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ABSTRACT

ESSAYS ON DISEQUILIBRIUM THEORY

Burak Unveren

The purview of this dissertation is the positive and the normative analyses of
general disequilibrium. Our spur for focusing on the theory of disequilibrium is
the persistent empirical non-clearing market phenomenon. In particular, disequi-
librium in the form of significant unemployment and underutilized capacities is
omnipresent in all market economies. Yet the Walrasian equilibrium - the predom-
inant equilibrium theory of markets — is inconsistent with non-clearing markets by
definition.

Motivated by these considerations, we endeavor to elucidate theoretically why
markets do not clear, and scrutinize the efficiency implications of disequilibrium.
To this end, we focus solely on convex economies with continuous preferences and
production technologies — the standard domain of the Walrasian analysis. We also
posit the Walrasian behavioral proviso according to which all agents are price-
taking optimizers.

Our first theoretical contribution is to demonstrate that the Walrasian equilib-
rium does not exist under certain hypotheses. That is, conditional on our assump-
tions, market clearing is an impossibility which can potentially explain persistent
real world disequilibrium. As far as we are concerned, this is the first study that
gives a set of general conditions inducing non-existence of Walrasian equilibrium.

Although the non-existence of Walrasian equilibrium can explain why markets
do not clear, it is not competent to analyze how resources would be allocated
in disequilibrium. This observation leads us to the inquiry of the non-Walrasian
equilibrium — a generalization of the Walrasian equilibrium engineered to analyze
non-clearing markets. Our second contribution is to prove that the non-Walrasian
equilibrium exists albeit the Walrasian counter-part may not. To the best of our
knowledge, this result also gives the most general existence conditions for the non-
Walrasian equilibrium concept.
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Finally, we move to the inquiry of the efficiency properties of non-clearing
markets. That disequilibrium is inefficient is a common verdict among economists.
Indeed, we demarcate the conditions that ensure disequilibrium allocations are
Pareto-inefficient. All known theorems in this field (i.e. efficiency analysis of
disequilibrium) are special cases of our study.

These results admit the following claim to hold. There are economies where
market clearing is impossible which induces disequilibrium and ensures Pareto-
inefficiency if there is no intervention to the market.

An intriguing policy implication ensues by applying the Second Fundamental
Theorem of Welfare (SFTW) which asserts that any Pareto-efficient allocation can
be supported as a Walrasian equilibrium with a proper lump-sum redistribution
of income. Thus, in virtue of the SFTW, there is always a Pareto-improving
redistribution scheme for the economies that satisfy our assumptions.

We believe these theoretical discussions are germane to the ancient polemics
of markets’ competency of self-regulation to maintain equilibrium, and the effi-
ciency of redistributive policies. Our results show that even unfettered markets
with the most flexible adjustment mechanism may not guarantee equilibrium and
redistributive policies may very well be efficiency enhancing — an argument almost
vertically opposing the mainstream view.

The dissertation is comprised of the following chapters. The first chapter is a
survey of the literatures to which we make theoretical contributions. The second
chapter is about the non-existence of Walrasian equilibrium. The third chapter
deals with the existence of non-Walrasian equilibrium. The forth chapter is about
the efficiency properties of disequilibrium. Finally, we conclude with a brief discus-
sion of the subjects covered in above chapters mainly underscoring the weaknesses
of the results involved.
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CHAPTER 1

A Survey of Non-existence of Walrasian Equilibrium,
Existence of Non-Walrasian Equilibrium, and
Disequilibrium Welfare Analysis

1.1. Introduction

Perfectly competitive equilibrium @ la Arrow and Debreu, which is also known
as Walrasian equilibrium, is widely deemed the formalization of how unfettered
markets operate on competitive principles. Needless to say, it is impossible to
exaggerate the significance of such a theoretical framework if it is consonant with
observed data.

