is a solution for (z;);ear, given p°, we must have:

3 0 = TTP 0 21
IL_ pstsp”) =TI _ 25 #1;

where the last equality is by our choice of p®. We see, therefore, that no such solution
can converge to p*. g

10.8 A Note on Non-Tatonnement Processes

The idea of tatonnement, as originally set forth by Walras, is this. Imagine that
all individuals interested in trading in a given commodity gather in a room at an
appointed time. An official (‘auctioneer’ or ‘referee’) then announces a price for the
commodity, and each individual writes on a card the amount he or she would buy
(a positive number) or sell (a negative number) at that price. These cards are then
passed in to the auctioneer, who adds up the totals. If the excess demand is positive,
then the auctioneer announces a new price higher than the original, and if excess
demand is negative, price is lowered. This process continues until excess demand is
zero at some price; and then, and only then, does any trading actually take place.
In our study of stability in the preceding sections, we can be said to have studied
whether this tatonnement process will ever come to a halt. Of course, no real market
functions exactly like the process just described; and, fortunately, our analysis did
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not need explicit assumptions about the institutional structure of the markets’ func-
tionings. However, we did assume throughout our analysis that the excess demand
functions remained fixed for the duration of the adjustment process; an assumption
which is difficult to justify unless we assume that no trading actually takes place
until an equilibrium is achieved.

To see the significance of this last point, consider a pure exchange economy in
which the ith individual’s excess demand function is given by:

zi(p) = di(p) — 7i. (10.66)

Agent 4’s initial resource endowment obviously affects this excess demand function:
in fact, it does so in two ways: (a) directly, as it enters equation (10.66), and (b)
indirectly, since in a pure exchange economy, w;(p) = p - r;, and:

d;(p) = hi[p,wi(p)]. (10.67)

We can formally indicate this dependence by writing agent ¢’s excess demand func-
tion as:

zi =zi(p;ry) fori=1,...,m. (10.68)

The basic idea of a non-tatonnement process is simply that trade is allowed in the
process of achieving equilibrium. Thus, our tatonnement-type adjustment equation

[(10.43) of Section 7):
Wi _ ) forj=1 - 10.69
dt 7f][Z](p)] ory=414,...,n; ( . )

is no longer valid, and must b e modified to reflect trades. Accordingly, we might
replace (10.69) by:

dpj .

D= h(slp ) forj=1....n,

& (10.70)
d;]:gij[pv(ri)] fori=1,...,mj=1,...,m

where once again each f; is taken to be a sign-preserving function, while g;;(-) reflects
the transaction rules governing trade out of equilibrium, and thus must satisfy:

Zﬁlgij[p7 (r;)] =0 forj=1,...,n; and all (p, (;)). (10.71)
i=

A solution, given the initial values p® and (r;), is a function (p,~) mapping R, into
R(4m) gatisfying:

d .

= £ (5le (). 7)) forj=1....m,

K (10.72)
i =olp A0 fori= 1 mig=1

and:
p(0) =p° and ~4(0) = (). (10.73)
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While we will not pursue this topic further here, good introductions to non-
tatonnement process are provided in Arrow and Hahn [1971, Chapter 13|, Negishi
[1962, Sections 8 - 10], and Quirk and Saposnik [1968, pp. 191-3].

Exercises.
1. Show that if the aggregate demand function satisfies WA, then it satisfies
WA*,
2. Verify the details of Example 10.5.
3. Suppose a consumer’s preferences can be represented by the utility function:
u(z) = min {ﬂ, B}
a] ag

where ay,as > 0.
a. Find the consumer’s demand functions for the two commodities.
b. Are the commodities gross substitutes in this case?

4. Construct an example with two consumers and three commodities in which
a transfer of a unit of the numéraire (the third commodity) from the first consumer
to the second results in an increase in excess demand for the second commodity.

5. Prove Corollary 10.10.

6. Show that if the aggregate supply correspondence is single-valued, so that we
can consider it to be a function, s: I — R™, then for all p, p’ € II, we have:

- —p)-[s(p) - s(p)] <0.
Furthermore, if s(p) # s(p’), then the above inequality is strict.

7. Verify the details of Example 10.22



Chapter 11

The Core of an Economy

11.1 Introduction

In this chapter, we will be concerned with the core of a production economy. Some of
the results and concepts become somewhat more difficult to deal with in this context
than would be the case if we confined our attention to a pure exchange economy,
but the generality we will gain, and the additional insights obtained in this context
more than compensate for the slight added difficulty.

We will begin our discussion by considering a private ownership economy. In our
discussion here, however, we will suppose that € takes the form:

€ = ((Xi, Pi), (Ye), [sin]).

that is, we will dispense with the explicit display of the consumers’ resourse endow-
ments.! We will be assuming thoughout that, for each i € M: (Please note that T
am changing the notation slightly here; ‘I,” rather than ‘M’ was used to denote this
set in earlier chapters.)

P; is irreflexive,
where: .

M, m).
We will often be concerned with the allocation of consumption bundles to the con-
sumers; denoting such an allocation by, for example, ‘(x;)ienr,” which we can think
of as vectors in R™", or as a sequence of m vectors from R™. Formally, we define:

11.1 Definitions. If & = ((X;, P;), (Y%), [sit]) is a private ownership economy, we
will say that (z;);cps € R™ is a consumption allocation for & iff:

xz,€X; fori=1,...,m;

and is an attainable consumption allocation for & iff there exist y; € Yj (k =

1,...,£) such that:
¢

S wmi=d e (11.1)

We can account for such endowments either by supposing that the first m production sets are
of the form Y; = {r;}, with s;, = 1 for ¢ = h and 0 for i # h; or by interpreting the X; as ‘trading
sets,” a la Chapter 4.
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In other words, (z;);eps is an attainable consumption allocation for € iff there exists
(Yp)wer such that ((@)ienr, (Yr)rer) € A(E). We will denote the set of all attainable
consumption allocations for € by ‘X*(€),” or simply by ‘X ™’ if the type of economy
is understood.

In this chapter, we will generally express equation (11.1) as:

iceM kel

where we define:
L=A{1,...,(}.

‘We will be considering possible actions of coalitions of consumers, where a coali-
tion of consumers can be identified with a subset, S, of M; the idea here, of course,
being that the coalition S C M consists of those agents (consumers), i, such that
i € S. We will denote the collection of all such coalitions, that is, the collection of
all non-empty subsets of M, by ‘8.’

When dealing with coalitions, we will need to concern ourselves with the is-
sue of what they could accomplish as a group if they operated as a separate sub-
economy, independently of the other consumers. In doing this, we will take a
bit different approach to the idea of ownership of firms than has been our cus-
tom. Up to this point, when we have considered a private ownership economy,
& = ((Xi, By, (Yx), (i), [sik]), we have supposed that s;, (i =1,...,m;k=1,...,¢)
represented the " consumer’s (proportionate) share of the profits of the k™ firm.
In this chapter, however, we suppose instead that the i*" consumer controls the pro-
duction set Z;, which, in the case of a private ownership economy would generally
be defined as:

Zi = sunYe € {z € R"| (3yy, € Ya): 2 = sty ). (11.3)

With this definition, it is easy to prove the following (see the exercises at the end of
this chapter).

11.2 Proposition. Let & = ((X,;, P, (Yg), [slk]) be an economy, and p* € R™\ {0}.
Then:
1. if yi, mazimizes p* -y on Yy, then:
% d *
Zik =e/ SikYk»

maximizes p* - z on Z;,; and:
2. if sy > 0, and z;, € Zij, mazimizes p* -z on Z,, then:

d
Yi ZCf(l/sik)zik:

mazimizes profits on Yi. Moreover,
3. if we define, for p € II(Yy) = I

Tik(p) = max p- z, (11.4)

zZE€EZ,
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then (a) Iy, C II(Z;1), (b) if sik > 0, then II(Zy,) = i, and (c) for any p € 1j:
Tir(p) = sikmk(p) = sip maxp - y.
YEY)

With the ideas of the above paragraph and proposition in mind, we can define
the it" consumer’s production set, Z;, for a private ownership economy, & as:

4 4
Zi = Zk:l Zi, = Zk:l sik Vi (11.5)

It must be confessed at the outset that the ideas just presented are only completely
consistent with our definition of the attainable set for the economy, A(E), if each Y}
is convex and contains 0. We will come back to this point shortly; in the meantime,
the following result notes how neatly things do work out if each Y} is convex.

11.3 Proposition. Suppose & = ((Xi, P, (Yy), [Szk]) is such that Yy is convex, for

k=1,...,¢, and that Z;, (i = 1,...,m) is defined as in equation (12.5), above.
Then the following holds: If z; € Z;, fori=1,...,m, then:

dNzey=) W

ieM kel
and conversely, if y* € Y, then there exist z} € Z; for i =1,...,m, such that:
v => z.
ieM

Proof. Suppose first that z; € Z;, for i = 1,...,m. Then, by the definitions of
Z; and Zj,, for each i there exist yj, for k =1,...,¢, such that:

zi=Y s} (11.6)
kel
However, since each Y}, is convex, and ),/ sit = 1:
def i
Y = Z SikYk>
ieM
is an element of Y, for each k € L. Moreover:
PIEEDIPILTEDIPIL ED WG DENED W7
ieM ieM kel keLieM kel ieM kel

Conversely, suppose y* € Y. Then there exist y; € Yy, for £ = 1,...,¢, such

that:
Y= ui
kel
But then, if for each i, we define zJ; by:

27, = SikYk

it follows from the definition of Zj, that 2}, € Zjy, for k = 1,...,£. Furthermore,
we have:
DD E =D D F =D svi =D Ui ) sk =) Y=y 0O
€M kel keLieM keLieM kel €M kel

We will explore these relationships in more depth in the next section.
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11.2 Convexity and the Attainable Consumption Set

If you go back over the proof of Proposition 11.3, you can readily verify the fact
that the convexity of the Y sets was not used in the second part of the proof.
Consequently, the following corollary follows easily for those who are comfortable
with the idea of set summation.

11.4 Corollary. If &€ = ((Xi7 Py, (Y), [slk]) s a private ownership economy, then,
given the definitions of the previous section:

Y=>YC> Z (11.7)

kel ieM

Moreover, if Yy is convex, for each k € L, then we also have:

d zicv. (11.8)

ieM

Now let’s return to the issue of why it is that our definitions are a bit inconsis-
tent unless the Y}, are both convex and contain 0. First of all, without convexity
of the individual production sets, Y}, the inclusion in equation (12.8) will not nec-
essarily hold; which means that without convexity, we cannot suppose consumer 4
can produce whatever net output vector z; € Z; is desired, for i = 1,...,m. That
is, the combined results of such production will not necessarily be feasible, in the
aggregate. There is a further difficulty, however. In our treatment of production, we
have supposed that Y} contains all of the production vectors which can be produced
by the k** firm, and only those production vectors. In other words, Y} contains
all feasible production vectors, given the technology available to the k" firm, and
given any fixed factors embodied in the firm’s production facilities. Suppose now
that there exists a production vector g, € Yj such that for all 6 € ]0, 1], we have:

09y, & Y

in other words, suppose Y does not satisfy non-increasing returns to scale. Then,
while s;,Y;, € Zik, for each i, sy, ¢ Y. Thus in this case there will be elements
of Z;; which cannot actually be produced; for, given the definition of the sets Z;;
which was presented in the previous section, it would seem to be logical to define:

Zh = Zig N Yy; (11.9)

2

as the k*" production set actually feasible for 7, and the it

set as:

consumer’s production

L

Zi=%  Zi (11.10)

If this definition is reasonable, then it presents some interesting insights into
the potential gains from cooperation by the consumers. Consider, for instance, the
following example.
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11.5 Example. Let £ be the private ownership economy in which m =n = 2, and
in which there is one firm whose production set is given by:

Y ={y eR’[0 <y < —y1 &1 < —4}.
Suppose further that:
81 = 89 = 1/2,

and that:
Xi=Xy={x; e R?| -3< x5 <0& xpp > 1}.

Then we have:
(72, 2) e X;NZ;,

if we simply define Z; = s;Y. However, if Z is defined as in equation (11.10), then
it is easy to see that:
Zr=Y fori=1,2;

i

which means that, for each i:
X,NnZz=1.

In other words, neither consumer can survive utilizing only her or his own resources!
On the other hand, suppose the consumers combine forces to form a firm with
production set Y as originally given, so that:

Y=2+2=(1/2)Y +(1/2"1 =Y.
Then, for example the consumption bundles x; given by:
T =z = (—2,2),
are such that x; € X; for each 7, and:
T+ xe=(—4,4) €Y;
so that ((@;, zi))ien is attainable. g

If, however, 0 € Y}, and Y}, is convex (in other words, if Y}, satisfies non-increasing
returns, see Proposition 6.2), then the distinction between Z;, and Z}, disappears;
in fact, we have the following, the proof of which I will leave as an exercise.

11.6 Proposition. If Y}, is conver and contains the origin, and Zy, and Z}, are
defined as in (11.3) and (11.9), respectively, then Zy, = Z3,.

In the remainder of this chapter, we consider economies E = <(Xi7 P;, Zi)>7 where
X; and Z; are nonempty subsets of R™, and P; is an irreflexive binary relation on
X;, fori =1,...,m. We will also assume that, for each i:

We will not be assuming that the Z; sets are necessarily of the form:

Zi = Z Zig, = Z ik Y, (11.11)

kel kel
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and thus that the economy E is derived from a private ownership economy, €; how-
ever, we will not be ruling this possibility out either. Consequently, it will be worth
our while to consider some further aspects of the relationship between E and & if
the former is derived from the latter.

We can begin by introducing the definition we will use for attainable allocations
and competitive equilibria in economies E = <(XZ'7 P;, Zl)>
11.7 Definitions. We will say that ((z;, 2;))icpr € R*™ is a feasible allocation
for E = ((X;, P, Z;)) iff:

(ziyz) € X x Z; fori=1,...,m,

Z (zi —2;) =0.

ieM
As we did in the case of private ownership economies, we will denote the set of all
attainable consumption allocations for E by ‘X*(E).’

and:

11.8 Definition. We will say that a tuple, ((w?,z;‘),p*) is a competitive (or
Walrasian) equilibrium for E = ((X;, P;, Z;)) iff

1. p*#0,

2. ((x], z))iem is an attainable allocation for E,

3. for each i, we have:

*

(Vzi € Zi): p* -z <p* -z,
p*oxi <p'-z]

and:

(Ve; € X;): xPx = p*-x; > p* - z].

The following proposition, the proof of which I will leave as an exercise, sets forth
the relationship between competitive equilibria for a private ownership economy, €,
and an economy E = <(Xl-, P, Zi)>, assuming that the latter is derived from & as
per equation (11.11).

11.9 Proposition. Suppose & = ((Xi, P, (Ye), [sik]) is a private ownership econ-
omy, and that E = <(Xl-,PZ'7 ZZ)> is derived from & as per equation (11.5). Then we
have the following.

1. If ((5), (y}), p*) is a competitive equilibrium for €, and we define z} by:

z = suvi,
kel
fori=1,...,m, then ((w;‘,zf),p*) s a competitive equilibrium for E.

2. If ((mj‘,zj‘),p*) is a competitive equilibrium for E, then z; is of the form:

z = sayh,

keL
fori=1,...,m: and if each Y}, is convexr, and we define yj, by:
Yi= Y skl
ieM

fori=1,...,m, then ((z}),(y}).P*) is a competitive equilibrium for €.
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11.3 The Core of a Production Economy

As mentioned earlier,in this chapter when we say E = <(Xi7 P, Zi)> is an economy,
we will always suppose that the following condition holds:

XiNnZ;#0 fori=1,...,m; (11.12)

in other words, for eachi € M, we suppose that there exist &; € X; and z; € Z; such
that:
T, = Zj. (11.13)

The assumption expressed as equation (11.12) is fairly restrictive; in a modern
industrialized society, individuals specialize in the expectation of being able to pur-
chase (or trade for) necessities which they themselves do not produce. On the other
hand, in much of the literature, it is supposed that X; = Rl for each 4, and that
r; € R% as well; consequently, the condition in (11.12) generalizes the assumption
commonly-used. In any event, the present assumption will be important in our
development here; so much so that we will make use of the following definition.

11.10 Definition. In an economy E = ((X;, P;, Z;)) we define the (individually)
attainable set for ¢, X, by:

Xl* :leZl, (1114)

that is:
Xl* = {{L‘l e X; ‘ (327 S Zl) €T, = Zi}. (11.15)

The definition of X} is extended to coalitions of consumers in the following.?

11.11 Definition. Let S be a non-empty subset of M (so that S € 8). We will say
that ((z;, z;))ics is attainable for S, or feasible for S, iff:

xz; € X; and z; € Z; for alli € S, (11.16)

and:

doai=> z (11.17)

ics ies
11.12 Definition. Let (z});cn be a consumption allocation for E, and let S € 8 be
a coalition. We shall say that (x});cas can be improved upon by the coalition
S (or is blocked by S) iff there exists an allocation, ((x;, z;))ics, which is feasible
for S, and satisfies:

(VieS): x;Px;. (11.18)

11.13 Definition. The core of an economy E = <(Xl-, P;, Zi)>, is defined as the
set of all attainable consumption allocations for E which cannot by improved upon
(or blocked) by any coalition, S € 8. We will denote the set of all core allocations
for E by ‘C(E).’

2Remember that a ‘coalition’ is simply a nonempty subset of M. The collection of all coalitions
available in an economy is then the set of all nonempty subsets of M, which set we denote by ‘8.’
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Notice that C(E) C X*(E). In the material to follow, we will frequently be
concerned with another subset of X*(E), defined as follows.

11.14 Definition. Given an economy, E = ((X;, P;, Z;)), and a consumer h € M,
we shall say that a consumption allocation (x}) is individually rational for h iff
for every z;, € X;:

x, Grh,
where ‘G’ denotes the negation of P,. We denote the set of all individually rational
allocations for h by I (E); and, finally, we define the set of individually rational
allocations for E, denoted by ‘I(E), by:

I(E) = ﬂze\l L (E).

Notice that C(E) C I(E) C X*(E) [to see the first inclusion, consider the
coalition S = {4}, for an arbitrary ¢ € M]. Moreover, if we denote the set of all
Pareto efficient consumption allocations for E by ‘P(E),” then we also have:

C(E) C P(E)NI(E).

Of course, if M = 2, then the only non-empty subsets of M are {1}, {2}, and {1, 2};
and thus C(E) = I(E) N P(E), which should explain the Edgeworth Box diagram,
Figure 11.1, below.3

X12/\| L \

=
.\'21 —

X11

22y

Figure 11.1: Individually Rational Allocations and the Core.

It may be helpful at times to consider a slightly different, but logically equivalent
way of defining the core of an economy. We begin by defining, for each S € 8, the

3In which we have an exchange economy in mind, of course. Notice that in terms of the framework
being utilized here, E = <(Xi7 P, Z1)> is an exchange economy if, and only if for each i € M, X; =
R} and there exists 7; € R} such that Z; = {r;}.
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collection of all attainable allocations for E which can be improved upon by S, by
‘D(S), that is:

D(S) = {(@})iear € X*(E) | (@i 2)ies): Y mi= Y =i

€S €S
and (Vi€ S): xi € Xi, 21 € Zi & miPimf} (11.19)

We can then define the core of E by:

C(E)=X*(E)\ |J D(9). (11.20)
Se8

By analogy with the definition of ‘individually rational’ allocations, we might
say that the collection of core allocations, C(E), is exactly the set of all allocations
which are ‘coalition-rational’ for each possible coalition, S. Because of this, we will
think of the core as being primarily a welfare criterion; that is, it would appear
that there is at least some interest in studying C(E) on the grounds that many, if
not most people might accept the criterion that a ‘good’ allocation should be in the
core.* However, many economists, for example W. Hildenbrand and A. P. Kirman,
have felt that the core of an economy is of great interest as a solution concept; that
is, they feel that the natural outcome of unfettered economic activity is that one
attains an outcome in C'(E). In fact, this is the case if the economy is competitive in
the classical sense, as is shown by the following result.” We will not prove Theorem
11.15 here, incidentally, since it is a special case of Theorem 11.17, which we will
present and prove in the next section.

11.15 Theorem. If ((mj,z;“),p*) is a competitive (or Walrasian) equilibrium for
E, then (x})icnm is a core allocation for E; that is:

(x})ier € C(E).

11.16 Definitions. Given an economy, E = <(Xi,Pi, Zi)>, we define the set of all
Walrasian allocations for E, W(E), by:

W(E) = {{(z}, 2]))ienr € AE) | (313 € R”)
((x}, 2f),p") is a Walrasian equilibrium for E}
We then define the set of Walrasian consumption allocations for E, W(E), by:
W(E) = {{z})ien € X*(E) | (3(2])): (2, 20))ierr € W(E)}.

Thus, it follows from Theorem 11.15 that W(E) C C(E). Notice also that
Theorem 11.15 generalizes the ‘First Fundamental Theorem of Welfare Economics;’
or, more specifically, the version of this result presented as Theorem 7.22. In general,

4 Although many would also specify the further condition that this is true only after an appro-
priate redistribution of initial endowments takes place.

5We will also consider the idea of the core as a solution, or equilibrium concept in more detail
in Chapter 16.
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of course, the set C(E) is considerably larger than W (EE). We will show, however,
that with a sufficiently large number of agents, the situation changes; in some sense,
as the economy ‘grows large,” the core ‘shrinks’ to the set of competitive equilibria.
In the literature on the core, there are two basic approaches to an exact statement
and proof of this last assertion; the first of which derives from a result which was first
rigorously stated and proved by Debreu and Scarf [1963], although it was suggested
earlier by Edgeworth, and the second of which is derived from results by Aumann
[1964] and Arrow and Hahn [1971]). These two approaches yield results which can
be (and have been) rather imperfectly stated in two distinct fashions, as follows.

1. As the number of agents in the economy grows, C(E) ‘shrinks’ to the set of
Walrasian allocations, W (E).

2. If an economy is ‘sufficiently large,” then any allocation in the core is a Wal-
rasian (competitive equilibrium) allocation.

The Debreu-Scarf result is a formalization of statement 1, and in which the
number of agents in the economy grows large in a very specific way; while the
Aumann/Arrow-Hahn theorem more directly relates to statement 2. We will confine
our discussion here to results along the lines of the Debreu-Scarf result; that is, to
results along the lines of statement 1, above. For discussions of the second approach,
let me recommend Anderson [1978, 1986], and Hildenbrand [1982].

11.4 The Core in Replicated Economies

Given an economy, E = <(X,;, P, Z,;)>, we consider the sequence of related economies,
Eq, defined in the following way.

Eq = ((Xhi» Phis Zhi)) (h,iye xar» where @ = {1...,q}, and :
Xni = Xi, Py = P;, and Zp; = Z; for h=1,...,¢i=1,...,m.

Thus, in E,, the agents (consumers) have a double index; agent (k1) is the h*"
agent of the i*" type. If h,h’ € Q, and i € M, then agents (h,i) and (I/,i) are
‘economic twins,” in the sense of having precisely the same economic characteristics.
We will refer to E; as the g-fold replication of E. In dealing with E;, we will
use the notation ‘(whi>(h1i)€QxM’ to denote consumption allocations for Eq; and we
define X*(E,;) as the set of all consumption allocations (@) (n,i)e@xm Such that
there exist (z;)icp satisfying:

€ X, &z €2 forh=1,...,¢;i=1,...,m, (11.21)

and:

DD wi= > Em (11.22)

heQieM heQicM
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We will show that, in a sense to be explained shortly, as ¢ — oo, C(E,) ‘shrinks
to W(E).” Our basic approach will revolve around the study of the sets C, defined
as the set of all feasible allocations, (x;)iepsr € X*(E) such that the allocation

(®hi) (hi)eQxm given by:
T =x; forh=1,...,¢i=1,...,m; (11.23)

is in C(E,). In other words, C, is the projection on X*(E) of the allocations
(®hi) (hi)e@xm from C(E,) which have the property that:

Tpi=xp; forh, W =1,...,¢i=1,...,m. (11.24)

Notice, incidentally, that if (z;);epr is a feasible consumption allocation for E, and
we define (Tp;)(nijcoxm as in equation (11.23), then (Tp)(nijcoxnm is a feasible
consumption allocation for [E,.

The following result generalizes the ‘First Fundamental Theorem of Welfare Eco-
nomics,’ in the version presented as Theorem 7.22. Moreover, it establishes the fact
that if W(E) # 0, then Cy #0, for ¢=1,2,....

11.17 Theorem. For any economy, E = <(Xi,Pi, Zi)>, we have:
1. W(E) C C,, and
2.Cyp1 CCy,

forq=1,2,....

Proof.

1. Suppose (z})icm € W(E), let (27);cn and p* be such that ((z},2}),p*) is a
Walrasian equilibrium for [E, and define the consumption allocation <:EM>(;,,,,;)EQX M
for E, by:

Zp=x forh=1,...,¢;i=1,...,m. (11.25)
If we suppose, by way of obtaining a contradiction, that <:ihi>(h,i)eQ><]M is not
in C(E;), then there exists a coalition S C @ x M which can improve upon
(®hi) (hi)e@xar; and thus there exists (Tni, Zhi)(h,i)e@xar Such that:

xp; Pizy; for all (h,i) € S, (11.26)
zpi € Z; for all (h,i) € S, (11.27)
and:
Sooahi= > zm (11.28)
(hyi)eS (hyi)esS

However, since ((m:‘,zf)p*) is a competitive equilibrium for E, it follows from
(11.26) and (11.27) that:

p*-xp; > p*-z); forall (h,i) e S. (11.29)
From (11.29) we then obtain, upon adding over all (h,%) € S:

Z P*'-’Eh,i—P*'( Z ﬂﬂ}u’,>> Z P*'Zhi—p*'< Z zh11>;
(h,i)es

(hi)es (hi)eS (hi)eS h,i) €
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which contradicts (12.28).
2. To see why condition 2 must hold, consider an allocation, (x)icar, in Cgy1.
Then the allocation (i) (n.ie(@+1)xar defined by:

=z, forh=1,...,q+1;i=1,...,m,

is such that no coalition, S, from (@ +1) x M, can improve upon (Zni) (,i)e(Q+1)x M-
But then it follows that the consumption allocation <$M>(h,,1:)eQx ur defined by:

zy=x; forh=1,...,q;i=1,...,m,

must be in the core for £, as well; since any coalition from ) x M which could improve
upon it could also improve upon the consumption allocation <$hi>(h,i)e(Q+1)>< M i
Eg+1. Therefore, ()i is in Cy, and it follows that:

Cy1CCy D
Notice that it is an immediate consequence of Theorem 11.17 that:
(o]
W(E) C qul Cy

and thus that if W (E) # 0, then:

o0
ﬂq:1 C,#0.
It also follows from 11.17 that for all ¢:
q
c= 0.
and thus it is natural to write:
1 C,= qlirglo C,. (11.30)

Debreu and Scarf [1963] showed that given any exchange economy, & = ((P;, 74))icn,
satisfying certain assumptions, we will have:

1 Ca S W(E):

which, when combined with Theorem 11.17 and equation (11.30) means that under
the Debreu-Scarf conditions, we have:

lim C, = W(&). (11.31)
g—00

We will prove a generalization of their result; one which applies to a private own-
ership economy with production. However, as was the case when we studied the
‘Second Fundamental Theorem of Welfare Economics,” we will begin by introduc-
ing the idea of a ‘quasi-competitive equilibrium;’ this time defining said equilibrium
for a private ownership economy. Since you can probably guess exactly how this
definition will be stated, we will present it here in abbreviated form.
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11.18 Definition. We shall say that ((z,z}),p*) is a quasi-competitive equi-
librium for the economy E = <(Xi7 P, Zi)>, iff ((wz‘,z;),p*) satisfies conditions
1-3 of Definition 11.8, and:
4'. for each i € M, we have:
a. p*-x; <p*-zj, and:
b. either:
p* -z =minp* - X;,
or:
(Vz; € X;): ¢ P} = p*-x; > p* - 2.

We will denote the set of all consumption allocations, (z}) € X*(E), for which there
exists a production allocation (z});ca and a price vector p* such that ((:I:;*, z,’f),p*)
is a quasi-competitive equilibrium for E by ‘WT(]E).’

In our initial result, we will establish conditions sufficient to ensure that:
o0
,_,CiCWiE.
=

In our proof, which owes a great deal to McKenzie [1988] and Nikaido [1968, Theorem
17.4, p. 291], we will need to make use of the following mathematical result, the
proof of which is provided in the appendix to this chapter.

11.19 Proposition. If C; C R™ is conver and non-empty, for i = 1,...,m, then
the convexr hull of C def U, Ci, co(C), is given by:

co(C) ={x eR"| (Ja € Ap, & m; € C;, forz':l,...,m):w:ZT

The proposition just stated is one of those rather frustrating little results which
appears too obvious to really need a formal proof, but for which the development of
a rigorous proof is nonetheless a somewhat tricky task. Please note, however, that
the conclusion no longer holds if the C;’s are not all convex; that is, the convex hull
of C is not generally given by the formula in equation (11.32) if the sets C; are not
all convez.

11.20 Theorem. IfE = <(Xi,Pi,Zi)> is an economy such that:

1. Z; is conver, fori=1,...,m;
and, for each i€ M:

2. X; is convexr and P; is locally mnon-saturating, lower semicontinuous, and
weakly conver, and:

3. XiNZi #0,
then:

N c,cwiE).
g=1

SWe provide an example in which the formula of equation (11.32) does not hold in the appendix
to this chapter.
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Proof. Suppose (z})iem € C, for all g, define P; = Pz} — Z;, for each i € M7

and: .
Paol U7

that is, IP is the convex hull of the union of the P;’s. The tricky part of the proof is
to establish the fact that 0 ¢ P.

Suppose, by way of establishing a contradiction, that 0 € P. Then, since each
P; is a convex set (and non-empty, by the assumption that each P; is locally non-
saturating), it follows from Proposition 11.19 that there exist a € A,,,, x; € X;, and
zi € Z; fori =1,...,m, such that:

S al@i—zi) =0, (11.33)

and:
z; P} fori=1,...,m. (11.34)

We will show that these two conditions allow us to construct a coalition in Eg«,
for some (finite) integer, ¢*, which can improve upon (x});cps; contradicting the
assumption that (x})cnm € Cy, for all ¢.

Accordingly, we begin by noting that (11.33) implies:

m m
Zi:l a;x; = Zi:l a;Z;. (1135)

We then define I = {i € M | a; > 0}, and, for each i € M and each positive integer,
q, we let b be the smallest integer greater than or equal to ga;. Now, by assumption
3, for each ¢ € M there exist z; € X; and z; € Z; such that:

T; = Z;. (11.36)
We make use of the Z; to define, for each i € M and each positive integer, ¢:
;1:? = (L?)wl + [1 - (%)]Qn (11'37)
bj b

and note that, since each P; is lower semi-continuous, and since:

qa;
I

i

— 1 as ¢ — oo,

it follows from (11.34) that for each i € M, there exists a positive integer, ¢; such
that for all ¢ > ¢,
z!Px;. (11.38)

But now let:
* .
¢ =g

"That is:
Pi={veR"|(3xi € Xi& zi € Zi): @iPix] & v =1m; — z}.
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let b* = max{bq*, .. .,b?;} and consider the coalition, S, in &« consisting of b?*
consumers of each type i € M, and the allocation (Zpi),)es defined by:

& =af forh=1,...,b7, and each i € M. (11.39)

We have &p; Py} for each h and each ¢ € I; while by using (11.37), (11.36), and
(11.35) in turn, we have:

bd P -
P —  pd — *a s T a3
ZiEM Zh:l Thi = ZiEM b = ZieM [(g"ai)a: + (b —q"a;);]
— " 2. ()
= ZieM % — ¢ ZiEM ai%i + ZieM b 2
— g* > ) g* el a3
-1 (ZiEM a’zl) 4 Zie] ai%i+ ZieM bi Zi
* *
_ o [(T\_ 5 (4 ai)A}
= +Zi€M b; K o )zl +z; ( T3 Zil-
K2 1
Thus, since each Z; is convex, it follows that the coalition S can improve upon
(x})ienm; contradicting the assumption that (x})icm € Cy for all positive integers,
g. Therefore 0 ¢ PP

Since we have now established the fact that 0 ¢ PP, it follows from the Separating
Hyperplane Theorem (Theorem 6.21) that there exists a non-zero p* € R satisfying:

MveP):p*-v>0. (11.40)
From the definition of PP, it then follows immediately that for each ¢ € M, we have:
Ve, € X; & 2z, € Z;): @i Px] = p*-x; > p* - 2. (11.41)

Moreover, since P; is locally non-saturating, it then follows easily that, for each 4

and each z; € Z;:
p*ox; >p* oz (11.42)

Now, since (z})icp € Cy, for each g, it follows from the definitions that there
exists (z})ien such that:
Sar=Y e (11.43)
ieM ieM
But then, letting i € M and z;[ € Z; be arbitrary, we see that it follows from (11.42)
and (11.43) that, if we define (2;)ienr € [I;cps Zi by:

{ZZ for h # 1,
Zh =

zj for h =1,
we have:
Zp*‘z,*LzZp*~z,*L+p*-zI;
heM h#i
so that:
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Finally, we let i € M be arbitrary once again. Then from (11.42), (11.43) we

have:
*

s« * oy def 4
proxi =wi(p’) = p* 2.
Furthermore, it follows from (11.41) that:
(Vai € Xo): wiPiwi = p* - i > wi(p”);

and thus from Proposition 7.25, it follows that either:
wi(p") = minp* - X,

or:
(Va; € X;): Pl = p* - x; > wi(p").

Therefore, ((mf, 25, p*) is a quasi-competitive equilibrium for E. g
We can strengthen the conclusion of the theorem just proved to conclude that

@) e, Cu

and satisfies an irreducibility condition, then (z}) € W(E). In order to introduce
this condition, we first define the following.

if:

11.21 Definition. If E = <(Xi7Pi,Zi)> is an economy, and p* € R", we will say
that w € R™ is a feasible wealth distribution for E iff for each i € M, there
exists @; € X; such that p* - x; < w;, and:

E w; =supp” - z,
ieM z€Z

where we define Z by:

Z:ZZZ-.

ieM

We can then define ((z},z}),p*) to be a quasi competitive equilibrium for E,
given the wealth distribution, w* € R™ in the obvious way: requiring that w* be a
feasible wealth distribution for E, given p*, and requiring that Definition 11.18 be
satisfied, with w; replacing p*- 2z} in condition 4 of the definition. Our irreducibility
condition is then defined as follows.

11.22 Definition. We shall say that the economy, E = <(X¢7 P, Zl)> is irreducible
at the consumption allocation (x}) € X*(E) iff, given any partition of the
consumers, {S1, S2},% there exists ((z;, 2;))ics such that:

(zi,zi) € X; xR" fori=1,...,m, (11.44)
Zf”l 2 € 7, (11.45)
i
do@i—z) = (2 — ), (11.46)
€51 €S2

8By a partition of the consumers, {S1,S2}, we mean S; C M & S; # 0, for i = 1,2, S1 NS> = 0,
and S; USy; = M.
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and:

We will denote the set of consumption allocations at which E is irreducible by
cx! (]E)a

Those with good memories will undoubtedly already have noticed that the above
definition is a straightforward modification of the condition of the same name which
was presented in Chapter 7 (Definition 7.33). in the present context the vectors z;
have a more natural interpretation than was the case in Chapter 7, in that here
the natural interpretation of the points z; is to suppose that they are elements of
Z;; in which case, equation (11.45) is necessarily satisfied. However, notice that our
condition does not require that z; € Z;. In any case, the following result is a more
or less immediate application of Theorem 11.20 and the proof of Theorem 7.36. T
will leave the details of the proof as an exercise.

11.23 Theorem. IfE = <(Xi,Pi,Z,-)> is an economy such that:
1. imt(X)NZ #0, and:
for each i € M:
2. X; and Z; are conver sets,
3. P; is locally non-saturating, lower semicontinuous, and weakly convez, and
4. XiNZi #0,
then:

XIE®)n | :; C,| CW(E).

We can also make good use of the definition of a numéraire good in this context.
For convenience, I will repeat the definition here (modified for our definition of an
economy, E).

11.24 Definitions. We will say that the j** commodity is a numéraire good for
P; iff for all z € X; and all § € R, we have:

z+0ej € X; and (x+ fej) P, (11.48)

where e; is the 5% unit coordinate vector.!® We shall say that the j** commodity is
a numéraire good for the economy, E = <(X¢, P, Zl)> iff it is a numéraire good
for each P;, and for each i € M there exists 6; > 0 such that:

X;N[Z; — iej] # 0. (11.49)

11.25 Theorem. IfE = <(Xi,Pi, Z1)> is an economy such that:
1. int(X)NZ #0, and:

for each i € M:
2. X; and Z; are conver sets,
3. P; is weakly convex and lower semicontinuous,

and:

Where Ry4 = {z € R|z > 0}.
0The vector having all coordinates equal to zero except for the jth coordinate, which is equal to
one.



328 Chapter 11. The Core of an Economy

4. for some j' € {1,...,n}, the commodity j' is a numéraire good for E,
then:
o0
,-, Ca=W(E).

Proof. Since it is an immediate implication of Theorem 11.17 that W(E) C
Ngz1 Cy, we need only prove the converse. Accordingly, let j* € {1,...,n} be the
numéraire good for E, and note that it then follows from (11.48) and (11.49) of
Definition 11.24 that, for each i € M:

XLﬂZ17é@

Consequently, since each P; is locally non-saturating by virtue of the fact that com-
modity 5’ is a numéraire good for &, it follows from Theorem 11.20 that if (x});car €
Mgz Cy, then there exists p* € R™ \ {0} and (2})iep such that ((z7,27),p") is a
quasi-competitive equilibrium for E. It also follows from assumption 2 that there
exists ¢ € X & Yoiem Xin 0 € Ry, and z € Y, Z; such that:

z—0p* e X and z = z.

Thus, as in the proof of Theorem ?? we see that there must exist at least one h € M
such that:
K * : X
p* 2 > minp” - X;;

so that, by definition of a quasi-competitive equilibrium:
(Vxp, € Xp): xpPrxy, = p* - xp > p* - 2),.

However, since commodity j’ is a numéraire good for Py, we recall that for any
Az >0, we have:
(x), + Azjrej ) Pyay,

where e/ is the (') unit coordinate vector. It then follows that we must have
p;, > 0.
Now let i € M be arbitrary. Then, by definition of a numéraire good for E, there

exists &; € Xj, 2; € Z;, and 0 > 0 such that:

xT; — erej/ = Zj.
and, since p}f > 0, it then follows that:

p* T <p*-Z;. (11.50)
Moreover, it follows from the definition of a quasi-competitive equilibrium that:

Pz, <p'ozl. (11.51)

7

From (11.50), (11.51), and the definition of a quasi-competitive equilibrium, it now
follows that:
(Va; € X;): @i P} = p* - x; > p" - 2],

and we see that ((m:, 25y, p*) is a Walrasian equilibrium for €. g
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This last result has an interesting corollary for the case of a pure exchange
economy, & = ((P;,7;))ica; where, remember that if € is a pure exchange economy,
we will always assume that:

X; C Ri and r; € X; (1152)
(and, of course, that P; is irreflexive). I will leave the details of the proof as an

exercise.

11.26 Corollary. If & = ((P;,7;))icm s a pure exchange economy such that:
Lr=3cyri>0,
2. P; is weakly convex and lower semi-continuous, for i = 1, ..., m; and
3. for some j' € {1,...,n}, the commodity j' is a numéraire good for &,

then: -
), Ca=W(E)

11.5 Equal Treatment

Under somewhat stronger assumptions than those we used, the only allocations
in C(E,) are those generated from C;. More precisely, under familiar convexity
assumptions, one can show that, if ((Zhi, 2hi)) (h,ijeoxmr 18 in C(Ey), then:

xp =xp; forh, W =1,...,¢q, andi=1,...,m. (11.53)
The basic fact from which this statement can be proved is the following. The proof of
the result, which is an easy consequence of the definitions, I will leave as an exercise.

11.27 Proposition. Suppose E = (X, P;, Z;)) is an economy, that By is the q-fold
replication of &, and that ((Tni, 2hi)) (hi)eqxm 5 a feasible allocation for By, whiere
q > 2. Then, letting n be any function mapping M into Q, and letting S be the
coalition formed by taking the 77(1’)”‘ agent of type i, for each i; that is:

S={(n(1).1),(n(2).2),.... (n(m),m) },
the allocation ((x}, z}))ics defined by:
(®0),0 Zn(0y,0) = (1/a) thl(whi»zhi) fori=1,....,m,
is feasible for S.