However, the theory of competitive equilibrium suffers significant and persistent
empirical failure in its predictions. For disequilibrium (i.e. non-clearing market
phenomenon) in the form of unemployment and underutilized capacities is palpable
and ubiquitous (see Arrow (2005, p.15) and Dreze (1997)). Nor do the conditions
of the existence of perfectly competitive equilibrium enjoy a strong support from
data. In particular, the assumptions in the existence literature regarding the dis-
tribution of initial resources are quite heroic as we shall discuss with further details
in the sequel. Hence, given a realistic distribution of initial resources, competitive
equilibrium may not exist.

If competitive equilibrium does not exist then markets would not clear at any
price — an implication that can explain why actual markets do not clear. The pri-
mary task of this chapter is to survey the literature of non-existence of competitive
equilibrium motivated by its explanatory potential.

Then we review the literature of non-Walrasian equilibrium which is a gen-
eralization of competitive equilibrium that is engineered to analyze non-clearing
markets. The aim of this addendum is to discuss whether the current state of
non-Walrasian literature is competent to analyze disequilibrium that appears due
to non-existence of Walrasian equilibrium.

Finally, we present a survey of disequilibrium welfare analysis which scrutinizes
the efficiency implications of non-clearing markets. Therefore, established results



in this literature can be used to conduct efficiency analysis of disequilibrium due
to competitive equilibrium’s non-existence.

It is noteworthy that this survey is not confined to bibliographical references
of these three literatures albeit we endeavour to give an account of the relevant
references as complete as possible. In fact, the bulk of this chapter is devoted
to critical evaluations of these three literatures. More specifically, we take pains
to state our methodological standpoint in equilibrium theory and discussions of
existence whereby we critically evaluate the standard assumptions of the afore-
mentioned literatures.

By way of prologue to our discussion, a general methodological discussion on
equilibrium’s existence ensues as promised.

1.2. Existence and non-existence of equilibrium

In this section, we define the following terms that will be frequently used in this
chapter: equilibrium, existence of equilibrium, and subsequently, non-existence of
equilibrium. Two caveats are in order in this regard. Firts of all, these definitions
apply to equilibrium modeling in general, and is not restricted to any form of
equilibrium notion — particularly competitive equilibrium- in any sense. Second,
we concede that these definitions are dependent on our methodological view, and
thereby, do not represent any form absolute truth.

We say that an equilibrium concept is a mapping that relates the exogenous to
the endogenous. The endogenous is the predicted behavior of the decision makers
who are designated by the exogenous. Thus an equilibrium concept theoretically
relates the exogenous data of decision makers to their endogenous behavior.

However, analysis predicated on equilibrium behavior can follow only if the
equilibrium concept is well-defined. That is, the existence of equilibrium behavior
is the sine qua non for any scrutiny based upon equilibrium. This observation
motivates proving existence of equilibrium.

Proving existence of equilibrium is demarcating the set of exogenous which
is consistent with the equilibrium concept. In a similar vein, non-existence of
equilibrium is an inconsistency between the exogenous data and the economic
principles that constitute the equilibrium concept.

Our interest in non-existence of equilibrium stems from its following intriguing
predictive power. Consider an environment corresponding to a given exogenous
data, and an arbitrarily chosen equilibrium concept. Now assume that the ob-
served choices of decision makers in this environment systematically contradict the
equilibrium concept. Non-existence of equilibrium can potentially explain such a
phenomenon - contradiction between observed choices and postulated theory. In



other words, observed choices may contradict a particular equilibrium concept for
the equilibrium concept is inherently inconsistent with the environment.

Even though this subject could be deepened far further, the current state of
our discussion is sufficient for our purposes. Now we turn to applying the general
arguments in this section to the specific case of perfectly competitive equilibrium
and observed persistent disequilibrium in real life.

1.3. Competitive equilibrium

In the Walrasian tradition, the set of exogenous is referred to as an “economy.”
An economy is comprised of consumers and firms. A consumer is a tuple of initial
endowments, ownership shares over firms, and preferences over products. A firm
is a production technology that relates inputs into outputs.

The Walrasian equilibrium is the utility maximizing consumption plans of con-
sumers, profit maximizing production plans of firms, and market clearing commod-
ity prices that are taken as given by the consumers and the firms. Put it shortly,
the Walrasian principles consist of optimization, market clearing, and price taking
behavior. These principles are widely interpreted as rationality, price flexibility,
and competitive behavior respectively.