One can then use the following result, together with Proposition 11.27, to prove
the ‘equal treatment’ result just quoted.

11.28 Proposition. Let P be an asymmetric, negatively transitive, and convex
binary relation on the conver set X C R™, let q be a positive integer greater than
one, and let ¢, x1,...,x4 € X and a € A satisfy:

—xPx, forh=1,...,q,
and, for some h' € {1,...,q}:

xp Px and ap > 0.

( ZZ:1 ahwh) Pzx.

Then we have:
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11.6 Appendix

Proof of Proposition 11.14. In our proof, we will make use of the sets D; defined
by:
i1 o
Dy =C1, and D; = C; \ (thl Ch) fori=2,...,m.

We also choose, for each i, an arbitrary element, z; € C;.
Since C C R™, the convex hull of C, co(C), is given by:!!

n+1
co(C)={x eR" | (3b € Apy1 & xj € C, for each j): @ =Y bja;}.  (11.54)
j=1

Thus, if « is an arbitrary element of co(C), there exist b € Apy1, and x; € C, for
j=1,...,n4 1 such that:'?
n+1
z = Zj:1 bix;. (11.55)
However, each x; is an element of one of the Cj’s. Consequently, we can represent
x by a different formula, as follows.
For each i € {1,...,m}, we define the set J(i) C {1,...,n+ 1} by:

J(i)={je{l.....,n+1} | z; € D; & b; #0}. (11.56)
Next define:
o — {Zjem) b #J@) #0, (11.57)
0 if J(i) =0,
and:
m:ﬁ _ Z:jeJ(i)(bj/aj)wj ?f ](Z) # 0, (11.58)
; if J(i) = 0.

Since C; is convex (and, since D; C C;j, for each i), « € Cj, for each ¢; and from
our definitions, it is obvious that:

m
T = E o aT;
=1

and that:
. m
a; >0 fori=1,...,m, and Zi:l a;=1. g

In the text of this chapter, I promised to present an example showing that the
conclusion of Proposition 11.14 does not necessarily hold if the sets C; are not all
convex. Here is the promised example.

11.29 Example. Define the sets C; and Cy in R3 by:

C’lz{weRi\Olegl,&x2:x3:0}u{a:€]Ri\x1:x3:0&0§x2§1}7

"For a proof, see, for example, Moore [1999, Theorem 5.13, p. 268].
2Some of the b;’s may, of course, be zero.
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and:

sz{:cERi\xg:OSx] <1, &zgzl}u{weRi\x1:0§z2§1:x3}7
Since the points (1,0,0) and (0,1,0) are both elements of C;, and (1,0,1) and
(0,1,1) are both contained in Cy, and since:
3
8
it follows that the vector «* = (3/4,1/4,1/2) is contained in co(C'), where:

2(1,0,0) + é(o, 1,0)+2(1,0,1) + %(0, 1,1) = (3/4,1/4,1/2),

C=C,UCCs.

However, suppose, by way of obtaining a contradiction, that there exist y; € C; (i =
1,2) and a € Ay such that:

a1y; + acy, = ¥ = (3/4,1/4,1/2).
Then, since y; and y, are in C7 and Cq, respectively, we must have:
y13 =0& yo3 = 1.

consequently, we see that we must have az = 1/2; from which it follows that we
must also have a; = 1/2. We now consider two cases.
1. y11 = 0 Here we see that we must have:

(1/2)y21 = 3/4,

which implies y91 = 3/2; contradicting the definition of Cs.
2. y11 > 0 In this case we see that we must have y12 = 0. But then we see that
we must have:

(1/2)y22 = 1/4;
so that yoo = 1/2. But it must then also be true that y2; = 0; which would imply
that: y11 = 3/2; yielding a contradiction once again. O
Exercises.
1. Prove Proposition 11.2.

2. Suppose in a given economy, E = <(Xi,Pi, Zi)>, one of the consumers, say
the first, has continuously representable and strictly convex preferences. Show that
if the tuple (<w2‘hﬂ.>, ZZ,i>(h,i)eQ><M’ p*) is a competitive equilibrium for E,, then we
must have:

zy, =z, forh=1,...,q

3. Consider a two-consumer, two-commodity pure exchange economy, with:
r1 = (10,0) and 79 = (0,10),
and suppose the consumers’ preferences can be represented by:

up(x1) = 10211212,
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and:
ug(x2) = log x91 + log a2,

respectively. Is the allocation:
xy =z = (5,5),

in the core for €7 Why or why not?

4. Consider a pure exchange economy in which m = n = 2, and suppose that
the two consumer’s preferences can be represented by the utility functions:

ui(x1) = min{x11, 212},
and:
ug(2) = T21 + T2,

respectively. Suppose further that the consumers’ initial endowments are given by:
T = (5,5) =Ta.

Find the set of core allocations for &, C(€).

5. Consider a pure exchange economy in which m = n = 2, and suppose that
the two consumers’ preferences can be represented by the utility functions:

uy (@) = min{a11, 212},

and:
'lLQ(-'EQ) =2 min{le, 5622},

respectively. Suppose further that the consumers’ initial endowments are given by:
r1 = (10,0) and 79 = (0,10),

respectively. Given this information:

(a) Find C(€).

(b) Consider replicating this economy, and the replicative cores, Cy, for ¢ =
1,2,.... Find C, for an arbitrary q.

6. Prove Corollary 11.26
7. Prove the following proposition.

11.30 Proposition. If & = ((P;,7;))icm is an exchange economy such that,
1. for each i € M, P; is weakly convez, lowever semicontinuous, and strictly
increasing, and
2. r= ZieMTi >0,
then:
o0

L Ca=W(E).



Chapter 12

General Equilibrium with
Uncertainty

12.1 Introduction

In this chapter we will make a brief foray into the theory of general equilibrium with
uncertainty. If you remember the discussion of Chapter 2, you will recall that in
general equilibrium theory, a commodity is defined by (1) its physical description,
(2) its location, (3) the time at which it is available, and (4) the state of the world
in which it is available. Consequently, in most of this chapter we are specializing
the theory which we have been studying; putting more structure into the model in
order to account for the effects of uncertainty. Of course, when one delves more
deeply into this theory, questions arise which did not appear to be relevant in our
earlier studies. Moreover, if we were to pursue the subject to its current frontiers,
we would find that new theoretical concepts and tools are needed to provide answers
for these questions. However, in the interests of practicality, we will only attempt to
provide a ‘bare bones’ introduction to this theory. Fortunately, in even this cursory
introduction to the topic, we will find that some interesting issues and applications
can be discussed. We will begin our discussion with what is known as the ‘Arrow-
Debreu Contingent Commodities Model.’

12.2 Arrow-Debreu Contingent Commodities

The crux of this model is that we suppose that there are two periods, t = 0,1. At
t =0, it is supposed that we can set forth all possibilities for the state of the world
at the second date, t = 1. We assume that there is a finite set, .S, of such possible
states, and we will also write S = #5; denoting states by lower case ‘s, s, etc. Each
‘state’ is a complete description of the world, and in this theory, we suppose that
every agent will know which state, s € S has occurred once we reach ¢t = 1.

We will suppose that there are G physically distinguishable commodities (which,
in principle could also be distinguished by location), so that ‘n,” the dimension of
our commodity space becomes:

n=2_S-G.
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Commodity bundles then take the form:
T = (Tl -, T1GH T2 - -5 Tsgs - - TSG),
which is understood to be an entitlement to receive the commodity bundle:
Ts = (Ts1,- -, Tsa),

if state s occurs. Thus ‘z,,” denotes the amount of commodity g to be received (or
supplied, if 25, < 0) if state s occurs.

In further specifying the economy, we will depart from our previous notation to
denote consumer i’s resource endowment, by ‘w;,” which now takes the form:

Wi = (Will, - -+, WilG, Wil s - -+, Wisgs - - - , WiSE); (12.1)

that is, ‘w;sq” denotes consumer ¢’s endowment of the g commodity if state s occurs.
Fortunately, we will rarely have to write out the full vector as we’ve done in (12.1),
above. Defining

wis = (Wis1, .- - wisg) fors=1,...,5;

that is, letting ‘w;s’ denote ’s endowment if state s occurs, the finest detail we will
usually write out is:
wi = (Wit, .+, Wisy - -+, Wis).

We suppose also that the consumer’s preferences describe a weak order over X;,
denoted by ‘>;. Furthermore, we denote the i** consumer’s consumption bundle,
contingent upon the occurrence of state s by ‘x;s;’ so that we can write:

Ti = (a:’i17'~'7w’is7'~'7w’is)'

Similarly, we will let ‘Y, € R” denote the feasible production plans for the k'
firm, and we will use the generic notation:

Y = (yklﬂ"'ﬂyk’sﬂ"'ﬂyks)v (122)

to denote elements of Yy, where ‘y,,’ denotes the production vector of the firm,
contingent upon the occurence of state s. We then complete the model, departing
from our previous notation,! by letting ‘6;,” denote the i** consumer’s share in the
Eth firm’s profits.

We will have to be a bit careful in dealing with individual consumption and pro-
duction sets. One is tempted, for example to express the i*" consumer’s consumption
set as:

S
Xi=][_, X (12.3)
th

where ‘X;s’ denotes the i*" consumer’s feasible consumption set if state s occurs;
with similar specifications for the firms’ production sets. That this will not quite do
is perhaps best illustrated by considering the following production example, which
is inspired by Mas-Colell, Whinston, and Green [1995, Example 19.B.2, p. 689].

!This change is made in order that the i*" consumer’s shares not be confused with the i*" state
of the world.
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12.1 Example. Suppose there are two states, s; and sg, representing good and bad
weather. There are two physical commodities: seeds (¢ = 1) and crops (g = 2). In
this case, the elements of Y} are four-dimensional vectors. Assume that seeds must
be planted before the resolution of the uncertainty about the weather and that if
the weather is good, the firm’s production possibilities are given by:

Yir = {yp € R? | Y12 > 0 & 2yp11 + yri2 < 0}
whereas in bad weather, production is given by:
Vio = {yp2 € R? | yho2 > 0 & yao1 + 2yk22 < 0}
Recalling our assumption that the seed must be planted before the resolution of
uncertainty, we see that we can represent the firm’s production set as:
Yi = {yr € Yo1 X Yio | yk11 = yk21}- (12.4)

Thus, for example, the production vector:
Yi = (Yk11, Yr12, Ykat, Yro2) = (—2,4, -2, 1),
is a feasible plan; whereas neither of the production plans:
Yy = (—4,8,-2,1) and y' = (-2,4,0,0),
is feasible.

While the above example deals with a production set, the difficulty applies
equally to consumption sets; after all, someone has to plant the seeds, and this
labor must also be undertaken before the resolution of uncertainty. In order to al-
low for this fact, while yet being able to assume on some occasions that consumers’
preferences are weakly separable over states, we will assume that for each consumer
there exist sets:

X5 CRE,

representing the consumer’s feasible consumption possibilities if state s occurs (for
s=1,...,5), and a set G; (presumably a proper subset of G), such that:

S ~
X; = {mi eIl Xil (Vg€ Go): wing = wing =+ = xisg} (12.5)
Thus, with this specification, one can make sense of the following example.

12.2 Example. Suppose that, for a given consumer, i, there exist S utility func-
tions:
Ujg RE — R,

such that:

T T T = |:Z7Ti5ui5(wi5) > stuis(wgs)]‘ (12.6)

seS ses

where ‘m;s” denotes i’s subjective (or objective) probability of the occurrence of state
s. Notice that, even though we have state-dependent utility here, preferences are
weakly separable on X, for each state, s.
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We will not need to assume much about the form of the firms’ production sets,?
we will simply suppose that the k™ firm’s technological production possibilities are
given by a production set Y; C R™.

We will make use of the following definition of feasible allocations for the econ-
omy.

12.3 Definition. We will say that an allocation, ({z}), (y})) € RU"*9" is feasible
for & iff:
z;eX; fori=1,...,m,

12.7
yreY, fork=1,...,¢ ( )

and:

Star =Y wi+ > v (12.8)

€M €M keL

Now, at this point, you may be saying, or thinking, “Hold on! That’s exactly
the definition of a feasible allocation which was presented in Chapter 7!” And in
saying this you are absolutely right! All we have done here so far is to present a
somewhat more detailed and specialized specification of what the commodity space
is. However, notice that equation (12.8) of the above definition implies that:

Za:;;:Zwis-l-Zyzs fors=1,...,5; (12.9)

€M ieM kel

so that in each state, consumption equals net supply.

To continue our interpretation of the Arrow-Debreu Contingent Commodities
Model, the interpretation of the equilibrium which we are now going to discuss
is that at time ¢ = 0 there is a futures market for each contingent commodity.
Equilibrium will require that supply equals demand for each contingent commodity.

12.4 Definition. A system of prices, p* = (p};,...,p%;) € R™ and an allocation,
({z7), (y})) will be said to be an Arrow-Debreu equilibrium iff:

1. ((mj) <yz>) is a feasible allocation,

2. for every k € L, yj, satisfies:

(Vyp €Yi): P yp 2 P Yy
and:

3. for every i € M:

poal <pwi+ ) Oxp - yj, and:
kel
(Ve e Xg):xy - x; = p° -z >p*~w,¢+26ikp*‘y2-
keL

(12.10)

20ther than to keep in mind the fact that it is probably inappropriate to suppose that they can
be written as a cartesian product of state-specific production sets.
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Once again, the definition is formally identical to that presented in Chapter 7;
the only difference is in the interpretation. The beauty of the situation, however,
is that we can immediately deduce some important results. In particular, we can
see that if ((z}), (y), p*) is an Arrow-Debreu equilibrium then ((z), (y;)) must be
Pareto efficient; at least in terms of the ez ante consumer preferences, 77;.

The following example may help you to get a better ‘feel’ for the model and the
meaning of the definition of competitive equilibrium being used here.

12.5 Example. Suppose € is an exchange economy with m =2 = S, and G = 1;
that is we have two consumers, one physically distinguishable commodity, and two
states of the world to consider. We will also suppose that the " consumer has
a twice-differentiable Bernoullian utility function, u;: Ry — Ry such that, for all
S R+I

wi(z) >0 and uf(z) < 0;

so that u; is strictly increasing and strictly concave. If ®; = (w;1,242) and @} =

1
(2}, 7ly) are two commodity bundles in X; = R%, consumer i will prefer x; to ] if,
and only if:

Ui(xs) = miui (@) + migus(wi2) > Ui(2}) = maug(ahy) + mgus(ay),

where ‘m;s” denotes i’s (subjective) probability that state s will occur, for s = 1,2.
Supposing that these probabilities are strictly positive, and that prices for the two
goods at t = 0 are given by p = (p1,p2) € R?HH the i** consumer will maximize
utility by setting:
minup(zin) _ miug(wiz)
D1 D2

, (12.11)

and:
PTi=p w; (12.12)

Assuming that the two consumers agree on the probabilities of the two states (so
that 715 = mos = 7, for s = 1,2, it is easily seen that in competitive (Arrow-Debreu)
equilibrium:

U:1(1'11) _ T2p1 _ Uiz(ﬂﬂm); (12.13)
ui(r12)  mp2  uh(we2)
and thus it is easy to see that the allocation will be Pareto efficient.
Now suppose that:
w11 + wa1 = wi2 + wa2; (12.14)

that is, that the total endowment in the two states is exactly the same. Suppose
further that 7m; = mo; that is, that the both consumers consider the two states to be
equally probable. Then (12.13) becomes:

ui(zn) _ p1_ up(wa)

(i = (12.15)

12)  p2 uh(wa)
Suppose then, by way of obtaining a contradiction, that:

<

!
1
!
1

T11 > 212 (12.16)
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Then by the assumed properties of the u; functions:

il (o
u,l(zn) <1
uy(712)

However, it then follows from (12.15) that u)(war1)/ub(z22) < 1 also; in which case
it follows from the assumed properties of the u; that:

T21 > T22
as well. But then it follows that:
T11 + X21 > T12 + X223

which, given (12.14), contradicts the assumption that ((x),p) is a competitive
(Arrow-Debreu) equilibrium. A symmetric argument shows that we cannot have
i1 < x12 for either ¢ = 1 or i = 2. Therefore, we must have:

Ty = x40 fori=1,2;

and from (12.15) we see that this implies that we must have p; = po.

Maintaining the assumption that (12.14) holds, arguments similar to those of
the above paragraph establish that if both individuals believe the first state to be
more probable than the second, then we must have p; > py in equilibrium.

Next suppose that we have:

w2 = w1 =0,

but that (12.14) continues to hold (so that we have private risk, but we do not
have social risk). Then it follows from the reasoning above that both consumers
fully insure; that is, they each sell off rights to half of their endowments in order to
equalize expected consumption in the two states.

Finally, suppose that we have social risk; that is, suppose we have:

def def
wi F wir +wa # wr T wig + wo, (12.17)

but that m = m. I will leave it as an exercise to show that in this situation we must
have:
(p1 — pz)(wl — L/JZ) <0. o (12.18)

The scenario involved in the usual interpretation of the model we have been
discussing is that all markets operate and are cleared in the initial period (¢ = 0),
while all consumption takes place at t = 1. There are a couple of points which should
be made with respect to this interpretation. First of all, there is a question about
ex ante versus ex post efficiency. Suppose we have an Arrow-Debreu equilibrium,
((xF), (y3), p*), but that markets are re-opened at ¢t = 1, after the uncertainty is
resolved, but before consumption takes place.®> What would happen then? Strictly

3The markets in question here are called spot markets, while the markets at ¢ = 0 are called
forward markets.
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speaking, we cannot say without assuming that preferences are weakly separable
on X;s and that all consumers’ ex post preferences are the same as their ex ante
preferences over X;;. However, both of these assumptions seem to be eminently
reasonable, and if both are true, then there would be no incentive for trades to
take place in this situation. Why is this? Well, each consumer must be maximizing
satisfaction, given the expenditure p} - x;, at xj; for if, for some consumer ¢ there
were some &, such that:

P, < i wi and al, -, a,
the consumer would have preferred to replace the bundle x}, with @, at ¢t = 0.4
Since the allocation in state s is therefore a competitive equilibrium, given the price
vector pj, it follows that it is also Pareto efficient. Consequently, there are no
mutually beneficial trades which consumers can make among themselves after the
resolution of uncertainty.

A serious objection to the interpretation of the model which we set out in the
preceding paragraph is that it is clearly unrealistic to expect the existence of forward
markets in each commodity. However, suppose we have an Arrow-Debreu equilib-
rium, ((z}), (yj),p*). If prices in each state are correctly anticipated by all agents,
and we have a futures market for only one commodity, with trading only in that one
commodity at ¢ = 0, then we can achieve that same consumption allocation, (z;),
if re-trading is possible (at the anticipated prices) at ¢ = 1. This remarkable fact
was first noted by Arrow [1953]. The formal extension of this idea which we will
be studying in the next section was, however, developed by Professor Roy Radner
[1968, 1982].

12.3 Radner Equilibrium

For the sake of simplicity, in the remainder of this chapter we will confine our
discussion to the context of a pure exchange economy, and we will retain the notation
and basic assumptions regarding consumers which were introduced in the previous
section; so that consumer ¢ has a preference relation 2-; on X;, and has the initial
endowment w;, as before. Once again we will deal with a two-period model; with
uncertainty being resolved in the second period (¢ = 1). This time, however, we will
allow no commodity trading in the first period (¢ = 0). We will, however, introduce
the idea of some tradeable assets, which can be purchased (or sold short) in the first
period. There are three pivotal assumptions which we will make in this context.
First, we will suppose that at ¢ = 0 consumers have expectations of the prices which
will occur (and at which trading will take place) at ¢ = 1, for each possible state
of nature (each s € S). Secondly, we suppose that all consumers expect the same
vector of prices to prevail at t = 1 if state s € S occurs; we denote this vector by
‘p,,” and we denote the full vector of such prices by ‘p;’ that is:

P=(P1, - Pss-- -+ Pg)-

4Notice, however, that both weak separability and the identity of ex post and ex ante preferences
are needed to make this argument correct.
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Thirdly, we suppose that at ¢ = 0 there are K assets available, all of which pay off
a conditional return in the first commodity; which we take to be a numéraire.

12.6 Definition. A unit of an asset is a title to receive an amount rs of good 1
at date ¢t = 1 if state s occurs. An asset is therefore characterized by its return
vector r = (r1,...,rg) € RS,

Thus, a checking account (in a fully-insured bank) might be characterized as
having the return vector » = 1, where 1 € Rﬁ is the vector all of whose coordinates
equal 1. Very useful examples are also provided by assets whose return vectors are
of the form ry = e, where e € ]Ri is the s unit coordinate vector. In other words,
such an asset provides a return of one unit of the numéraire if state s occurs, and
nothing otherwise.

We suppose there is a given set of K assets (an asset structure), which can
be traded at ¢t = 0. We denote the return vector associated with the k" asset by
7 € RS. We assume that there are no initial endowments of assets, and that short
sales are possible. The price of the k" asset at t = 0 is denoted by g, and a vector
of quantities of the K assets, z € RX is called a portfolio. Thus the expenditure
required to obtain the portfolio z at t = 0, given the asset price vector q is equal
to g - z. Since we assume that consumers have no initial endowments of assets,
consumer i must choose a portfolio z; satisfying:

q-z; <0.

Notice that we have put no restriction on the sign of z;; a negative value for z;;
means the consumer is selling the k' asset short; that is, the consumer will owe
TrsZik units of the numéraire if state s should occur.

Since we are assuming that the first commodity is a numéraire, we can normalize
to set ps1 = 1, for s = 1,...,5.5 Given an asset structure, we can then define the
S x K return matrix, R, by:

rino T2 Tk K
R = Ts1 Ts2 ... Tsk --- TsK . (1219)
rsiy rs2 ... TSk ... TSK

Notice that in this matrix, the rows correspond to states, while the columns corre-
spond to assets. Thus, if 7, is the vector of returns for the k' asset, ), becomes
the k™ column of the return matrix. We will be a bit sloppy in our terminology in
dealing with asset structures and the return matrices which they determine in that
we will often identify the asset structure with the return matrix which it determines.
That is, we will often refer to a nonnegative S x K matrix as an asset structure.
Now, if a consumer holds the portfolio z € RX | the return from this portfolio if
state s occurs is given by: .
Ty -2 = Zk:l TskZk; (12.20)
°It may not be apparent at this point why it is that we can normalize in this manner, but it

will be clear once we define consumer equilbrium for the model to be presented in this section. See
Exercise 5, at the end of this chapter.
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where ‘r,.’ denotes row s of R.5 Thus, we can make use of this return matrix
(and given the price normalization just mentioned), to write the ith consumer’s
consumption budget constraint, given the price vector, p* = (pi, p3,..., P}, ..., P%)
and the portfolio, 2} € R as:

P - (Ti1 — wir) raoTiz ... Tig ... TIK 2]
Py (Tis —wis) | <[ 11 T2 . Tsp .. Tsk zh | = Rz, (12.21)
P - (Tis — wis) TSl TS2 ... TSk --- TSK) \Zx

Thus, in each state s, the consumer’s expenditure on commodities, minus the value
of its endowment, must be no greater than the value of the return on its portfolio.
Thus, given the vector of asset prices, g* at ¢t = 0, the vector of commodity prices,
p* € R", and the return matrix, R, the i** consumer’s budget set, B;(p*,q*, R),
can be written as:

Bi(p*,q",R) = {m; € X; | (3z: € Rf): ¢ 2, <0, & (4, z;) satisfies (12.21)}.

12.7 Example. An important asset structure for comparisons and examples is given
by the set S of assets (often called Arrow securities), where the s asset has the
return vector:

rs=e, fors=1,...,5. (12.22)

That is, the s asset pays a return of 1 unit of the first good if state s occurs, and
nothing otherwise. In this case, the return matrix is the S x S identity matrix, I'g.

Thus, if we suppose that there are only two states of the world in period 1, the "
consumer’s budget set, given the commodity price vector p* = (p}, p3), and security
prices ¢* = (¢, ¢3), is given by:

(BzeRY): q"2<0& <”T (@i — “’“)> < <Zl> }

PS5 - (xi2 — wio) 22

[m]

Bi(p*,q";R) = {% €X;

In this context, we will be considering the following definition of equilibrium.

12.8 Definition. A tuple, ((wj,zf), (pj),q*)7 where ¢* € RE is a vector of asset
prices at t = 0, p; € R is a vector of spot prices at state s (s = 1,...,95), z; eR"
is the consumption bundle (at t = 1) and z! € R¥ the asset portfolio of the "
consumer, is a Radner equilibrium given the asset structure R iff:

1. for each ¢ (i =1,...,m), the pair (z],z}) solves the consumer’s problem:

max 7; subject to:
w.r.t.(xq,2;)

K
q" -z <0 and p} - @;s Sp:-wis+zk:1rskzik, fors=1,...,S5.

2. > 2z <0, and:
m m
3.y, <Y wisfors=1,...,5.

SMore exactly, of course, the sum in (12.20) is the number of units of the first commodity which
the consumer will receive if state s occurs. However, since we are setting ps1 = 1, for each s € S,
this is also the value of the return.
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‘While the above definition is a bit difficult to state, the first condition simply says

that each x is an element of B;(p*, ¢*; R), and that given any x; € B;(p*, q¢*; R),
we must have:
The second condition says that trading of assets must balance; that is, positive
purchases of assets by some consumers must be balanced by short sales of the assets
by others. Finally, the third condition simply says that aggregate consumption in
each state of the world must be equal to the aggregate commodity endowment in
that state.

If you re-examine the definition of the consumers’ maximization problem in 12.8,
it will be apparent that an equilibrium vector of asset prices can be multiplied by a
positive scalar without changing the consumers’ choices; that is, if ((z}, z}), (p%), q*)
is a Radner equilibrium, and 6 is a positive real number, then ((m;‘, zf).p*, Qq*) is
also a Radner equilibrium. Consequently, we can normalize to set the price of one
of the assets equal to one (1), and we will sometimes find it convenient to do so.

12.9 Definition. We shall say that a vector of asset prices, ¢ € RX is arbitrage-
free, given the return matrix, R, iff there exists no portfolio, z € R¥ satisfying:

(g) z>0. (12.23)

Notice that if z satisfies (12.23), then either:
q-z<0and Rz >0, (12.24)

or
q-z<0and Rz > 0. (12.25)

We will generally be assuming that each column of the return matrix, R, is semi-
positive (each asset provides a positive return in some state, and nonnegative returns
in all other states), and given this, it can be shown (see Exercise 4, at the end of this
chapter) that if (12.24) holds, then there exists a portfolio, 2’ satisfying (12.25). On
the other hand, if (12.25) holds, consumers can obtain an unbounded return in at
least one state, while earning a nonnegative return in all other states. Consequently,
if an asset price vector g is not arbitrage-free, and if preferences are increasing, or
if the first commodity is a numéraire good for the economy in each state, there will
exist no solution for the consumers’ maximization problems in our definition of a
Radner equilibrium. We will assume throughout the remainder of this chapter that
preferences are weakly separable over states, and increasing in consumption goods
within each state. As a consequence of this second assumption it will follow that
if ({wf,zf), (pf;),q*) is a Radner equilibrium, given the asset structure, R, then q*
must be arbitrage free, given R. (We will re-visit this statement shortly in a more
formal fashion.)
If the asset price vector q is arbitrage free, given R, then, as we will prove shortly,
g must be in the polyhedral cone determined by the rows of R; that is, there must
exist p € Rﬁ such that:
u'R=q". (12.26)



12.3. Radner Equilibrium 343

Following Duffie [2001], we will refer to such a vector as a state price vector for
(R.q).

12.10 Examples.
1. Let S =2 and K = 3, and suppose:

1

101
R7<0 1 1) and g = ;

Now the question is, is q arbitrage free, given R? To answer this, suppose z € R?
is such that g - z < 0. Then from the definitions we see that we must have:

Z1 < —ZzZ9 — 22}3.

Rz — 21+ 23 < —zo — 223+ 23 _ (22 )
29 + 23 22 + 23 22 + 23
Thus, it is clear that if [Rz} 1 > 0, then [Rz]2 < 0, and conversely. Therefore, q is

arbitrage-free, given R.
If we define g = (1,1), then we see that:

But then:

wr=an(y 1) -a12-dn

and thus p is a state-price vector for (R, q).

2, Suppose the asset structure is that defined by the set of Arrow securities; that
is, suppose R = Ig. Then if q is a vector of security prices, and p is a state-price
vector for (R, q), we must have:

p'=p'Is=q".
In other words, us = ¢s, for s=1,...,5. g

While we earlier interpreted equation (12.26) as meaning that g must be in the
polyhedral cone generated by the rows of R; the economic interpretation of (12.26) is
that, given such a state-price vector for (R, q), the price of each asset is then simply
the sum over the possible states of the world of the state-price-weighted return of
the asset in that state; that is (12.26) implies:

s
Zyilugrsk =qr fork=1,....K.

In the following proposition we establish the fact that there always exists a state-
price vector if g is arbitrage free, given R.

12.11 Proposition. Suppose R is an S x K return matriz and that q € Rf is an
asset price vector. Then q is arbitrage-free, given R if, and only if, there exists a
state-price vector for (R,q), p € Ri+, such that:

uw R=gq'. (12.27)
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Proof. Define the K x (S + 1) matrix A by:
A=(R" -q),

and suppose first that there exists a state-price vector, u, satisfying (12.27). Then

we have:
7 7
A<1):(RT _q) <1>:RTH*QZO§

and it follows from Stiemke’s Theorem (Theorem 6.40) that there exists no z € R¥
such that:
2T A=2zT (RT —q) > 0.
Thus we see that g is arbitrage-free, given R.
On the other hand, suppose g is arbitrage-free. Then there exists no z € RX

such that:
zlA>o0.

Then using Stiemke’s Theorem (Theorem 6.40) once again, it follows that there
exists z* € RS such that «* > 0, and such that, writing:

.
e = ()
Ts+1

0=Az"= (RT —q) (Ly ) — Ry — 5.4 (12.28)
S+1

we have:

Consequently, defining p € R by:
w=1/r51)y"
we have p > 0, and from (12.28):
p'R=q". ¢
12.12 Example. Suppose there is an asset, say the first, which is risk-free; that
is, suppose the return vector, r; € RS, is given by:
r=1,

where 1 is the column vector in RS having all of its entries equal to 1. It seems
entirely natural in this case to normalize by setting the price of this asset equal to
1; and, as we noted earlier, we can do this without loss of generality, insofar as our
definition of a Radner equilibrium is concerned. Notice also that if an asset price
vector, q*, is arbitrage-free, then so is the asset price vector ¢, given by:

q = (1/dq)q"
If this normalized asset price vector is used in the proof of Proposition 12.11,
then the first of equations (12.28) becomes:

5 s .
2521 TlYs — To@ = 25:1 Ys — 511 =0 (12.29)
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Therefore, the state-price vector obtained in the proof satisfies:

S
> =1 (12.30)
s=1
Consequently, it is easy to show that for all k, we must have:
minrg, < g < Maxre. 0
S S

Suppose the first commodity is a numéraire in each state of the world. If any con-
sumer, say the first, has preferences representable by a von Neumann-Morgenstern
utility function, and is able to find a utility-maximizing choice of (x;, z;), given
prices (p, q), then the asset price vector, g, must be arbitrage-free, given R. This is
the content of the following proposition, whose proof will be left as an exercise.

12.13 Proposition. Suppose an agent, i, has the von Neumann-Morgenstern utility
function:

S
U7(wz) = Zs:l 775“1',5(1:[.9)7

where ms is the probability of state s, for s = 1,...,5; and mazimizes utility at
(x},2}) > 0, given prices (p*, q*) and the return matriz, R; and that:

Juis(@7,) dof Outis >0 fors=1,...,S.
0zis1 051 laf

wl

Then there exists a positive scalar, v;, such that the vector p; given by:

*
His =

. Ouis(x*
> XM fors=1,...,85,
17528} Ois1

is a state-price vector for (R,q*) (and thus g* is arbitrage-free, given R).

While the above proposition is, I believe, of some interest, it can obviously be
generalized considerably. In particular, if preferences are weakly separable over
states, and non-saturating within a state, then it is clear that if ((:I:;*, 25, (pk), q*)
is a Radner equilibrium, then ¢* must be arbitrage-free.

12.4 Complete Markets

An economy of the type studied here and in the previous section has very good
normative properties if the return matrix is complete, as defined in the following.

12.14 Definition. An asset structure with the S x K return matrix R is said to
be complete iff the rank of R is S; that is, iff there is some subset of the K assets,
containing S elements, whose return vectors are linearly independent.

Obviously there needs to be at least as many assets available as there are possible
states in order for this condition to hold. Perhaps the simplest example of a complete
asset structure is provided by the Arrow securities of Example 12.7. However, it is
all too easy to construct examples in which there are at least as many securites as
states, but in which the return matrix has rank less than S.
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12.15 Example. Suppose there are three states of the world at ¢ = 1, and consider
the return matrix:

211
R=(1 01
110

Remembering that the rows in the matrix correspond to states, while the columns
correspond to assets (and thus the first asset yields a return of 2 units if state one
occurs, 1 if s = 2, and so on, we see that there are as many assets here as there
are states. However, R does not have full rank,” and thus the asset structure is
not complete. On the other hand, the asset structure corresponding to the return
matrix:

210
R=(0 0 1
1 01
is complete, since the matrix has full rank.

The importance of the asset structure’s being complete is brought out by the
following result.

12.16 Theorem. Suppose that the asset structure, R, is complete. Then we have
the following.

1. If ((:cf),p*) is an Arrow-Debreu equilibrium for £, then there are asset prices
q' e Rf+ and portfolio plans z* = (25,..., z%,) € R™K such that ((mj‘, 25, (p%), q*)
is a Radner equilibrium, given the asset structure R

2. Conwversely, if ({a:f z5), (p%), q*) is a Radner equilibrium given R, then there
exist a state-price vector, p = (p1, ..., ps) € ]Rir, such that, defining p by:

P = mp, fors=1....5,
((m;‘),ﬁ) is an Arrow-Debreu equilibrium for &.

Proof. Since the two definitions of equilibrium have the same feasibility require-
ment, we needn’t bother to prove that the allocation is feasible in either part of our
proof. In the argument to follow, we will denote the budget set for the i** consumer,
given the Arrow-Debreu price vector, p, by ‘BZ-A(p);’ while, given a vector of com-
modity prices, p and security prices, g, we will denote the i*" consumer’s budget set
in the Radner sense, and given the return matrix, R, by ‘Bf’(p, q;R).’

1. Suppose ((i,), p) is an Arrow-Debreu equilibrium, where:

p=(py,....pg) €RY,

and define g € RX by:
g=1"R; (12.31)

where once again ‘1’ denotes the column vector all of whose coordinates equal 1.
Now, defining:

_ _ T
¥ = (p1- (@B —war),...,ps - (Tis — wig))

"For example, yR = 0, where y = (1, —1, —1).
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we have by definition of an Arrow-Debreu equilibrium that, for each i:

1-y;,=0, (12.32)
and, by feasibility:
m
> Y =0. (12.33)
=
From the assumption that the asset structure is complete, R has full rank (equal
to S), and thus, for each i = 1,...,m, we can find Z; such that:
Rz; =vy,.

Therefore, if the i consumer has the portfolio Z;, we have:

K
D (Ez — wl) = Zk:l TskZik for s = 17 ey S,

and, by the definition of g and (12.32):
q-zZi=1"Rz; = 1Tyi =0 fori=1,...,m.

Thus Z; € Bf(p, ¢; R). Furthermore, it follows from (12.33) that:
0= Zi:l Yi= Zi:l Rz = R( Zi:l Ei);
and thus, since R has full rank:
ST E=o0 (12.34)
i=1
Now let i be arbitrary, and let ; € X; and z; € R be such that:
q-z; <0,

and, for each s € S:

P Tis < Pg - Wis + Z TskZik-
keK

Then we have:

Dby (@i —wis) DD Tk = D 2k DTk = D Qrzik < 0;

s€S seS keK keK seS keK

where the last equality is by definition of g. Consequently, if x; € B;“)'(p, q, R), then
x; € B/(p); and since T; € Bf(p, g, R), and maximizes 3; over B{(p) it follows
that Z; maximizes /7; on Bf(p, g, R) as well. Combining this fact with (12.34), it
follows that ((%;,%;),p, q) is a Radner equilibrium, given R.

2. Now suppose ({m;‘ ,Z7), <pf;>,q*) is a Radner equilibrium, given the return
matrix R. Then ¢* must be arbitrage-free, given R, and it follows from Proposition
12.11 that there exists a state-price vector g > 0 such that:

n'R=(q)" (12.35)
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Making use of this state-price vector, we define p € RS by:
P, = pspy fors=1,...,5. (12.36)

Now let i € {1,...,m} be arbitrary, and suppose that x; € Bf’(ﬁ); so that:

s s
P (zi—w)= 25:1 D - (Tis — wis) = 25:1 sPy - (Tis — wis) < 0; (12.37)

and define y; € RS by:
Ys = Pu - (s —wys) fors=1,...,8.
Since R is complete, there exists z; € RE such that:
Rz = y;; (12.38)
and we note that:

*

q - zi=(q) zi=p Rz =p'y;
S « S _
= Zs:l HsPs - (wis - wis) = Zq—l Ds - (mis - wis) <0.

Therefore x; € BZR(p*7 ¢*; R), and it follows that:
Bi(p) € B(p".qa"; R). (12.39)
Furthermore, defining y} € RS by:
Ys = D5 - (T —wis) fors=1,...,58,

we have:

S S
= T
Po(@ —w)=) wpi-(@—wi)=) pyl<p Rzj=q -z <0.

Therefore ] € Bf(ﬁ); and, since @} maximizes X; over BE(p*, ¢*; R), it now

~t

follows from (12.39) that =} maximizes 7; over B/(P) as well.

Notice that it follows from the above result that, given the assumptions of the
theorem, the allocation associated with a Radner equilibrium is Pareto efficient; at
least in the ex ante sense. As in the case of Arrow-Debreu equilibrium, it also follows
that if preferences are weakly separable over states, and the ex post preferences, given
that a state has occurred are the same as the ex ante preferences, then the allocation
will be Pareto efficient in the ez post sense as well (recall the discussion at the end
of Section 2). Of course, this is only half of the story in any case; with appropriate
convexity assumptions, and given a complete asset structure, it also follows from
Theorem 12.16 (and our work in Chapter 7) that, given a Pareto efficient allocation,
there exist endowments as well as asset and (spot) commodity prices such that the
allocation is achieved as a Radner equilibrium.
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Clearly, the assumption that the asset structure is complete is of critical im-
portance in establishing Theorem 12.16 and thus for the implications discussed in
the above paragraph. Moreover, it is clear why this assumption is so important;
it enables consumers to transfer consumption between states in any desired fashion
that is consistent with their beginning wealth. We will discuss this assumption, and
some of its implications further in the next section. In the meantime, let’s consider
a technical aspect of Theorem 12.16.

If you will recall the relationship between the state-price vector obtained in the
second part of our proof and the vector of asset prices, g* [see equation (12.36)], you
will note that, since the return matrix, R, is assumed to have full rank, the state-
price vector is unique. Consequently, it may appear that the vector of prices which
yields an Arrow-Debreu equilibrium at the allocation (x}) is also unique. It is, of
course, true that equation (12.36) uniquely defines a vector of Arrow-Debreu prices,
but there may be other vectors of prices which define an Arrow-Debreu equilibrium
at the same allocation, as is shown in the following.