According to the current state of the literature, these Walrasian principles are
consistent with economies that are convex, closed and irreducible. That is, if an
economy is convex, closed, and irreducible then there is a Walrasian (perfectly
competitive) equilibrium in this economy.

Convexity and closedness are stipulated from both preference relations and
production sets. Roughly speaking, convexity ensures that mixing is more util-
ity enhancing in consumption and more efficient in production. Closedness is a
topological characterization of continuity imposed on preferences and production
technology.

However, our main focus is the condition of irreducibility which is germane to
the distribution of initial resources among individuals, and we will focus on non-
existence of Walrasian equilibrium only due to violation of irreducibility condition.

1.3.1. Irreducibility

In this section we explain the irreducibility condition which is a standard assump-
tion to ensure existence of competitive equilibrium. There are several different
irreducibility conditions in the literature (see Moore (2006), Florig (2001b), Arrow
and Hahn (1971), Debreu (1962), and McKenzie (1959)). Typically these condi-
tions are very complicated in technical terms. However, Geanakoplos (2004, p.118)



provides an excellent and succinct interpretation covering all irreducibility condi-
tions: An economy is irreducible when "each agent’s labor power could be used
to make another agent better off." We take Geanakoplos’s interpretation as our
reference point for the definition of irreducibility.

Geanakoplos’s condition should hold at all feasible allocations. This implies an
economy cannot be irreducible if full capacity production — the maximum output
with respect to labor given non-labor resources- is feasible. That is, no known
existence theorem for competitive equilibrium applies to economies with feasible
full capacity production.

Let us see how feasibility of full capacity production violates irreducibility and
impedes applying known existence theorems of Walrasian equilibrium. Consider an
economy where full capacity is feasible, and production takes place at this level.
In this case further production by increasing employment is not feasible by the
definition of full capacity production. Thereby, no agent’s labor power can be used
to improve the well-being of another consumer.

In the light of the above, our conclusion is that known existence theorems
apply only to economies where there is a shortage of labor relative to available
jobs so that full capacity production is not feasible. Nevertheless, labor shortage
is a very stringent condition both empirically and theoretically. This observation
substantiates our interest in the possibility of non-existence of perfectly competitive
equilibrium due to violation of irreducibility.

Finally, note that when competitive equilibrium does not exist because the
economy is not irreducible, the problem is the distribution of initial resources.
For the economy violates irreducibility only if some agents do not have enough
resources valuable for others.

1.4. Non-existence of competitive equilibrium

Now we will reflect upon the studies that discuss non-existence of equilibrium
due to violation of irreducibility which is pertinent to the debates of theorization
and desirability of competitive markets.

The genesis of theorizing how markets operate according to the tenets of perfect
competition, and of the debates on the desirability of unfettered markets have
ancient roots. Adam Smith invokes the famous invisible hand parable to argue, in
modern parlance, that markets induce a social optimum in virtue of decentralized
optimizing behavior of consumers and firms. On the other hand, Ricardo and Say
strive to provide a theoretical framework demonstrating the viability of competitive
market mechanism. Their attempts laid the foundations of the modern theories of
existence and stability.



Despite the elegant and systematic approach of the classicals, their view cannot
account for the significant and persistent disequilibrium in real markets. This
contradiction between the elegant theory and the real world phenomenon ignited
the deeply influential debate of Ricardo and Say against the proto-Keynesians, to
wit, Malthus and Sismondi.

According to Chipman (1965), the non-existence of competitive equilibrium in
modern economic theory evokes Malthus and Sismondi’s position against Ricardo
and Say. Malthus and Sismondi are known to be prominent underconsumptionists.
The general idea of underconsumption is that "the distributional inequalities of
capitalist relations of production are inconsistent with system-wide requirements
for the growth of demand and the realization of the product (Foley (1986, p.146))".

Now let us explicate Chipman’s proposed connection between the undercon-
sumptionist proto-Keynesians and the non-existence of competitive equilibrium.
First of all, the state of underconsumption and the non-existence of competitive
equilibrium due to violation of irreducibility stem from the same root: the origi-
nal distribution of initial resources. Second, both problems point out an inherent
inconsistency of the market system. The role of inconsistency for the theories of
underconsumption is nicely described by Foley’s definition (see above). On the
other hand, non-existence of competitive equilibrium is the inconsistency between
the tenets of perfect competition whereby no solution to the system of equations
that represent these principles exist.

Moreover, underconsumption and non-existence of competitive equilibrium share
a common policy implication as well. In particular, redistribution of income among
rich and poor offers a remedy for economies that suffer underconsumption for the
problem is the original distributional inequalities by assumption. In a similar
fashion, redistribution of income always solves the non-existence of competitive
equilibrium by the Second Fundamental Theorem of Welfare (SFTW) in the fol-
lowing sense. SFTW states that any Pareto-efficient outcome can be supported
as a competitive equilibrium with an appropriate lump-sum redistribution scheme.
Thus, even if there is no competitive equilibrium with the original distribution of
resources yet there is equilibrium with redistribution.

Not only is the non-existence of competitive equilibrium pertinent to the pre-
Keynesians but also to the interpretation of Keynes after the publication of his
magnum opus General Theory. For example, Chipman (1965) also maintains that
the non-existence of equilibrium can be deemed a violation of Say’s Law - central
theme in Keynesian literature. Moreover, Patinkin (1948, p.546) and Klein (1947)
propose non-existence of equilibrium as a Keynesian framework to demonstrate
that disequilibrium may prevail with flexible prices. Note that markets cannot



restore equilibrium even with the most flexible price adjustment process if equi-
librium does not exist. However, Patinkin and Klein’s approach is fundamentally
restricted to diagrammatic analysis with ad-hoc supply and demand functions.

To the best of our knowledge, the first rigorous example for the non-existence
of competitive equilibrium with proper microeconomic foundations is due to Arrow
(1952, p. 527). The exposition of the example is very brief, purely theoretical, and
essentially restricted to an exchange economy.

Nonetheless, the next example in the literature makes an open reference to
the economic content of the problem. In particular, Arrow and Debreu (1954)
provide an example with production where establishing competitive equilibrium is
impossible albeit preferences and production technology are plausible (i.e. convex
and continuous). Consider an economy where production takes place according
fixed coefficient technology which takes only labor and capital as inputs. Capital
is given by the existing stock of initial endowments. Thus labor demand is bounded
by the amount of existing capital stock. Now assume that labor supply of workers
is inelastic with respect to real wages. Hence, aggregate labor supply is arbitrarily
large in the number of workers. So no positive real wage would clear the labor
market if the number of workers is high enough. Therefore, real wages should be
zero which admit excess supply of labor in equilibrium. But no one would work
when wages are zero while labor demand would be strictly positive. This shows
competitive equilibrium does not exist if the numer of workers is high enough.

In this example, irreducibility condition does not hold for there are more work-
ers then capital can employ at the full capacity production. So the labor power of
some workers cannot be used to improve the well-being of some other consumers
when production takes place at the full capacity. Thus, irreducibility is violated
even though the prefecerences and the production technology are very standard.

The main objective of Arrow and Debreu’s example is to explain that convexity
and continuity are not sufficient for the existence of equilibrium, and some sort of
irreducibility condition is required. However, they also remark that “[t]he possibil-
ity of disequilibrium and therefore unemployment through failure of Assumption
VII [i.e. Arrow and Debreu’s irreducibility assumption] to hold corresponds to
so-called ‘structural unemployment’ (fn. 12, p. 281)”. That is, Arrow and Debreu
openly relate non-existence of equilibrium to disequilibrium and unemployment,
in particular to structural unemployment.

Negishi (1987) provides a historical review of competitive equilibrium’s non-
existence. The central message of this study is that examples of competitive equi-
librium’s non-existence prior to Arrow (1952) are not real threats to competitive
theory. An example in this line is Thornton’s examples of non-existence of market



equilibrium due to non-convexities. However, the non-existence example in Arrow
(1952) bestows rigorous attention according to Negishi.