12.17 Example. We will suppose there are two consumers, two states of the world
at t =1 (S = 2), and two physically distinguishable commodities (G = 2). We sup-
pose further that each consumer has the von Neumann-Morgenster utility function:

Ul(m,) = Tl'lu(.'ltril) + TI'QU(.'EriQ), (1240)
where u(+) is given by:
u(zis) = [min{fislvxisZ}}l/Q (12.41)

We will suppose that the return matrix is given by:

10
2= (5 1),

and that the initial endowments are given by:
w1 = (w117LIJ12) = (2, 2; 0, 0) and Wy = (0, 0; 27 2); (1242)

Now, if p, is the vector of spot prices at t = 1, given that s is the state of the
world, and the consumer has allocated income ys to state s, then the indirect utility
obtained is given by:

Ys

1/2
7] for s =1,2. (12.43)
DPs1 + Ds2

Vis(Ps, Ys) = [

Thus, to maximize expected utility, given the probabilities 71, 7o and security prices
q* = (¢, ¢3), the consumer must maximize (with respect to y, z):

1/2 1/2
™ [73/1 ] + o [71/2 ] ) (12'44)
P11 + P12 P21 + P22

subject to:
Py wis+ 25 —ys =0 for s=1,2, and ¢*- z <0. (12.45)



350 Chapter 12. General Equilibrium with Uncertainty

In the special case in which m = m = 1/2 and ¢ = ¢5 = 1 [I will leave you the
problem of finding the solution for arbitrary positive 71, w2 and (g7, ¢3)], we see that
y* must satisfy:

i _ % (12.46)
p21 +p22 P11+ P12

Thus, if we set:
py =1 fors,j=1,2;
we see that ((x},2}), (p}),q*), where:
zi, = (1,1),for i,s = 1,2, 2] = (—2,2), and 25 = (2, —2);

is a Radner equilibrium. Furthermore, in this case the unique state-price vector for
(R, q) is given by p = (1,1); and thus the price vector for the Arrow-Debreu case,
as defined in (12.36) of the proof of Theorem 12.16 is given by p = p*.

However, consider the Arrow-Debreu price vector p = (1,2,1,2). You can easily
verify the fact that ((}),P) is an Arrow-Debreu equilibrium.

12.5 Complete Markets and Efficiency

In the previous section, we have seen that Radner equilibria are both efficient and
unbiased if the asset structure is complete. In this section we will begin by presenting
an example which shows that completeness of the asset structure is not a necessary
condition for the Pareto efficiency of a Radner equilibrium. We will then present an
example (with an incomplete asset structure) in which a Radner equilibrium is not
Pareto efficient, before moving on to discuss a bit more of the theory.

12.18 Example. Consider an economy in which there are two consumers, two
physically distinguishable commodities, and three states; which we will suppose to
be equally probable. We will suppose that each of the two consumers has the von
Neumann-Morgenstern utility function:

Ul(a;) = (1/3) [u(@i) Y + u(@n)? + u(zs)V?], (12.47)

where:
u(is) = min{xis1, Tis2)- (12.48)

The consumers’ initial endowment vectors are given by:
w1 = (4,4;0,0;4,4) and ws = (0,0;4,4;4,4). (12.49)

We further suppose that the return matrix, R, is given by:

1
R=|0
0

o= o
—
=
ol
o
S
=

and that the vector of asset prices is given by:

q = G) ; (12.51)
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and we note that g* is arbitrage-free, given R (see Exercise 10). From the form of
the utility functions and the initial endowments, it is clear that we will have supply
equal to demand within each of the three possible states if we have:

pi=(1,1)T fors=1,23.

Thus consumer 1 can maximize expected utility by choosing c;1, consumption in
period 1, and 212, so as to maximize (see Exercise 10):

Ve /212,

subject to:
C11 = 8 — Z12-

Solving, we find cj; = 2], = ]y = 4 = —2{;; and, of course, cj3 = 8. By symmetry,
consumer 2 will set:

* * * *
Cy = 231 =4 = —255, and cp3 = 8.

If we then define x}, by:

c¥
Ti = ? fori,j=1,2, & s=1,2,3,
it is easy to show that ((wf, z5), (ph), q*) is a Radner equilibrium, given R.
Now suppose that there are futures markets for each commodity, and consider
the price vector:
p= (P, P2, P3) = (1,1;1,1;1/V2,1/V2).

I will leave it to you to verify the fact that ((m:‘) R ﬁ) is an Arrow-Debreu equilibrium.
Consequently, it follows that (x}) is Pareto efficient.

In the above example, both individuals would be made better off if each of their
endowments were reduced by taking away a unit of each commodity in state 3, while
adding a unit of each commodity to the aggregate endowment in both states 1 and
2. However, the structure of the model does not allow this sort of transfer; nor, of
course, does the real-life situation we are trying to model. In effect, the existence
of the assets in this model allows consumers to trade amounts from endowments
within states, but the aggregate endowment must remain fixed within each state.

In our next example, we will consider a situation in which the initial Radner
equilibrium is not Pareto efficient, but in which the addition of some additional
securities allows a Radner equilibrium to be attained which is (ex ante) Pareto
efficient.

12.19 Example. We will here modify the previous example by considering 4 equally
probable states, keeping the consumers’ (Bernoullian) utility functions the same,
while letting the endowments be given by:

w1 = (4,4;0,0;3,3;1,1) and wy = (0,0;4,4;1,1;3,3),
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and the return matrix be given by:

[=NeNenS
S O = O

I will leave you to show that ((w;*, z5), (p%), q*) is a Radner equilibrium, with:

@l =(2,2:2,2;3,3;1,1), af = (2,2:2,2;1,1;3,3),
zi = (-4,4), z5=(4,-4), p* =(1,1;1,1;1,1;1,1) and ¢* = (1, 1).

However, suppose we introduce two new assets, having the return vectors:

0 0
0 0
3= and r4 = 0
0 1

You can now verify the fact that ((x}, 2}),p*, ¢') is a Radner equilibrium, with:

@ =@ = (2,22,2,2,2;2,2),
2= (4, 4,-2,2), 2= (4,-4, 2,-2), ¢ = (1,1,1,1),

and the vector of commodity prices remains as it was, p* = 1. It is easy to see that
the allocation (a}) is unanimously preferred to (x}). Obviously, the original Radner
equilibrium did not result in a Pareto efficient allocation.

While the above example shows that a Radner equlibrium is not necessarily
Pareto efficient, it follows from Theorem 12.16 that, if the asset structure is com-
plete, then a Radner equilibrium necessarily yields a Pareto efficient allocation. In
fact, in the sort of situation we have been considering in examples (von Neumann-
Morgenstern utility functions and a concave Bernoullian utility function), any Pareto
efficient allocation can (with possible redistributions within states) be attainable as
an Arrow-Debreu equilibrium. But this means that, if the asset structure is com-
plete, and given the same assumptions about consumer preferences, that any Pareto
efficient allocation can be attained as a Radner equilibrium. This sets the stage for
the final result of this chapter, which makes use of the following definition.

12.20 Definition. If R is an S x K return matrix, we define (R), the range of
R, by:
r(R) = {veRY| (3z e R¥): v = Rz}.

In the next result, we make use of the following notation. If ((wf, z5), (ph), q*)

is a Radner equilibrium, given the asset structure, R, we define the vectors y;
(i=1,...,m) by:
*

Yy =p - (2] —wis) fors=1,...,5, (12.52)

in other words, under our maintained assumptions:

yi =Rz] fori=1,...,m. (12.53)
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12.21 Proposition. Suppose ((x},z}), (p}),q") is a Radner equilibrium, given an

K2
asset structure with the S X K return matriz R, and suppose a second asset structure

for E has the S x K' return matriz, R'. If r(R) = r(R'), then ((z},2}),p*,qd) is a
Radner equilibrium for €, given the asset structure R'; where, for each i, 2} is any
vector in RY’ satisfying:
Rz =y,
and where:
d=(R)p,
and p is a state price vector associated with (R, q*).8

Proof. Suppose ((w:‘, z5), (ph), q*) is a Radner equilibrium, given the asset struc-
ture R, and that R’ is a second asset structure for E with 7(R) = r(R'). Under
the maintained assumptions of this chapter, it must be the case that g* is arbitrage
free, and thus there exists a state price vector associated with (R, q*), p, satisfying:

R'pu=gq" (12.54)
We then define the asset price vector for R/, ¢', by:
q=(R) p (12.55)

Next, with ¢} defined as in (12.52) and (12.53), above, we make use of the assumption
that r(R’) = r(R) to define assert the existence of 2} satisfying:

Rz, =y} fori=1,....m—1, (12.56)

and define 2, by: )
m—
2z =— Zl_zl 2. (12.57)

and note that:

VA m=1 )\ m=1 o m-1
RszR(—Zizl Z"') 7_21:1 Rzii_zizl Yi

=Y i (=) - wa) P} (@ — wm1)
Il ZZ;I P (@, —wis) | = | Pi- (@hs — wms) | = Y-
-2l (@ — wis) ps - (Ths — Wms)

We wish now to prove that ({z}, z}),p*,q’) is a Radner equilibrium for E, given R’.
Accordingly, we begin by noting that, for each i:

q 2 =(d) z=p"Rei=p'y; = Rz{ = (¢") 2] = 0;
while from (12.57), we have:
Z_ - zZl=0.
i=1

8Both the statement and the proof of this result are derived from Proposition 19.E.2 of Mas-
Colell, Whinston, and Green [1995].
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Our proof that ((wl* ,z5), 05,4 ) is a Radner equilibrium is completed by showing that
for each i, if x; € B;(p*, q*, R), then it is also in B;(p*, ¢, '), and conversely. Since
this demonstration can pretty much follow along the same lines as the argument of
the preceding paragraph, I will leave this part of the proof as an exercise. o

Notice that as a corollary of the above proof, it follows that if R is a complete
asset structure, then any allocation attainable as a Radner equilibrium, given R, is
also attainable as such an equilibrium with the Arrow security asset structure, I'g,
and conversely. Moreover, if we look back at the initial steps of the above proof,
letting R’ = I's, then q’ becomes:

q=(R) p=TIsp=p.

Thus, given a complete asset structure, R, and arbitrage-free asset price vector, q,
the associated state price vector, u, can be interpreted as the asset price vector for
the (equivalent) Arrow security asset structure.

Before leaving this topic, it should be mentioned that it is sometimes possible
to add so-called derivative securities to an incomplete asset structure in such a way
as to result in a complete asset structure. A favorite example is the (European)
call option. Such a security is, essentially, a guarantee of the right to buy a basic
security at a fixed price after the resolution of uncertainty. If the price at which the
option can be exercised is denoted by ¢*, and it is an option to buy the k' primiary
security then the new security then has the return vector:

rr = max{rg, —¢*,0} fors=1,...,5;

since the option will only be exercised if it is profitable to do so. Thus, let’s return
to Example 12.15. We there considered the asset structure:

211
R=(1 01
110

which is incomplete. Suppose we now add an option to buy the first of these assets
at the price of 1. Then this derived security has the return vector:

ro=(1,0,0)T.
If we add this to the initial asset structure, we obtain:
1211
R*=[0 10 1],
0110

You can easily show that the asset structure is now complete. (However, see Exercise
14, below.)
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12.6 Concluding Notes

As I warned you in the introduction to this chapter, I have not attempted to pro-
vide any more than a very elementary introduction to this topic. Those interested
in pursuing the topic further will find a more complete introduction provided in
Chapter 19 of Mas-Colell, Whinston, and Green [1995], and I have used a notation
very nearly identical to theirs; which should make it relatively easy for you to avail
yourself of that source. For those interested in pursuing their study of this material
still further, let me recommend Duffie [2001] for the financial aspects of this sort
of model, and Magill and Quinzii [1996] for a more advanced development of the
theory of general equilibrium under uncertainty than is presented here. Let me also
recommend the survey by Magill and Shafer [1991].

Exercises. The first three of the following exercises, are set within the
general context of Example 12.5.

1. Show that, in the context of Example 12.5, utility maximization implies that
equations (12.11) and (12.12) must hold.

2. Show that, in the context of Example 12.5, if (12.14) holds, but 71 > 79, then
in equilibrium we must have p; > ps.

3. In the context of Example 12.5, show that, given (12.17), (12.18) must hold.

4. Show that if equation (12.24) holds, and each column of R is semi-positive,
then there exists 2’ € R satisfying (12.25).

5. Show that if the first commodity is a numéraire good for each state of the
economy, then we can normalize to set ps; = 1, for each state s, in dealing with
Radner equilibria. [Pay close attention to equation (12.21) of the text.)

6. Prove Proposition 12.13. (Hint: Notice that you can apply the classical
Lagrangian method here.)

7. Suppose there are two states, and that a consumer has a Bernoulli utility
function, ug: jo — R, which is concave on ]Rff. Show that, for fixed probabilities
for the two states, (71, 72), the expected utility function:

Uy, @) = mUy(x1) 4+ mous(x2),

is concave on Ri
Now generalize your result by supposing that there are S states.

8. In this example, we consider a contingent-commodity model of pure exchange,
with two possible states of nature, two commodities, and two consumers. Denoting
commodity bundles as:

T = (mih mz‘Z) = (fL'ilh L4125 Li21, 1”122),
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we suppose that the i*" consumer has the preferences described by:

z; Px), < mi(logzin +logwitz) + mo(log zio1 + log wino)
> 1 (log @511 + log #ly5) + m2(log gy + log @lyy) for 1=1,2.
where ‘mg’ denotes the probability that state s will occur, for s = 1,2
a. Denoting the i" consumer’s initial resource endowment by ‘w;’. for i = 1,2,
show that for a given vector of prices, the i consumer’s demand for Zgj is given by:
TsP - Wi

fori,s,j=1,2.
2psj

Tisj =

b. Suppose now that the two consumers’ endowments are given by:
w1 =(2,1,1,2) and we=(1,2,2,1),

respectively; and that both individuals have a subjective probability of 1/2 for the
occurrence of both states (so that for both agents, m = mp = 1/2). Show that if:

psj =1 fors=1,2 &j=12,
then an Arrow-Debeu equilibrium is sattained with:
Tisj =3/2 fori=1,2,s=1,2, &j=1,2.

c. Now suppose that only the first commodity can be traded initially, but that
both consumers correstly anticipate the price vector at ¢ = 1 for each of the two
possible states. Find a Radner equilibrium corresponding to the Arrow-Debreu
equilibrium found in part b, above.

9. Suppose there are G physically distinguishable commodities, that there are
S states of nature, and that a consumer has the von Neumann-Morgenstern utility

function: s
Ul@) =) [ul@is)]",

where:
0<a<l,

and u: ]Rf — Ry is positively homogeneous of degree one. Show that if p* and q*
are the vectors of commodity and securities prices, respectively, and R is the return
matrix for the economy (and we denote row s of this matrix by ‘r,.’, for s =1,..., 5,
then the consumer will maximize expected utility by choosing ¢; € Ri and z; € Rff

S0 as to maximize;
o m[es]
Ts
s=1 'y(p:_)

subject to:
prwistrszi—cs=0 fors=1,...,5,

and:
"

q -z =0,
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and then setting:
Lis = Cisg(p:) fors=1,...,5;

where v: R$ 1 — Ry is the cost-of-living index and g(-) is the ‘unit income demand
function’ associated with u(-) (see Section 4.9).

Thus, in particular, if p} = p} and 7y = 1/5, for s = 2,..., S, then the consumer
can choose ¢; and z; so as to maximize:

S

.4
Z<=1 Ciss

subject to the above constraints.
10. Verify the details of Example 12.18.

11. In the context of Example 12.18, suppose we add a third asset, with return
vector:

0
r3 = 0 3
1

so that the asset structure then corresponds to Arrow securities, and the return
matrix becomes the 3 x 3 identity matrix. Can you find a Radner equilibrium
which yields the same consumption allocation, (x]), as was obtained in the original
example?

12. Return to Example 12.8, and, keeping all other data the same, suppose now
that the two consumers have the Bernoullian utility function u(x;s) =
Find the new Radner equilibrium.

13. Complete the details of the proof of Proposition 12.21
14. Consider the asset structure:
1 01
R=(110
1 01
Show that this asset structure is incomplete. Can you add a (one) call option in

such a way as to make the resultant asset structure complete?
Follow the same procedure and question for the asset structure:

_ O = O
O = O
O = O O

_ W = DN



Chapter 13

Further Topics in General
Equilibrium Theory

13.1 Introduction

In this chapter, we will consider the explicit introduction of time into the model;
beginning with a finite time horizon, and then briefly considering two extensions to
an infinite time horizon. In our second such extension, the ‘overlapping generations
model,” we not only consider an infinite number of time periods, but also an infinite
number of consumers. In Section 5 we will return to the case of a finite number
of time periods, but suppose that there are a continuum of consumers. We will
undertake only a very brief introduction to each of these topics. This should not be
construed as an implicit commentary on their relative importance; indeed, all of these
topics are important, and much interesting research is currently being conducted in
each of these areas. However, the introduction of time into a general equilibrium
model is the primary focus of the required courses in macroeconomic theory in most
graduate programs; which is my reason for not pursuing the topic at great length
here. The reason for making the introduction to the ‘continuum of traders’ approach
so brief is somewhat different; the fact of the matter is that one cannot proceed very
far in the development of this approach without making use of some general measure
and integration theory, topics with which most graduate students in economics are
unlikely to be familiar.

13.2 Time in the Basic Model

We found in the last chapter that we could introduce uncertainty into the model
simply by appropriately interpreting some of the variables in the standard general
equilibrium model. In fact, we can also begin to examine the role of time in the
model in much the same way. We consider a finite number of distinct time periods,
t=1,...,T, and distinguish commodities by both physical characteristics and time
of availability. If, as in the last chapter, we suppose that there are G physically
distinguishable commodities, then the total number of commodities, n, is given by
n =T x G. We will also use a notation very similar to that developed in the
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previous chapter; however, we will make a change in our notation for commodity
bundles, using ¢, ¢, etc., as our generic notation for commodity bundles. Thus the
commodity bundle available to the i consumer is denoted by ¢; € R”, and we
write:

ci = (Cit;-- s City- -, CiT),

with ‘c;y € RS’ denoting the commodity bundle available to the i** consumer in the

™" period. Consistently with this notation, in this chapter we will denote the i*"
consumer’s consumption set by ‘C;,” rather than ‘X;’ (the reasons for this change
will soon be apparent). It is also worth noting that in most of our work in this
and the next section the assumptions of the model incorporate as a special case the
situation in which, for each 4 there exist positive integers t; and ¢} such that:

1<ti<t<T (13.1)
and such that C; takes the form:
Cj, = Onz X C: X Oné, (13.2)
where:
ni=t; -G, n,=(T~-t)-G, (13.3)
and, defining n} =t} — ¢;:
Cf CRWC, (13.4)

The idea here is that, for a consumer who is born in the tﬁh period and dies in period
t}, only its consumption in periods ¢; + 1,...,t; affects its survival or preferences.
In general, a set of this form can satisfy all of the assumptions which we used in
Chapters 5, 7 and 8. For example, if C} is bounded below, closed, or convex, then
C; is bounded below, closed, or convex, respectively. It is also common practice in
the literature to assume that the i consumer’s preferences can be represented by

a utility function of the form:

Uie) =3 8 uile), (13.5)

where 0 < §; < 1. This also is not inconsistent with a consumption set of the
form set out in equation (13.2); although such a utility function does imply that
the consumer’s preferences are weakly separable and stationary over time periods
(see Section 2.8). We will look at a special case of this sort of model, the ‘overlap-
ping generations’ model, later on in this chapter, but for now let’s examine some
additional general considerations.

It is clear that the model we set out in chapters 7 and 8 incorporates the situ-
ation under examination here. As was true in the previous chapter, we are simply
being more specific in our interpretation of the variables. We can define competitive
equilibrium for the present case, and, clearly, the First and Second Fundamental
Theorems developed in Chapter 7 apply to this case with no need for any modifi-
cation of assumptions. There is, however, a bit of difficulty in the interpretation of
equilibrium in this case. The simplest interpretation, and the one which seems to
be the most often used, is that all consumption and production plans and contracts
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are made in the first period. This is not very plausible as a description of how real
economies operate, however. Moreover, if we allow for the possibility of consumption
sets of the form specified in (13.1)—(13.4), this interpretation loses all plausibility.
In any case, the ‘first-period contracts with forward prices’ interpretation/treatment
does not allow us to investigate the effects of time at all. Consequently, economists
have specialized the model in order to carry out this investigation, and we will
undertake a rather cursory examination of a fairly standard model of this type.

In our treatment, we will not initially concern ourselves with individual con-
sumers; concentrating instead on aggregate consumption, and the aggregate con-
sumption set:

c=%" c. (13.6)
We will also suppose that all of the individual consumption sets can be written in
the form: "

Ci = i Cis (13.7)
which, of course, implies that the aggregate consumption set can also be expressed
as a similar cartesian product:

T m
C= thl C, where Cy = Zizl Cy, fort=1,...,T. (13.8)

Notice that consumption sets of the form specified in (13.1)—(13.4) are of this form
if, and only if, the sets C} can be written as cartesian products. The simplest sort of
assumption which guarantees the desired form is that for each ¢ there exists 6’1 C R¢
such that C; takes the form specified in (13.7) with Cj = 6,;, fort =1,...,T; but
our assumptions do not require this to be the case.

Turning now to the production side of the economy, the fundamental empirical
fact of which the theory attempts to take account is that production takes time.
One could take account of this fact by taking the duration of each time period to be
sufficiently long that all production processes can be completed within the period,
but this is rather evading the issue, and certainly does not allow us to analyze
the effect of time lags in production. In this section we will make a very common
assumption; namely that production processes can all be completed by the end of
the period in which they are initiated (and thus the output from same is available
at the beginning of the following period). We will also consider only the aggregate
production set for the economy; supposing that production can be characterized by
T —1sets V; CR*G (t=1,...,T — 1); where:

Y; = {(z4,y,) € R% | 2, can produce y,}. (13.9)

Thus, the aggregate vector of inputs for the economy is denoted by ‘x;,” and the
output vector chosen in the ¢t period (which becomes available at the beginning of
period ¢ + 1) is denoted by ‘y,.” As indicated in the definition of Y;, we will follow
the convention of supposing both of these vectors to be nonnegative elements of R,

The assumption that all production processes which are initiated in a period can
be completed by the end of the period is considerably less stringent than it appears
to be at first glance, for one can include partially-finished goods (goods in process) as
outputs in one period and inputs in the next. Thus, consider the following example.
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13.1 Example. Suppose we have two firms, the first of which has a production
process which takes one period to complete, while the second process requires two
periods for completion. Allowing for labor, we then suppose that there are four
physically distinguishable goods in the economy. We will let the first coordinate
of production vectors measure the output of the first firm, the second coordinate
will measure the quantity of goods in process for the second firm, while the third
coordinate will apply to the finished good production of this firm, and, finally, the
fourth coordinate will measure quantities of labor. We suppose that the input-
requirement function of the first firm is given by #1 = ¢1(y1). The labor requirement
for goods in process for the second firm will be supposed to be given by:

Ly = ga(y2),

while the production function for final goods output for the second firm is given by:

y3 = min{ys/a1,3/as},

where ajand ag are both positive. The production set for the economy can then be
defined by:

Y: = { (¢, y;) € RS | @2 = a1 - yis & 204 = g1 (y11) + 92(ve2) + a2ues & yra = 0} o

If we denote the net production chosen in the t-minus-first period (and which
then becomes available at the beginning of the ' period) by ‘y,_;,” the vector of
inputs to be applied to production in the #" period by ‘a;,” and the commodity
bundle available for consumption during the t** period by ‘c;,” feasibility requires
that:

Ti+e =y, fort=1,...,T. (13.10)

As suggested by this feasibility requirement, we will be ignoring initial commodity
endowments.

13.2 Example. Consider an economy with two commodities, labor and a produced
good which can either be consumed or used as an input for this period’s production
(‘capital’).! Suppose further that technology can be characterized by the production
function f: R?P — R4, where we take the first coordinate to be the quantity of labor,
and the second to be the quantity of the produced good (‘capital’) which is applied
to production. We can then take Y; to be the set:

V= {(z1,22;91,52) €RY |y = 0 & yo = f(w1,22)}.
In this case, if (x;—1,y,_1) € Yi—1 and (x4, y,) € V2, we must have:
T+ C =Yg,

and thus x4 + ¢;1 = 0. In other words, by taking x; € Rf, we are correspondingly
following the convention that negative coordinates of consumption vectors ¢; repre-
sent quantities of primary inputs (particularly labor) supplied by consumers to the
production sector.

Tt may help to think of the produced good as ‘wheat,” which can either be consumed this year
or planted as seed to produce next year’s crop.
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We will take y,, which is the initial stock of commodities, as given, and then
make use of the following definition of feasibility in the present context.

13.3 Definitions. Let y, € Rf be given. We will say that the sequence (program)
{(z1, Yy, 1)) € R3T is feasible iff:

1. ¢ € Ch

2. (z,y) €Yy
and

oyt =y, g,
fort=1,...,T.

We will say that a sequence <(mt, y,))L_, is a production program iff it satisfies
condition 2, above.

In the material to follow, we will refer to any finite sequence <(:r;t, Yy, ct)>z;l such
that:
T, Yy, Ct eRE fort= 1,...,T,
as a program. In dealing with such programs, we will often find it convenient to
use the notation x,y and ¢ to denote the whole vector of corresponding variables;
that is, for example:
c=(c,c2,...,¢,...,00).

‘We make use of this notation in the following definition.

13.4 Definition. Let ((@,y;,¢:)) and ((},y}, ¢})) be two programs. We will say
that {(z¢, y,, c;)) dominates {(x},y},c})) iff ¢ > ¢; that is, iff:

ca>c fort=1,....7, and (3" € {1,...,T}): ¢ > Cj-.

13.5 Definition. We will say that a feasible program, <(:vt,yt,ct)>, is efficient,
given y iff there exists no feasible program, {(z}, y}, ¢})), dominating {(z¢, y,, ct))
and satisfying y/ > yp.

As indicated in the above definition, we only consider the resultant stream of
consumption vectors in determining whether a feasible program is or is not efficient.
However, notice the qualification, “given y,” in the above definition. Without this
qualification, and supposing that (xr,yp) € Yr and y; > 0 implies &y > 0, no
program { (@, Yy, ¢¢)) having y > 0 could be efficient!

13.6 Definition. Let p = (py,...,p;,...,Pr, Pry1) be a vector (or, if you prefer,
a finite sequence) of prices. We will say that a production program, <(wf,, Yy, is
competitive, given p, iff:

Y1 —x€C fort=1,...,T,
and for all production programs, < (x}, Y)Y, satisfying:
Y —x, €C fort=1,...,T,

we have:
Pit1-Ys — P Tt = P Yy —poxy fort=1,...,T.
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Notice that we make use of a sequence of T'+ 1 (G-dimensional) price vectors in
the above definition. In the definition, we are essentially requiring that a competitive
program maximizes profits in each period, so it may look a bit strange to require that
this maximization be subject to y;,_; —x; € C; for each ¢t. However, this requirement
can be justified by the fact that full competitive equilibrium will require that this
condition is satisfied.

In connection with the definition just presented, we define:

Wt(ptvthrl;yt—l) = max {Pt+1 ‘Y — Dy Tt \ (wtvyt) ceV&y, 1~ € Ct} (13~11)

We will demonstrate shortly that if <(mt, Yy ct)> is a program, p is a price vector,
and the production program <(wt7 yt)> is competitive, given p, then <(w,g,y,,7 ct)> is
efficient, given y,.2 However, it will be convenient to prove this by making use of
the following result.

13.7 Proposition. Suppose <(a:§, yf)) is a production program which is competitive,
given the price vector p*, and define c* by:

=y —xf fort=1,...,T.

Then <(:cf7 vy, c;‘)>is feasible, and given any feasible program, <(wt, Yy, ct)>, we must

have:
T * * * * T * *
Pt Py 2 thlpt ‘€t Pri1 Y7 (13.12)

Proof. Obviously ((z},y;,c})) is feasible, and since it is, we have:

pi-ci+pi- ] =pi-Yo
and:

P53 €5+ P53 =P5 - Yy
Thus, defining:

7y = m(pr, Piy1;Yi1) fort=1,....T -1,
we have:
PL-Ci+Py ¢ =71 =Py @3+ P Yo
Suppose now that we have, for 2<¢t<T —1:
t t—1

Do Pici=)  m- iy,

Then by the feasibility of ((x},y;,c})) and the fact that {(z},y;)) is competitive,
given p*, we have:
t * ok * x Ll * * * * * * *
Zs:l Ds Cs +Py1 " Cry1 = Zs:l Ts =Pt Ty —P1 Yo+ Pri1 " Yt — Pii1” Tipy

t
* S+ * *
= Zs:l Ts = P41 Tep1 +P1 Yoo

2In choosing the approach taken here, in the development of this and the next result, I am
exhibiting my indebtedness to my study of lecture notes prepared by Professor Mukul Majumdar
for his course in Intertemporal Economics at Cornell University.
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Therefore:
T * _ T-1 _, * * *
e Pe G =2, Tt —Pr-Tr+P1-Yo

and consequently:

* * * * T * *
i PG TP YT = thl ™ + P71 Yo, (13.13)

A similar argument establishes:

T T
Pt D yr = (Pl Y~ P @) T P1 Yo

and thus, since (zy,y,) € Vs, fort =1,...,T:

T k K T * X b
thlpt “Ct+Pryg ‘yTSthlﬂ-t + D1 Yo-- (13.14)
Combining (13.13) and (13.14) yields the desired result. g
One can then prove the following; although I will leave the proof as an exercise.

13.8 Proposition. Suppose <(m}f,y§,cf)> is a feasible program, that p* is a price
vector satisfying:
p; >0 fort=1,...,T+1,

and that for all feasible ((x+,y;,ct)), we have:

T
3k £ 3k * 3k X
.c . > .c . .
hlpf, : + P71 Yy 2 E tzlpt t P11 YT

Then <(w§,y§,cf)> is efficient, given y.

Now suppose that at each time period there is a production manager whose
job it is to choose a pair (z},y;) € Y; which maximizes profits over Y;, given
(Pt Pr13Yi—1), and subject to y,_; —xf € Cy, and suppose a strictly positive price
vector, p*, is given. Then the #" production manager needs to know only her/his
own production set, the production (endowment), y;_;, available at the beginning
of the period, and the pair of price vectors (pj,p;, ) in order to carry out her/his
assignment. Moreover, and most remarkably, it almost follows from these last two
propositions that, given any sequence of strictly positive price vectors, (pf}?:*ll, the
independent actions of these T production managers will result in a production
program <(m;‘, y,’f)> which is efficient, given the T*" production manager’s choice of
yr!

Unfortunately, the statement of the above paragraph is not quite true, much as
we would like it to be! The problem is that the choice of output, y; may not enable
both production and consumption to take place in period ¢ + 1. It should also be
mentioned that if a particular value for y7, is specified in advance, that is, at ¢t = 1,
then the sequence of prices will have to be chosen in a way that is consistent with
this desired outcome. We will return to this second point, but first consider the
following example.
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13.9 Example. We consider an economy with two commodities, labor and a pro-
duced good, and suppose consumption sets are given by:

Cr={ceR?|-16t<c¢; <0&co >2t} fort=1,2,...,T;
while the production sets are given by:
Vi ={(z,y) ERY [y1 =0 & yp = 2(m129)"/*},

and y, = (0,3). Basically, the idea here is that the economy is growing over time,
in terms of numbers of consumers. This growth leads to difficulties if production
managers simply maximize profits in a myopic fashion. In fact, I will leave it to you
to verify (Exercise 2) that if p; = (1/16,1), then the production manager for the
first period maximizes profits at =}, = 16,27, = 1, and y; = (0,4). This choice
would be fine if Cy = Cy, but given the actual form of Cy, the set of pairs (x,y) €Y
such that y; — x € C5 is equal to {0}!

As mentioned earlier, the second barrier to a decentralized development of an
efficient intertemporal program is that the calculation of the price sequence which
will yield a specific, predetermined value of y; will generally require a knowledge of
both Cy and Y; for each t (t = 1,...,T). We will discuss this issue further in the
next section.

13.3 An Infinite Time Horizon

As we have suggested in the previous section, whether or not a program is efficient
is conditional upon the value specified for y;; in fact, it is generally true that the
values of all the variables appropriate for an efficient program are dependent upon
the specified value for yp. Moreover, it is not clear what value one should take
for T. But of course, the two problems are very much interrelated. If one is using
the model to develop, say, a ‘five-year plan,” then the appropriate value for T is, of
course, clear. In this case, however, the consumption values which can be attained
in each period will generally depend upon the targeted value for y,. Moreover,
given a specification of yp, the values for consumption which are achieved by a
feasible program will generally depend upon the value chosen for T' (whether we are
dealing with a 5-year, or a 10-year plan, for example). The price vector which will
implement a feasible plan is also dependent upon the targeted value of y;, as well
as the value chosen for T; as is demonstrated by the following example..

13.10 Example. We consider en economy in which there are two commodities;
labor and a produced good. The produced good can be consumed, used as a current
input in production, or used to create capital. The production function for the
economy is given by: ,
2

Az - w2) VA

1
Yt2 = kt
where:
t—1
kt:kOH(SS&55:max{l,ys,1,2—1572—csyg},for s=1,....t—-1;t=1,...,T;
s=1
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where kg = 4. Thus the production sets are given by:
Ve ={(z,y) €RY [ yra =0 & yro = kt1/2 we - wg) MY fort=1,...,T;
and we suppose C; is given by:
Ci={ceR?|-16<¢; <0&cy >0} fort=1,...,T,

while 7' = 4, and y, = (0,3). We will concentrate most of our attention here on two
programs, as set out in the following tables.

Period | yr2 | @1 | T2 | ¢ | a2 | 0t
t=1 4 1 1 -1 0
t=2 16 4 4 -4 0
t=3 16 4 4 -4 10
t=4 64 16 16 | -16 | —

DO N

Table 13.1: Program 1.

I will leave it to you to demonstrate the fact that Program 1 is competitive,
given prices p, = (1,1), for t = 1,...,5. Consequently, it follows from Propositions
13.7 and 13.8 that Program 1 is efficient, given y} = (0,64). Program 2 is set out
in the following table.

Period | yr2 | 211 | Te2 | ce1 | cra | Ot

t=1 8 8 2 -8 1 1
t=2 8 8 2 -8 6 1
t=3 8 8 2 -8 6 1
t=4 8 8 2 -8

Table 13.2: Program 2.

Once again I will leave it to you to demonstrate the fact that Program 2 is
competitive; this time with the prices p; = (1/4,1), for ¢t = 1,...,5. Consequently,
it follows that Program 2 is efficient, given y) = (0,8). Thus these two very dif-
ferent programs are both competitive, and therefore are both efficient, given their
respective target terminal values. (See also Exercise 3, at the end of this chaper.) g

Because of the sensitivity of competitive programs to the specification of the
target terminal value of yp, and the awkwardness stemming from the fact that the
T period must be treated differently from the other periods in the analysis, many
researchers have argued that to have a satisfactory model, one must take T' = 4o0.
While this change to an infinite time horizon (technically, we are here assuming a
countable number of time periods) eliminates the asymmetry associated with the
finite time horizon model, and eliminates some other ambiguities encountered there

as well, it also creates some new problems. For example, consider the following
example.
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13.11 Example. ( Hurwicz and Majumdar [1988, p. 237].) ) Here we consider an
economy with one produced good, and suppose f: Ry — Ry is strictly concave and
satisfies:

(Vx € Riy): f(z) >0, fl(z) >0& f(z) <0.

We assume that: C'= Ry, and that yp > 0. The program given by:
Tt =yi-1, Y+ = f(z¢), and ¢, =0 fort =1,2,...,
is clearly not efficient. However, if we define the sequence of prices, (p;) by:
pr=1 and pp1 = pi/f(x;) for t =2,3,..;
it is easy to show that the program is competitive. o

As this last example demonstrates, with an infinite time horizon a competitive
program is not necessarily efficient. However, consider the following result, where
we define a feasible program exactly as in Definition 13.3, except that we now define
an infinite sequence <(a:t,yt,ct)> (t = 1,2,...); and similarly for a competitive
program.

13.12 Proposition. Let <(m2‘,y;‘,c2‘)> be a competitive program, given the price
sequence (py), where:
p; >0 fort=12,...,

and suppose:
lim p; -y; =0. (13.15)
t—o00

Then ((z},y;,c;)) is efficient.

Proof. Suppose, by way of obtaining a contradiction, that there exists a feasible
program, <(:vt, Yy ct)>, which is such that:

c>cf fort=1,2,...,
and, for some positive integer, T
cp=cr+d,

where d > 0. Then, since p*f > 0, we have for all T > T

T
thlpz (e —¢}) = ph(cq— k) =ph-d > 0. (13.16)

However, if we define e = (1/2)(p} - d), it follows from (13.15) that there exists T*
such that for all t > T*:
PPy <e (13.17)

But then, if we let T' > ma,x{f7 T*}, it follows from Proposition 13.7 that:

T
Yo, P (e =€) <Py —phoyr <Py <6
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which contradicts (13.16). g

How reasonable is the condition expressed by equation (13.15)? Well, if we think
in terms of the possibility of a continually increasing production program, it seems
very unreasonable. On the other hand, our economic universe (and, apparently, our
physical universe) is actually of finite duration. Consequently, one can argue that,
realistically, we only need to consider programs, <(mt, Yy, Cz)>, such that there exists
a finite integer, T such that:

c=x=1y, =0 fort=T+1,T+2,...; (13.18)

and such programs necessarily satisfy (13.15). However, if we confine our attention
to just those programs satisfying (13.18) for some fixed value of T, we are back
to the finite model of the previous section; with the attendant difficulties already
discussed. On the other hand, if we require only that any feasible program satisfy
(13.18) for some value of T' (where the critical value of 7' may vary from program
to program), then, from a mathematical point of view, we are dealing with what is
called the space of finitely non-zero sequences; which is a particularly nasty space
to deal with, from a mathematical point of view. However, we can always normalize
the price vectors; requiring, for example, that:

lpl =1 fort=1,2,....
Since the Cauchy-Schwarz inequality® implies:

P Y < el -yl forallz=1,2,...,

condition (13.15) will hold if we simply assume that, for all feasible programs,
<(wt,yt70t)>, we must have:

Jim [y, =0.

— 00

However, the student should be warned that not all economists would agree with
this assessment.

13.4 Overlapping Generations

The basic ‘overlapping generations’ model was introduced by Samuelson [1958],*
and has since become the ‘workhorse’ of macro economics.’ In this model, we once
again consider a countably infinite number of periods (¢t = 1,2,...), but we now
allow a countably infinite number of agents as well. In our treatment here, we will
deal only with almost the simplest variety of such a model; an exchange economy in
which each consumer is alive exactly two periods; and in which there exist only two

3For a statement and proof of this inequality, see, for example, Moore [1999a, p. 35].

It had been developed and analyzed earlier by Allais [1947], but this work seems to have
remained unknown to non-native-French-speaking economists until sometime after 1958.

5T am here more or less quoting from Heijdra and van der Ploeg [2002, p. 590]; although, strictly
speaking, they are referring to the extension of the model (with production) which was developed
by Peter Diamond.
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consumers in each period. We will, however, suppose that there is a finite number,
n, of commodities.

We will denote the consumer ‘born’ in period ¢ by ‘,” and denote i;’s initial
endowment by ‘w;,,” where:

Wi, = (wtvato)7

where the subscripts y and o are intended to suggest ‘young’ and ‘old,” respectively,
and wyy and wy, are elements of R} .. Formally, the t*h consumer’s consumption set,
Cy, is of the form set out in equations (13.1)—(13.4), with:

Ci, = {0} x {0} x ... {0} x R} x R} x {0} x...;

but, since we will be assuming that each consumer has a consumption set of the same
general form, we will speak of the #* consumer’s choosing a pair x; = (Try, T10) €
Ri”; and we will suppose that each consumer has an asymmetric preference relation
on R?ﬂ To make things work out symmetrically, we will also need to suppose
that there is a consumer ig who is old in period 1; although to avoid some really
cumbersome notation, we will denote this consumer’s initial endowment by ‘w,’
and the consumption bundle available to consumer iy by ‘@g.’
We can then define competitive equilibrium in more or less the usual way:

13.13 Definition. We will say that (xf, (@}), (p})) is a competitive equilibrium for
& = (P, wy) iff::
L. zy € RY, 27 € R¥ and pf € R} for t=1,2,...,
2. :E’{y +xf) = wiy + wo,
3. m;fy + a:j_l,o =Wyt w1, fort=2,3,...,
4. pt-zy < pj-wo & (Vx €RY): xPyy* = pi -« > p} - wop, and
5. for each t:

pt* . w)tky +p:+l : w:o < p: T Wiy + p:+1 * Wio,
while:
2
(V(w17w2) € ]Rf) s (21, ®2) Pi(23,, T,) = Pf - @1+ Piyy - T2 > Pr - Wiy + Pipy - Wior

Since this definition appears to be simply a very natural extension of the notion
of competitive equilibrium to the present context, and in fact probably looks very
familiar, it is quite distressing to discover that it does not have the same normative
properties that such an equilibrium has in finite economies. In fact, such a compet-
itive equilibrium may not be Pareto efficient, as is demonstrated by the following
example (which is taken from Geanakoplos’ and Polemarchakis’ survey [1991, p.
1927]).