According to the exegesis of Rizvi (1994), irreducibility conditions unravel the
fact that the generality of competitive equilibrium analysis is much-vaunted. Rizvi
rightfully points out that irreducibility stipulates a particular form of interrelation
between preferences, technology, and the distribution of resources. Based on this
observation, Rizvi concludes that employing an irreducibility assumption causes
the economy under consideration to be “held by together by non-market forces
before prices can even come into play, thus limiting the coordinating function
usually attributed solely to prices; and calls into question the generality of [general
equilibrium| theory. (p. 18)”

The most recent discussion of non-existence can be found in Bryant (1997,
2010). Bryant offers an extensive review of all irreducibility conditions, and specu-
lates about the possibility of violating these conditions. The message that Bryant
conveys is clear and strong: The non-existence of competitive equilibrium due to
violation of irreducibility is very probable and it is germane to the debate of mar-
kets’ competency between the Keynesians and New-classicals. More specifically,
the non-existence of competitive equilibrium is competent to explain disequilibrium
phenomena.

However, there is an evident paucity of theoretical analysis in non-existence of
competitive equilibrium. Many eminent theoretical economists acknowledge the
possibility of equilibrium’s non-existence. For example, Chichilnisky (1995) states
that "[t]he problem of nonexistence of a competitive equilibrium is pervasive. De-
spite the fact that market allocations are regarded as a practical solution to the
resource allocation problem, many standard economies do not have a competi-
tive equilibrium." Indeed, Chichilnisky (1995) provides a general set of conditions
for the nonexistence of equilibrium for exchange economies. That being said,
Chichilnisky posits strongly monotonic preferences which excludes satiation any
good.

But, alas, there is no study that analyzes this possibility for production economies.
That is, the conditions that guarantee competitive equilibrium’s non-existence are
not known to the economic theory when production is involved. We believe this is
a significant gap in microeconomic theory that deserves more attention due to its
potential in explaining non-clearing markets.



1.5. Non-Walrasian equilibrium

Even though the non-existence of competitive equilibrium can explain why
markets do not clear, it cannot be invoked to predict how resources would be allo-
cated in disequilibrium. Non-Walrasian techniques, which subsume the Walrasian
equilibrium by admitting trade out of market clearing equilibrium with arbitrarily
given prices, constitute a natural candidate to approach this issue for economies
without any competitive equilibrium.

First we review the literature of the non-Walrasian equilibrium concept in this
section and then reflect upon its competency for the analysis of economies without
any Walrasian equilibrium.

1.5.1. Preliminaries of non-Walrasian equilibrium

Non-Walrasian equilibrium concept takes preferences, technology, distribution of
initial resources, and prices as the data of the economy. To make a contrast, in
the Walrasian case, prices do not belong to the exogenous data but are determined
through the principle of market clearing.

The exogenous data enlisted above is mapped into optimal consumption and
production plans that consistently fit into each other by the non-Walrasian equilib-
rium. This mapping weakens the principle of market clearing in Walrasian analysis
by replacing it with voluntary trade and frictionless markets while keeping opti-
mization and price-taking behavior. More specifically, non-Walrasian equilibrium
is a voluntary allocation without frictions. Now we turn to the definitions of vol-
untary trade and frictionless markets principles.

An allocation is voluntary if trading less is detrimental for all individuals given
the budget constraints. Put it briefly, voluntariness stipulates no forced trade given
the prices. For instance, in a voluntary allocation, a consumer would be worse-off
if a she buys less. For the case of a worker, voluntariness prescribes that supplying
less labor cannot improve well-being.!

On the other hand, according to the frictionless markets principle, agents on
opposite sides of a particular market willing to further their trade - but failing to
do so — do not exist. That is to say, any mutually beneficial trade takes place.

These two principles are natural conditions to stipulate from any market mech-
anism. Indeed, all major imperfectly competitive equilibrium definitions satisfy
voluntariness and absence of frictions. That is to say, non-Walrasian and im-
perfectly competitive equilibria are isomorphic in some sense (see Madden and

ITherefore, that an underemployed worker would be better off if she could work more does not
contradict with the definition of voluntariness.



Silvestre (1992)). Furthermore, that voluntariness is germane to how markets op-
erate is a common view, and consequently, voluntariness is often deemed a defining
tenet of market games in economic theory (see Bevid et al (2003), Svensson (1991),
Benassy (1986)).

Motivated by Madden and Silvestre’s analytical result, and the convention in
economic theory, we argue that the set of voluntary allocations without frictions
(i.e. non-Walrasian allocations) constitute an intuitive and plausible domain that
cover all possible market allocations. If this view is held then non-Walrasian allo-
cations necessarily cover all possible behavior in markets — including out of com-
petitive equilibrium behavior- independent of the details that specify the market
system.

As a result, we conclude that the definition of non-Walrasian equilibrium is
admissible to analyze economies without competitive equilibrium. However, the
eligibility of definition is not sufficient, and proving existence of non-Walrasian
equilibrium under conditions that there is no Walrasian equilibrium is also neces-
sary. Now we turn to this subject.

1.5.2. Existence of non-Walrasian equilibrium

As we stated above, non-Walrasian equilibrium is a voluntary allocation without
frictions. However, there are several different versions of non-Walrasian equilib-
rium since certain subtleties arise when the technicalities are considered. These are
Dreéze (1975), Benassy (1975,1976), and Malinvaud and Younes (1977). Nonethe-
less, Silvestre (1982, 1983) proves that if Dréze equilibrium exists then other types
of non-Walrasian equilibria also exist. That is, Dréze equilibrium is the strictest
non-Walrasian concept. On top of that, the most widely analyzed non-Walrasian
equilibrium notion is Dréze equilibrium. So we restrict our attention to Dréze
equilibrium.

Dreze (1975) considers a compact cube for the set of admissible prices which is
given exogenously. Thus, there are upper and lower bounds on each commodity’s
price which are interpreted as rigid prices. Due to these restrictions on prices, typ-
ically markets do not clear. According to Dréze’s definition of non-Walrasian equi-
librium, quantity constraints imposed on decision makings of individuals and firms
maintain equality of consumption and production. These quantity constraints are
known as rationings, and satisfy voluntariness and absence of frictions. However,
this equilibrium definition does not tell which side of the market would be rationed.

In this regard, an important refinement of Dréze equilibrium is made by van
der Laan (1980) and Kurz (1982) by stipulating that only supply can be rationed.
This restriction on Dréze equilibrium is motivated by the fact market economies
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generally suffer over-supply in markets (e.g. unemployment) and over-demand is
rarely observed (e.g. war times, famines). Van der Laan and Kurz prove the
existence of this refined equilibrium concept which is also known as unemployment
equilibrium.

Dehez and Dreze (1984) extends the existence results for unemployment equi-
librium by introducing price indexation instead of price boundaries as the cause of
price rigidity. The proof of unemployment equilibrium’s existence of van der Laan
(1984) manages to combine Kurz and Dehez and Dréze. Weddepohl (1987) shows
existence of unemployment equilibrium with linked price indexes. Herings (1996)
on the other hand uses a generalized definition of rationings, and demonstrate that
all known existence theorems follow as corollaries of his general result.

An interesting contribution is made by Dréze (1997) by showing that quantity
constraints support disequilibrium even if prices are at their Walrasian market
clearing values. The intuition for that result is that pessimistic expectations can
sustain disequilibrium even at market clearing prices — a result undermining the
coordination role generally attributed to prices. Herings (1998) shows that disequi-
librium allocations constitute a connected set — a result seemingly independent of
Dreéze (1997). Nevertheless, the main messages of these two papers are juxtaposed
by Citanna et al (2001) who show multiplicity of disequilibrium allocations at given
prices (including Walrasian prices). They interpret multiple disequilibrium even
at a unique Walrasian equilibrium prices as a problem of coordination as Dréze
(1997).

The generalized rationings approach of Herings (1996) is carried to a more
abstract level by Talman et al (2001) invoking a fixed point theorem of Browder
(1960). In this way, they can prove existence where the set of admissible prices
is any convex compact set — a substantial generalization in the literature. That
paper also includes an extensive list of references.