13.14 Example. We suppose that there is only one commodity in each period, and
that the consumers’ utility functions are given by:

1/3
wiy (o) = o and wu;, (x¢) = (xfy < Tgo) ’ fort = 1,2,...;
while the initial endowments are given by:

wo =1, w = (wiy, wio) = (5,1), fort =1,2,....
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It is easy to verify that if we set:
=1, 5= 5/2 . B = (5/2) 7
then (), (x}), (p})) is a competitive equilibrium for €, where:
=12 =(5,1) =w fort=1,2,....
However, the allocation (z(, (x})) defined by:
xy = 2, @y = (wy,,75,) = (4,2) fort=1,2,...,
is both feasible and unanimously preferred to (xf, (xf)). 0

As if this example weren’t troublesome enough, Hendricks et. al [1980] show
that the core may be empty in even this sort of simple overlapping generations
economy, while Kovenock [1984] presents an example of an economy in which there
are two commodities and two consumers for t = 1,2, ,..., where there exists a Pareto
efficient allocation which is also Walrasian, but which is not in the core.

However, there is also some good news in this context. The following result can
be proved by essentially the same argument which established Theorem 7.22; the
details will be left as an exercise. In the result, we define a feasible allocation as
being Pareto efficient if there exists no alternative efficient allocation in which each
consumer is better off.

13.15 Theorem. Under the assumptions of this section, if (wé,(mf),(pf)) s a
competitive equilibrium for € which is such that:

>k * = *
D] - (xg + wiy) + thz D; - (Wiy +Wi—1,0), (13.19)

is finite,S then (mf‘), (mf}) is Pareto efficient for €.

If we define strong Pareto efficiency for € in the obvious way, then we can estab-
lish the following, although once again I will leave the proof as an exercise.

13.16 Corollary. If, in addition to the other assumptions of Theorem 13.15, we
suppose that each preference relation, P: is locally non-saturating and negatively
transitive, then (167 (xf )) is strongly Pareto efficient for €.

Once again, if we view the economic universe as being fundamentally finite, then
competitive equilibria are Pareto efficient (and contained in the core; see Exercise 9).
However, a great many economists firmly believe that in an overlapping generations
model one must assume an infinite time horizon (see, for example, Geanakoplos and
Polemarchakis [1991, p. 1900]). In this case, the sum in equation (13.19) is an
infinite series which will converge only if

lim P: : (wty + U-’tfl,o) =0.
t—o00

Of course, this can be true even if 7" = oo, but it is an awkward and unintuitive
assumption if 7' is infinite; and it is not sufficient to guarantee that the sum in
equation (13.19) is finite in any case. However, I will leave this topic here, and
proceed to the consideration of models in which we have an uncountably infinite
number (a continuum) of consumers.

SIn other words, if the value of the aggregate endowment is finite, given the prices (p}).
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13.5 A Continuum of Traders

There are, it would seem, two main arguments that one might make to justify the
study of markets wtih a continuum of traders. In order to present the first reason,
we can do no better than to quote the theorist who introduced the continuum of
traders model into the literature, Robert Aumann. In his seminal article (Aumann
[1964]), he argues as follows:

The notion of perfect competition is fundamental in the treatment
of economic equilibrium. The essential idea of this notion is that the
economy under consideration has a “very large” number of participants,
and that the influence of each individual participant is “negligible.” ...

Though writers on economic equilibrium have traditionally assumed
perfect competition, they have, paradoxically, adopted a mathematical
model that does not fit this assumption. Indeed, the influence of an indi-
vidual participant on the economy cannot be mathematically negligible,
as long as there are only finitely many participants. Thus, a mathemati-
cal model appropriate to the intuitive notion of perfect competition must
contain infinitely many participants. We submit that the most natu-
ral model for this purpose contains a continuum of participants, similar
to the ontinuum of points on a line or the continuum of particles in a
fluid. Very succintly, the reason for this is that one can integrate over a
continuum, and changing the integrand at a single point does not affect
the value of the integral, that is, the actions of a single individual are
negligible.

Aumann’s argument is certainly eloquently stated, and has been very influential,
but there is, of course, a counter-argument; individuals may behave as if they believe
they have no influence on markets when they, in fact, do. For example, an individual
may feel that the expected gain from haggling over price does not justify the time
and trouble involved in the negotiations. There is, however, another reason for being
interested in continuum of traders models. To introduce this second reason, consider
the following, which is a modification of an example due to Scotchmer [2002, p. 2010].

13.17 Example. Consider an exchange economy, in which agents each have a choice
of living in one of two locations. There are two tradeable commodities, and agent @
attains a utility of:

u(z;) = i1 + 242,
if she/he resides in Location One (L1), and a utility of:

u(z;) = (V2)zin +2i2/2,

if Location Two (L2) is the chosen location.” We will suppose that each agent has
an initial endowment of one unit of each of the two commodities.

“We might, for example, take L1 to be California, and L2 to be the Upper Peninsula of Michigan;
while good 1 is brandy and good 2 is wine. Wine is okay as far as ‘Yoopers’ are concerned (and,
yes, I am a Yooper), but no good for warming you up on a cold winter’s day. On the other hand
cold is not a problem in sunny California, so (with an appropriate choice of units of measurement),
an agent residing in California may be indifferent between the two beverages.
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Interestingly enough, if no trade is allowed, then each agent would prefer L1. We
can verify this by noting that v/2+1/2 < 2. However, such a situation is not Pareto
efficient. In fact, if an agent moves to L2, and trades 1/2 + € units of good 2 to an
agent in L1 in exchange for 1/2 — ¢ units of good one, both agents will gain as long
as 0 < € < (22 —1)/2(1 + 21/2). The question is, however, can a market system
work in this environment; that is, can we find prices for the two commodities which
result in a competitive equilibrium?

Proceeding with this question, we note first that we can obviously take the second
commodity to be a numéraire, and set its price equal to one. It is also apparent that
with this normalization, the price of good one, which we will denote by ‘p,” must
be greater than one. This being the case, each agent in L1 will wish to sell her/his
endowment of good 1, and consume only good 2. On the other hand, if p < /2
an agent in L2 will sell her/his endowment of good 2, and consume only good 1.
However, if we are to have equilibrium, then these two situations have to result in
the same utility; in other words, we must have:

+1
1+p:\f2(p—),
P

that is, p = v/2. On the other hand, the supply of good one on the market must
equal the demand for same. Thus, denoting the number of agents choosing L1 by
‘m1, the number choosing L2 by ‘mg,” and, as usual, denoting the total number of
agents by ‘m;’ we see that the number of units of good one offered on the market
will be equal to m;. On the other hand, with p = v/2, each agent at L2 will have
excess demand of 1/+/2 units of good 1. Thus, in order to have equilibrium, we must
have:
my = mz/\/i =(m- ml)/\/i

so that we must have:
mq 1

mo 142
But this means that no competitive equilibrium exists in this case, for if m; and m
are both positive integers, then m1/m is a rational number; whereas 1/(1 ++/2) is
not!

As we noted in the above example, a competitive equilibrium would exist if it
were possible for the proportion of agents choosing L1 to be equal to 1/(1 + v/2).
While this is not possible if there are only a finite number of agents, a continuum
of traders model handles this with ease, as we shall see. In fact, in a continuum
of traders model this proportion could (with other choices of parameters) be any
number between zero and one. Since it is very natural to think in terms of propor-
tions of consumers or households having this or that property, or making this or
that choice, this makes a continuum of traders model a very flexible and convenient
tool. Moreover, those of you who have had a real analysis course know that, given
any real number between zero and one, there is a sequence of rational numbers con-
verging to that number. This means that if we obtain a result in the continuum
model which involves a certain proportion of consumers making some specific choice,
we can be confident that there is a finite model in which approximately the same
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result obtains. We will present only the rudiments of such a model here, and we will
confine our attention to pure exchange economies; but, hopefully, this development
will be useful in and of itself, as well as providing a basic idea of how such models
work.

In our discussion to this point, we have always effectively identified the set of
consumers with M = {1,...,m}, the first m positive integers. In contrast, in this
section we will identify the set of consumers with the set A = [0, 1], the unit interval
in R;.8 Again, in our work to this point, we have denoted consumption allocations
by (x;),(x}), and so on; where the notation has been intended to suggest a finite
sequence of commodity bundles (elements of R™), one for each consumer. However,
a finite sequence with m terms is, from a formal point of view, a function from
M = {1,...,m} into R™. Thus, it should not cause great confusion if we now
denote allocations by ‘(z,), (x}), and so on, where we think of, say, (x,) as being
a function from A into R”, that is, : A — R™. However, we will often denote the
value of the function at a point a € A by ‘x,,” rather than x(a); since this is the
commodity bundle available to consumer (agent) a € A.

In a pure exchange economy a (competitive) consumer is fully identified by
her/his characteristics (P;,w;); and, in effect, an m-consumer exchange economy
is fully defined by the finite sequence, ((P;,w;)). Similarly, in the case at hand, an
economy is fully identified by & = ((P,,wg)); where, from a formal point of view,
this is a function from A into ‘characteristics space.” However, the meaning and
significance of the notation should be clear enough without worrying about a formal
definition of ‘characteristics space.’

The next question is, how do we define feasible allocations for such an economy?
It is pretty clear that we cannot compare the sum of individual commodity bundles
with the sum of individual endowments. On the other hand, what criterion can we
use to define a feasible allocation function? In order to consider this question with
some precision, let’s suppose for the moment that there is only one commodity, and
to simplify things still further, consider an allocation (x,) having the property that
there exist m numbers, dy, ..., dy,, and (z;)7", such that:

0<di <de < -+ <dp1<dp=1, (13.20)

and such that, defining dy = 0, we have:
(Va, € [di—1,di[): ®g =x; fori=1,...,m. (13.21)
In other words, our allocation function is constant on each sub-interval I; = [d;_1, d; [.
In this case, the proportion of consumers who will receive the quantity z; of the

commodity is given by m; = d; — d;—1. Consequently, it is consistent with standard
useage to define per capita consumption of the commodity by:

m m
= Zi:1 mix; = Zizl(di —di—1);. (13.22)

8Denoting this set by ‘A’ is intended to suggest the set of agents.
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But in fact, given the form of the function z(-), the expression on the right in
equation (13.22 ) is just:?

1
T = / z(a)da (13.23)
Jo
Now suppose that the initial endowment of the (single) commodity has a similar
distribution; so that w: A — Ry and there exist 2m/ numbers, di,...,d, ,, and
W1, ..., Wy such that:
O0<di < - <..d,_<d,=1, (13.24)
and, defining dj, = 0:
(Va € ld;_y,dj[): wa=w; forj=1,...,m' (13.25)

Then the per capita initial endowment is given by:

’

"l = [ w(a)das
Z]‘:1( j j—l)w] = ) w(a)da;

and feasibility will require that:

= ./le(a)da - ./Olw(a)da (13.26)

(see Exercise 13, at the end of this chapter).

Now, in terms of fully characterizing an economy of this type, we are left with two
obvious problems. First, how do we deal with more than one commodity? Secondly,
how can we characterize distributions of the commodities, and the endowments, in
such a way as to guarantee that the integrals we need are always well-defined?

The first of these problems is easy to handle. If : A — R’} is a commodity

distribution, it defines n coordinate functions, z;: A — Ry, for j =1,...,n. We
simply define the desired per capita commodity bundle by:
fol z1(a)da
| :
/ w(a)da = | [ z;(a)da |; (13.27)
0 .
L
Jo zn(a)da

although I will omit the limits of integration hereafter, as they will always be the
same. The feasibility requirement:

/:c(a)da - /w(a)da, (13.28)

90r, to make this expression look more familiar:

z = /01 x(t)dt.
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then simply asserts that the per capita consumption of each commodity is equal to
the per capita endowment of that commodity.

The second problem is much more difficult. You probably remember that if we
interpret our integrals to be standard Riemann integrals, then we need the allocation
and endowment functions to be continuous, except, possibly, at a finite set of points,
in order for the integrals to exist.!® This is, in principle, a very troublesome and
restrictive requirement. If we were worried about one, and only one distribution
function, assuming it to be continuous except at a finite number of points is fairly
innocuous; for, if we stretch our imaginations a bit, we can imagine that the agents
have been labeled in such a way as to ensure that this continuity occurs. However,
we may find that, for example, the endowment function has to have the agents
labeled in a different order in order to ensure that it is continuous. In practice, more
advanced developments of models of this type deal with distribution and endowment
functions which are measurable, which ensures that the Lebesgue integrals of these
functions, which we will denote by:

[
A

always exist. A very important aspect of this assumption is that the set of all
measurable functions from A to R™ is a real linear space; and thus one can add or
consider scalar multiples of such functions.'' Moreover, and again most conveniently,
it turns out that if, say,  and x* are both measurable functions from A to R™, then:

Since I do not expect most students to have had any previous exposure to the
idea of measurable functions and Lebesgue integration, we will not pursue these
ideas further here. In any case, however, most applications of continuum of traders
models make use of distribution and endowment functions which are step functions;
that is, functions of the type defined in equations (13.20) and (13.21), above. In
order to deal further with this theory, however, let’s define such functions in a bit
more abstract fashion. First, we define the following.

13.18 Definition. If X is a nonempty interval of real numbers, we will say that a
family, D = {D1,..., Dy}, of sets is a finite interval partition of X iff:

1. for all i € {1,...,m}, D; is a non-empty sub-interval of X,

2. for all 4,5 € {1,...,m}, such that i # j, D; N D; =0,

3. UM, Di=X.

We make use of this to state our (slightly) more abstract definition of a step
function.

0More correctly, we need the set of points at which the functions are discontinuous to be a set
of measure zero.
"Which are defined in the obvious way; for example, if 2 and * are two such functions, we
define & + ™ by:
(z+x")(a) = x(a) + z"(a) forac A
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13.19 Definition. Let A be a nonempty interval of real numbers. We will say
that £: A — R" is a step function iff there exist a finite interval partition of A,
D ={Ds,...,Dp}, and a subset, {1, ..., zy} such that:

(MVa e D;): x(a) =z; fori=1,...,m.

Of course, in the remainder of this section, we will always take A to be equal to
the unit interval, A = [0,1]. In this context, the following should be fairly obvious,
although I will leave the proof as an exercise (Exercise 10, at the end of this chapter.)

13.20 Proposition. Suppose D = {D;,..., Dy} and D' ={D},..., D!} are two
finite interval partitions of A. If we then define the family of sets D* by:

D*={DCA|(BD;eD&D;eD): [D=D;NDj& D #]. (13.29)
Then D* is a finite interval partition of A.

Given two step functions,  and «* on A, and a real number « € R, we define
z + 2’ and azx by:

(x4 x")(a) = z(a) + x*(a) for a € A, (13.30)

and:
(ax)(a) = ax(a) forac A, (13.31)

respectively. One can then make use of Proposition 13.20 to prove the following.

13.21 Proposition. Let 8 be the family of all step functions (into R™) defined on
A. Then 8 is a real linear space.

The key to proving Proposition 13.21, and the primary reason for stating it here,
is that if we define the sum of two step functions as in equation (13.30), above, we
get another step function on A. Similarly, the scalar multiple of a step function on
A is again a step function on A. The proof of the latter statement is obvious, and
the proof of the first statement follows fairly easily from Proposition 13.20. It also
is an immediate application of the elementary theory of Riemann integration that
for all z,x* € 8 and all « € R:

/Ol(er:I:*)(a)da:/Olar:(a)daJr/Ol & (a)da,

and:

1(aw)(a)da =a- 1 z(a)da.
0 Jo

Consequently, we can almost deal with our simplified continuum of traders model in
the same way that we have dealt with economies with a finite number of traders. The
difficulty is, of course, that we can only deal with allocation and initial endowment
functions which treat many consumers in exactly the same way.

Consider the problem of defining a competitive equilibrium for the simplified
continuum of traders economy, as we have set it out here. We can make use of the
following definitions.
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13.22 Definitions. We shall say that & = ((P,,w,)) is a (simplified) continuum
of traders economy iff P, is an asymmetric relation on R, w, € R, for each
a € A, and the function w: A — R’} defined by:

w(a) =w, forac A,

is a step function. A function x: A — R’} is said to be an allocation for & iff if is a
step function (on A), and is said to be feasible for & iff, in addition, it satisfies:

/01 z(a)da = /01 w(a)da.

We can then define a competitive equilibrium as follows.

13.23 Definition. We shall say that (x*,p*) is a competitive equilibrium for a
(simplified) continuum of traders economy, & = ((P,,w,)), iff:

1. p* € R",

2. z*: A — RY is a feasible allocation for &, and

3. for each a € A, p* - ), < p* - w,, and:

(Vx € R}): xPux), = p* = > p* - wq.

Everything works out just fine if we apply the definitions here to the example
with which we introduced this section, for consider the following.

13.24 Example. Let & = ((P,,w,)) be as in Example 13.17, except that we take
the set of agents to be A = [0,1] insteacd of M = {1,...,m} (notice that the initial
endowment function here is constant, and thus is a step function on A). If we define
the price vector p* by p* = (\/ﬁ, 1), the intervals:

Dy =

and Dy = [1:\/5,1],

o5l

and the allocation function x*: 4 — R? by:

. (0,1++/2) forac Dy
x =
° (% for a € Ds.

it is easy to verify the fact that (x*, p*) is a competitive equilibrium for €. (Formally,
we also need to specify (uq,w,) = (u1,w), for a € Dy, and (ug,w,) = (u2,w), for
a € Dq, where w = (0,0).) o

While the above example works out as desired, notice that our definitions imply
that if & = ((P,, wa)) is a (simplified) continuum of traders economy, then there can
be only a finite number of different consumer endowments. In fact, no competitive
equilibrium is possible unless our continuum of consumers demand only a finite
number of different commodity bundles. The simplest way to ensure that both of
these things will be so is to assume that there are only a finite number of consumer
types; that is, suppose there is a finite interval partition, D = {Dy,..., D)} and
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a finite sequence of consumer characteristics, ((P;,w;))i~;, such that the economy
& = ((Pa,w,)) satisfies:

(Va € Dy): (Pa,wa) = (Pi,w;) fori=1,...,m.

If we also assume that P; is negatively transitive (as well as asymmetric), continuous,
and strictly convex on R}, then, given any (strictly positive) price vector, p*, each
consumer of a given characteristic will demand the same commodity bundle. More
precisely, if ] satisfies:

prx <P wi

and:

(Vx e R}): xPx} = p" -z > p* - w;;
then each consumer in D; will demand @] (i = 1,...,m). Thus, the function =*
defined by:

x*(a) =x; for each a € Dj,and for i =1,...,m,

is an allocation function for &, and if:

/;w*(a)da = ,/:)“’(“)d“» (13.32)

then (z*,p*) is a competitive equilibrium for €.

As will no doubt have occurred to you, once we have added all of the assumptions
set out in the previous paragraph, the economy will look very much like the finite
exchange economy, £* = ((P;, w;))~,. However, there is a very important difference.
Suppose we denote the length of the interval D; by ‘u;,’ for each i. Then the integral
on the left-hand-side of equation (13.32) is given by:

1 m
/ z*(a)da = Zi*l JIP% 2
o =

In effect, the economy €* corresponds to the special case in which p; = 1/m, for
i=1,...,m.

13.6 Suggestions for Further Reading

As you were warned in the introduction to this chapter, we have barely scratched
the surface of the areas of literature being introduced in this chapter. For those
of you interested in pursuing the sort of analysis we developed in Sections 2 and
3 of this chapter, let me recommend the symposium in the Journal of Economic
Theory; 45, 2; August, 1988. MGW offers a considerably more extensive treatment
of this material (Sections 2 and 3) than was presented here, and of the ‘Overlapping
Generations’ model as well. The most complete recent survey of the latter topic is
the Geanakoplos and Polemarchakis article [1991], which I cited earlier; however, a
very readable development of the topic from the point of view of macroeconomics
is presented in Heijdra and van der Ploeg [2002]. In his textbook, Ellickson [1993]
presents a very enthusiastic and extensive coverage of the continuum of traders
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model. An interesting topic related to the material in this chapter is known as
‘temporary equilibrium,” and is surveyed by Grandmont [1982]. A work which I cited
in the last chapter will also be of interest here: Magill and Quinzii [1996] develop
general equilibrium theory with both uncertainty and an explicit representation of
time, and do so in a quite readable fashion.

Exercises.
1. Prove Proposition 13.8.

2. Verify the details of Example 13.9

3. Given the assumptions of Example 13.10, show that the following program is

competitive: given the prices p; = (1,1) for t = 1,...,5. Compare this program to
Period | yr2 | 211 | Te2 | cea | cr2 | Ot
t=1 4 1 1 -1 2 |1
t=2 4 1 1 -1 3 1
t=3 4 1 1 -1 3 |1
t=4 4 1 1 -1 - |-

Table 13.3: Program 3.

Program 1 of Example 13.10.

4. Show that if T" > 1, the finite program defined in Example 13.11 for ¢ =
1,...,T is efficient, given yr = f(zp_1).

5. Verify the details of Example 13.14

6. Show that if we define a finite economy by letting preferences and endowments
be as in Example 13.14, except that we have only, say 4 periods (T' = 4, and no
consumer ‘born’ in the last period), then the allocation:

zo=1and @} =wy, fort=1,...,4,

is Pareto efficient. What happens if you add a T consumer, who lives only one
period, and has the utility function ur(zr) = z7 and wp = 57

7. Prove Theorem 13.15.
8. Prove Corollary 13.16.

9. Show that if the definition of the core of an economy is extended to the
context of an overlapping generations economy in the natural way, then, under the
assumptions of Theorem 13.15, a competitive equilibrium is in the core.

10. Prove Proposition 13.4.

11. Prove Proposiion 13.5.
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12. Show that the pair (z*, p*) defined in Example 13.8 is a competitive equil-
brium.

13. Specialize the situation set out in equations (13.20)—(13.25) of Section 5, by
supposing that:
di 7di,1 = a,/bl for i = 1,.4.7m,

and that:
di —dj_y = a3/t forj=1,...,m/;
where a;, b;, a’j and b;- are positive integers, for all 4, j, suppose (13.26 holds, and let

k be any integer such that for each 7 there exists a positive integer, ¢; such that:
k=gqb; fori=1,...,m;

while for each j there exists a positive integer 7; such that:

k=mrb forj=1,...,m"

Suppose € = ((Py,wp))F_, is any finite exchange economy such that r;a’j con-
sumers have the initial endowment w; (j =1,...,m'), and {q:;)le is a distribution
such that gja; consumers receive the bundle x;, for i = 1,...,m [where (x;)]2; is
from (13.21)]. Show that the allocation is feasible; that is:

k k

X
xTr; = Wwp.
Zh:l h Zh=1 h



Chapter 14

Social Choice and Voting Rules

14.1 Introduction

In this chapter we will be spending most of our time exploring the borderline between
Political Science and Economics, or perhaps the intersection of the two disciplines.
The origins of this study stemmed from:

1. Efforts in economics to define ‘the economic good.’
2. The study of political processes: how do they work and how should they work?

and can be traced as far back as the investigations of Jean-Charles de Borda [1781],
the Marquis de Condorcet [1785], C. L. Dodgson (Lewis Carroll) [1876], and E.
J. Nanson [1882]. In the economics literature per. se. the notion of aggregating
individual preferences to obtain a social preference relation apparently originated
in the writings of Jeremy Bentham [1789], who originated the idea of a utilitarian
social welfare function, and thought of society’s utility as being literally the sum
of individual (cardinal) utilities. In the next chapter, we will see that there were
numerous problems with this approach.

The introduction of the idea of a Pareto improvement was a major innovation
in this development, and enabled economists to begin to put normative economic
analysis on a much firmer footing than had previously been possible. However,
economists were also frustrated by the fact that most allocations could not be com-
pared via the Pareto criterion. The next major innovation in welfare (normative)
economics was the Compensation Principle, which appeared momentarily to allow
a much broader class of cases to be compared. However, it was eventually pointed
out, as will be shown in Chapter 15, that this criterion did not really allow many
more allocations to be compared than did the Pareto criterion. Consequently, the
publication of Bergson’s classic article on social welfare functions [Bergson (Burk),
1938] was a very promising development (and one which we will study in Chapter
15).

While the idea of a social welfare function was a major innovation, and once
again helped economists clarify much of their thinking on policy issues, it fell short
of providing a ‘universally acceptable’ criterion for economic improvement; as we will
see. However, it led Kenneth Arrow to ask some fundamental questions regarding
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the possibility of developing such a function which would be widely acceptable,
or more generally, finding a social preference relation as a function of individual
preference relations. More specificially, Arrow [1950, 1951b] presented three basic
properties which it would seem eminently reasonable that we would require such a
function to satisfy. First, he wanted it to be defined for any m-tuple of weak orders
(where m is the number of consumers [agents] in the economy), and to provide a weak
order of the social alternatives available as a function of these individual preferences.
Secondly, he wanted this function to extend the Pareto criterion. Thirdly, he asked
that the social preference between two allocations depend only upon the individual
preferences regarding these same two allocations. The very startling conclusion
which he derived from his analysis is that any function which satisfies all three of
these criteria must be dictatorial; that is, the function must simply pick out one of
the individuals’ preference relations, and order the social alternatives according to
this individual’s preferences. This is Arrow’s famous ‘general possibility theorem,’
and we will be studying this result in some detail in Section 4 of this chapter.

Before turning to a formal development of Arrow’s result, however, we will first
discuss the general idea of voting rules, and majority voting over two alternatives in
particular; which is the main subject of the next section.!

14.2 The Basic Setting

In the remainder of this chapter we will be considering a situation in which there is
a non-empty, but finite set of alternatives, X, from which a (group) choice is being
contemplated. We will denote the number of elements in X by ‘#X;’ and we will
generally assume that #X > 3. We suppose that there are m agents who have
preferences defined on X, and who are concerned with the social choice that is to
be made from X. We will always assume that m is an integer greater than or equal
to 2, and we will often denote the set {1,...,m} by ‘M’ (we will refer to this as the
‘set of agents’).
In our treatment here it will be convenient to deal with asymmetric relations;

or, if you prefer, the asymmetric parts of some familiar orderings. We will let:

Q = the family of all asymmetric orderings of X,

P = the family of all (asymmetric parts of) weak orders on X,? and:

L = the family of all strict linear orders on X;
where by a strict linear order, I mean a relation which is asymmetric, transitive,
and total (I will leave it as an exercise for you to show that such a relation is
also negatively transitive). We will denote the m-fold cartesian products of these
families by ‘Q™, P™ and ‘L™ respectively. We will generally use the generic
notation, ‘Q, @', P, and ‘P’," etc., to denote elements of Q™, P and L™. Thus,
when we write, for example, Q € Q™ we will mean that @ is of the form:

Q=(Q1,...,Qm),

'For an elegant, readable, and much more complete introduction to this area than I have provided
here, see Suzumura [2002].
2That is, P is the family of all asymmetric and negatively transitive binary relations on X.
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where:
QieQ fori=1,...,m

(that is, each @; is an asymmetric ordering of A); and similarly for Q € P™, or
Q € L™. We will refer to elements of Q™, P, and L™ as profiles, or preference
profiles. Notice that it follows from our work in Chapter 1 that:

LCPCQ,

and thus:
L’"L C T’"l C Q’"L.

We will seek a ‘good’ means by which an element of X, the set of alternatives,
can be selected, given the preferences of the m agents. Formally, we can describe
this search as a matter of finding a ‘voting rule’ with desirable properties, where we
define a ‘voting rule’ as follows.

14.1 Definition. Let X be a nonempty set and m be a positive integer, let Q be
the family of all asymmetric orders on X, and D be a nonempty subset of Q. We will
say that a function, f: D™ — X is a voting rule (with admissible preferences

D).

In our treatment we will generally suppose that m, the number of agents, is
greater than one, and that #X, the number of alternatives in X is at least three.
However, we will begin our analysis by considering the most familiar example of a
voting rule, namely majority voting,® and, strictly speaking, majority voting is only
applicable to the situation in which X, the set of alternatives, has two elements.
Consequently, let’s begin our considerations here by supposing that we are interested
in defining a voting rule for a group of m individuals over a set, X, with #X = 2,
and where we write X = {z,y}. We suppose that each of the m individuals has a
weak order, P;, on X,! and we will consider the formal definition of majority voting
in this case.

Since there are only 3 possible weak orders over a set of two elements, X = {z,y},
we can usefully characterize the three possibilities by one of the three numbers,
1,0, -1, as follows. Given P; € P, we replace P; by d(P;) = d;, where:

1 if z Py,
-1 ifyPux.

A preference profile can then be characterized as a finite sequence, d = (d;)",

drawn from D = {1,0,—1} (that is, a preference profile is an element of D def D™);

and, in this context, a voting rule can be characterized as a mapping from D to X.
However, we will shift our focus a bit here initially, to consider a social preference
function, which in this context can be defined as a mapping 6: D — D. Thus, the

3The treatment here, particularly in the first part of this section, owes a great deal to Kelly
[1988].

4Notice that any asymmetric order on a two element set is negatively transitive.



386 Chapter 14. Social Choice and Voting Rules

social preference function corresponding to simple majority rule, which we will call
the simple majority social preference, is the mapping, §°: D — D defined by:
1 if ZZ’;l di >0,
0°(d) =140 if >, di =0, (14.2)
-1 if 35" d; <0,.

While the simple majority rule is probably the one most frequently used in
practice, a variant is sometimes adopted; namely, absolute majority voting. Working
with the same representation of preference profiles as was just introduced, we define:

]M(x,y;d):#{ie{l,...,m}\dizl}, and

M(y,a;d) = #{i € {1,...,m} | di = —1}. (14.3)

The absolute majority social preference, 6°: D — D, is then defined by

1 if M(z,y;d) >m/2,
0%(d) =q -1 if M(y,x;d) > m/2, (14.4)

0 otherwise.

Simple majority rule and absolute majority rule share a common defect in many
social choice situations where the choice is over pairs: they may (in fact often will)
fail to pick a winner. Consequently, neither actually defines a voting rule, as we
have defined the term, unless D = L. In fact, the kind of situation to which they
are most applicable is that in which each of the m individuals is assumed to have
a linear order over the two alternatives, and in addition, where m, the number of
individuals, is odd. Given these assumptions, each of the two voting methods will
always pick a unique winner. Interestingly enough, however, simple and absolute
majority rule produce identical social preference relations in this case (the proof of
these statements I will leave as an exercise).

Fifty-odd years ago, K. O. May [1952] published an interesting and important
characterization of simple majority rule, and it may be useful for us to begin our
more formal analysis of voting rules and social preference functions by considering
May’s development. Retaining our characterization of preference profiles as elements
of D, May considered social preference functions, ¢, such that §: D — D. Obviously
both simple majority and absolute majority social preference functions are examples
of such functions. May Introduces three properties which it appears one would like
such a function to satisfy, the first of which, anonymity, is defined as follows.

14.2 Definition. We say that a function §: D — D satisfies anonymity iff when-
ever two profiiles in D, d and d’, are such that d’ is a permutation of d, we have
5(d) = §(d).

It is easily shown that both §° and 0% satisfy this condition; and that both satisfy
the condition of neutrality, defined as follows.

14.3 Definition. We say that a function, §: D — D satisfies neutrality iff when-
ever d,d’ € D are such that d' = —d, we have §(d') = —4(d).
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In order to state May’s third condition, we introduce a bit of notation which we
will frequently find useful. Given d € D and d} € D, we denote the profile d* € D
defined by:

" di for k #1,
dp=4, .
d; for k=1,

by (d;,d—;).” We then define the following.

14.4 Definition. The social preference function ¢: D — D satisfies positive re-
sponsiveness iff for all d € D, all i € M, and all d; € D, we have:

0(d) > 0& d, > di] = 6(d},d_;) = 1.

I will leave as an exercise the task of showing that, while 0° satisfies positive
responsiveness, 0% does not. In fact, May established the following.®

14.5 Theorem. (May) The only social preference function, 6: D — D, satisfying
anonymity, neutrality, and positive responsiveness is ¢°, simple majority rule.

Thus, simple majority rule fares very well as a social preference function when X,
the set of alternatives, contains only two elements. The next question is, however,
how do we extend this rule to cover the case in which #X, the number of disinct
alternatives in X is greater than or equal to three? We will take up this issue in the
next section.

14.3 Voting Rules

In this section we will be considering some voting rules which can be regarded as
extensions of simple or absolute majority voting to the situation in which the number
of alternatives, #X > 3.

14.6 Example. The Condorcet Winner. The first extension of simple majority
voting that we’ll consider is that analyzed by one of the first people to systematically
investigate this problem; the Marquis de Condorcet [1785]. We will say that z €
B C X is a Condorcet winner on B, given the profile P € P™ iff, for all
y € B\ {z} x wins, or at least ties in a simple majority vote against y. In other
words, x is a Condorcet winnner on B iff there is no alternative element in B which
is a clear simple majority winner over x.

It will simplify our discussion of this, and other extensions of majority voting to
introduce the following notation. Let’s return to the representation of preferences
which we used in discussing May’s theorem, and given a profile P € D™, and
z,y € X, define CV({z,y}), the majority voting choice from the pair {z,y},
by:

{z} if ZZZI d; >0,
C'({ryh) = {y) i X, d; <0, and (14.5)
{z,y} if Y%, di=0.

®For a proof, see May [1952], or Kelly [1988, pp. 12-13].
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An alternative, z € B C X is then a Condorcet winner on B iff, for every y € B\{z}:
zeC'({z,y}). o

While it seems to be perfectly natural and appropriate to pick a Condorcet
winner, as a way of extending simple majority voting from pairs to arbitrary finite
sets of alternatives, this definition does not yield a well-defined voting rule, as the
following example demonstrates.

14.7 Example. Suppose #X > 3, with z,y, and z three distinct elements of X, let
m = 2q+ 1, where ¢ > 1, and let Q be any preference profile for which the rankings
of the three distinct alternatives, x,y, and z, is as follows:

Agent 1 Group A Group B

x y z
Y z T

where we suppose that both Groups A and B have exactly ¢ members. You can
easily verify that in this case, we will have:

C"({z,y}) = {«}, C"({z, 2}) = {2}, and C*({y, 2}) = {v}.
Thus the set B = {x,y, 2z} does not contain a Condorcet winner. g

The above example shows that we cannot simply define a voting rule by taking
f(P) to be the Condorcet winner in X; the problem being that a set X may not
contain a Condorcet winner, if #X > 3.° One way of overcoming this difficulty,
while retaining the spirit of majority voting is to use a staging procedure, defined
as follows. Let > be an arbitrary strict linear order on X, which we will call the
agenda ordering. We begin by using > to label the alternatives in X according
to >; that is, we write X = {x1,...,2,}, where:

Ty =X > - 7 T Tjpl > 7 T

We then define a voting rule as follows. We first compare x; with 3. The simple
majority vote winner is then compared with x3, and so on. If there is a tie at any
stage, we take the element with the smaller index to use in our next pairwise vote,
or as the singleton element in f(P), if the voting has progressed to a choice between
z,, and the winner of the preceding stage..

It is fairly easily shown that this procedure does result in a well-defined voting
rule, for each @ € Q™. On the other hand, the staging procedure has some rather
severe defects. Consider the following example.

S Another problem, of course, is that even if a Condorcet winner does exist, it may not be unique.
Consequently, one also needs to have a tie-breaking rule to obtain a voting rule from this procedure.
However, this is probably a much less serious defect than the fact that there may not be a Condorcet
winner at all!
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14.8 Example. Suppose X = {z1, 22,3, x4}, that m = 3, and consider f(P) when
the three agents have the preference profile set out as follows.

Agent 1 Agent 2 Agent 3

Z1, T2 x3 x2
T4 Zq Z4
I3 xr1 x3

Z2 T

Here the staging procedure chooses x4. But z9 is the unique Condorcet winner on
B! g

To illustrate a second defect with the staging procedure, consider the following
example.
14.9 Example. Once again we suppose X = {z1, 22, x3,24}, and that m = 3; this
time considering f(P) when the three agents have the preference profile set out as

follows.
Agent 1 Agent 2 Agent 3

T2 Z3 z1
1 Z2 T4
Zq z1 z3
3 T4 Z2

Here the staging procedure yields C'(B) = {4}, as you can readily verify. However,
all three agents strictly prefer z1 to x4! g

The staging procedure is also very sensitive to the choice of the agenda (the strict
linear ordering, >, which determines the order of the pairwise votes). To see this,
if you return to Example 14.7, you can readily verify that if the agenda ordering
coincides with agent one’s ordering of the alternatives, then the staging procedure
will choose z. On the other hand, if the agenda ordering coincides with Group A’s
ordering of alternatives, then the staging procedure selects x; while if Group B’s
order constitutes the agenda, then y wins.

A much more complete discussion of the defects of the staging procedure, as well
as a development of several other attempts to consistently extend simple majority
voting to a voting rule on sets containing 3 or more elements is provided in Kelly
[1988], Chapters 2 and 5, 15-22 and pp 50 —6. Let’s now consider a different sort
of variant of majority voting; namely, plurality voting. Plurality voting defines a
voting rule on P as follows. For P € P™, F(P) consists of that element (or those
elements) which is (or which are) the most preferred choice in X for the largest
number of voters.” The following example should make the idea of plurality voting
clearer, as well as illustrating a very serious problem with the procedure.

14.10 Example. Let X = {z,y, z}, and suppose m = 15, with the agents’ orderings
over X as follows:

Group 1, 6 agents Group 2, 5 agents Group 3, 4 agents

T Y z
z z Y
Y T T

"Once again a tie-breaking procedure is needed to obtain a well-defined voting rule.
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In this case, plurality voting yields F'(P) = {z}, but = is a Condorcet loser in X!
That is, a majority prefers y to z, and a majority prefers z to z. In fact, a majority
of the agents consder z to be the worst of the three alternatives! Moreover, there
is a Condorcet winner in this case, namely z, which is not chosen by the plurality
rule.

14.11 Example. The Borda Count. You are undoubtedly already familiar with
the essential idea of the Borda count, because it is very often used in situations in
which one is trying to obtain some sort of aggregate ranking of some alternatives. If,
for example, we have four distinct alternatives, w,z,y, and z; each agent assigns a
weight of 4 to her or his first-choice alternative, 3 to the second, 2 to the third, and 1
to the last-place alternative. The weight assigned to each alternative is then added
over individuals to obtain social weights, with the alternative receiving the largest
total being the socially most-preferred alternative, the alternative with the second
largest total being society’s second-ranked alternative, and so on.® Thus suppose
we have seven individuals, whose ranking of the alternatives is as in the following
table.”

Agent 1 Agent 2 Agent 3 Agent 4 Agent 5 Agent 6 Agent 7

w T y w T y w
x y z T Y z z
y z w Y z w y
z w x z w z z

If we follow the formulas just set out, we get the social (aggregate) utility values
of the rankings as follows:

W(w) =18, W(z) = 19, W (y) = 20, and W (z) = 13;

so that the social ranking is:
Yr-T=-wz.

However, suppose z is eliminated from consideration,'® and the voting is over just
the first three alternatives, with the first-place alternative receiving an individual
weight 3, and individual’s second-place alternative receiving a weight of 2, and so
on. If you carry out the calculations, you will find that the social utility values are
now given by:

W(w) =15,W(z) = 14, and W (y) = 13.

81t should be noted that the Borda count is often developed by assigning weights in a manner
exactly opposite to that used here; that is, an agent’s first choice is assigned a weight of one, second
choice a weight of two, and so on. The social ordering is then given by: xzPy iff  has received
a lower total than has y. It should also be noted that the social preference relation over the set
of alternatives defined by the Borda count is not necessarily antisymmetric; it may be that two
alternatives are tied for the first-place ranking, and so on.

9This example was first developed and reported by Fishburn [1974].

0T here are a number of reasons why it might be eliminated. If the alternatives were political
candidates, it might be that z recognizes before a formal vote that he or she is likely to receive
the fewest votes. If the alternatives are public projects, z might be eliminated from consideration
because everyone prefers y to it, and so on.
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Thus the social ordering is:
w =T =Y

which is exactly the reverse of the original social ranking! g

Since it would seem desirable to choose a Condorcet winner, if one is available,
the following would seem to be a very reasonable axiom to require of a ‘good’ voting
rule.

14.12 Definition. A Condorcet-consistent voting rule is a voting rule which
always chooses a Condorcet winner, if one exits.

Example 14.10 shows that the plurality voting rule is not Condorcet-consistent;
and it can also be shown that the Borda count method fails this test as well. However,
both plurality voting and the Borda count are examples of positional voting,
the basic idea of which is to assign weights w, to each first place vote, w,_1 to
each second place vote, and so on down to w; for the last-place alternative; where
wi, ..., wy satisfy:1!

0<w <wy < -+ <wy and wy > wi,

with the choice over the set being the alternative with the highest point total when we
add these weights over individual agents. Thus, for a three-element set, X, plurality
voting uses a weight of 1 for first-place votes, and 0 for second or third-place votes.
The Borda count uses a weight of 3 for first-place votes, 2 for second-place votes,
and 1 for third-place votes.'?> Now, even though neither plurality voting nor the
Borda count defines a Condorcet-consistent voting rule, one might hope that some
other positional voting rule might be Condorcet-consistent. Unfortunately, we are
once again doomed to disappointment. Fishburn [1973, Chapter 17] has proved the
following proposition.'?

14.13 Proposition (Fishburn). There are profiles for which the Condorcet winner
is mever elected by any positional voting rule.

Proof. In order to prove this, we only need to present a profile satisfying the indi-
cated property. Consider the following profile, in which we have seven agents and
three alternatives, X = {z,y, z}:'

3 agents 2 agents 1 agent 1 agent

z T T y
x y z z
Y z y T

1 An apparently more general definition would not require that w; > 0. However, since there are
only a finite number of alternatives in X, we can assume nonnegativity without loss of generality.

20r equvalently, 2 for first-place votes, 1 for second-place votes, and 0 for third-place votes. See
Exercise 3, at the end of this chapter.

"3The treatment here follows Moulin [1988, pp. 231-2].

" This example was actually presented in Fishburn [1984].
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In this case, alternative z is the Condorcet winner. However, if the weights assigned
to the alternatives satisfy:
0<w <wy <ws,

the totals for z and z will satisfy:
W(z) = 3wz 4+ 3wz + w1 > W(z) = 3ws + 2ws + 2w;.

While this establishes our result for the case of strictly increasing weights, we
can exhibit a profile in which the same thing happens with non-decreasing weights;
although in this case we need 17 agents and 3 alternatives. The profile in question
is:

6 agents 3 agents 4 agents 4 agents

T z Yy Yy
Y T x z
z Y z

In this case, x is the Condorcet winner. However, if the weights satisfy:
0<w <ws <wsand wg > w; >0,
then we have:

W(y) — W(z) = 8wz + 6ws + 3w — (6ws + Twa + 4w1)

= 2ws —we —wy > wg —wy > 0.
O

While the result just proved shows that no positional voting rule is Condorcet-
consistent, there do exist voting rules which are. The two most well-known are
the ‘Copeland rule’ and the ‘Simpson rule.” These are defined in the exercises at
the end of this chapter, where you are asked to prove that the rules are indeed
Condorcet-consistent.

It turns out that even though the Borda count method has the kind of defect
illustrated in Example 14.11, Saari [1996] is able to make a very strong case for its
being superior to other positional voting methods. The reason that the Borda count
has some desirable properties which are generally not posessed by other positional
voting methods in that the Borda count method posesses an internal consistency
which the others generally (unless they are equivalent to the Borda count method)
lack. The internal consistency which Saari has in mind relates to the fact that the
Borda count (and other positional voting schemes as well) actually defines a social
preference relation, and/or a social choice function; concepts which we will take up
in the next section.

14.4 Arrow’s General Possibility Theorem

In the previous section we saw that the Borda count, in fact, any positional voting
rule, can be used to obtain a social preference ranking. Such a social preference
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ranking can, of course, be used to determine a social choice function, or correspon-
dence. In principle, such a rule could be extremely useful in a situation where a
society is to be faced with a succession of choices from a known alternative set. In
this section we will consider social preference functions and social choice functions,
beginning with social preference functions.

The concept of a social preference function was introduced into the economics
(and political science) literature by Kenneth Arrow [1951].1% The basic problem
introduced by Arrow was that of somehow arriving at a social ordering of alternatives
which took account, in a ‘reasonable fashion,” of individual preferences over those
states. Obviously this can be viewed as a problem of arriving at some sort of
ordering as a function of the individual agents’ orderings of the alternative set. In our
discussion, we will consider this to be the problem of defining a ‘reasonable’ social
preference function, or an Arrovian social preference function, defined as follows,
where we use the notation introduced in Section 2.

14.14 Definition. If D is a non-empty subset of Q™ we shall say that a function,
f: D — Qisasocial preference function. In the special case in which f: P — P
(that is, where D = P™ and f maps into P as well), we shall say that f is an
Arrovian social preference function.

It is easy to define examples of such functions; the difficulty, as we will see, is to
define such functions which also satisfy apparently ‘reasonable’ properties. In the
meantime, consider the following; the first two of which are the simplest possible
examples of social preference functions..

14.15 Examples.
1. Let P* € Q be fixed, and define f*: Q™ — Q by:

Q) =P* foreach Q = (Qy,...,Qm) € Q™;

in other words, f* is a constant function. Arrow [1951] called this type of social
preference function an imposed social preference function. In the extreme, this is
the case in which society is ruled by convention, or a ‘sacred code.’

2. Let j € {1,...,m}; and define f;: Q™ — Q by:

[i(@Q1,...,Qj,...,Qm) = Qj;

in other words, let f; be the 4% projection function. Notice that if we take the
domain of this function to be P™, rather than Q™ then this will be an Arrovian
social preference function, as we have just defined the term. However, this is the
undesirable (unless you are agent j) situation in which agent j is a dictator.

3. The Unanimity ordering: A social preference function. Given a pref-
erence profile, Q = (Q1,...,Qm) € Q™, define P = F(Q) on X by:

xPy < [zQy fori=1,...,m]. (14.6)

®One should also mention, however, the contribution of Duncan Black [1958], which was almost
contemporaneous with Arrow’s; and the work of Julian Blau (for example, [1972]), which helped to
clarify much of this area early on.
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4. The Pareto ordering: An (almost) Arrovian social preference func-
tion. We define a function f: P — Q in the following way: given a profile P € P™,
we define Q = f(P) by:

2Qy < [P fork=1,....m& (Iie{l,...,m}): aPy). (14.7)

Notice that this second variation is not quite an Arrovian social preference func-
tion, because, as you can easily verify, @ = f(P) is not generally negatively transi-
tive, although it is an asymmetric order.'6 5

Basically, Arrow’s General Possibility Theorem states that no Arrovian social
preference function can satisfy all of three very reasonable (and independent) con-
ditions, if #X > 3. In this section, we will state and discuss the three conditions,
then state, discuss, and prove a version of Arrow’s General Possibility Theorem. We
will then go on to discuss the formal idea of a social choice function. .

In our statements of the properties introduced by Arrow, we will suppose only
that f is a social preference function; so that f: D — Q, where D is simply taken
to be a non-empty subset of Q™.

Property 1. The (Weak) Pareto Principle (WPP). For each profile, Q €
D, and each z,y € X,Q = f(Q) extends the unanimity ordering; that is:

[2Qqy fori=1,...,m] = zQy.

Property 2. Independence of Irrelevant Alternatives [IIA]. For each

Q.Q €D, and any z,y € X, we have that if:
Qifwy) = Q;{z,y} fori=1,...,m,
then, writing Q@ = f(Q) and Q' = f(Q'), we must have:
Qpeyy = Qo
where, for a binary relation, G, and {z,y} C X, we denote the restriction of G to
{z,y} by ‘Gg,yy-’ In order to define our third property, we will need a definition.
14.16 Definition. If f: D — Q, we shall say that ¢ € {1,...,m} is a dictator for
fiff, for all Q € D, and for all z,y € X, we have, writing P = f(Q):
zQiy = zPy.
Property 3. Absence of a dictator. No individual, i € {1,...,m}, is a

dictator for f.

You should have no trouble in proving that our Example 14.15.1 satisfies Prop-
erties 2 and 3 of the above list; and that Example 14.15.2 satisfies Properties 1 and
2. As you have probably already noticed (but I will leave the proof as an exercise),
the Borda Count function (Example 14.11) satisfies Properties 1 and 3, but not 2.
These three examples collectively demonstrate that the three conditions are inde-
pendent of one another, and that none (in fact, no pair) of the three conditions is
self-contradictory. It is also an easy exercise to prove the following.

6Both of these properties were established in Section 5 of Chapter 5.
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14.17 Proposition. The Pareto ordering, Variation 1, as defined in Ezample
14.15.3, is a social preference function which satisfies all three of the above properties
(and with D = Q™).

The problem with the Pareto ordering, of course, is that for most alternatives, z
and y, we will have neither x Py, nor yPz; in other words, most of the alternatives
in X will be non-comparable. Because of this difficulty, investigators in the area
spent a great deal of time trying to find (in effect) an Arrovian social preference
function. Unfortunately, as we will demonstrate, if #X > 3, there is no Arrovian
social preference function which satisfies all of Properties 1-3. We will prove this by
establishing several supporting results, which, I believe, are of some interest in their
own right.

The basic strategy of our proof of Arrow’s Theorem is adapted from Blau [1972]
(see also Blau [1957], and Arrow [1963, 98-100]). In it we will often use the following
notation. Suppose E is a non-empty subset of agents, that is suppose:

EC{l,...,m} and E #0. (14.8)
and denote the complement of E by ‘E¢, that is:
E°={1,...,m}\ E. (14.9)

If z,y € X, for example, and Q € Q™, we will write:

E E°
Ty (14.10)
y

as shorthand for the statements:
(Vi € E): 2Q;y and (Vj € E°): yQjz.

Secondly, if we have a social preference function f: D — Q, where L™ C D and
Q € D, we will always denote f(Q) by ‘P’ (even though, remember, we are dealing
with social preference functions, and not Arrovian social preference functions, in our
first several results). Given a social preference function, f: D — Q, and a non-empty
subset of agents, F, we define the relation Dg on X by:

zDpy <= (3Q € D): Q satisfies (14.10) and zPy. (14.11)

(In the special case in which E¢ = (), we will say that (14.10) holds if the left-hand
column is true for E. Notice that in this case, xDpgy iff there exists @ € D such
that z is Pareto superior to y, given Q. Notice also that, since F is non-empty, and,
for each Q € D and each i € E, Q; is irreflexive, it follows that Dg is irreflexive. In
both of the next two results, we will suppose that we are given a social preference
function, f, satisfying Property 2 (ITA). Notice that, in this case, if we have xPy
for one @ € D satisfying (14.10), then we will have P’y for P’ = f(Q') and Q' any
profile from D which satisfies (14.10). We can formalize this a bit for later reference,
as follows. We begin with a definition.
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14.18 Definition. Let f be a social preference function, E be a non-empty subset
of agents, and x and y be a pair of distinct alternatives in X. If, for each Q € D
satisfying (14.10), above, we have x Py, where P = f(Q), then we shall say that E
is decisive for {z,y} (given f).

The fact which we have just noted can then be stated as follows. The proof is
immediate.

14.19 Proposition. Suppose f: D — Q satisfies IIA, let E be a non-empty subset
of agents, and z and y be a pair of distinct alternatives in X. Then xDgy if, and
only if, E is decisive for {z,y}.

‘We can now make use of this result, and these last definitions, to obtain a sharper
characterization of social preference functions, as follows. (From here on, however,
we will suppose that D takes the form D = D™, for some D satisfying L C D C P.)

14.20 Theorem. Suppose f: D™ — Q satisfies WPP and IIA, where D contains L,
that #X > 3, and let E be a non-empty subset of agents. Then either E is decisive
for all pairs of distinct x,y € X, or E is decisive for no such pair.

In order to prove this result, we first prove the following lemma.

14.21 Lemma. Suppose f: D™ — Q satisfies WPP and IIA, where D contains
L, and that #X > 3, let F be a non-empty subset of agents, and let a,b,c and
d be elements of X. Then if aDgb, and ¢ # a [respectively, d # b], then aDgc
[respectively, dDgb].

Proof. Suppose first that ¢ # a. If b = ¢, then it follows at once that aDgc. On
the other hand, if b # ¢, and using the assumption that L™ C D, consider a profile
Q € D for which we have:

E E°
a b
b ¢
¢ a.

Then, writing P = f(Q), we have, applying aDgb and WPP in turn:
aPb and bPc.
Therefore, since P is transitive, it follows that:
aPc;

and, since we have aQ;c for all i € E, and cQ;a for all j € E€, it then follows that
aDgec.

Suppose now that d # b. If a = d, it follows trivially that dDgb. Otherwise,
consider a profile Q" € D in which

Ec°
b

-2 aly
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and define P’ = f(Q'). Applying WPP and the assumption that aDgb in turn, we
have:
dP'a and aP'b.

Therefore, since P’ is transitive, dP’b; and it then follows that dDgb.

Proof of Theorem 14.20. Suppose E is decisive for some pair of elements, a,b €
X. Then we must have aDgb. Suppose now that x,y € X are such that x # y. We
wish to prove that xDgy, but to do so we consider several cases.

1. Suppose b # . Then from the lemma (14.21), we see that Dgb. But then,
since z # y, it also follows from the lemma (letting x take the place of a and y the
place of ¢) that xDgy.

2. Suppose b = x. Since we must here have aDgz, and y # z, it then follows
from the lemma that yDgax.

3. Suppose a = z. Then, since y # z, it follows from the lemma that xDgy.

4. Suppose a # x Then by the lemma, we must have aDgx, and then, since
x # y, we have, by making use of the respective statement of the lemma, we have
yDE.’L"

We have now shown that if E is decisive for one pair of distinct alternatives,
then for any x,y € X such that z # y we must have either zDgy or yDgx. It then
follows from ITA that E is decisive for the pair {z,y}. Therefore we see that if F is
decisive for some pair of distinct alternatives, it is decisive for any pair of distinct
alternatives in X.

14.22 Definition. Let f: D — Q be a social preference function. We shall say
that f is neutral (with respect to alternatives) if, given any non-empty subset
of agents, F, and any z,y € X, we have that if F is decisive for {z,y}, then it is
decisive for any pair of distinct points from X.

It is certainly not clear that this neutrality condition is a desirable property for
a social preference function to satisfy; there may be some ‘local’ issues which are
part of the overall choice set. X. but which should be decided by a subset of the
agents who would not be decisive for other choices.!” For example, a decision as to
whether or not to build a city park should presumably be determined only by the
preferences of those living in the area, and be independent of agents’ preferences
who live well outside the area. However, we have shown in Theorem 14.20 that if f
satisfies the hypotheses set out there, then f is neutral with respect to alternatives.
We can state this formally as follows (the result follows immediately from Theorem
14.20).

14.23 Corollary. If #X > 3, if f: D™ — Q is a social preference function satisfy-
ing WPP and IIA, and if £ C D, then f is neutral.

Now, define the set M by:

M=A{1,...,m};

7On this issue, see Sen [1970] and Sen [1986, pp. 1155-6].
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that is, we will think of the set M as being the set of all agents; and suppose that
a social preference function, f, and alternative set, X, satisfy the hypotheses of
Theorem 14.20. By that result we have that each non-empty set of agents, F, is
either decisive for all distinct pairs of alternatives,  and y, or it is decisive for no
such pair. [It is also worth noting, incidentally, that M is necessarily decisive for
all distinct pairs, by the Weak Pareto Principle.] Consequently, we can partition
the collection of all subsets of M into two subcollections: the set W (for ‘winners’),
consisting of all subsets of M which are decisive for all distinct pairs, and the set N
(for ‘non-winners’) consisting of all subsets of M which are decisive for no distinct
pair of alternatives. We can then establish the following result.

14.24 Proposition. Suppose that #X > 3, that f: D™ — P is a social preference
function satisfying ITA and WPP, and that L C D. Then if N is defined as above,
the union of any finite collection of pairwise disjoint sets from N is again an element

of N.

Proof. We will prove this for the case of two sets, E, F € N; the general case
follows by an easy induction argument. Denote {1,...,m}\(EUF) by ‘H,” let x and
y be distinct alternatives from X; and suppose, by way of obtaining a contradiction,
that EUF is decisive for {z,y}. Accordingly, let (using the assumption that #X > 3)
z be an alternative from X which is distinct from both x and y, and let @ € D be
such that:

E F H

vy (14.12)
y x oz

z oy .

Then, letting P = f(Q), it follows from our assumption that £ U F' is decisive
for {z,y}, that
xPy. (14.13)
However, since z is distinct from both z and y, it follows from (14.13) and the
negative transitivity of P that either

xPz, (14.14)

or

zPy. (14.15)

But neither (14.14) nor (14.15) can hold! For example, if (14.14) holds, then
notice that it follows from (14.12) that:

xDpgz;

and it then follows from Proposition 14.20 that E is decisive for {z, z}, contradicting
the assumption that F € N. Similarly, if (14.15) holds, it would follow that F' is
decisive for {z, y}; contradicting the assumption that F' € N. Since either possibility
((14.14) or (14.15)] involves us in a contradiction, it follows that (14.13) cannot hold,
given (14.12); and thus that E U F cannot be decisive for {z,y}. 0

In our final two results, we will suppose that D satisfies the following property.
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14.25 Definition. We shall say that a set D C Q™ satisfies the Arrow condition
iff:
1. LC D, and
2. given any Q € D, and any {z,y} C X, there exists Q' € D and z € X such
that:
Qayy = Quyy 2Q'z, and 2Q'y.

While the condition just stated is admittedly a bit strange-looking, notice that
the family of all linear orders on X satisfies the Arrow Condition. That is, if we
set D = L, then D satisfies the Arrow Condition. At rather another extreme, if we
set D =P, or if D = Q, then the Arrow Condition is satisfied. To give an example
of a case in which the condition is not satisfied, suppose X = {z,y,z}, where all
three points are distinct; and that D contains all 6 linear orderings of X, together
with the relation in which all three elements are indifferent to one another. Then
D does not satisfy the Arrow Condition, since it does not satisfy condition 2 of the
definition.

14.26 Proposition. Suppose that #X > 3, that f: D™ — Q is a social preference
function satisfying ITA and WPP, and that D satisfies the Arrow condition. Then
if E€W; z,y € X, and Q € D are such that:

(Vi€ E): 2Q;y, (14.16)
then, defining P = f(Q), we have zPy.

Proof. Let Q € D be a profile satisfying (14.16). By the fact that D satisfies the
Arrow condition, there exists @ € D and z € X such that:

Qifay) = Qg{z,y} fori=1,...,m; (14.17)
while (using part 1 of the Arrow condition):
(Vi € E): 2Q}z and 2Q}y,
and (using part 2 of the Arrow condition):
(Vj € E°): zQx and 2Q’y.

We can indicate this in our shorthand notation as:

x z
z
y {z,y}

Then writing P’ = f(Q'), and using the fact that E € W, and WPP in turn,we see
that:
2P’z and zP'y.

Therefore, since P’ is transitive:
xP'y. (14.18)
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Letting P = f(Q), and using the fact that f satisfies IIA, it then follows from
(14.17) that Py as well. [

Notice the distinction involved in the conclusion of Proposition 14.26. If E € W,
and z and y are two distinct alternatives from X, then E is decisive for {z,y};
meaning that whenever every agent in E prefers x to y, and every agent in E¢
prefers y to z, then Py in terms of the social preference, P. In Proposition 14.26,
however, we have extended this idea to show that it must be true that whenever all
the agents in E prefer x to y, then society will prefer x to y whatever the preferences
of the agents in £°. This is only ‘common sense,” but in saying this what we mean
is that it seems ‘right,” in a normative sense, that if society should prefer z to y
whenever the agents in E feel this way and the agents in E¢ have the opposite
preferences, then social preferences should also be this way when the agents in F
have the same ranking for z vis-a-vis y, but the agents in E¢ are not necessarily
so unalterably opposed. Thus, this is a ‘reasonable’ property to require of a social
preference function; but, since we have not directly assumed that f will satisfy it,
we had to prove that the other conditions we required f to satisfy do imply this
property.

We can now prove the following, which is a slight generalization of Arrow’s classic
‘General Possibility Theorem.’

14.27 Theorem. (Arrow) If #X > 3, and D satisfies the Arrow condition, then
any social preference function f: D™ — P which satisfies ITA and WPP must be
dictatorial.

Proof. Suppose, by way of obtaining a contradiction, that f satisfies IIA, WPP,
and, in addition, that no individual is a dictator for f. Then, using the notation of
Propositions 14.24 and 14.26, we see from Proposition 14.26 and the definition of N
that:

ieN, fori=1,...,m;

and by Proposition 14.24 it then follows that

Ul it =M={1... ,mpeN.

But this is impossible, since by WPP we must have M € W. ¢

We then obtain as an immediate corollary, the following result; which is the
original statement of the ‘General Possibility Theorem.’

14.28 Theorem. Arrow’s ‘General Possibility Theorem.’ If #X > 3, then
any social preference function f: P™ — P which satisfies IIA and WPP must be
dictatorial.

Social preference functions and social choice functions are often lumped together
into one category, but in principle there are significant differences between the two.
We can illustrate the differences and similarities between the two ideas by making
use of much of the notation and some of the definitions developed in Chapter 3.
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Let B be a family of non-empty subsets of X (to be held fixed in this discussion),
and let ‘€’ denote the family of all choice correspondences, C on (X, B). That is,
C is the family of all correspondences C': B — X satisfying, for all B € B:

C(B)#0 and C(B)C B. (14.19)

14.29 Definitions. If D is a non-empty subset of Q™ we shall say that a function
g: D — C is a social choice rule. Given such a function, and a profile @ € D, we
will refer to the correspondence, C' = g(Q) as the social choice correspondence
determined by (g, Q).

While the above definition is a bit ambiguous on this score, it would appear
that there would be no good reason for trying to develop a theory of social choice
functions for any context other than that in which B consists of all non-empty subsets
of X. Of course, we can weaken this stipulation by requiring only that B consist of
all subsets of X containing two or more distinct elements of X; however different
two social choice correspondences may be on non-singleton sets, their values must
coincide on all singleton sets.

From our work in Chapter 3, we know that if f: D — @ is a social preference
function, then it will always determine a social choice rule in the following way.

14.30 Definition. Let D be a non-empty subset of Q™, and f: D — Q be a social
preference function. We define the social choice rule corresponding to f, Cf on B
by:

Cl(B:Q)={zr € B|(¥y € X):yQu =y ¢ B},

where Q = f(Q).

On the other hand, we also know from our work in Chapter 3 that there must
be social choice rules which determine social choice correspondences which cannot
be derived from any social preference function. However, one would like the social
choice correspondence to display some consistency.'® For example, it would certainly
appear to be reasonable to require that, if an alternative, x, is chosen when a second
alternative, y, is also available, then whenever we have y € C(B) and = € B as
well, then we should also have € C'(B). But, in terms of the concepts introduced
in Chapter 3, what we are saying here is that the social choice correspondence,
C, should satisfy Richter’s V-Axiom. Furthermore, it then follows at once from
Theorem 3.11 that if C satisfies this condition, then it can be derived from a social
preference function. In fact, a very complete theory of social choice rules can be
built up by straightforward applications of the results from Chapter 3. For example,
if g: P™ — C is derived from an Arrovian social preference function, then, for each
P € P™, C(-) must satisfy Richter’s Congruence Axiom. One can make use of the
results of Chapter 3 to derive a a number of additional results involving social choice
rules, but I will leave this as a ‘project for the interested reader.’

!8In this connection, see Plott [1973].
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14.5 Appendix. A More Sophisticated Borda Count

In order to more generally define the Borda count relation, we begin by recalling the
following notation. For @; € Q, we define Q;: X — X by:

Qi(z) ={y € X |yQ;z} forze X.

We then define the function u;: X — R4 by:

ui(z) = N — #Qi(z) forz e X. (14.20)
where N is the total number of distinct elements in X; that is:

N = #X.

Next, we define the function n: X — R by:

n() = #{y € X | uily) = (@)}, (14.21)
and we then define 4;: X — R4 by:

_ o n(z) —1
i(w) = ui(w) — — 9 (14.22)

In effect, the functions %; are individual utility functions quasi-representing (I
will explain this term shortly) the asymmetric orders ();. We use these individual
‘utility functions’ to define a social welfare function, W: X — R, by:

m

W(x)=3  uix). (14.23)
Finally, we define >p= B(Q) by:
=gy = W(x)>W(). (14.24)

Interestingly enough, we have actually defined a social preference function here
whose domain is Q™ and whose range is P; that is,

B: Q" — P.

Of greater interest for the matter at hand, however, is the fact that the restriction
of B to P™ is an Arrovian social preference function. Unfortunately, as we will
see shortly, it does not satisfy all of the remaining conditions considered by Arrow.
Moreover this function is particularly sensitive to certain kinds of strategies which
might be employed by the individual agents, as we saw in Section 6.

It is worth noting a couple of things about the development which we used here.
First of all, notice that the function u; defined in the above material is a well-defined
function for any Q; € Q; whether or not Q; satisfies negative transitivity. In fact, it
is easy to show that u; satisfies the following condition: for any z,y € X:

2Qiy = ui(z) > ui(y). (14.25)
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This is what I meant earlier by the comment that the function u; ‘quasi-represents
Q;." In fact, if Q; is negatively transitive, then it can be shown that u; actually
represents Q;. Of course, if Q; does not satisfy negative transitivity, then u; cannot
represent Q;; and thus it cannot satisfy

ui(z) > ui(y) = xQuy, (14.26)

as well as (14.25) [why is this?]

It is also worthwhile to take a moment to consider why it is that one might wish
to take the extra step to go from the nice simply-defined functions w; to use the
more complicated functions in defining the social welfare function W(-), and thus
the social preference relation, >p. The reason amounts to this: each individual’s
preferences are used to determine a set of weights, W(xz), to be assigned to the
elements x € X. In effect, individual ¢ gets to vote for the desirability of alternative
z, and can add the amount 4;(z) to the social evaluation of z. The extra step (using
4; in place of u;) ensures that each agent gets to cast the same total number of votes.
We can show this, for the case in which each Q; satisfies negative transitivity (and
thus is a weak order), as follows. Let:

wi(z) = ul,n(z) =p > 1,

and consider the utility assigned to the next best alternative which is not indifferent
to 2.1 If y is such an alternative, then clearly the p alternatives tied with x in the
ranking are preferred to y, but not to x, while every other alternative preferred to
x is also preferred to y. Thus:

wy)=uw' =N—-[p+#{ze X |2Qu}] =[N -#{ze X |2Qu} —p=ul —p.
(14.27)
If the alternatives tied with x in agent ¢’s ranking were ordered linearly, then one of
these alternatives would have the utility (under the u; function) of u* + 1, the next
u* 4+ 2, and so on up to u* + p. Remembering the formula for the sum of the first
n positive integers,?® we see that the total utility weights assigned to the elements
tied with x (that is, in the equivalence class for z, [z]) is given by:

WAl U+ 24wt p=put 4 pp+1)/2. (14.28)

By using the function @; defined in (14.22), above, we give each of these elements the
weight uf — (p—1)/2; and thus the total of the weights assigned to these elements is

+ -1 2 —
plu —% :puT—y. (14.29)

Substituting from (14.27) into (14.29), we see that this sum is:

2 2
p°—p p°—p plp+1
5 =P +p) = —pur 22D 3 )

pul —

Technically, the utility assigned the next equivalence class down from [z].
20Which is equal to n(n + 1)/2.
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which agrees with (14.28). Thus what the use of the function accomplishes, is to
give everyone the same total weights to be allocated over the alternatives.?!

Exercises.

1. Suppose #X = 2, that the number of agents, m is odd (m = 2¢+ 1, for some
integer ¢ > 1) and that D = L™. Show that in this case the simple majority voting
and absolute majority voting rules produce identical results.

2. Suppose #X = 2, and that the domain over which we define a voting rule, D,
is equal to P™. Show that the simple majority voting rule satisfies May’s positive
responsiveness condition, but that the absolute majority voting rule does not.

3. Prove that the following Borda count methods are equivalent, where #X = n,
and we have m > 2 agents, each of whom has a preference relation on X which is a
linear order.

a. Each agent assigns a weight n to her/his most preferred alternative, n — 1 to
her/his second-place alternative, and so on.

b. Each agent assigns a weight of n — 1 to her/his most preferred alternative,
n — 2 to her/his second-pland alternative, and so on.

4. Suppose X = {w,z,y, z}, that m = 3, and consider the set B = X when the
three agents have the preference profiles set out as follows.

Agent 1 Agent 2 Agent 3

w T T
z Y )
Y z w
z w z

(a) Is there a Condorcet winner in this case? If there is, what is it? (b) What is the
plurality winner? (c) Find the Borda count ranking of the four alternatives.

5. Show that if #X = 2, and m is an odd number greater than or equal to
3, then there exists an Arrovian social preference function satisfying ITA and WPP
which is non-dictatorial.

6. Suppose Y is a non-empty subset of X, and that @ is an asymmetric order
(respectively a weak order) on Y. Show that there exists an asymmetric order on
X (respectively, a weak order on X), Q*, such that @ is the restriction of Q* to Y.
[Hint: See Exercise 7, at the end of Chapter 1.]

7. In this exercise, we return to the notation utilized in our discussion of May’s

2! Technically, what we have shown (or what you can show with very little additional work), is
that the @; function assigns the same total weights as if the alternatives were ordered linearly.
Consequently, it follows that the total is the same for any weak order.
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theorem; that is, for {z,y} C X, we define d;(z,y) by:

1 if Py,
di(z,y) =40 if 2Ly, and
—1 if y; Px;

and we consider the domain P™, that is the set of all profiles of weak orders on X.
Given a preference profile, P, and for a given z € X, we define, for each y €
X\, f(y;z) by:

0 otherwise.

fly;z) = {1 if 357 di(w,y) >0,

We then define the Copeland score, C(z), of an alternative z € X by:
Clay= Y [fly)
yeX\{z}

The Copeland winner is then the alternative which has the highest Copeland score
(although a tie-breaking procedure is needed here). Show that this voting method
is Condorcet-consistent, and satisfies May’s anonymity and neutrality conditions.

8. Given the context of the previous exercise, and for a given preference profile,
P, we define, for each 2 € X, and y € X \ z, the number N(z,y) by:

N(z,y) = #{i | =Gy},
where Gj is the negation of P;. We then define the social utility of z, U(z), by:

U(z) = min N(z,y).
) yeX\{z} (
The alternative chosen is then one which has the highest ‘social utility’ (once again,
however, we must have a tie-breaking procedure).
Show that this voting method (the Simpson Rule) is Condorcet-consistent, and
satisfies May’s anonymity and neutrality conditions.??

9. Returning to the context of Exercise 7, suppose we define a voting rule in the
following way: for a given profile, P € P™, define, for each z € X:

D(x)= Y > di(xy);
yeX\{y} i=1

and let F(P) be the alternative having the highest value for D(z) (with an appro-
priate tie-breaking rule). Is this voting rule Condorcet-consisten?

10. Show that the Borda count does not satisfy ITA. Notice that an appropriate
example to show this must involve a fixed choice set.

22Both the Copeland and the Simpson rules satisfy a ‘Pareto optimality’ rule as well. For an
excellent, and much more thorough discussion, see Moulin [1988, pp. 233-40].



Chapter 15

Some Tools of Applied Welfare
Analysis

15.1 Introduction

In this chapter, we will examine a number of tools which are, or can be used in
applied welfare economics. We will begin by continuing our consideration of so-
cial preference functions with an investigation of the so-called ‘Bergson-Samuelson
Social Welfare Function.” This function was introduced into the English-language
economics literature by Abram Bergson [1938], while Samuelson [1947] emphasized
its importance and illustrated new usages for such a function. Interestingly enough,
Pareto had introduced the idea earlier, although he did not analyze and develop the
idea as extensively as did Bergson (who developed the idea independently in any
case); consequently, we will give credit to all three economists. We define a ‘Pareto-
Bergson-Samuelson (PBS) Social Welfare Function’ as a real-valued function whose
domain is the space of allocations in an economy and which can be written as a
composition, W = F owu, where u is a vector of individual utility functions, with u;
defined over individual ¢’s commodity bundle (i = 1,...,m), and F' is an increasing
real-valued function on R™ (which we will call the aggregator function); that is, a
function whose domain is utility space.

Perhaps no tool of theoretical normative economics has been used as much or
criticized as severely as has the ‘Pareto-Bergson-Samuelson Social Welfare Func-
tion.” On the one hand, such functions are commonly-used in applied normative
analysis, and are frequently used in theoretical policy analyses as well. On the other
hand, we have been trained to think of preferences as being only (at most) ordinally
measurable, whereas the concept seems to require that individual utilities be not
only ‘cardinally measurable,” but ‘interpersonally comparable.” The obvious ques-
tion then arises, is there a way out of this dilemma? We will explore this issue in
Sections 2—4.

In Section 5 we continue our exploration of tools of applied welfare analysis by
examining the ‘compensation principle:’ the principal tool of what was once known
as ‘The New Welfare Economics.” In Section 6, we extend the ideas of Sections 2-4
to define indirect social preferences and indirect social welfare functions. We then
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make use of these notions to examine some ideas about the measurement of ‘real
national income’ in Section 7. We then continue our exploration of the applications
of indirect social preferences and welfare functions by considering consumers’ surplus
in Section 8.

15.2 The Framework

In the remainder of this chapter, we will, as usual, suppose that there are m con-
sumers and n commodities in the economy. We will also assume throughout (except
where otherwise explictly stated) that each consumer has a (weak) preference re-
lation G;, which will always be assumed to be a continuous, strictly convex, and
increasing weak order; and, as usual we will use ‘/;” and ‘P;’ to denote the sym-
metric and asymmetric parts of G;, respectively. More formally, we will always be
assuming that each G is an element of a family, §¢, defined as follows.

15.1 Definitions. We denote by ‘G’ the family of all weak orders on R’} which are
also:

a. continuous,

b. increasing,! and

c. strictly convex.?
We then let ‘G denote the collection of all m-tuples of elements of §¢; that is:

95 — (96)7ﬂ7
and we will refer to m-tuples, G = (Gi,...,Gy,) € G as preference profiles.

While we will always assume that each consumer’s preference relation is an ele-
ment of §¢, we will often assume that each relation is homothetic as well.

15.2 Definition. We denote by ‘G"’ the subset of §¢ consisting of all elements of G¢
which are also homothetic; that is, " is the family of all weak orders on R? which
are continuous, increasing, strictly convex, and homothetic. We use ‘G" to denote
the collection of all m-tuples of elements of gh,

Since each consumer’s consumption set is equal to R}, an allocation (z;) will be
a finite sequence (of m terms), with:

z; €R} fori=1,...,m.

Thus we could consider allocations to be elements of R"™. However, to avoid possible
confusion, we will denote the allocation space by ‘X;” that is:

X ={{zi) |z €RY, fori=1,...,m}.

"That is, if , 2’ € R} are such that > ', then zPx’.
2That is: if ,z* € R} are such that zG;z* and  # x*, and if 0 < § < 1, then:

[0z + (1 - 0)x"| P

Strict convexity will not really be needed in the vast majority of our work in this chapter, but
making use of it greatly simplifies many of our definitions and proofs.
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In this chapter, we will use the generic notation ‘G’ to denote the weak Pareto
ordering of allocations; that is, if G = (G1,...,Gp,) is an element of §¢, we define
G on X by:

())G{z) = =Gz}, fori=1,...,m.

Where needed, we will use the generic notation ‘P’ to denote the asymmetric part
of G (the strict Pareto ordering).

15.3 Measurement Functions

In this chapter, we will look at utility functions in a bit different way than is usual.
Let U be defined by:

U={f]f:RL =Ry}
We then define the following:

15.3 Definition. We will say that a function p: §¢ — U is a utility measurement
function (for §°) iff for each G € §¢, f = u(G) satisfies:

(Vo,z' € RY): f(z) > f(2!) = =Gz’ (15.1)

While the above definition may seem a bit strange to you, the next example may
help to clear things up a bit. In fact, the method of utility measurement, or class of
utility measurement functions of which we will make use, is based upon the classic
representation theorem of Herman Wold (Theorem 4.21, of chapter 4), and is set
out in the following example.

15.4 Example. We will define a function ¢: §¢ x R}, — U: given G € §¢, and
" € R} +,3 we define u = (G, x*) as follows. For € R, there exists a unique
value of 6 satisfying:

zI6z”, (15.2)

where I is the indifference relation for G, and we let u(x) = 6. In other words,
u(x) = (G, z*)(x) is that unique real number satisfying:

z I [u(z)x"], (15.3)

In terms of this notation, we showed in chapter 4 (Theorem 4.21) that © = ¢(G, x*)
is a continuous function satisfying (15.1), above; that is, it represents G on R’}.
Thus, for a fixed £* € R}, the function u(-) = ¢(-;x*) is a utility measurement
function for §¢. o

It is important to notice that, given an element, =* € R’} , (a unit of measure),
the function u(-) = ¢(-,«*) is a utility measurement function for G¢; that is, for
each G € §¢, u = (@) is a continuous utility function which represents G. In fact,

*Where ‘R, denotes the set of strictly positive elements of R"; that is:

n,={xecR" x>0}
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this is the only type of utility measurement function which we will consider in this
chapter. When we say that p: §¢ — WU is a measurement function for G¢, we will
mean that p is defined as in Example 15.4; that is, there evists x* € R, such
that pu(-) = (-, x*), and even though this is the only type of measurement function
we’ll consider, we will often refer to such a function as a Wold measurement
function. Continuing with this idea, if we speak of u* and u' as being two different
measurement functions for §, we will mean that, while both are Wold measurement
functions, there exist *, z € R, such that x* # a2t and for each G € G:

1 (G) = 9(G,x") & pl(G) = (G, x),

where ¢ is defined in Example 15.4. That is, u* and uf will be obtained by the same
process, but may use different ‘units of measure’ (x* versus 2! in this example).

The utility measurement function just defined has especially interesting prop-
erties in the homothetic case. Recall that in chapter 4, we proved the following
(Theorem 4.36).

15.5 Proposition. Ifz* € R, then, given any G € Gh, the function u* = (P, z*)
defined in Example 15.4 [satisfies (15.1), above, and] is concave, continuous, increas-
ing, and positively homogeneous of degree one.

Our next result shows that, effectively, we lose no generality in confining our
attention to measurement functions of the Wold type when dealing with homothetic
preference relations.

15.6 Proposition. Let G € §", and let u: R} — Ry be any function representing
G which is positively homogeneous of degree one. Then there exists * € R such
that v = ¢(G; x*), where p: §° x R | — U is defined as in Example 15.4.

Proof. Since G is increasing and u(-) is positively homogeneous of degree one,
there exists ¢* € R, such that u(z*) = 1, and we let v* = ¢(G;x*); where ¢(-)
is from Example 15.4. We then note that, for an arbitrary = € R’}, we have, since
xl[u*(x)x*] and u(-) represents G:

u(z) = ufu*(z)x*].
However, since u(-) is positively homogeneous of degree one, we then have:
u(x) = v (@)u(e”) = v’ (),
and our result follows.

Our last result of this section re-states a fact which we had already established
in chapter 4. Given its importance in our endeavors of this chapter, it has seemed
worthwhile to reprise both its statement and proof.

15.7 Proposition. If G € §", and u: R} — Ry and u*: R} — Ry are any two
functions representing G which are also positively homogeneous of degree one, then
there exists a € Ry such that for all x € R, we have u(x) = au*(x).
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Proof. Let u and u* satisfy the stated hypotheses. Making use of Proposition
15.6, we let * € R}, be such that u* = ¢(G;x*), and define a = u(z*). As in
the proof of Proposition 15.6, we note that for arbitrary @ € R’!, we must have
I [u*(z)z*]; and thus, since u is positively homogeneous of degree one and repre-
sents GG, we then conclude that:

u(z) = ufu*(x)x"] = v (x)u(x®) = au™(x). 0

15.4 Social Preference Functions

As in Chapter 14, we will refer to a function which maps preference profiles into
asymmetric orders on the allocation space as a social preference function. However,
this time we will always take the domain of such a function to be a subset of G°.
Formally, by a social preference function we will mean a function w: § — Q,
where G C G°, and ‘Q’ denotes the family of asymmetric orders on the allocation
space X = R™". Moreover, in this chapter, our principal concern will be with a
special case of such functions, defined as follows.

15.8 Definition. We will say that a social preference function, w: G¢ — Q, is a
Pareto-Bergson-Samuelson (PBS) Social Preference Function iff there exists
pu: §¢ — U and an increasing function F': R* — R such that for all G € G°, if we
define Q = w(G) and u; = p(G;) for i = 1,...,m; we have:

(@), (@) € X): (@)Q(a;) = Flu((@))] > Flu((@)],
where we define:

u((.'m)) = (u1(@1),. .-, Um(xy)) and u((wf)) = (ur(x}), ..., um(xy,)).

In dealing with PBS Social Preference Functions, we will refer to the function
as the measurement function, F, as the aggregator function, and the compos-
ite function, W = Fowu as a Pareto-Bergson-Samuelson (PBS) Social Welfare
Function. Since each such social preference function has the property that it can
be represented by the composition of a measurement function, i, and an aggregator
function, F', we shall speak of such a social preference function as being deter-
mined by a pair (i, F'), where y is a measurement function, and F' is an aggregator
function.? Notice that if w is a PBS social preference function, then, for any prefer-
ence profile, G, in the domain of w, the allocation ordering, @ = w(G), extends the
Pareto ordering, G, determined by G.

15.9 Examples. Consider the aggregator function F': R* — R, defined by:

Flu)=%"" u. (15.4)

40f course, such a function can generally be determined by many such (effectively equivalent)
pairs.
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The function F' defines a Bergson-Samuelson Social Welfare Function when paired
with any Wold measurement function;® as does the aggregator function F* defined
by:
m
Fr(uw) =[] _, ()™, (15.5)

where a; € Ry, for i =1,...,m, and >1" a; = 1. We shall refer to the first of
these two examples as the utilitarian aggregator function, and any function of
the type in equation (15.5) as a Cobb-Douglas-Eisenberg (CDE) aggregator
function.® A final example of interest is the Rawlsian aggregator function,
defined by:

F(u) = min{ui,...,un}. 0 (15.6)

In connection with the examples just presented, it should be noted that, using the
method of Example 15.4, one obtains a significantly different measurement function
for each different value of * € R’} , . This in turn means that, for a given aggregator
function, F', one may obtain very different social preference functions if one combines
one measurement function, p*, defined from a*, than one does from yf, say, defined
from a second unit of measure, ' € R" ,; as is demonstrated by the following
example.

15.10 Example. Consider the two-commodity, two-consumer economy in which
the preferences of the consumers can be represented by the Cobb-Douglas utility
functions:

ui(xy) = Al(xn)z ~x12 and wug(xa) = Aswor - (I22)27 (15.7)

respectively, and where A; > 0 is a positive constant, for ¢ = 1,2. We begin by
considering the measurement function i = ¢(-, &), where:

z=(1,1).
For an arbitrary « € R%_, @1 (1) can be found by solving the equation:

Ar(z11)? - w12 = Ar(n (1) - 1)2 - (i (1) - 1) = Asiia (w1)]%;

so that:
iy (1) = (211) " (212) /2. (15.8)
Similarly, with this measurement function, consumer 2’s utility function is given by:
fia (@) = (w21) "% (w22) %% (15.9)

If we now define the allocations  and & by:

z = ((27,1),(8,8)) and Z = ((8,8), (1,27)),

Of course, one could equally well pair this aggregator function with a measurement function
which is not of the Wold type, but we will not be considering such a possibility in this chapter.

SThe two-person and symmetric version of this function was introduced by John Nash in his
analysis of the bargaining problem (1950). For this reason, Moulin refers to the symmetric version
of this function (all a; = 1/m) as the ‘Nash CUF’ (See Moulin [1988]). As to the inclusion of
Eisenberg’s name in my labeling of the function, see Eisenberg [1961].
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and make use of the utility functions defined in (15.8) and (15.9), the corresponding
vectors of utilities are given by:

a(x) = (9,8) and w(z) = (8,9),

respectively. Thus, if a decision-maker has the PBS social preference function defined
by the pair (F, 1), where the aggregator function, F, is the utilitarian aggregator
given by:
m
Flu)=Y__ ui (15.10)
said decision-maker will be indifferent between the two allocations. This same social

indifference will occur if the decision-maker has the PBS social preference function
defined by the pair (F®, i), with F? being the Rawlsian function:

F(u) = minu;,. (15.11)
1

The situation changes, however, if we take our unit of measure to be the bundle
x* given by:
z" = (647 1)7

while continuing to use the measurement function [p(-, P)] defined in Example 15.4.
In this case we can obtain uj (1), for an arbitrary bundle x; € Ri, by solving the
equation:
(1) (@12)'/* = [ui(@1) - 64" - [wi(1) 1] = 160 (@1);
so that:”
wi(@r) = (1/16)(z11)3 (212)/? = (1/16) a0y (z1). (15.12)

Similarly, we find u3(x2) by solving:
(22)% + (w22)2* = (u(2) - 64) % - (up() - 1) = du(an).

Therefore, ub(x2) = (1/4)u2(x2). Our vectors of utilities at the two allocations now
become:
u*(xz) = (9/16,2) and u*(z) = (1/2,9/4);

so that our utilitarian now prefers  to x, while our Rawlsian decision-maker now
prefers x to .
On the other hand, suppose we take our unit of measure equal to &, where:

z = (1,64),

while continuing to use the measurement function defined in Example 15.4. Here
the same basic reasoning as before establishes that u; = ¢(P;, Z) is given by:

(@) = (1/4)ai(z1) and (@) = (1/16)d2(s).. (15.13)

"We knew from Proposition 15.7 that the new function was going to be a scalar multiple of the
old one.
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Thus our vectors of utilities at the allocations of interest become:
u(xz) =(9/4,1/2) and u(z) = (2,9/16),

respectively. Thus our utilitarian decision-maker now prefers & to &, while our
Rawlsian now prefers & to @; reversing their previous preferences.

In connection with the preceding example it is worth noting, first of all, how
and why the utilitarian ordering can be manipulated as per the above example. In
the example, consumer one basically likes commodity one better than commodity
two; while consumer two has the opposite preferences. Suppose, then, that you are
consumer two and that, while you are bound by sacred oath, or in some other fash-
ion, to tell the truth in response to questions about your individual preferences, but
you know that the aggregator function to be used is the utilitarian aggregator func-
tion, and you are to be allowed to choose the unit of measure for the measurement
function. You can then gain by choosing a unit of measure with the proportions
of the two commodities more to consumer one’s liking than to your own. It will
then tend to take a larger multiple of the unit of measure to yield a commodity
bundle indifferent to an arbitrary bundle in your case than it will for consumer one.
Consequently, your utility numbers will tend to be higher than consumer one’s, and
the utilitarian aggregator will tend to favor you. Of course, if you know that the
aggregator to be used is the Rawlsian one, then you want to choose a bundle as the
unit of measure which has proportions which you like. Your utility numbers will
then tend to be smaller than consumer one’s, and the Rawlsian aggregator will then
tend to favor you. In fact, I suspect that any of us who have siblings have implicitly
tried to apply these principles in bargaining with parents; sometimes trying ‘I should
get that rather than his getting it, because it is my favorite and he likes other things
better’ (thus exploring the possibility that the family social welfare aggregator is
utilitarian), at other times the alternative, ‘I should get that rather than his getting
it, because he has (or has had) lots of such things compared to my paltry few’ (the
Rawlsian approach).

Now, while Example 15.10 and the above discussion emphasize the dependence
of the social ordering upon the unit of measure used, in the utilitarian and the
Rawlsian cases, this is not to say that a decision-maker might not have and use a
social ordering of one of these types. The salient point is that the social ordering in
these cases is determined jointly by the aggregator and the unit of measurement used
in the utility-measurement process; and both are critical in defining the resulting
social preference ordering. Interestingly, however, it follows from Propositions 15.6
and 15.7 that if we confine our attention to G", then a PBS function of the CDE
form induces a social preference ordering which is independent of the measurement
Sfunction, p, with which it is paired. The proof of this fact is quite simple, and will
be left as an exercise. A more difficult question to answer, however, is whether this
is the only PBS function which has this property. Unfortunately, however, it can be
shown that this is the only one.®

The example just considered demonstrates the fact that PBS social preference

8This can be proved by a slight modification of Moulin’s proof of his Theorem 2.3 [1988, p. 37]
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functions do not satisfy Arrow’s Independence of Irrelevant Alternatives condition.’
As we have already noted, however, any PBS function satisfies the Weak Pareto
Principle. The non-dictatorship condition is a bit tricky, for if we only require the
aggregator function to be increasing, then a PBS function may be dictatorial; after
all, the function F': R — R, defined by:

F(u) = uy,

is an increasing function on R’'. In order to avoid this possibility, we could require
the aggregator function to be strictly increasing, but this would eliminate the CDE
aggregator function defined in (15.5), above, which is not strictly increasing on the
boundary of R’’. A reasonable way to eliminate this difficulty would be to require
aggregator functions to be increasing, and to be strictly increasing on R, ; on the
other hand, this requirement would eliminate the Rawlsian aggregator function from
consideration. As it turns out, however, all of the formal theory of PBS functions
which we will be considering requires only that the aggregator function be increasing;
and consequently we make use of this condition in our definition of PBS social
preference functions, rather than the stronger condition that F is strictly increasing.
It is important to notice, however, that this means that some of what we are calling
PBS social preference functions may have some highly undesirable properties.
Before concluding this section, let’s consider the Independence of Irrelevant Al-
ternatives issue a bit further. Suppose that you are, in fact, a benign dictator/social
planner for an economy, and that you want to make economic decisions in a manner
which takes into account the preferences of the individual agents comprising the
economy. How can you then determine whether one allocation should be chosen
over another (that is, is better, in terms of your social preference) without knowing
the full preference relation of every consumer in the economy? It was the profound
insight of Bergson (1938) that, whatever the form of your social preferences in other
respects, if you believe that one allocation is better that a second whenever every
consumer in the economy considers it to be so [that is, if your social preference rela-
tion extends the (unanimity) Pareto order), then whatever allocation you consider
best will necessarily be Pareto efficient, and if two allocations are such that every
consumer is better off in one than in the other, then you (in fact, anyone ordering
allocations by a PBS social preference function) would prefer the former allocation
to the latter. As we all know, however, being able to compare allocations only when
one Pareto dominates another is extremely limiting, and indeed when appeal is made
to a PBS social welfare function in economic policy analyses, the motivation for its
use is usually precisely in order to be able to compare allocations on a broader basis
than is possible using only Pareto dominance. But, as a practical matter, wouldn’t
such extended comparisons require that you know each consumer’s full preference
relation? or, more stringently still, that you develop a utility function to represent
each consumer’s preferences? On the face of it, it may appear that a PBS social wel-
fare function does require the development/estimation of a utility function for each

9While the CDE aggregator induces a social preference relation which is independent of which
Wold measurement function with which it is paired, given that preferences are in G", other mea-
surement functions (in particular, if they could yield non homogeneous utility functions) may yield
a different social preference relation when paired with such an aggregator.
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consumer in order to allow comparisons to be made on anything other than Pareto
dominance; and it was to avoid such astronomical informational requirements that
Arrow introduced the requirement that a social preference function should satisfy
independence of irrelevant alternatives. However, while PBS social welfare functions
do not satisfy ITA, they also do not require full knowledge of each consumer’s utility
function in order to compare two allocations. In fact, suppose the social preference
function is determined by the pair (u, F'), where u = (-, *), and that it is desired
to compare the allocations (z}) and (z?). In order to determine which of these
allocations is to be preferred, it is only necessary to determine u(z?), for t = 1,2,
and this can be done by comparisons of the @! with x*. This is a vastly weaker
informational/estimation requirement than determining the form of each wu;(-)! Of
course, the process of finding the value of ; [ = u(z')] is a great deal more complex
an operation than I am making it sound, but it is at least theoretically possible.

15.5 The Compensation Principle

The Compensation Principle has a long history in economics, having been proposed
in slightly different form independently by Hicks [1939] and Kaldor [1939]. The basic
idea was that if we were to contemplate adopting a policy which would result in a
change from situation A to a second situation, B, the change could be viewed as
desirable if those who gained from the change from A to B could compensate those
who lost by the change, and still be better off. While this statement may appear at
first glance to be rather unambiguous, it was soon pointed out that this was not the
case. In the first place, if we were regarding the compensation as being monetary,
then a large change would likely change prices, so that monetary compensation which
at first seemed adequate might fail to be so after the price changes. Consequently, it
was soon decided that the compensation should be in real terms, at least in theory;
although to analyze this idea, we will need to add a little notation to that set out
in Section 2, as follows.

Suppose the allocation which initially prevails in the economy is <:c11>7 and that
the adoption of a policy measure under consideration would result in the new con-
sumption allocation, (z2). Define:

2_2”‘ 2
Yy = i:lx’h

and, for y € R”}, define:

Aw) = {@)e®r | X" ==y}

Then the policy would be said to result in an improvement if there exists (mf} S
A(y?) such that (z3) P(z}); where ‘P’ denotes the strict Pareto ordering. The basic
motivation behind the introduction of this condition as a criterion for inprovement is
that, while economists cannot, as economists, recommend one consumption alloca-
tion over another (this being a ‘political question’), the satisfaction of the criterion

would mean that the government could, if it so desires, redistribute the gains from
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the change in such a way as to result in an allocation Pareto superior to the original
allocation.

Probably something already strikes you as being odd about such a criterion, and
in any event it was soon discovered that this criterion is intransitive; in fact it is not
acyclic. If you think about it carefully, one of the things you may notice is that if
(xF) and (x}) are two allocations such that:

i

m * m /

Zi:l Ti = Zi:l Ti»
then the two are equivalent, insofar as this criterion is concerned. From a formal
point of view, for a given aggregate commodity bundle, y € R" , every allocation in
A(y) is in the same equivalence class, insofar as the ordering of allocations which
is induced by this criterion is concerned. Another way of putting this is that the
criterion should be viewed as an ordering of aggregate bundles, not of allocations;
a point which was made in a similar fashion by Samuelson [1950], and emphasized
by Chipman and Moore [1971]. In fact, in the latter paper it was noted that the

criterion could easily be extended and formalized as follows. First let’s extend the
attainable allocations notion to sets, in the obvious way:

40— (i R 7 v )

(in general, we would interpret Y as being the aggregate production set). We then
define =, which we will refer to as the ‘Kaldor-Hicks-Samuelson (KHS) ordering’ on
the subsets of R} by:

Y 2V = (V) € AY"))(3(mi) € AYY)): (m:)G{x}),
where ‘G’ denotes the weak Pareto ordering:
(x)G{z) = x;Gix} fori=1,...,m.

Following the terminology of Chipman and Moore [1971], we will refer to subsets,
Y, of R as ‘situations.’

The idea here is that an economic policy change, other than one which is purely
re-distributive, will usually result in a different potential aggregate supply set. For
example, if a country adopts a free trade policy, as opposed to autarky, the set of
potentially available aggregate supply vectors will now consist of those reflecting the
net results of trading with other countries. The KHS ordering, in principle, would
then allow a comparison between the situation attainable before the change and the
possibilities attainable after the change. As it is formulated here, the KHS criterion
does in fact correct some of the problems connected with the earlier Kaldor-Hicks
formulations. For example, you can easily prove the following.

15.11 Proposition. Suppose G; is reflezive and transitive, for i =1,...,m. Then
the KHS ordering, =, will be reflexive and transitive, and its asymmetric part will

be (asymmetric and) transitive. Furthermore, for each Y1,Ys C R, we have:

YiCYa=Y =11,
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While the above proposition establishes the fact that the KHS ordering has
some nice properties, it is important to notice that it is not generally total. In fact,
strengthening the assumptions of the proposition to require that each G; be total,
as well as reflexive and transitive, does not correct this shortcoming. The following
is a simple example demonstrating the fact that this is the case.

15.12 Example. Suppose m = 2, and that the two consumers’ preference relations
can be represented by the utility functions:

ui(x1) = min{x11,212/2} and uz(@21/2, T22};
and let Y; = y,, for t = 1,2, where:
Y1 = (274) and Yz = (472)

In this case it is easy to show (see Exercise 2, at the end of this chapter) that we
have neither Y7 = Yo nor Y5 = Y1,

While the above example rules out the possibility of the KHS ordering’s always
being total, there remains the chance that one could compare situations on some
basis other than the rather trivially obvious set inclusion criterion mentioned in
Proposition 15.11. In fact, one can prove the following (see Chipman and Moore
[1971], Theorem 3, p. 9).

15.13 Theorem. Suppose there exists an increasing, continuous, concave and ho-
mogeneous of degree one function, g: RY — R which is such that the ith consumer’s
preferences can be represented by the utility function:

u; = g(x;) fori=1,...,m.
Then we have the following, for all Y1,Ys C RY} :
VizY: <= (Y eY2)(Fy €V1): g(¥) > g(y).

If we are willing to confine our attention to situations which are compact and
nonempty subsets of R}, then we can simplify the statement of the conclusion to:

Y1 =Y, <= max > max 10
1= Ya max 9(y) 2 yeyz.q(y)

Obviously, the assumptions of Theorem 15.13 allow a comparison of situations on a
much broader basis than mere set inclusion. The price of this expansion of compa-
rability is high, however; in the result we not only make quite strong assumptions
about individual preferences, we also require all m individuals to have the same
preferences!

In fact, however, the difficulty with Theorem 15.13 goes beyond the strong as-
sumptions regarding individual preferences; in order to make use of the criterion,
one needs to know the function g(-), which is tantamount to requiring that we know

®Notice that this means that, under the assumptions of the theorem, the relation 3= is total on
the family of compact and nonempty subsets of R’}
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the preference relation of each and every consumer in the economy! Obviously this is
a hopelessly impractical requirement. In general we are at most likely to be willing
to assume only that each preference relation, G;, satisfies some specific qualitative
properties; for example, that each G is a continuous weak order. This is equivalent
to requiring that the preference profile, G = (Gy,...,Gy,) be such that each Gj is
an element of some well-defined family of preference relations, §. Let’s formalize
this idea a bit as follows.

First of all, as in Section 2 of this chapter let ‘G’ denote the family of continuous,
increasing, and strictly convex weak orders on R’}, and let ‘G denote the m-fold
cartesian product of §¢; that is, let:

G = Hzl Gi,  where G; =G, fori=1,...,m;

For the remainder of this discussion, let’s denote the family of situations (that is,
the family of nonempty subsets of R’ ) which are weakly disposable by ‘Y;’ that
is, we let Y be the family of all nonempty subsets of R} satisfying the condition:

(Vy,y ER"): [yeY &0<y <y|=y €Y. (15.14)

The reason we will want to deal only with sets satisfying the weak disposability
condition stems from the fact that we can trivially extend the last part of the
conclusion of Proposition 15.11 to note that if each G; is non-decreasing (as we will
usually be assuming to be the case), and if ¥; and Y, are such that there exist
y; € R’ such that:

Y, = {yt} fort =1,2,

where y, > y;, then Ys = Y7. We will not include such singleton sets in Y (unless
y = 0), but we will include all sets of the form:

YVi={y eR} |y <y},

for y, € R%}. This enables us to incorporate the trivial extension of Proposition
15.11 just discussed within the statement:

(V1,2 €Y): Y2 DY, = Yy =171

or, more succinctly, by the statement: ‘the KHS order extends O on Y.” Now consider
the following definition.

15.14 Definition. If § C G¢, we define the extended KHS relation for G, =g,
on Y by:
YirgYs < (VG €9):Y: =Y. (15.15)

It is then very easy to show that for any § C G¢, =g will eztend DO on Y; that
is, given any G C G°, and for all Y7,Y2 € Y:

Y1 2Ys = Y] =g Yo. (15.16)

The question is, can we find an admissible preference space such that =g signifi-
cantly extends D7 Unfortunately, a result established in Chipman and Moore [1971,
Theorem 4, p. 13] dashes our hopes here.



420 Chapter 15. Some Tools of Applied Welfare Analysis

15.15 Theorem. Let §' C G° be the set of all preference profiles, G such that:

CGi=Gy=- =Gy,

and G; is homothetic and strictly increasing (in addition to being a continuous and
strictly convex weak order). Then for all Y1,Ys € Y, we have:

Yizgt Yo=Y DY,
where ‘Y1’ denotes the closure of Y7.

In particular, then, if we confine our attention to the subset of situations, Y¢, con-
sisting of only those elements of Y which are closed, then the relation Fgt coincides
with D on Y°.

While the above theorem doesn’t definitively rule out the possiblity of finding
a subset of Y for which =g significantly extends O, it certainly suggests that a
search for such a subset is extremely likely to be a fruitless endeavor. After all, we
know that the assumption that preferences are homothetic generally yields much
stronger aggregative conclusions than we can obtain without this hypothesis; and,
in addition, Theorem 15.13 establishes the fact that if each consumer’s preference
relation is the same homothetic, continuous, increasing, and strictly convex weak
order that characterizes every other consumer’s preferences, then the KHS relation
is a very significant extension of D. More to the point, however, the theorem states
that unless we are willing to rule out the case of identical homothetic preferences,
then the extended KHS relation will not significantly extend 2; for notice that if G
is a subset of G¢ which contains 9*, then for all Y1,Y5 € Y:

Y176 Ya = Y1 =gt Yo

On that note, let’s turn our attention to indirect social preferences.

15.6 Indirect Preferences: Individual and Social

In many economic contexts, both theoretical and applied, one can fruitfully make use
of the concept of an indirect social preference relation. In fact, in the next section
we will be considering measures of ‘real national income,” a topic which depends
crucially on such indirect preferences; and in Section 8 of this chapter we will be
making use of this idea in deriving some results concerning consumers’ surplus.
In our analysis here, and generally in making use of the idea of indirect social
preferences, we will be concentrating our attention upon the problem of comparing
situations which are competitive equilibria from the standpoint of the consumers in
the economy. We define this sort of equilibrium as follows.

15.16 Definition. Let G € G°. We will say that a tuple ((x]),p*) € X x R}, is
a consumers’ competitive equilibrium for G iff, for each i (i = 1,...,m), the
following condition holds:

(Vz; eRY): p* - xf > p* - x; = x]Gx;.
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Our development of the idea of social indirect prefererences is based upon the
concept of individual indirect prefernces, which we studied extensively in Section
4.7. For convenient reference, however, we will present a summary of this material
here.

Given any weak order, G; € §¢, G; induces an indirect preference relation,
G}, on:

def
Q=R xRy
by:
(p,w)Gi(p',w') <= hi(p,w)G;h;(p',w');

where ‘h;(+)’" denotes the it consumer’s demand function (the demand function
determined by) G;.!'! We say that a function v;:  — R is an indirect utility
function corresponding to G iff v; represents G on €. In the present context,
one most conveniently obtains an indirect utility function in the following way: if u;
is a utility function representing G;, and if h;(+) is the demand function determined
by G, then the composite function v;: Q2 — R, defined by:

vi(p, w) = w;[hi(p,w)] for (p,w) € Q,

is an indirect utility function representing G} on .
Recall also that, if G € ", then there exists an indirect utility function for G
which takes the particularly simple and useful form:

w;
vf (p,w;) = W7
where 77(-) is a cost-of-living function for G;; that is, For G; € G¢, the function
;' is defined as:

1
u;hi(p, 1)]
where v} is any positively homogeneous of degree one function representing G2

Now, given any preference profile G € §G° any social preference function w
defined on G¢ induces an indirect social preference relation, Q* on:

i (p) = for p e RY,,

def on m
Q =R}, xRY.

defined by:
(p//,wI/)Q*(pl’wl) — H(p”,’w”)QH(p,,’w,);

where @ = w(G) is the social preference relation determined by (w,G), and we
define H: Q@ — R''" by:

H(p,w) = (h1(p,w1),- .., hm(p, wm)).

We will then refer to @Q* as the indirect social preference relation induced by

w(G).

" The " consumer’s demand function for the jth commodity will then be denoted by ‘hi;(-).”
12See Section 4.9 for details.
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So, what is going on here is very much the same kind of procedure by which
we define indirect (individual) preferences from direct preferences. Two vectors of
prices and (m-tuples of) incomes determine allocations via the demand functions
of the individual consumers. The first (p, w)-pair is (indirectly) preferred to the
second if the first allocation is socially preferred to the second allocation.

In much the same way that we define an indirect utility function to represent (in-
dividual) indirect preferences, we can then define an indirect social welfare function.
In particular, if w is of the PBS form, we can define an indirect social welfare func-
tion to represent Q*, as follows. If w is determined by (u, F'), we define v:  — R

by:
v(p,w) = (ul [P1(p, w1)], - - -, um[hm (P, w"z)]) = (Ul(p, wi), -, Um (P, wm))v

where u; = p(G;) and v; = u; o hy, for i = 1,...,m. It is then easily seen that
F o v represents the indirect allocation ordering, @Q*; that is, for any G € G°, and
all (p, w), (p',w') €

(p,w)Q* (P, w') < Flv(p,w)] > Flv(p,w)].

We shall refer to the composite function, F' o v, as the indirect social welfare
function for w.!?

15.7 Measures of Real National Income

In this section we will investigate the problem of measuring real national income for
an economy; exploring the implications for this problem of the ideas we have been
presenting in this chapter.'*

If G € G¢, each element of © defines a unique (consumers’) competitive equilib-
rium, and conversely. In this section we exploit this fact in that, when we say that
(p,w) is an element of ©, we will always suppose that consumer i is choosing the
bundle:

x; = hi(p,w;) fori=1,...,m.
We will make use of the following notation: for (p,w) € Q [respectively, (p/,w’) € €,
ete.], we will use the notation ‘w’ and ‘W’ [respectively, ‘w’” and ‘w’,’ etc.] to denote
total and average income; that is:

w= 3w and w= (1/m) Y wi = (1/m),

We will assume throughout this section that we are concerned with mazimizing
a social preference function, w, of the PBS form; where w is determined by a pair
(1, F), and F is increasing, quasi-concave, and positively homogeneous of degree

3There are, of course, other functions which represent Q*, but this function is uniquely deter-
mined by the pair (p, F).

The relationship between improvements in ‘real national income,” as conventionally measured,
and the KHS criterion is examined extensively in Chipman and Moore [1973], [1976b]. The fact
that the results obtained in those studies were essentially negative provided the motivation for the
rather unconventional approach to be developed in this section.
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one. We will also begin with the assumption that the admissible preference space is
the set G* C G€ given by:

G ={GeG" |Gi=CGy=-=GCpn}; (15.17)

in other words, we will suppose that each preference profile consists of identical
homothetic preferences.

Now, given G € G, let 7(+) be the cost-of-living function for G; determined by
1. Then the indirect social welfare function for w, denote it by ‘V',” can be written:

w1 Wm, w w1 W,
V(p, w;G :F[— ]: F(— ) 15.18

( ) wp) ) ) \w w (15:15)
Thus, V factors into the product of a measure of ‘real national income,” w/v(p),
and a function of the distribution of income, f: A,, — Ry, where f is simply the
restriction of F' to A,,.

The vector, d € A, defined by:
d=(1/wpw = (22,5,

w w

can be thought of as the income distribution vector associated with w; and, since
we are supposing that the aggregator function, F, is positively homogeneous of
degree one, it is of great interest to see at what value of d € A, the aggregator
function is maximized. Define J as the set of all functions F': R" — R, which
are increasing, quasi-concave, and positively homogeneous of degree one; and then
define 6: F — Ay, by:

S(F)={d € A | (Va € Ap): F(d) > F(a)}. (15.19)

If F is strictly quasi-concave, then 6(F) will be single-valued, and, as we have done
in similar contexts, we can think of § as being a function. However, it will not be
necessary to do this in our present discussion.

Given that F is positively homogeneous of degree one it is easy to show that if
d € §(F), then, given any value of w € Ry, F' is maximized, subject to 1", w; = w,
at w = (wdy,...,wdy) = wd. We can therefore define a measure of the efficiency
of the income distribution, which we will denote by ‘E(w; F))’ by:

F(w)  Flwy,...,wn)

B F) = 5lod) = Flwdr, . wdy)’

Since any F' € J is quasi-concave and positively homogeneous of degree one, it is
easy to show that, for all w € R} \ {0}, we must have:

0< E(w;F) <1,
with:
Ew;F)=1 < (1/w)w € §(F).
From the standpoint of making use of F o v as a social preference function, it is
clear that one wants to keep E(w; F)) as close to one as possible; in fact, the larger

the value of F(w;F), the better. We formalize our definition of this index in the
following.
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15.17 Definition. Given F' € F, and d € §(F), we define E(w;F), for w €
R\ {0}, the distribution (efficiency) index, by:
F(w)  F(w/w,...,wy/w)

E(w; F) = Flod) Fd) (15.21)

Before proceeding further, let’s take a look at some examples.

15.18 Example. Suppose F' takes the CES form:

Py = (3 @ ) (15.22)

i=1

where:
m

di>0fori=1,...,m, » di=1, anda<1. (15.23)
i=1
It is an easy exercise to prove (see Exercise 3, at the end of this chapter) that F' is
maximized, subject to > ", w; = 1, when:
w=d;
that is, in this case, we can take §(F) = d = (d1,...,dy). The distribution index,
E(w; F) is then given by:

. Fw)  Flw/w,...jwn/w)  [S0 (d)'=" - (w)]
E(w,F):F(wd): 1 o _ oy (15.24)

i=1""

Of course, in this particular case, F(d) = 1 for a # 0. so that the index reduces

to:
m —a w; 1/a
B(w: F) = Flwfw,.... wm/w) = [ S (d)'=- (5]

w
On the other hand, when a = 0 (the CDE case), the index is given by:

[T (wi)™
Flw:F)===—"—. 15.25
) = T ) (1529
Now, in the special case in which (1/m)1 € §(F), we will say that F is egalitar-
ian;'® for in this case, for a given aggregate income, w, F will always be maximized
when individual incomes are all the same. Notice also that in this case, the distri-
bution index becomes:

E(w;F) = (15.26)

F(w,...,w)’
Consequently, in this egalitarian case, the inequality index generally used in the
literature as a measure of income inequality (see Exercise 5, at the end of this
chapter), J(w; F) is given by:

J(w;F)=1—- E(w; F). (15.27)

5Recall that we use ‘1’ to denote the vector each of whose coordinates equals 1.
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Under these assumptions, it is usual in this literature to argue that the lower the
value of this index (which corresponds to the higher the value of E(w;F)), the
better.'6

At first glance, it is difficult to think of a good reason why one shouldn’t favor
an egalitarian aggregator; after all, if you were to be one of the consumers, but were
not sure which number you would be labeled by (what value of ¢ would be yours),
it would be safer for you to argue in favor of an equally-weighted (egalitarian)
aggregator function than otherwise. In other words, if you were in favor of using an
aggregator function of the form indicated in (15.22), wouldn’t you want to set the
weights all equal; that is, let:

di=1/m fori=1,...,m?

Upon reflection, however, it isn’t so clear that this is reasonable. After all, would it
really be reasonable for someone who is able, but unwilling to work to have the same
income as someone who has a difficult and dangerous occupation? or, perhaps more
to the point, would anyone elect to pursue a difficult and dangerous (but necessary)
occupation if she or he could earn the same income without working at all? In fact,
a move toward a more equal income distribution in an economy may mean that the
labor market is not functioning effectively; with a corresponding decline in economic
efficiency. In any event, we will not confine our attention to egalitarian aggregator
functions in the discussion to follow; on the other hand, we will not rule out this
case either.

Despite the fact that the cost of living function conveniently cancels out in the
derivation of the distribution index under the assumptions being utilized here, there
are problems involved with the use of this index when prices have changed. To be
more precise, if one observes two price-income pairs, (p',w') and (p?, w?), social
welfare may have decreased in the move from situation 1 to situation 2 under the
present assumptions even if individual preferences are unchanged and:

E(w?; F) > E(w'; F).

On the other hand, we do have the following, fairly obvious, proposition; the proof
of which I will leave as an exercise.

15.19 Proposition. Suppose the social preference function, w, is determined by a
pair (u, F), where F is positively homogeneous of degree one, and that G € §*, V is
an indirect social welfare function for w, that v is a cost of living index for each G;,
and let (p', w'), (p?,w?) € Q be two (consumer) competitive equilibrium situations.
Then we have the following.

1. If: X )
w w
1Y) = AP (15.28)
and:
E(w?; F) > E(wY; F), (15.29)

6For more on the measurement of inequality of income, and the properties of the inequality
index, see Dutta [2002], Foster and Sen [1997], Moulin [1988, pp. 51-52], or Myles [1995, Chapter
3].
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then:
V(' w?) > Vphw). (15.30)

2. Conversely, if (15.30) holds, and w?/v(p?) < w'/~v(p'), then (15.29) holds
as well.

The above proposition shows that, under the assumptions of that result, the
comparison of values of the distribution index, F(w; F), in two different equilibria
has an unambiguous interpretation in terms of the defining social welfare function
in the case where prices are unchanged. That is, if prices are unchanged, and
E(w?; F) > E(w'; F), we can be sure that V (p?, w?; G) > V(p',w'; G) as well. In
order to begin to extend this analysis, consider the product y(p,w; F'), defined by:

w

y(p,w; F) = Y@ x E(w; F). (15.31)

It is easily seen from (15.18) that this product is an increasing transformation (in
fact, a positive scalar multiple) of the indirect social welfare function, V(p,w).
Consequently, a comparison of values of y(-; F') at different (consumer) competitive
equilibria has unambiguous welfare implications. Moreover, notice that the function
y(-; F) defined in (15.31) has an interesting and natural interpretation: we can think
of it as income distribution-adjusted real national income.

The above discussion, and Proposition 15.19 shows that, under the assumptions
of the proposition, the income distribution-adjusted real national income function
has an unambiguous meaning in terms of the underlying social welfare function.
However, suppose we take the admissible preference space to be all of G, rather
than just G*. In this case, we do not get the convenient factorization which we have
presented in (15.18); in fact the best we can do is something like:

Vip,w) = [;(%;)7“.7“:&)} :w.F(uu/x(P)’._”wm/:/Um(P)); (15.32)
or, perhaps:
_ v | L|w/n@) W /Ym (P)
Vi) = [v(p)} F{ W) wie) | (15.:33)
where ~(p) is any sort of average of the cost of living functions, for example:
Ap) = (1/m) " ) or v o) = [T, )] " (15.34)

However we express the equation, the basic problem remains; once we allow indi-
vidual preferences to differ, our distribution index, which is defined as a function of
nominal income, may have no dependable relationship with the value of the indirect
social preference function; even when comparing equilibria with unchanged prices.
Consider the following example:

15.20 Example. Consider an economy with two consumers, whose utility functions
are given by:

ul(ml) = Inil’l{,’L’H/Q, (Elg} and ’uQ(.’L‘Q) = Ini]fl{,’L'Ql7 ,’L'22/4};
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and suppose the social welfare function is given by:
W((@i)) = ([ (@] + [us(@2)] /), (15.35)

(we suppose that the given utility functions are the appropriate functions to be
paired with the aggregator function in order to define W). Now suppose the vector
of prices is given by p = (1,2), and consider the income figures w! = (144, 36) and
w? = (36, 144). Then (see Exercise 6, at the end of this chapter):

V(p,w') = 64 while V(p,w?) = 49.
However, the distribution index is given by:
E(w'; F) = 9/10 = E(w?; F).

It should also be noted that, since the aggregator function is egalitarian, the in-
equality index, J(w; F), is equal to 1/10 in both equilibria. ¢

This last example shows that even if the aggregator function is egalitarian, and
both prices and aggregate incomes are unchanged in two situations, a change in
the distribution of income (which leaves both the distribution index and inequality
index unchanged) may nonetheless result in a decline in welfare. However, there is
at least one case in which things work out much better. Consider the generic CDE
case with the aggregator function:

Fu) =TT w, (15.36)

where:

Zﬁlai=1and a; >0, fori=1,...,m. (15.37)
i=

In this case, the corresponding indirect social welfare function becomes:

v =10 ()" = g ) [T () o

so that:

w

i=1 Yi(P)™
is once again a scalar multiple of V(p, w). Consequently, if two consumers’ compet-
itive equilibria, (p!, w') and (p?, w?) are such that:

p' =p’

our decision-maker will prefer the equilibrium having the higher value of y(p, w; F).
Of course, it should also be noted that in this situation, that is, with p' = p?, we
will have:

m m

V(p* w?) 2 V(p' w') <= [[wd)* = JJ(wh™.
i=1 i=1
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However, it nonetheless seems worthwhile to consider the index number idea a bit
further.
Define v*(p) by:

m
v =[_ n", (15.40)

then we can write: w
y(p,w; F :?wa;F. 15.41
( ) @) (w; F) ( )

The ~* function could reasonably be estimated by taking a manageable sample
of consumers, and estimating cost of living functions for the sample. Of course
the function v* is determined by the parameters ay,...,a, as well; however, one
might hope that the function values might not be too sensitive to the values of the
parameters chosen, since v* is, essentially, a geometric mean. Indeed, in the special
case in which v1(p) = y2(p) = -+ = m(p), the function is independent of the
values of the parameters a;. Consequently, it might be possible to construct such an
aggregate index which would be meaningful whatever one’s feelings as to what were
the appropriate values of the a; parameters. However, this is probably not the place
for further speculation along these lines, and it is time we turned our attention to
consumers’ surplus.

15.8 Consumers’ Surplus

As we saw in Section 10 of Chapter 4, the analysis of consumer’s surplus for a single
consumer gets complicated very quickly if one attempts to do the analysis carefully.
Obviously even more complications arise when one is trying to develop a justifi-
able measure of (aggregate) consumers’ surplus, and in fact in most applied work it
appears that investigators implicitly assume the existence of a ‘representative con-
sumer.’'” However, it turns out that we can make some progress in the development
of such a measure without making such a restrictive assumption.

In our analysis we will make use of the general framework and assumptions which
we have been using throughout the rest of this chapter. We now define:

Q =R}, xRT,

and expand upon our definition of an acceptable (integral) measure of welfare change,
as presented in Section 10 of Chapter 4, as follows.!®

We will take as given a preference profile G € G° and a PBS social welfare
function, W, determined by a pair (u, F'), and we will denote the indirect social
preference relation determined by W, given G, by ‘Q*.” In the following, we will
let ©° be a nonempty open subset of €, and let P(2*) be the set of all polygonal
paths, w: [0,1] — QF, connecting points of Q*, and lying entirely within the set (see
Section 4.10 for a discussion of polygonal paths, as well as an explanation of the
idea of line integrals, which will be used in the following definition).

'"That is, the method used is typically only theoretically correct in the situation where consumers
as a whole behave as if they were maximizing a single utility function. See Section 3 of Chapter 5
for a discussion of this topic.

8n our treatment of integral measures of change in Q*, we are generally following the develop-
ment presented in Chipman and Moore [1994]; although in a somewhat simplified form.
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15.21 Definition. We will say that a function f: Q* — R7*™ furnishes an ac-
ceptable indicator of change in Q* on Q* iff:
1. for all w,w* € P(Q*) satisfying w(0) = w*(0) and w(1) = w*(1), we have:

1 1
/ Flo(®)] - dut) = / Flot (@) - do (1), (15.42)
JO 0

(independence of path) and:
2. for all (p°, w®), (p*,w') € Q* and for all w € P(Q*) satisfying:

w(0) = (p°, w°) and w(1) = (p', wl), (15.43)

we have:
1
/0 FLo®)] - du() 20 < (p',w")Q" (", w?). (15.44)

The basic rationale for the above definition is a straightforward extension of the
definition for the single-consumer case which was presented in Chapter 4. We have
simply allowed for m consumers, rather than just one, in the specification of the
range of the polygonal paths; and we have substituted an indirect social preference
relation for a single consumer’s indirect preference relation. I will refer you to Section
10 of Chapter 4 for a justification of the use of line integrals in this definition, as
well as for the independence of path requirement.

Very much as was the case in Chapter 4, standard results on line integrals tell
us that if f satisfies Condition 1 of the above definition, then there exists a twice-
differentiable potential function, V: ©@* — R such that, for all (p°, w?), (p',w') €
Q" and all w € P(Q¥) satisfying (15.43), we will have:

"1
/O Flw@®)] - dw(t) = V(p',w') - V(p°, w°); (15.45)

and, for all (p,w) € 2%, V and f will satisfy:

ov
— = fi(p,w) forj=1,....,n, 15.46
05 o) fi(pw) J (15.46)
ov

= foti(p,w) fori=1,...,m, 15.47
Sl = i) (15.47)

and, for example (remember that V' is twice-differentiable):

0f; _ Ofnyi

= forj=1,...,n;i=1,...,m. 15.48
ow; l(pw)  Opj J ( )

(pyw)

It then follows from (15.45), that if f furnishes an acceptable indicator of welfare
change in @Q* on QF, then the corresponding potential function, V, must be an
indirect social welfare function representing Q*. Now that we know this to be the
case, the following generalization of the ‘Antonelli-Allen-Roy’ equation (Theorem
4.28)1° shows us what form the function f must take.

'9A slightly more general result is established in Chipman and Moore [1990, Theorem 4, p. 484].
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15.22 Theorem. Let * be a nonempty open subset of €, let Q* be an indirect
social preference relation on S¥* which extends the weak Pareto ordering, and let
V: Q" — R be a differentiable function representing Q* on *. Then, given any
(P°, w®) € Q*, V and H satisfy:

aV m 10V
Op; o) Zi:l [Owi

Proof. From the definitions of individual demand and indirect preferences, it
follows that, for each i (i = 1,...,m);

Jhij(po,w?) forj=1,...,n. (15.49)

(p0,w®

(V(p,wi) € Q): p-hi(P°,w)) < wi = (p,w;)Gj(p", w), (15.50)

where G} is the it" consumer’s indirect preference relation. Therefore, since V
represents @* on Q*, and Q* extends the weak Pareto ordering, it follows that V' is
minimized at (p°, w?), subject to:

p~hi(p0,w?) <w; fori=1,...,m.

Consequently, it follows from the classical theory of constrained minimization that

there exist multipliers A\; € R, for i = 1,...,m, such that:
oV m 0 0y . . =
0717]' ) Z;:] Aihij(p°,w;) =0 forj=1,...,mn; (15.51)
and: oV
9w | w0 +XA=0 fori=1,...,m. (15.52)

We then obtain (15.49) by substituting (15.52) into (15.51). o

From the above result and our earlier discussion we can now see a great deal
about what form a function which furnishes an acceptable (integral) indicator of
change in Q* on * must take. We must have:

Fipw) = =37 fari(yw)hiy(p,wy), (15.53)

ov

filp,w) = 5— forj=n+1,...,n+m; (15.54)
8w¢

(pw)
where V' is the potential function associated with f.

Turning things around, suppose Q* is the indirect social preference relation
determined by a PBS social welfare function which is, in turn, determined by
the aggregator-measure function pair (u, F'). Suppose further that F' is twice-
differentiable, and that each utility function u; = p(G;) is twice-differentiable as
well. Then we know that the function f: £ — R™*™ defined by:

m OF v, ‘

1i(p,w) = _Zi=1 (c’9ui Ow; (Pw))hij(p:wi) forj=1,....,m (15.55)
OF Ov; .

n+i\DP, = fi :1,...7 . 15.56

fr+i(P, w) 9ty 0wl paw) m (15.56)
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furnishes an acceptable measure of change in Q* on Q*.

The problem with the formulas in (15.55) and (15.56), from an applied standpoint
is that there are some really thorny estimation problems that must be dealt with
in order to evaluate the integrals of interest. In the first place, each individual
consumer’s demand function must be estimated; a quite impractical chore in and of
itself; but in fact, if each such function is estimated, then, generally speaking, one
could then obtain each consumer’s indirect utility function. Given these functions,
and a knowledge of the appropriate aggregator function, the issue of whether a given
(p, w)-pair does or does not dominate a second such pair can be determined directly
and exactly without resort to any line integral!l Once again, however, things are a
bit better in some special cases; one of which we set out in the following example.

15.23 Example. Suppose the PBS social welfare function of interest is of the CDE
form, and that each u; is positively homogeneous of degree one (as well as twice-
differentiable). In this case, the indirect social preference function can be expressed

in the form: m w; \ai )
Vip,w) =], (%(p)) , (15.57)

where a € R is such that:
m 3 .
E ’_71(11-:1 and a; >0, fori=1,...,m; (15.58)

and ;(+) is the " consumer’s cost-of-living function. It will be convenient in this
development, however, to take the log of the function in (15.57), to obtain the
equivalent indirect social preference function given by:

v(p,w) = le a; [log w; — log A/i(p)]. (15.59)

In this case it follows from equations (15.55) and (15.56) that the function f: Q —
R™™ defined by:

filpw) = =37 (@ifw)his(p,ws) for j=1,....m; (15.60)
-
foti(p,w) = a;/w; fori=1,...,m; (15.61)

furnishes an acceptable (integral) measure of change in Q* on . We can actually
simplify this function a bit further. Recall that, since each consumer’s preferences
are homothetic, h;(-) can be expressed in the form:

h7(p7wl) :gl(p)u)‘l fori=1,...,m.

Consequently, we can simplify (15.60) to:

m m
fipow) == ai-gy(P)=-) hypa) fori=1... m  (15.62)

Now, in order to estimate f;(-), one would presumably need to estimate the
function:

h(p,w) = " hilp,w). (15.63)
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However, notice that, while to estimate this function one needs observations on
individual consumer incomes, one only needs observations on aggregate commodity
demands. Of course, in practice, one would need to aggregate consumers into income
classes, or occupation, or in some other meaningful fashion, as well as aggregating
over commodities in some standard fashion. It is worth noting, however, that if
one obtains an estimate of the function defined in (15.63), then one can define
a function f to furnish an acceptable indicator of change in Q*, for any indirect
social preference function of the CDE form. That is, any a € R satisfying (15.58)
determines a PBS social welfare function of the CDE form, and one can then define a
function which furnishes an acceptable indicator of change for the associated indirect
social preference by:
filp,w) = —hj(p,a) = — Zzl gij(P)a; forj=1,...,m, (15.64)
fori(p,w) =a;/w; fori=1,...,m. g (15.65)

Let’s now turn our attention to the development of a measure of consumers’
surplus which is of a different form; namely adding values of compensating variation.
Recall that in Section 10 of Chapter 4, we defined the compensating variation
criterion for welfare improvement for a single consumer by:

WE (', w}), (0 w))] = w} — wi(p*p',w)). (15.66)

This definition is then easily extended to obtain the aggregate compensating
variation obtained in moving from (p!,w!) to (p?,w?) as:

we(p', wh), (p*, w?)] = ZZ] [w? — pi(p?; p*, w})]. (15.67)

It is intuitively appealing to say that if a project or policy would result in a change
from a first price-wealth pair, (p!,w'), to a second, (p?, w?), and it is estimated
(accurately, we will assume) that W¢ [(pl, w'), (p?, wz)] is positive, then the change
should be made. However, it is doubtful whether anyone would advocate this as a
welfare criterion in and of itself; in fact, a quite persuasive critique of its use as a
welfare measure is contained in Blackorby and Donaldson [1990], and I will refer
you to their article for a detailed critique of the use of aggregate compensating
variation in applied welfare analysis. In the remainder of this section, we will turn
our attention to a closely related concept; aggregate ‘willingness to pay.” In our
discussion we will make use of some new concepts and notation, as follows.

It is reasonable to suppose that a consumer’s preferences depend upon not only
her or his privately-purchased consumption goods but also on publicly-provided
commodities (for example, parks, bridges, roads, and so on). Consequently, in the
remainder of this section, we will suppose the i consumer’s consumption set takes
the form C; = R} x Y;, where Y; is something which we will call the ith consumer’s
‘public goods space,” and we will use the generic notation ‘(x;, y;)’ to denote elements
of C;. We will study public goods in some detail in the next chapter, but for now we
will simply suppose that elements y; € Y; are things which contribute to consumer
i’s well-being, but which are not privately purchased. The vector of private goods
chosen by consumer i, given a price vector for private goods, p, and an income
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(or wealth), w;, may depend not only on these variables, but also upon the public
goods available to her or him. Consequently, we should in principle consider the
i*" consumer’s demand function h; to be defined on Q x Y;, and write ‘h; (p, wi, yi)
in place of ‘h;(p,w;)’ to denote values of i’s demand function. Allowing for this
complication in the analysis to follow will not complicate things for us at all, for we
will be making use of indirect preferences, which are now defined on Q x Y; for the
i*" consumer by:

(P wi y))Gi(p" wiy)) = (hi(p*,w?,y?),y?)Gi(hi(p" v}, y"), y}).

We will make use of the notational framework just introduced in the example
which follows. It is a fairly extended discussion of the notion of ‘aggregate willingness
to pay,” which is a concept closely related to aggregate compensating variation.

15.24 Example. Suppose a project or a policy change is being considered for
the economy, which we will characterize as involving a change from (p!,w',y')
to (p?,w?, y?); where:

yley, fori=1,...,mt=1,2.

The change may, in fact involve the building of some public project, and be such as
to cause no change (or a negligible change) in the prices of marketed commodities; in
which case we would suppose y? # y!, while p' = p? (although we might nonetheless
have w! # w?). As an opposite case, we could be dealing with a policy change which
would result in y! = y2, while changing some prices and income. As it turns out,
in our treatment we needn’t distinguish between such cases; the change might be a
public project or a policy change, or involve changes in both. However, we will refer
to the change being contemplated as being the construction of some public project.

We will suppose that, in order to assess the desireability of undertaking the
project, a survey is taken in which each consumer is questioned about her or his
willingness to pay for this project. We will denote by ‘c;’ the i*" consumer’s stated
willingness to pay for the project; which may be a negative number if the consumer
does not wish the project to be undertaken; and we will suppose that ¢;, is such that
if w? is the income consumer i expects to earn after the change, in the absence of
any tax assessed to pay for the project, that we have:

(0*,w} = i, y?) G (p', i, y)), (15.68)

for each i. In other words, we are supposing that consumer ¢ states an amount ¢;
which would leave her or him at least as well off after the change as before even if
she or he were to have the amount ¢; subtracted from her or his income after the
change. Before proceeding further, we should note that if we ignore the presence of
public goods, then the condition in (15.68) will hold if, and only if:

w} — ¢ = pi(p* P W} — &) > pi(p’ip' w');

so that:
o < W@ w!), ®*,w?)] fori=1,...,m. (15.69)
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Returning to the general case, suppose that we have a project for which:

S (15.70)

where C is the cost of carrying out the project; and let § > 0 be any number such
that: m
< i — C. .
0<d< Zizl ¢—C (15.71)

Imagine now that, as the project is completed, we first increase every consumer’s
income in the amount §/m, and then assess a ‘tax’, ¢;, on each consumer to pay for
the project (and the increase in incomes), where ¢; is defined as follows. We begin
by defining the set I; by:

L={ie{l,....m}| ¢ <0}
Thus I; is the set of consumers who perceive themselves as receiving no benefit, or
as being damaged by the project. We then define Iy = {1,...,m} \ I1:
A= — Z ¢; and v = Z Ci, (15.72)
i€l i€l

and a € Ry by:
a:C+6+A.

5
Finally, we define t = (t1,...,tn) by:

f = c for 2 € I, and (15.74)
a-c¢; foriels.

Now, the i** consumer’s net income after the change and after the adjustments
are made is given by:
@ = w? +6/m — t;. (15.75)

For i € I, it then follows at once from the definition of ¢; and (15.68) that:
(%, @i, y?) P (p', w) y;):

since for each such consumer we obviously have w; > wiz — ¢;. Furthermore, we note
that it follows from (15.71) that

Y=A=C=d=3" G-C=020,

and therefore we have:
0<a<l. (15.76)

Consequently, for i € I, we see that:
li=a-c; < ¢,

and thus:
W = w? +8/m—t; > w? — ¢
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and thus it follows readily from (15.68) that each individual i € I5 is also better off
than before the change. Finally, we have:

S =Yt Y ti= A+ Y ara=—Atay=-A+C+i+A=C+J

i€l i€ly i€l
Therefore, the tax bill covers both the cost of the project and the income subsidy. g

In the above example we have shown that if aggregate willingness to pay for a
project is greater than the cost of the project, then there may be a strongly Pareto
superior improvement if the project is undertaken, and if there is an appropriate
allocation of the cost and appropriate compensation is paid. However, it is obvious
that the fact that aggregate willingness to pay for a project exceeds its cost does not
guarantee that carrying it out will result in Pareto improvement in the absence of
such cost allocation and compensation. It should also be noted that if consumers are
aware of the plan to allocate costs and compensation after the adoption of the project
or policy, then they have a very strong incentive to misrepresent their ‘willingness-
to-pay’ amounts, ¢;. In fact, there is every incentive for consumers to claim that
they will suffer large damage if the policy is adopted; given the scheme we have set
out in the above example. We will return to a discussion of this issue in Chapter 18

Exercises.
1. Prove Proposition 15.11

2. Verify the assertion of Example 15.12
3. Verify the calculations in Example 15.18.

4. Show that if we confine our admissible preference profiles to §", then a PBS
social welfare function defined from an aggregator function of the CDE form induces
the same social preference relation on X regardless of the measurement function with
which it is paired.

5. Moulin [1988, pp. 51-2] defines, for a given w € R, the equally distributed
equivalent income, e(w; F), as that income, which given any p € R’} , solves the
equation:

[(3(w;F) e(w;F)} _ [ w1 W] (15.77)
vp) T A(p) () (p)
Show that, given the assumptions of Section 6, this yields:
L Fw)
e(w; F) = F) (15.78)
Moulin then defines the inequality index, J(w; F'), by:
Jw; F) =1 - L) (15.79)

Show that, if F' is egalitarian, then this agrees with the income distribution index
defined in Section 6.
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6. Verify the figures given in Example 15.20

7. Returning to the sort of situation contemplated in Example 15.24, show that
if we ignore the public goods aspect of that example, then it is true that if aggregate
compensating variation is greater than the cost of undertaking a policy change, there
is a way of allocating the cost of the change which guarantees that the net effect
will be strongly Pareto-improving. [Hint: consider equation (15.69).]



Chapter 16

Public Goods

16.1 Introduction

In this chapter we will examine a bit of the economic theory of public goods. We will
begin our study by conducting a brief analysis of a simple general equilibrium model
which can be used in the analysis of both public goods and externalities (and thus
will be used in Chapter 17, as well as the present chapter). In Section 3 we discuss
the basic definition of public goods, as well as the distinction between public and
private goods. Section 4 deals with the simple general equilibrium model which will
be the primary tool used in our analysis of public goods allocation. This model is
then used in Section 5 to present the basic theory of Lindahl and Ratio equilibrium.
In Section 6 we develop a much more general model of public goods production,
and show that in this context, the Lindahl equilibrium is both ‘non-wasteful’ and
‘unbiased;’ in other words, we show that Lindahl equilibria in this model are Pareto
efficient; and, with appropriate assumptions, given any Pareto efficient allocation,
there exist Lindahl prices such that the allocation is (theoretically) attainable as a
Lindahl equilibrium.

16.2 A Simple Model

In this section we consider an m-agent, (1+ n)-commodity economy, E. We will use
the generic notation, ‘(wj, y;),” where w; € R and y; € R” to denote the commodity
bundle available to the it agent, for i = 1,...,m. We will suppose that the i*
consumer’s ‘consumption’ set, Z;, takes the form:

Zi =W; XY,
where Y; is a nonempty subset of R", and W; takes the form:
W; ={w; € R | w; > w;},

for some (fixed) @; € R. We then suppose that the i** agent’s payoff, or utility
function, w;, is of the ‘quasi-linear’ form:

wi(wi, y;) = w; + vi(Y;);
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and we take as given a ‘cost function;’
c:Y - Ry

[in some applications we may take c(-) to be identically zero], where Y is a nonempty
subset of [T, ¥;. Finally, we suppose that the attainable set for E, A(E), takes
the form:

AEB) = {(wiy)) e Z | ) e Y & Y7 witely) <w}.

where: "
z= Hi:l Ziy

w > 0 is the total endowment of the ‘commodity,” w, and we assume that:

— m o~
> Zi:l ;.
We will use the generic notation:

y:(ylv“'vym)’

to denote elements of []", Y, we define:

m
W = ’,71‘/‘/1'7

and we use the generic notation:
w = ('lUl,...,Ulm),

to denote elements of W.

The model, and the variables therein, can be interpreted in many different ways,
and this is one of the strengths of the model. On the other hand, the absence of
a specific interpretation may also make it a bit more difficult to understand what
is going on in the discussion to follow. Consequently, I think it is helpful as we
begin our analysis to look at one specific interpretation and application for which
the model can be utilized. Let’s suppose that there are n public goods and one
private good in an economy, and in this application we can take:

Y; =R} fori=1,...,m.

In a pure public goods model, which we will consider here, each consumer consumes
the same amount of the public goods; and to express this in the present framework,
we will take Y to be the set defined by:

m
Y:{yenn‘ylzyQZ"':ym}'
i=1
The production possibilities for public goods are then summarized by the cost func-
tion, ¢(-), which can then be viewed as expressing the quanitity of the private good
which must be used as an input to produce the public goods vector y (which in this
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context can be viewed as an element of R ). Finally, in this particular interpretation,
we would probably want to take w; = 0, for each i.
Now, returning to the generic model, if we assume that Y is compact,! that

v;: Y; — R is continuous, for ¢ = 1,...,m and that ¢ is continuous as well, then
there exists y* € Y satisfying:2
m * * m
(VyeY): D uilyl) —cy’) =D vily) —cy). (16.1)

This fact provides the motivation for the following.

16.1 Proposition. If y* € Y satisfies (16.1), and if c(y*) < w, then for all
(w}) € W satisfying:

S = ey, (16.2)
i=
the allocation ((w},y})) is strongly Pareto efficient for E.

Proof. Obviously such an allocation is feasible for E. To complete our proof,
suppose, by way of obtaining a contradiction, that there exists ((w;,y;)) € A(E)
such that:

ui(wi, y;) > wi(wl,y;) fori=1,...,m, (16.3)

and, for some j € {1,...,m}:
Uj(wj,yj) > uj(w;,y;). (16.4)
Adding (16.3) and (16.4) over 4, we obtain:
m m * *
Zi:l ui(wi, y;) > Zi:l ui(wy, y7);

which, making use of the quasi-linear form of the utility functions and equation
(16.2), implies:

m m m " _ «
Zi:l vi(y;) + Zi:l w; > Zi:l vi(y;) + W — c(y”). (16.5)
However, since ((w;,y;)) is feasible for F, we have:
m
o — - >
w Zi:l Wi F(y) >0,

and thus from (16.5), we obtain:

m

IR SEEEED SRR

i=1 i=1

NgE

vi(y;) +w —c(y”),
i=1

so that: n .
Do vily) —ey) >y wily) — ey);

contrary to our assumption. g

We can also prove a partial converse of the above result, as follows.?

' As will be the case, for example, if each Y; is compact, and Y = I, vi.

2Under the present assumptions the tuple y* is not necessarily unique, but this makes no differ-
ence whatsoever in our analysis.

3Notice that we did not use any continuity assumptions in Proposition 16.1; nor did we need to
assume that Y was compact.
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16.2 Proposition. Suppose that Y is a non-empty convex subset of [\ Y, that
v; is concave and continuous, for i = 1,...,m, and that c(-) is convex. Then if
((w¥,y¥)) is a Pareto efficient allocation for E which satisfies:

wi >w; fori=1,...,m, (16.6)
it must be the case that ((w},yy)) also satisfies:
m * * -
Zi:l wi +c(y*) =w (16.7)

and:

(Vy) e Y): D" o) —ey) = Y. vilys) — ely)- (16.8)

Proof. Obviously (16.7) must hold, so that we need only to prove that (16.8)
is satisfied. Accordingly, suppose, by way of obtaining a contradiction, that there
exists (¥;) € Y satisfying:

Zil ) > Z vi(y;) — e(y’). (16.9)

Now, from (16.9), the concavity of the v; functions, and the convexity of ¢, we
see that for all § € ]0,1], we have:

Zvl [07; + (1 - 0)y}] — c[0g + (1 — 0)y*]

m

(sz 9:) = @) + (1= 0)( D uiwh) - ely)
i=1 -
> uilyp) — e(y).
i=1
Moreover, from the continuity of each v; and (16.6), we see that there exists T € ]0, 1]
small enough so that, defining:
yl =0y, + 1 —0Ny; fori=1,...,m,
we must have:
w; — W; — [ul(yl) vi(y})] >0 fori=1,...,m. (16.10)
Next, define g > 0 by:
9= (227 wwh—etyh) - (D27 v - ),
the (adjustments to w}) terms t; by:
ti = vi(y;) = vi(y}) + g/m

and the ‘wealth’ terms wj by:
wl = wi +t,



16.3. Public Goods 441

for i =1,...,m. It then follows from (16.10) that, for each i:

wZ — W =w] +t; —Ww; = w; + [Ui(y;‘) - vi(y}\) +g/m] — W;
> wi + [oi(y}) — vily)] — @i > 0;

while from the definitions, we have:

Sl ey =3 w3ty
m
= Zi= w; + Z 7)1 (y) Ui(y;() +g/m] + c(yh)
— m . _ ™t T
= jwi+t Zizl vily) =D vily) + 9+ elyh)
= Z_ w! + c(y”).
i=1
Thus we see that the allocation ((wlT , yj)) is feasible for E. However, we also have,
for each i:
vi(y!) + wl = viy]) + 0 + [viy]) — vily]) + 9/m]
=v;(y7) +w +g/m > vi(y]) + w;.
and thus we have obtained a contradiction to the assumption that ((w},y])) is
Pareto efficient for E. g

16.3 Public Goods

The basic distinction between public, private, semi-private, and so on, goods hinges
around two issues: is the good rivalrous? Is the good excludable? A good
is non-rivalrous if its consumption by one consumer does not prevent another’s
consumption. For example, scenery, or the enjoyment thereof, is a non-rivalrous
good. Another example is national defense. A good is non-excludable if property
rights or convention do not allow the owner of the good to exclude individuals from
consuming it. For example, TV broadcasts (over the airways) are a non-excludable
good. Thus we have the categorization in Table 16.1, below.

Fully Partially Non-
Rivalrous Rivalrous Rivalrous
Fully Excludable Private Goods | Club Goods Merit Goods
(Golf courses) (Opera)
Partially Excludable [Specialty
Stores (7)] (Satellite TV)
Non-excludable Pure
Public Goods
(Public Parks) | (Pollution Control)

Table 16.1: Categorization of Commodities.

Up to this point we have been considering private goods in this book; however,
in the next sections we will be discussing pure public goods. In the meantime, let me
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note that, while I think the table is self-explanatory, a couple of the categories could
probably use a word or two of explanation. First of all, while opera is often used as
an example of a ‘merit good’ (fully excludable and non-rivalrous), one’s enjoyment
of an opera is likely to depend upon where one is sitting during the performance.
Consequently, we cannot simply suppose that everyone attending an opera is con-
suming (the same quantity of) the same good; which is the assumption typically
made regarding non-rivalrous goods. The ‘specialty shop’ category (partially rival-
rous and partially excludable) is not a category, nor an example, which is standard
in the literature on public goods. The idea here is that specialty shops, for example,
camera shops, supply two goods: a physical commodity and a service (expertise).
Unfortunately for such shops, it is fairly easy for individuals to ‘free ride’ on the
expertise, and then buy the physical commodity at a discount store. Finally, the
example ‘Satellite TV’ might better be included in the merit good category, partic-
ularly if one is thinking of the newer DSS type satellites. However, one used to be
able to purchase decoders which enabled one to receive programs on large satellite
dishes without paying a fee for the broadcast.*

To repeat the statement made earlier, in the next three sections we will be con-
sidering only pure public goods; those which are non-excludable and non-rivalrous.

16.4 A Simple Public Goods Model

In this section we will develop the basics of a standard public goods model. We
will suppose that there are fixed quantities of a private good available, and that
this private good can either be made available for consumption by one of the m
consumers, or can be used to produce one or all of n (public) goods. We suppose that
the technology of public goods production can be represented by the cost function
c: R} — Ry ; and, since we can normalize to set the price of the private good equal
to one, for a given y € R’ the value of c(y) is, effectively, the amount of the private
good which must be used as an input in order to produce:

Y= 1Y)

We will use the generic notation (z;,y) € Rf" to denote the consumption bundle
available to the i** consumer. Notice that there is no subscript attached to the public
goods; we are here considering pure public goods, so that the vector of the public
goods (y) available is the same for every consumer. In this development we will
suppose that the i consumer’s preferences can be represented by a continuously
differentiable utility function, and, for the sake of simplicity, that for all (z;,y) €
Rff”:

>0 and 2= >0, 16.11
ox; a Oy; — ( )

and that u;(-) is strictly quasi-concave. Finally, we will denote the total amount of
the private good available in the economy by ‘w,” and we will assume that w > 0.
Thus we make use of the following definition of a feasible allocation.

4These decoders were and are, apparently, illegal to use; however, they could be purchased
legally. Go figure!



16.4. A Simple Public Goods Model 443

16.3 Definition. We shall say that an allocation a* = (z*,y*) € R71" is feasible
(or attainable) iff:

ZTV”' rf +c(y) <w.
i=1

We begin by considering necessary conditions for Pareto efficiency. We can
develop these by considering the problem:

max ui(1,y),
w.r.t.xey

subject to:
(M) wi(zi,y) —u; =0 fori=2,...,m,
m
) we Y i ely) =0

Forming the appropriate Lagrangian (with the multipliers indicated in the above
equations), and taking first derivatives, we obtain the first order conditions:

(16.12)

0
a—zl —pu=0, (16.13)
1
Juy m uy; dc .
o U 2C 0, forj=1,...,m 16.14
8l/j 21:2 i Byj Nayj or j n ( )
s
/\ia—zfuzo fori=2,...,m. (16.15)
Now, from (16.15), we have:
Ou; .
)\i:u/ax fori=2,...,m; (16.16)
i
while from (16.13), we have:
0
6—;‘1 =5 (16.17)

Substituting (16.16) into (16.14, we have:
ou Ou; /0u; Odc
L5 50) 3y
Y; =2 \9y;/ Ox; Oy;
so that, upon making use of (16.17), we obtain the Samuelson Conditions:

mOu; [ 0u; Oc )
=, forj=1,...,m 16.1
Zz‘:l <8y_7- axi) aij or j yeees My (16.18)

While we will consider a more general public goods model in Section 6 of this
chapter, it is also useful to consider several special cases as well. Notice that our
formulation allows for joint production of the public goods. Interesting special cases
of the assumed production technology involve separable cost functions, which we
will consider in connection with Lindahl and Ratio Equilibria:

c(y) = Z:Zl ¢ (y5); (16.19)
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or, still more specialized:
n
)= %Y (16.20)

where ; is a positive constant, for j =1,...,n.
Turning to the other side of the market, it is very common in the literature to
make use of the assumption that each utility function takes the quasi-linear form:

ui(wi,y) = zi + vi(y). (16.21)

In this case, the present model becomes a special case of the ‘simple model’ presented
in Section 2 of this chapter. In fact, it follows from Proposition 16.1 that if y* € R’}
is such that ¢(y*) < w and satisfies:

(VyeR}): Y

then, given any x* € R satisfying:

m
Do wi=w—ely),

the allocation ((z}),y*) is Pareto efficient for E. If each v;(-) and c(-) are differ-
entiable, then a necessary condition for (16.22) to hold is that (16.18) holds; which
brings us back to the Samuelson conditions by a somewhat different route. From
these considerations, we can also deduce the following result, although I will leave
the details of the proof as an exercise (see Exercise 4, at the end of this chapter).

m

vily) —ely) =D vily) - ely), (16.22)

=1

16.4 Proposition. Given the assumptions of this section, and that the consumers’
utility functions are of the form indicated in (16.21), above, we have the following.
If:

1. v;(+) is concave, fori=1,...,m,

2. the cost function, c(-) is convez, and

3. at least one of the v; functions is strictly concave, or c is strictly convez,
then the Pareto efficient vector of public goods (if one exists) is unique.

Incidentally, if ¢(+) is continuous and:

Y € {y € RY | c(y) < w}

is bounded, while the v; functions appearing in (16.21) are all continuous, then it
follows from Proposition 16.1 that a Pareto efficient allocation will exist for the
economy under the maintained assumptions of this section.

Now let’s turn to the special case of this model most often appearing in the
literature; that in which we have just one public good, and where a production
function f: Ry — Ry delineates the technology for producing the public good from
the private good. In this case, the Samuelson conditions take the form (see Exercise
6, at the end of this chapter):

m (911,1 Bul 1
D (ay Bxi) TPy (16.23)
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where f(z*) is the Pareto efficient quantity of the public good, and z* is the amount
of the private good needed to produce it.

Now suppose we compare this with what might be achieved in the way of public
goods production if individuals decided independently (and selfishly) how much to
contribute to public goods production. As before we will normalize to set p, the
price of the private good, equal to one. Consequently if we denote the contribution
made by individuals other than agent ¢ by ‘z_;,” individual i’'s maximization problem
can be expressed as:

max u; [wi —zi, f(zi + z,z)} (16.24)
w.r.t. z

Taking first-order conditions, we have:

ou;  Ou; ,,
_ d 2 ) =0:
8mi+ayf(7l+zl) ;
so that:

=—. 16.25

Oyl Ox;  f'(zi+ 2-i) ( )
Comparing (16.25) and (16.23), it is apparent that this ‘voluntary contributions
equilibrium’ will not achieve Pareto efficiency. The possible extent of the difference
is illustrated in the following simple example.

16.5 Example. Suppose that each of the m consumers has the utility function:
ui(@i, y) = @ + alogy

where @ > m, and that the production function for the public good is given by
y = z. In this case, equation (16.25) becomes:

«

Zit 2
which implies z; = a/m and y = . On the other hand, (16.23) becomes:
ma

i |
Y

)

or y = ma. Thus, denoting the Pareto efficient quantity of the public good by ‘y*,
and the voluntary contributions quantity by ‘y,” we have y* =m - 3.

It is also interesting to consider what agent ¢’s contribution would be in this case
if she or he expected to have z_; = 0. With such an expectation, equation (16.25)
yields z; = «, and perhaps rather surprisingly, if each agent were to make such a
contribution the Pareto efficient allocation would be achieved. In fact, however, if
agent ¢ expects the other agents to make a positive contribution to the production of
the public good (so that z_; > 0), she or he will (if purely a utility-maximizer) ‘free
ride’ on the contributions of others; resulting in a sub-optimal level of contributions.?
[}

®The seminal, and still fairly definitive work on voluntary contributions equilibria is Bergstrom,
Blume, and Varian [1986].
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While the above example illustrates the incentive individual agents have to ‘free
ride’” in making public goods contributions, public goods experiments have indicated
that individuals tend to contribute more than is suggested by the above analysis.®
However, mechanisms which would insure that individuals would make the Pareto
efficient level of contributions purely by following their own (utility-maximizing)
self interest are obviously of fundamental importance. We will discuss the search for
such mechanisms, which we will label ‘incentive-compatible’ and Pareto efficient, in
Chapter 18. In the meantime, in the next section we will discuss two equilibrium con-
cepts, which while not themselves necessarily incentive-compatible, result in Pareto
efficient allocations, if individuals behave in a specified (rather myopic) manner.
Consequently, these mechanisms are quite worthy of study for their own sake, and
have been used as a part of the framework of larger mechanisms which are, in some
sense, incentive-compatible. We will consider some of these latter mechanisms in
Chapter 18.

16.5 Lindahl and Ratio Equilibria

A very clever theoretical invention for the allocation of production and consumption
in a public goods economy is the Lindahl equilibrium, which was, in fact, invented
by the distinguished Swedish economist Erik Lindahl [1919]. We will develop this
idea within the context of the model presented in the previous section, but the
definitions and results obtained here can be extended to the case in which there is
production of both private and public goods (and we will present such a model in
Section 6). In the present development, we will change the model set out in the
previous section only very slightly. We will, at least initially, suppose only that
individuals have asymmetric strict preference relations, P;. Further, we will specify
initial endowments of the private good for the consumers, which we will denote by
‘w;’; and we suppose that:

w; >0 fori=1,...,m.
Finally, we will suppose throughout that:
¢(0) = 0.

A feasible allocation for this economy is then defined by the obvious modification of
Definition 16.3, of the previous section.

In a Lindahl equilibrium, each consumer pays an individual price per unit, g;;,
for the j* public good; and we will assume throughout our treatment that the
consumers’ preferences are strictly increasing in the private good, so that we can
normalize to set its price equal to one. We will denote the vector of prices for the
public goods which is levied upon consumer ¢ by ‘g;,” and we will make use of the
following definition.

16.6 Definition. We will say that an m-tuple s is a distribution of shares for
E iff: -
m p—
s € R} and g z‘:187’71‘

SFor an excellent survey of experimental results dealing with public goods, see Ledyard [1995].
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Of course, s; is the " consumer’s share of ownership in the firm producing the
public goods; and if g; is the consumer’s personal vector of prices for the public
goods, and 7 is the firm’s profits, then in the context of a Lindahl equilibrium, the
it" consumer’s budget constraint is given by:

Ti+q; -y < wi+ s

16.7 Definition. We shall say that (m*,y*, <qj‘)) is a Lindahl equilibrium for
E, given the distribution of shares s* iff:

1. (z*,y*) is feasible for E,

2. q; eRY, fori=1,...,m,

3. y* € R} maximizes the firm’s profits, given g*; where we define:

m
=) 4
that is, for all y € R}:

*df * *
TEq -y —ey) 2 gy —e(y).
4. for each 1,
i+ gy <wi+simt

and, for all (z;,y) € Rf", we have:
(i, y) P2}, y") = 2+ qf -y > w; + i7"

If one now assumes that the individual consumer preferences are representable
by continuously differentiable utility functions, and that the firm’s production func-
tion is continuously differentiable, one can show that the Samuelson conditions are
satisfied at a Lindahl equilibrium.” If we then, for example, assume additionally
that the consumers’ utility functions are all concave and the firm’s cost function is
convex, we can establish that whenever the Samuelson conditions are satisfied at
a feasible allocation, then it is Pareto efficient. From this it follows that, given all
these assumptions, any Lindahl equilibrium must be Pareto efficient. As it happens,
however, we can prove a much more general result much more simply, as follows.

16.8 Theorem. Under the assumptions of this section, if (:c*, y*, (qj)) is a Lindahl
equilibrium for E, given the distribution of shares s*, then a* = (x*,y*) is Pareto
efficient.

Proof. Suppose, by way of obtaining a contradiction, that there exists a feasible
allocation, @ = (@, y) such that:

(zi,y)Pi(z},y*) fori=1,...,m.
Then by the definition of a Lindahl equilibrium, we have:

Tit+q y>w+smt fori=1,...,m. (16.26)

"I will leave the proof of this fact as an exercise.
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Adding both sides of (16.26) over i, we have:
m m * m * m A
Zi:l Tty (Zizl qi) > ZiZl witm (Zizl si)’
so that, making use of our definitions:
m . * m . gk K
ZZ_=] i +q -y > Zh] wi+q" - y* —c(y”). (16.27)

However, from the assumption that a is feasible, we have:

m m
. < .
21:1 z; +c(y) < 21:1 w.
Making use of this last inequality and (16.27), we then obtain:
ay—cy)>q -y —cy);
which contradicts the assumption that y* maximizes the firm’s profits. O

If we strengthen our assumptions to something like those used in the previous
section, then we can obtain the stronger conclusion of the following; the proof of
which will be left as an exercise.

16.9 Theorem. If each preference relation can be represented by a continuous utility
function which is strictly increasing in the private good, and if (w*,y*, <q;‘>) is a
Lindahl equilibrium for E, given the distribution of ownership, (w*, s*), then a* =
(z*,y*) is strongly Pareto efficient.

While the concept of a Lindahl equilibrium is a very clever invention, and has
some very nice properties, there are a number of problems with the mechanism.
First, of course, it is not clear that any practical market mechanism exists which
would drive the public goods prices toward their equilibrium levels (of course, our
theory is also a bit weak on that score in the case of a private goods economy). It has
sometimes been claimed that a public agency/planner could calculate the equilibrium
prices, and then simply announce these prices to the consumers; however, it is not
clear how the planner could obtain all of this information (among other things,
the consumers will have an incentive to misrepresent their willingness to pay for
the public good, as we will see). We will consider these two difficulties in Chapter
18; at the moment, let’s consider three additional difficulties. First, there may be
positive profits earned by the producer; in which case the existence of the Lindahl
equilibrium may depend upon how these profits are distributed. Secondly, if one
defines the core of the economy in the manner which seems to be standard in the
context of this model, then a Lindahl equilibrium may not be in the core. Thirdly,
if the cost function is concave (increasing returns), it may be that there is no profit-
maximizing level of public goods production, and thus no Lindahl equilibrium will
exist. As to the first difficulty, consider the following example.

16.10 Example. Suppose m = 2 and n = 1; with ¢(y) given by:

c(y) = (1/2)(y)*
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while the consumers’ preferences are represented by the utility functions:
ui(z1,y) = 1 + 4logy and us(ze,y) = x2 + 12logy,

respectively. Suppose further that w; = 2, while ws = 6.
Making use of the Samuelson conditions, it is easily shown that the unique Pareto
efficient quantity of the public good is given by:

Y =4

and notice that ¢(y*) = 16/2 = 8, which is equal to wy +ws. If a Lindahl equilibrium
exists in this case, it follows from the first-order conditions for utility maximization
that we must have:

4/y* =1=q and 12/y* =3 = ¢o.

However, we then have, in particular:
ay* =4,

and thus:
Gyt —w =4-2=2.

Now, while the producer maximizes profits at y* = 4, to earn profits of:
(a1 +a2)y" = (1/2)(y")* = 16 — (1/2)16 = 8;

we see that, if s1, consumer one’s share of the firm’s profits, is less than 1/4, Ms.
1 cannot achieve the desired Lindahl utility maximization outcome. However, if
s1 > 1/4, then sy < 3/4; and then the desired utility maximization bundle for Mr.
2, (0,y*) = (0,4) is not in his budget set. In fact, the desired Lindahl equilibrium
is unattainable unless the distribution of ownership in the firm is given by:

s1=1/4and s =3/4. o

The above example shows that the informational requirements of the Lindahl
equilibrium are truly formidable. If a planner is to implement this equilibrium he or
she needs to somehow determine true willingness to pay in order to determine the
Pareto efficient quantity of the public good and the personalized price for the public
good in the one public good example just considered. In addition, however, the
two consumers need to have the proper shares of ownership in the firm producing
the public good in order to achieve the equilibrium even if the planner has somehow
determined the proper personalized prices for the public good as well as determining
its Pareto efficient level of production.

In order to see the difficulty which arises in relation to the core, we need the
following definition.®

8This is essentially the definition originally introduced by Duncan Foley [1970]; and is the one
generally used in public goods models.
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16.11 Definition. We will say that a coalition S C M can block an allocation
(z*,y*) € RT‘*’“ iff there exists z; € Ry for each ¢ € S and y € R’} such that:

(Vi€ S): (zi,y)Pi(z],y") (16.28)
and:

cy) <Y, (wi— ). (16.29)

A feasible state, (z*,y*) € RT*" will be said to be in the core, or to be a core
allocation iff it cannot be blocked by any coalition S C M.

It should be noted before we go any farther that this may not be an appropriate
definition of the core in this context. We will discuss this issue further shortly; in
the meantime, consider the following example.

16.12 Example. Once again we suppose that m = 2 and n = 1, but we suppose
now that the consumers have the utility functions:

ui(z1,y) = o1 + 8y/y and ug(x2,y) = z2 + 4/,
respectively; while w; = 10, wp = 0, and ¢(y) = (y)*/2.
From the Samuelson conditions, we find the unique Pareto efficient quantity of
the public good to be y* = 4, and proceeding as before, we find the Lindahl prices
for the two individuals to be given by:

@1 =2and g =1,
respectively. Moreover, given the price ¢ = g1 + g2 = 3, the producer maximizes
profits at y* = 4, to earn a profit of 7* = 4.
Now, with the indicated personalized prices, the second consumer (Mr. 2) has
the budget constraint:
o +y < som* = 59 (4).
Since z must be nonnegative, this means that in order to maximize utility at y* = 4,

we must have:
4sg > 4;

so that we must have so = 1. However, this means that Ms. 1 has the consumption
(23,y*) at the Lindahl equilibrium, where:

p=w—qyt=10—(2)4=2;
with a utility of uj (2%, y*) = 24-8v/4 = 18. On the other hand, were Ms. 1 to defect,
she maximizes:
wy — e(y) +8yy =10 — (1)>? + 8/,
at ¢’ = 8/3, with private good consumption z = 10 — (8/3)%/2, yielding utility:
wr (2, ') = 10— (8/3)*/% +81/8/3 = 10+[(8/3)/?](8—8/3) = 10+[(8/3)"/?](16/3).
Comparing the two utility values, we have:
ur(@h,y') —w(af,y*) = [(8/3)/2)(16/3) — 8 = (16/3)[(8/3)"/* — 3/2].

But then, since 4v/2 > 3v/3, we see that Ms. 1 gains utility by defecting from the
Lindahl equilibrium and paying the full cost of producing a level of y = 8/3.
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As mentioned earlier, it is not at all clear that the definition of the core given in
Definition 16.11 is appropriate in the context of this model; although it is equally
unclear what the appropriate definition should be. The basic problem with the
definition presented earlier is that it is not apparent what production possibilities
should be viewed as being attainable by a coalition which is a proper subset of M.
In particular, in the example just considered, we supposed that Ms. 1 could produce
any amount of the public good she desired, as long as she paid the full cost of this
production. There are at least two difficulties in making this supposition. First,
the manner in which the model is formulated suggests that the production facility
for producing the public good is publicly (that is, jointly) owned. If this is so, it is
not clear why it is that Ms. 1 can make use of this production capability for purely
her own gain. Secondly, since we are dealing with a public good, Ms. 1’s choice of
y' = 8/3 leaves her better off than she was in the Lindahl equilibrium situation, but
it leaves Mr. 2 worse off; in effect, the y' solution is simply the outcome when Ms.
1 is the dictator.”

Foley’s original definition of the core for public goods economies (Foley [1970]),
is essentially equivalent to that presented here (Definition 16.11), but he assumed
that the production technology for producing the public goods was a convex cone!
Since this means that the production technology satisfies the additivity condition,
it makes sense to imagine that a coalition can produce whatever they desire, as long
as they pay the full cost of doing so; because simultaneously the group left out of
the first coalition can produce whatever they desire as well, given only that they pay
the full cost of producing their choice. Moreover, given these production conditions,
the producer’s profit at a Lindahl equilibrium will always be zero; which eliminates
the difficulty arising in the two examples we have just presented. In fact, for what it
is worth, we can easily prove the following; where we say that a preference relation,
P; is increasing in the public goods component iff, for all (z;,y) € Rf" and
all y’ € R, we have:

Y >y = (2,9)Gilzi,y) & ¥ > y= (2,9)bi(z,y),
where G; is the negation of P;.

16.13 Proposition. Suppose:

1. each preference relation, P;, is asymmetric and increasing in the public goods
component, and

2. the cost function, c, is linear.
Then if (a:*,y*, (q:)) is a Lindahl equilibrium, given the distribution of shares s,
the allocation (x*,y*) is a core allocation for E.

Proof. Suppose for some coalition, S C M, there exist 2} € Ry, for each i € S, and
y’ € R"} such that:
(Vi€ S): (af, y)Pi(z}, y").

90f course, in the example as we developed it, it would certainly not be surprising if this
dictatorial outcome were forthcoming. After all, some of the private good has to be given up in
order to obtain a positive amount of the public good, and Ms. 1 initially holds all of the private
good in the economy. Notice also that this dictatorial outcome is actually individually rational
for Mr. 2, since his only alternative operating on his own, even given full access to the production
technology, is the bundle (0,0).
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Then for each i € S, we must have:
ri+qi -y > wi s (16.30)

although, since the cost function is linear, and the producer must be maximizing
profits at y*, we must have 7* = 0. Taking this into account, and adding the
inequalities in (16.30) over ¢, we obtain:

ZIH(ZQQ‘) Y>> wi (16.31)

€S €S €S

However, since each P, is increasing in the public goods component, and (m*, y*, (qf))
is a Lindahl equilibrium, we see that we must have g > 0, for each i. Therefore:

(Z qf) Y —cW)<q -y -y (16.32)

€S

and, since the producer has a maximum profit, given g*, it follows that this last
difference in (16.32) must be nonpositive. Therefore, we see that:

(Ztﬁ) Y < ey

i€S

and combining this with (16.31), we see that:

Z.Li +c(y') > Zwi,

= =
and it follows that the allocation ((«},y’)) is not feasible for S. O

Thus, one of the difficulties we have mentioned regarding Lindahl equilibria
disappears if the cost function is linear, although the price we pay for this gain is
fairly high. However, the next equilibrium concept we’re going to examine has some
advantages over the Lindahl equilibrium concept.

Kanecko [1977] introduced an equilibrium concept for public goods economies
which, while formally equivalent to Lindahl equilibria in some contexts, has some
real advantages over the latter notion in other contexts. Kanecko’s definition has
been extended and refined in Diamantaras and Wilkie [1994], and Tian [1994] (see
also Corchon and Wilkie [1996], Tian [2000], and van den Nouweland and Wooders
[2002]), while a similar concept was introduced in Mas-Colell and Silvestre [1989].
The definition to be presented here is from this last reference. We begin with the
following.

16.14 Definition. A cost share system is a family of m functions, g;: R} — R
such that:

m

(Vy eRY): Y aily) = cly).
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Interesting examples of cost share systems include that introduced by Kanecko
[1977], for the case in which the cost function takes the form:

) =" ey (16.33)

=1

This is, of course, the case in which the n public goods can be produced indepen-
dently, and with no external effects on one another. In this situation, Kanecko
defines a cost share system by a nonnegative m x n matrix, [r;;] satisfying:

m .
Zizlruzl forj=1,...,m;

the cost share system then being given by:
gi(y) = Z]’:l rijej(y;) fori=1,...,m. (16.34)

Mas-Colell and Silvestre actually devote most of their attention to linear cost
share systems, which take the form:

9i(y) =a;-y+bic(y) fori=1,...,m; (16.35)

where a; € R",b; € Ry for each 4, and:

Z:illli=0& Z:ilbi=1.

16.15 Definition. A feasible state (z*,y*) is a cost share equilibrium, given
the cost share system, g = (g1, ..., gm) iff, for each i € M:

zf =w; — g;(y*) and (V¥ (z;,y) € Rﬁj”) S y) Pl y") = 2+ gi(y) > wie

As you may have guessed already, in the case where the cost function satisfies
(16.33) above, we can define a ratio equilibrium (Kanecko [1977]) as a cost share
equilibrium in which the cost share system takes the form indicated in (16.34), above.
(See also Exercise 6, at the end of this chapter.)

If each g; function is nonnegative-valued, then such an equilibrium is always in
the core, as is noted in the following.

16.16 Proposition. If (z*,y*) is a cost share equilibrium, given g, where g is such
that gi: Rt — Ry, fori=1,...,m, then (x*,y*) is in the core for E.

Proof. Suppose S € M, y € R and z; (i € S) are such that:
(Vie S): z; e Ry & (x,y)Pi(z},y").
Then, by definition of a cost share equilibrium, we must have:
(Vie S): z; + gi(y) > wj. (16.36)

Adding the inequalities in (16.36), we obtain:

meLZgi(y) > Zwi‘

€S €S €S
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However, since each g; is nonnegative-valued, we have:

Yo <D ) =cly):

ies
and it follows that:
D witcly) >y w,
ieS ies
and thus we see that (z,y) is not feasible for S. O

An argument very similar to that used in the above proof shows that if (x*, y*)
is a cost share equilibrium, given g, then (z*,y*) is Pareto efficient, even if g is
not nonnegative-valued. I will leave the details of this proof as an exercise (albeit a
rather trivial one).

While the cost share (or ratio-) equilibrium approach does not solve all of the
problems associated with Lindahl equilibria, it does at least alleviate some of them.
For instance, suppose we re-visit Example 16.10, as follows.

16.17 Example. Recall that in this example (16.10) the unique Pareto efficient
public goods output was y* = 4. If we set:

r1=1/4,r0 = 3/4, and g;(y) = ric(y) = ri(y)*/2 fori=1,2,
then you can easily verify that (x*,y*) is a cost share equilibrium, given g, where:
xi=25=0. g

Thus the ratio equilibrium on the above example does not require any redis-
tribution of wealth; whereas attaining a Lindahl equilibrium in the same situation
required a precise calculation of the distribution of shares. A more significant advan-
tage of the cost share/ ratio equilibrium idea is illustrated by the following example.

16.18 Example. Suppose n = 1, that m is a finite integer greater than one, and
that the " consumer’s preferences can be represented by the utility function:

ui(zi,y) =z +vilogy fori=1,...,m; (16.37)
and suppose w; > 27v; > 0, for ¢ = 1,...,m. Finally, suppose the cost function for
producing the public good is given by:

(y) =2y

In this case, if the producer is presented with a positive price for the public good,
no profit-maximizing output exists. Consequently, no Lindahl equilibrium exists in
this case.

However, we have:

%{211 7ilogy — 2\/5] =(1/y) Z:il% —(y)~V%
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t

which is positive if, and only if:

v< {ZZI %r'

Consequently, it follows from Proposition 16.1 that the unique Pareto efficient quan-
tity of the public good is given by:

If we define:
i

B D ohe1 Th

and the cost share system:

9i(y) = ric(y) =2r;\/y fori=1,...,m,

similar considerations show that the i*" consumer maximizes:

wi[w; — ric(y), y] = wi — 2ri/y + yilogy,

at y*. Consequently (I will leave you to verify the details), (z*,y*) is a cost share
equlibrium, with:
i =w;—2y fori=1,...,m. g

While the above example does not show that a cost share equilibrium always
exists, even in the face of increasing returns in the production of the public good,
it does show that one may exist; and, since we know that a Lindahl equilibrium
will never exist in such a case, there are circumstances in which the cost share
equilibrium approach has a real advantage over the Lindahl equilibrium approach.
We will consider some incentive and informational aspects of these mechanisms in
Chapter 18. In the meantime, we devote the next section to the analysis of Lindahl
equilibria in the context of a much more general model than the one we have been
using here.

16.6 The ‘Fundamental Theorems’ for Lindahl Equilib-
ria

In this secton we will develop the basic theory of Lindahl equilibria in the context of
a more general equilibrium model; one which allows for multiple private and public
goods, and for production of private, as well as public goods. While the model to
be developed here is quite general in many ways, and is sufficiently rich in structure
as to allow one to develop the basic theory of Lindahl equilibria at a quite general
level, it is still fairly simple and tractable. Moreover, in the terminology introduced
originally by Hurwicz, and discussed in Chapters 5 and 7, we will be able to show
that Lindahl equilibria are both ‘non-wasteful’ and ‘unbiased’ in the context of this
model.
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16.6.1 The ‘First Fundamental Theorem’

We suppose that there are:
I consumers (indexed by ‘"),
L private goods,
M public goods.

RL+A’I

The i*" consumption set, C;, is taken to be a subset of satisfying:

V(@i y) € Ci):y >0, (16.38)
and:

(V(@i,y), (@hy) € REM): [(@i,y) € G & (@hy) = (@iy)] = (@hy) € C,
(16.39)
and in much of this discussion, we will simply suppose that the " consumer’s
(strict) preferences can be represented as an asymmetric binary relation, P;, on C;.
As usual, we define the ‘no-worse-than’ relation, Gj;, as the negation of P;; that is:

(i, y)Gilz}y) = (e}, y)Pi(zi,y)).
The aggregate production set for the economy is a non-empty subset of RE x Rf :
T ={(z,y) e RF x ]R]f | (z,y) is a feasible aggregate net production vector}.

As usual, we will suppose that net demand of the production sector for (private
goods) inputs is indicated by a negative coordinate of z, while positive net output is
indicated by a positive coordinate. Thus if the production sector is presented with
a pair of price vectors, (p, q), for private and public goods, respectively, and chooses
a pair (z,y) € T, then aggregate profits will be given by:

T=p-z+q-y=(p,q - (29).

‘We will use the generic notation:
(zi,y) € C; to denote the i*" consumer’s consumption vector.
a = ((z;), z,y) € RILHLAM 4 denote allocations.

16.19 Definition. We will say that an allocation a = ((x;), z,y) is feasible (or
attainable) iff:

L. Z{,:l Ti =2,

2. (z,y) €T, and

3. (z;,y) € Cy, fori=1,...,1.

You will probably be able to define Pareto efficiency for this economy without
my help, but I will state the formal definition nonetheless.

16.20 Definition. We shall say that an allocation, @ = ((x;),z,y) is Pareto
efficient iff (a) it is feasible, and (b) there exists no feasible a* = ((x}), z*,y*),
satisfying:

(zf,y")Pi(xs,y) fori=1,...,1.
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In dealing with Lindahl equilibria, we will let ‘g, denote the i*" agent’s person-
alized price vector for the public goods, the vector:

I
q= Zl:l i
will be the producers’ vector of selling prices for the public goods, and ‘p’ will denote
the vector of prices of the private goods. We will be assuming competitive behavior
in the production sector, and we will let ‘I’ denote the set of price vectors (p, q)
in RETM for which a profit-maximizing production vector (z,vy) exists in T. Given
(p,q) €11, we define:

7(p,q) = (zr%e)rgT(p’ q) - (2,9),

and we let:
op,q) ={(z,9) €T | (p.q) - (z,y9) =7(p,q)}

16.21 Definition. We will say that a vector w = (wy,...,wr) € R is a wealth
assignment for E, given the prices (p, q) € IT iff

S wi=n(p.a) (16.40)
and, for each 4, there exists (x;,y;) € C; such that:
P-Tit+q; y; <w.
We then define a Lindahl equilibrium as follows.

16.22 Definition. We shall say ((x), z*, y*;p*,(q})) is a Lindahl equilibrium,
given the wealth assignment w* = (w{, ..., w}) iff:

1. (p"7 <qf>) € Rﬁ“'M and is nonnull,

2. a* = ((x}), z*,y*) is feasible,

3. defining ¢* = ZL] q;, we have:

* * * * * « def * *
(V(zy)eT):p" 2+q - y<p" 2" +q -y = n(p",q"),
4. for each i:
Pz + gyt <wi

and, for all (xz;,y) € C:

(xi, y) Pz}, y") = p" -z +q] -y > wj.

In investigating the properties of a Lindahl equilibrium in this setting, and with
the above definition, we gain a great deal of flexibility and lose very little generality,
as we will demonstrate in the final subsection of this chapter.

We can now state a version of the ‘First Fundamental Theorem’ for Lindahl
equilibria, as follows.

16.23 Theorem. If ((x}), z*,y*;p*, (q})) is a Lindahl equilibrium, given the wealth
assignment w* = (wf, ..., wj), then a* = ((x}), z*,y*) is Pareto efficient.
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Proof. Suppose, by way of obtaining a contradiction, that there exists a feasible
allocation, @ = ((x;), z,y), such that:

(zi,y)Pi(z],y*) fori=1,...,I. (16.41)
By (16.41) and the definition of a Lindahl equilibrium, we have:
pxi+qi-y>w fori=1,...,1 (16.42)
Adding both sides of (16.42) over i, we have:

I I 1
Zi:lp sz + Zi:l q; -y > Zi:l w; = 7(p*, q*). (16.43)
However, from the fact that a is feasible, we have:
I
S omi=2z (16.44)
i=1
and, substituting (16.44) into (16.43), we have:
P zt+q y>n(p,q)=p 2" +q -y,
and thus:
pz+q - y>p 2+ q -y

which contradicts the assumption that (z*,y*) maximizes profits over T. ¢

16.6.2 The ‘Second Fundamental Theorem’

In this subsection we will show that the Lindahl mechanism is ‘unbiased,’ in the same
sense as is the competitive mechanism with private goods. The following condition
will prove to be useful in our further investigations.

16.24 Definition. We will say that F = ((Ci,Pi>7T) is a productive public
goods economy iff there exist (Z,7) € T, and (Z;, Y;) € C; for each i such that:

I
Yy, =9y, fori=1,...,1I, and Z> E ) 1Ti. (16.45)
i

Roughly speaking, the economy E is a productive public goods economy if some
(possibly zero) level of public goods can be produced with an aggregate input/private
goods production which provides aggregate levels of goods and services which are
greater than the collective minimums required by the consumers in the economy.
Next we define a numéraire good for a public goods economy.

16.25 Definition. We will say that the j** (private) good is a numéraire good
for P; iff, for all (z;,y;) € C; and all § € Ry, we have:

(z; +0ej,y) € C; and (x; + Oej,y)Pi(xi,y;),

where e; € Rﬁ is the 7** unit coordinate vector. We will say that the j** private
good is a numéraire good for the economy E at an attainable allocation,
((:cz*), z*, y*) iff it is a numéraire good for each i, and for each i there exists 6; > 0
such that:

(ZL‘Z - Hiej,y*) e C;.
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We will also make use of the following two conditions, both of which are probably
sufficiently natural as to not really need a formal definition.

16.26 Definition. We say P; is non-decreasing on C; iff for all (x;,y), (x},y') €
Ci:m
(@i,y) > (), Y) = (20, Y)Gi(@i, y).

16.27 Definition. We will say that P; is weakly convex iff, for all (z;,y) € C;, the
set of all («},y’) such that («},y')P;(x;,y) is a convex set.

The variant of the ‘Second Fundamental Theorem’ which we will prove here is
the following.

16.28 Theorem. Suppose E is a productive public goods economy satisfying:

1. P; is weakly convex, lower semi-continuous, and non-decreasing on Cj, for
i=1,...,1, and

2. T is convex;
and that a* = ((x}),z*,y*) is an allocation which is Pareto efficient for E and
satisfies:

3. there exists (21, yT) € T such that yT > y*, and:

4. for some j € {1,... L}, the j*" private good is a numéraire good for E at a*.
Then there exists (p*,q3,...,q}) € REHM - and o wealth assignment w*, such that
the tuple:

(@2, 2,y 0" ()
is a Lindahl equilibrium with the wealth assignment w*.

Proof.™ Suppose a* is Pareto efficient, and define the sets A and B by:
A={(zyi o y) ERFXRIM [y ==y & (zy) €T) (16.46)
and:
B= {(z,yl,...,y,) eRE X RIM | (3(@y,...,21) € RLL):
(zi,y;)Pi(xf,y*) fori=1,...,I and Z;l T; = z} (16.47)
It follows readily from the convexity of 7" that the set A is convex, and it follows

easily from the assumption that each P; is weakly convex that B is convex as well.
Moreover, you should have little difficulty in seeing that:

ANB=0.
Therefore, there exist a vector (p*, q},...,q}) € REHIM and a real number, a, such
that:
(p".4i,---.q1) # 0, (16.48)

!ORecall that we are assuming that C; satisfies (16.39) throughout this section.
"'This proof owes a great deal to the construction invented by Duncan Foley [1970].
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and:

I def . 5 I *
sup p*z+ qry; =a< inf pz+ . .q;-y;. (16.49
(2:Y1,-Y1)EA Zl:l C (2y1yr)€B ZZ:l e :

For (z,y) € T, we have:

Thus, from (16.49), we see that:

>k I * >k *
(V(z,y)eT):p~z+zi:1qi~y:p‘z—&-q cy < (16.50)

where we have defined g* by:
* I *
q = E i 3i-

On the other hand, since the j* private good is a numéraire for F at a*, we see
that for each € > 0, we have:

(@} + (¢/1-p})ej,y*) Pi(x},y*) fori=1,...,I
Therefore, defining:
= I * >k I * >k * X
=3 (@ + (/I p)e) =) xi+(e/n))ej = ="+ (¢/p))ej,
we see that (Z,y*,...,y*) € B, and therefore, by (16.49), we have:
aép*'§+q*'y*:p*‘z*+q*'y*+e‘

Since € > 0 was arbitrary, it now follows, using (16.50), that:

p 2 tq -y =a=7(p"q"). (16.51)

From the assumption that P; is non-decreasing for each 4, it is apparent that

the set B satisfies the following condition: given any (z,y;,...,y;) € B and
(2", 9, .-, yy) € REFIM e have:

(Y- yp) 2 (2yry) = (2090 yh) € B
Consequently, it follows easily from (16.46) and (16.47) that:
(p*,q5, ..., q;) € R {0} (16.52)
Now suppose, by way of obtaining a contradiction, that:
p*=0. (16.53)

Then it follows from (16.52) that one of the g is semi-positive, and thus that:

I
q = Zi:l q > 0. (16.54)
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However, by hypothesis 3, there exists (2, y") € T such that:
y' >y
and by (16.53) and (16.54), it then follows that:

¢y +p =gy >q Yy =gy 2

which contradicts (16.51). We conclude, therefore, that (16.53) cannot hold; and
thus that:

p">0. (16.55)
Next, define the wealth assignment vector w* = (wj,...,w}) by:
wi=p“-x;+q; -y fori=1,...,I; (16.56)

and notice that it then follows from (16.51) and the fact that a* = ((x}), 2%, y*) is
feasible for F that:

I I
Sowi=p Y+ (Xar) v =p Sy =)

so we see that w* is a wealth assignment for E, given (p*, g}).

To complete our proof'? that ((x}), z*, y*; p*, (g})) is a Lindahl equilibrium, we
must show that each consumer is maximizing satisfaction at (z},y*), given (p*, ¢*).
Accordingly, let h € {1,...,I} be arbitrary, and suppose (Zn,y,,) € Cj, is such that:

(Zn, Yp) Pr(zh, ¥"),

and let € > 0 be arbitrary. Making use of the fact that the j** private good is a
numéraire for E, we then define:

€
T, =x ———Je; and y; for all i # h.
T, =x; + (p;f(lfl))el and y; foralli#h
Defining:
~ I ~
= Zi;l i
we see that (Z,Yy,...,Yy) € B, and therefore:

1
a<p B+ G- U=y p i+ q -y +p Bt q Uyt
i=1 i#h i#h
and thus it follows from (16.51), the fact that a* is feasible, and the definition of
w*, that:
P EBntq Yy te>ptxh+ah Yy = wh.

"2From this point onward we will assume that I > 2. The argument for the case in which I =1
will be left as an exercise.
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Since h and € > 0 were arbitrary, we can now conclude that, for each i and each
(i, y;) € C;, we have:

(i, y) Pili, y") = p* - @i + g7 - y; = wy (16.57)

Now, since E is a productive public goods economy, there exist (Z,y) € T, and
(®:,y;) € C; for each i such that:

I
g, =7, fori=1,...,I, and z>>zy'71@. (16.58)

Consequently, it follows from (16.55) that:

I I I
S mitam) =p (Y @m) e T<p EHa TP a) =D v
i=1

=1 i=1

Therefore, for some consumer, h, we must have:

wp>p - Tp+4q;-Yy> min p*xp+q) -y,
(@h,yn)ECH
Since P, is lower semi-continuous, it follows from (16.57) and Proposition 7.25 that
h is maximizing preferences at (x},y*), subject to ((p*,ql’-‘).,w;‘). But then, since
the j™ commodity is a numéraire for Py, it follows that we must have p; > 0.
Consequently, since the j** private good is a numéraire for F at a*, it now follows
that for each i:
wf> min p*oxi+qf-y;
(®i,y;)€C;

and, making use of Proposition 7.25 once again, we see that for each ¢ and all
(zi,y;) € Cs, we have:

(xi,y;)Pi(z;,y") = p" -2+ qf - y; > wj.

E, given the wealth distribution, w*. g

Thus we can now conclude that ((z}), z*,y*;p*, (q})) is a Lindahl equilibrium for

16.6.3 The ‘Metatheorem’

I should begin by admitting that it is more than a bit ludicrous to call the result to
be set out here a ‘metatheorem.” My excuse for using such a label is that I want to
emphasize the fact that the model and results presented in the previous subsections
have immediate implications for general equilibrium models which initially appear
to be quite different. We will consider the ‘private-ownership economy,’

&= (<CZ7P1>7 (T3), (rs), [Sij])

in which:
L M.
T; CRY xR,
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where a pair (zj,yj) € T} represents net private goods production z; € RE, and
public goods production y; € Rf . Given:

(2j,y;) €Ty forj=1,...,J,

the net amounts made available to the consumption sector are given by:

() =Y (=1:0;):

We then define feasible allocations as follows.

16.29 Definition. We shall say that an allocation, a = ((x;), z,y) is feasible (or
attainable) for & iff:

L. (zj,y;) €Ty, forj=1,...,J,

2. (zi,y) € C; fori=1,...,I, where

J
y=> Y
and:

I I J
3.y =y it 2721 Zj-
In keeping with our treatment of this as a private ownership economy, we will
suppose that:

I .
Zi:lsijzl forj=1,...,J.

Given a price vector (p,q) € IL;, we will, as usual let:

m(P.a) = (2w e, (pa)- (2),9)),

for j=1,...,J. We will also allow for a tax/transfer scheme, 7 = (71,...,7) such

that:
XL n0
i=1 "

In principle, we will think of 7; as a transfer payment (which may, of course, be
negative).
16.30 Definition. We shall say ((z}), (2],9});p*, (q;)) is a Lindahl equilibrium
for &, given the tax/transfer scheme 7* = (r7,...,77) iff:
L (p*.qgi,....q7) € Rﬁ“'M and is nonnull,
2. a* = ((x), z*,y*) is feasible for &,
3. Zz‘lzl T’i* = 07
4. defining ¢* = Zle q; , we have:
(V(zj,y;) €Ty): p* -z +q - y; <mi(P™.q") =" 2] + 4" 4],
5. defining y* = ijl Yy, we have for each i:
* * * * w def 4 J * * *
Pl gy Swl St Yy smi(pha) + 7
and, for all (xz;,y) € C:

(xi, y) Py}, y") = p" -z + qf -y > w;.
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Now, given a private ownership economy, &€ = ((Cy, B;), (T}), (ri), [si;]), we define
the aggregate economy corresponding to &€, F = ((CZ-, P, T) by letting:

TZT‘,-‘,—JT

(preferences and consumption sets are the same in € and E). We then have the
following result; the proof of which I will leave as an exercise.

16.31 Proposition. Let &€ = ((C;, P;), (T}), (rs), [sij]) be a private ownership econ-
omy, and E = ((CL',Pi),T) be the aggregate economy corresponding to €. Then we
have the following.

1 If((2f), (25, y7); p*, (a})) is a Lindahl equilibrium for €, given the taz/transfer
vector T = (17,...,77), then ((x}), z*,y*; p*, (q})) is a Lindahl equilibrium for E,
given the wealth assignment w* defined by:

TZ+Z 51J7T7P q)+7 fori=1,... I

2. Conversely, if ((x), z*,y*;p*, (q})) is a Lindahl equilibrium for E, given the
wealth assignment w* = (wj,...,w}), and (z;f,y;f) €Ty (j=1,...,J) are such

that: 5
ZJZI(Z}%?ﬁ) = (2", y%),

then ((z7), (2}, y5);p", (q})) is a Lindahl equilibrium for €, given the tax/transfer
vector T* defined by:

J
T =w; *P*W‘ifzjzl simi(P",q") fori=1,....I

Exercises.

1. Consider an economy with two consumers, one private good, and one pub-
lic good, suppose that X; = R%, and that the *" consumer’s preferences can be
represented by the utility functions:

ur(z1,y) = x1 + 6y/y and ua(x2,y) = x2 + 10\/y,

respectively; where ‘z;” and ‘y’ denote the respective quantities of the private and
public goods. Suppose further that the consumers have the initial endowments:

= (40,0) and w2 = (60,0);

and that one unit of the private good can always be used to produce one unit of the
public good. On the basis of this information:

a. Find the (unique) Pareto efficient production of the public good.

b. Find the Lindahl prices which will suport the allocation you have found in
part (a), or prove that none exist.

2. Consider an economy with m consumers, one private good, and one public
good. Suppose that the i consumer’s preferences can be represented by the utility
function:

ui(z5,y) =z + 20y fori=1,...,m
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where ‘z;” and ‘y’ denote the quantities of the private and public goods, respectively:
. m
Bi >0 fori=1,...,m, and Zi:lﬂi=40'

Suppose further that the production function for the production of the public good
is given by:

y=f(z) =2/4,

where ‘2z’ denotes the quantity of the private good devoted to public goods pro-
duction. Given this information, find the Pareto efficient quantity of the public
good.

3. Consider an economy with m consumers, one private good, and one public
good. Suppose that the i*" consumer’s preferences can be represented by the utility
function:

wi(2s,y) = +20i/y fori=1,...,m,

where ‘z;” and ‘y’ denote the quantities of the private and public goods, respectively:
Bi>0 fori=1,...,m, and Zf”lm — 31,
i—

Suppose further that the input-requirement finction for the production of the public
good is given by:production function for the production of the public good is given
by:

9(y) = 6y,
(only the public good is produced); and that the i** consumer’s initial endowment
is given by:

r; = (ri1,0),

where:
rig >3 fori=1,...,m.

Given this information:

a. Find the Pareto efficient quantity of the public good.

b. Find a (the) Lindahl equilibrium for this economy. Is this equilibrium unique
in this case?

4. Prove Proposition 16.4.

5. Prove the Samuelson condition for the one-public good case, as set out in
(16.23) of Section 4 of this chapter.

6. In the context of the model set out in Section 17.5, suppose the cost function
takes the form given in equation (16.33) of the text; with:

ci(yj) =vj-y; forj=1,...,n;

where v; is a positive constant for j = 1,...,n, and suppose (x*,y*) is a feasible
state for F.
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a. Show that if (x*, y*) is a ratio equilibrium [that is, is a cost share equilibrium
for a cost share system of the form (16.34)], and we define:

q;=rijy; fori=1,...,mandj=1,...,n,

then ((z*,y*),(q})) is a Lindahl equilibrium for E.
b. Show that if ((af:",y*)7 (q:‘)) is a Lindahl equilibrium for E, and we define
[r4;] by:
rij =q;/v; fori=1,...;mandj=1,...,n,
then (z*,y*) is a ratio equilibrium for E.

7. Prove Proposition 16.31

8. Determine the conditions which must hold in the model of Section 4 in order to
be able to apply Theorem 16.28 in concluding that to each Pareto efficient outcome
there exist prices and a wealth distribution which make the allocation a Lindahl
equilibrium.

9. Prove Theorem 16.9



Chapter 17

Externalities

17.1 Introduction

When studying the First and Second Fundamental Theorems of Welfare Economics,
we noted the fact that both results depended upon ‘an absence of externalities;’
something which we have not as yet defined. However, before attempting a formal
definition of economic externalities, or external effects, let’s consider some examples.

1. If you build a fence separating our lots in a suburban neighborhood, then the
utility I gain from owning power grass trimmers increases.

2. If T live next door to a coal-burning power plant, the production choices made
by the power plant affects my willingness to pay for a clothes dryer. In fact
the power plant’s choices are likely to have a profound effect on my general
well-being.

3. If T am a bee-keeper, my farmer-neighbor’s decision to devote more of his land
to pasture and/or hay production may result in an unexpected increase in my
honey production.

The common thread in the above examples revolves around the fact that one
economic agent’s choices directly affects the well-being of one or more other agents.
Moreover, in the normal functioning of the price system, the agent inflicting or
conferring the externality takes only the direct gain or loss to her- or himself into
account in choosing the level of the externality-causing activity. A more formal
definition is the following, which is used by Baumol and Oates [1988].

17.1 Definition. (Baumol and Oates, p.17.) An externality is present whenever
some individual (say A’s) utility or production relationships include real (that is,
nonmonetary) variables, whose values are chosen by others (persons, corporations,
governments) without particular attention to the effects on A’s welfare.

In this chapter we will look at some of the theory of externalities; in the context
of a general equilibrium model, insofar as is feasible. In Section 2 we undertake
the development of the fundamentals of the analysis of externalities in the context
of a simple model; which is then extended somewhat in Section 3. In Section 4
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we will discuss the famous ‘Coase Theorem,” which advocates the assignment of
appropriate property rights as a solution to the problems caused by external effects.
Finally, in Section 5, we briefly consider the optimality properties of a Lindahl-type
equilibrium in the context of a simple general equilibrium-type model. In the context
of the model developed in Section 5, we find that this equilibrium is ‘non-wasteful;’
that is, it results in a Pareto efficient allocation.

17.2 Externalities: A First Look

In beginning our analysis of externalities, or external effects, let’s reverse our usual
procedure by beginning with a fairly general model, which we will then specialize a
bit for most of our analysis. We will suppose initially that the externality is produced
by a consumer, say the first (consumer number 1), and is inflicted upon some or all
of the remaining consumers. We will suppose there are M > 2 consumers, and, as
usual, denote consumer i’s bundle of marketed commodities by ‘x;,” use the generic
notation ‘p’ to denote the vector of commodity prices for these commodities, and
denote the initial value of the i consumer’s income (wealth) by ‘w;.” We then
denote the level of the externality-generating activity by ‘z,” and suppose the it"
consumer’s preferences are represented by the utility function w;(x;, z). In order to
proceed with our analysis, we develop a variant of indirect utility, as follows. Given
(p, ms; 2), let ‘h(p,my;z)” denote the value of @; which solves the problem:

max u;(xz;,z) subject to: p-x; < my, (17.1)
w.r.t. x;

given the level of z. We then define v;: Rﬁ“ x R — R by:
vi(p,my; 2) = [h(p7 m;; z); z]. (17.2)

However, we can, and will simplify matters somewhat by supposing that the level
of the externality has no effect upon prices; so that we can consider this indirect
utility function to be determined by the pair (m;, z); in other words, for fixed p, say
p =p*, we define : Ry x R — R by:

@i(mi, 2) = vi(p*, my; 2). (17.3)

Of course, the initial values of m; will be equal to w; in our analysis.!
We will assume initially that there exists 20 > 0 such that, for all z < 20:

%[wl(wl,z)] >0 and % st = 0; (17.4)
and, in this initial specification, the only thing we will suppose about the other
consumers is that for each z > 0, there exists j € {2,..., M} such that for all
mj; > 0:

0
= [a(m;,2)] £0. (17.5)

'The definition of the function ¢; is borrowed from Mas-Colell , Whinston, and Green [1995, p.
352].
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Before proceeding further with the analysis, however, it should be pointed out that,
even if, for example, there exists some consumer, j for whom, say:

0

. [p2(mj, 2)] <0 for all (my, 2) > 0;
consumer j’s choice of x; may be independent of z, for all (p, m;); in other words, j’s
demand function may depend only on the pair (p, m;), and be completely indepen-
dent of z. I, for example, consider myself to be worse off because of the multitude
of cars with amazingly powerful stereo systems which their owners use to play rap
at ridiculous volumes. On the other hand, this has not as yet induced me to buy
ear plugs to wear while walking outside. This is perhaps not the best of examples,
but the point is that a consumer’s utility may be affected by another consumer’s
activity even though his or her consumption choices do not change as a result of the
activity.

To proceed with our analysis, suppose each y; is strictly increasing in m;, in fact

that: P
a—mi[g@i(mi,z)] >0 for all (my,z) € R%; (17.6)
recall that we are supposing that consumer one conducts an externality-generating
activity, and that Ms. 1’s indirect utility function satisfies (17.4). Pareto efficiency
requires that the allocation ({m;), z) solves the problem:

max  p1(my,2) (17.7)
w.r.t. ((m;),z)
subject to:
wi(mi, z) >u; fori=2,...,M,
_ M (17.8)
w > Zi:l Uos
where:

. M
w:E L Wi
i=1
th

(and w; is the ¢ consumer’s initial income [wealth]). Of course, under the present
assumptions, each of the constraints in (17.8) must be an equality at the solution.
Consequently, we can make use of the classical Lagrangian method i analyzing this
problem. Denoting the multipliers associated with the first M — 1 constraints in
(17.8) by X; (2 = 2,..., M), and that for the last equality by p, our first-order
conditions become:

Jp1

—pu=0 17.9
om; " (17.9)

0(,01 M 8(pl _
B2 TN, =0 {7.10)
/\ig% =0 fori=2,...,M. (17.11)

From (17.11) we obtain:
- ;i . y

Az_,ﬁ/(ami) fori=2,..., M. (17.12)
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Substituting into (17.10), and making use of (17.9), we then obtain:

dp1 1 0p1 M O0p; /Op;
02/ omy Zﬁ(az am)‘ (17.13)
The ratio:
0pi | Opi
0z om;’

evaluated at a point (m;, z), is the slope, with respect to the z-axis, of the indifference
curve through (m;, z), at that point. Consequently, it can be interpreted as the the
marginal willingness-to-pay for z, in the case of Ms. 1; or the monetary value of the
affect upon agent ¢, for ¢ # 1. Given that ¢ satisfies (17.4), and assuming utility-
maximizing behavior on the part of Ms. 1, as well as an absence of regulation,
Ms. 1 will set the value of z equal to z°. This sets the left-hand-side of equation
(17.13) equal to zero; whereas, in the presence of external effects, the right-hand-
side of (17.13) will generally not be equal to zero, when evaluated at ((w;),z°).
Correspondingly, the unrestricted choice of level of z by Ms. 1 will generally not
result in a Pareto efficient situation.

A number of different proposals have been made as to how to achieve Pareto
efficiency in this sort of situation, and we will consider some of these shortly. In the
meantime, let’s discuss something which you have probably already noticed; namely,
that equation (17.13) looks an awful lot like the Samuelson conditions! In fact, the
formal theory of externalities is not very different from that of pure public goods;
indeed, it is possible to develop the theory of pure public goods as a special case of
an externality. I have chosen not to do so in this text largely because the tools which
seem most appropriate for the analysis of externalities are different from those most
suited to the analysis of public goods production and allocation.

Of the proposals which have been introduced to correct the undesirable effects
of economic externalities, we will discuss three: Pigouvian taxes or subsidies, bar-
gaining solutions, and regulation. We will begin our discussion of these proposals in
a simplified model; namely one in which we consider only two consumers.

Suppose now that M = 2 (or that the consumers other than Mr. 2 are not
affected by the externality), that ¢ satisfies (17.4), and that for all (mag, 2):

%[wg(mg,z)} <0.
As noted previously, if agent one is unrestricted in her choice of level of z, she
will set z = 20. We can depict the initial situation in a variant of the Edgeworth
Box diagram, as in Figure 17.1, on the next page. In the diagram, we measure
the quantity of m; (which we will think of as the income available for expenditure
on [marketed] commodities) along the horizontal axis in the conventional direction;
that is, my increases as we move to the right. On the other hand, Mr. 2’s level of
mg increases as we move left. The quantity of z is measured along the vertical axis
for both consumers. Thus, Ms. 1’s utility increases as we move to the northeast
in our diagram, while Mr. 2’s utility is increasing as we move to the southwest.
We will indicate a distribution of wealth, or income (or ‘expenditure on marketed
commodities’) by, for example, ‘m;,” or ‘w;;’ with the distance from O; to m; being
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my Oy Wi O, my

Figure 17.1: Unconstrained Equilibrium at (w;, 2°).

the value of m;. Thus, for example, in the diagram, the distance from O; to w;
(moving left to right)is wy, Ms. 1’s initial wealth; while the distance from Oz to w;
(moving from right to left). equals wy. The initial equilibrium, then, is at (w;, 2°)
in our diagram, at the point where Ms. 1’s ‘marginal willingness-to-pay for z equals
Zero.

Now, it is easily seen that Pareto efficient allocations in our diagram occur at
tangency points of the two consumers’ indifference curves (since in the context of
Figure 17.1, the slope of Mr. 2’s indifference curve with respect to the z-axis is the
negative of the conventional slope), verifying equation (17.13), and we have indicated
the locus of efficient allocations in Figure 17.1 as the curve connecting (O1,0) and
(Os, 2°). Moreover, it is apparent that, in the situation depicted in Figure 17.1, the
initial situation will not be Pareto efficient.

With the aid of the diagram we can obtain some insight into the good and the bad
of government regulation in a situation like that under study here. If, for example,
goveernment regulation sets a legal maximum of z** on the production of z, at but
allows Ms. 1 the choice of its quantity, subject to this regulation, then the resultant
allocation will be (w;, 2**) in our diagram. In general, of course, this allocation
will not be Pareto efficient (although it should be noted that any regulation which
reduces the quantity of z below 2% will be beneficial to Mr. 2). It is only if the
regulator chooses the quantity z* in this situation that Pareto efficiency will be
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achieved, and obviously determining exactly what this optimal maximum is requires
the regulator to obtain a great deal of information about the agents’ preferences
which will be extremely difficult to obtain.

In the preceding discussion we have supposed that, in the absence of regulation,
Ms. 1 has been assigned full property rights to z; in other words, that Ms. 1 can
choose whatever level of z she chooses. Let’s continue to make that assumption, but
suppose now that she is willing to make an ‘all-or-nothing’ bargain with Mr. 2 to
reduce the level of z. If, in fact, Ms. 1 knows Mr. 2’s preferences, and is a utility
maximizer, she will extract a payment, 7', from 2 in an amount which maximizes
@1(m1, z) subject to pa(wy — T, 2) > @a(ws, 2°).2 Thus, we would expect to arrive
at the point (m},z*) in Figure 17.2, below, where:

mi —w; =T = wg —mj.

Notice that, under the assumptions being employed here, the bargain will achieve

ok
m;

Figure 17.2: The Bargaining Solutions.

a Pareto efficient solution. However, suppose now that Mr. 2 is given the property
right, and has the right to demand that z = 0, that Mr. 2 is willing to enter into
an ‘all-or-nothing’ bargain with Ms. 1, is a utility-maximizer, and knows Ms. 1’s
preferences. Now the bargain struck will be at (m}*, z**) in our diagram, where

2Presumably, we should use a constraint of the form s (we — T, 2) > @2(w2, 2°) + ¢, for some
€ > 0; but, as is usually done in the related literature, we will ignore this complication, and suppose
that Mr. 2 will accept the bargain as long as he doesn’t lose