1.5.3. Labor in non-Walrasian literature

Hitherto discussed assumptions are not pertinent to the primitives of an economy.
In this regard, the non-Walrasian literature exhibits a stringent convention. Posit-
ing convex and closed preferences is virtually universal in the literature. However,
our main concern is a set of common assumptions in the literature that impede in-
troducing labor, and production to the economy. Now we turn to these conditions
that preclude the notion of labor.

First of all, an omnipresent proviso in the literature is unbounded consumption
sets in all dimensions. Second, assuming that all individuals own strictly positive
amount of all goods as initial endowments is a common practice. As we shall see
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now, these two conditions are inconsistent with the notion of labor despite the
non-Walrasian theory’s original motivation of elucidating unemployment.

In virtue of the first condition of unbounded consumption sets in all dimensions,
a wealthy consumer can buy someone else’s free time and enjoy it as her own leisure.
Thus, any pauper can sell her free time to afluent consumers who would enjoy their
purchase as leisure. This is evidently incongruent with the notion of labor. This
problem could be avoided by postulating an individual cannot enjoy leisure more
than her labor endowment. However, this requires bounding the consumption
set in the labor dimension. For an example of a careful and proper approach to
introducing labor in this way see Moore (2007, p.86).

According to the second condition, which is known as interior endowments con-
dition, each individual possesses from all goods in strictly positive amounts. This
implies that everyone can supply all types of goods at all points in time and space.
These goods also include all possible different types of labor. Hence, for example,
everyone should be a pilot and a doctor at the same time according to interior en-
dowments condition. More generally, interior endowments condition implies that
everyone is an omnipotent consumer who is able to perform all professions simul-
taneously. But this is astoundingly unrealistic, and again incongruent with the
notion of labor.

On top of that, interior endowments condition also guarantees irreducibility.
Thus, all known existence conditions of Dréze equilibrium are stronger than all
known existence conditions of Walrasian equilibrium (e.g. compare to McKenzie
(1959) and Arrow and Hahn (1971)). Consequently, the most significant obsta-
cle to invoke Dreze equilibrium to analyze disequilibrium due to non-existence of
competitive equilibrium is arguably the condition of interior endowments.

1.5.4. Non-Walrasian equilibrium and non-existence of Walrasian equi-
librium

In light of the above, we reach to the verdict that non-Walrasian analysis is not
competent, yet, to introduce labor into economies that are in disequilibrium. Nor
could the non-Walrasian techniques — given the current state of the literature- be
used to scrutinize and elucidate how markets operate when there is no competitive
equilibrium due to violation of irreducibility.

In order to surmount these problems, it is necessary to extend Dreze equi-
librium’s existence to economies with bounded consumption sets and boundary
distribution of initial resources. When this is the case, labor can be introduced
into the economy and economies without any Walrasian equilibrium can be ana-
lyzed based on the non-Walrasian principles.
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1.6. Disequilibrium welfare analysis

As we argued above, voluntariness is germane to how markets operate, and of-
ten deemed a defining tenet of market games in economic theory. But voluntariness
also proved to be a crucial condition regarding the efficiency properties of alloca-
tion mechanisms. The relation between voluntariness and efficiency, as we shall
see, provides an effective toolbox to conduct disequilibrium welfare analysis. This
section presents a survey of this strand of literature, namely the non-Walrasian
efficiency analysis.

Silvestre (1985) proves that under certain conditions an allocation is Walrasian
if and only if it is voluntary and efficient. This equivalence ensures that voluntary
trade in non-clearing markets is inefficient. Moreover, not only does this result
imply that disequilibrium is inefficient but also it is the most general result in
disequilibrium welfare analysis.

Examples of other papers that address the efficiency properties of disequilib-
rium allocations are Nayak (1980), Schmeidler (1982), Madden (1982), Maskin and
Tirole (1984), and Herings and Konovalov (2009, Proposition 3.3, p47). Nonethe-
less, as we mentioned above, all results that demonstrate the inefficiency of disequi-
librium are special cases of Silvestre (1985). Hence, we only reflect upon Silvestre’s
equivalence.

Despite the common view among economists the inefficiency of disequilibrium
allocations is not unconditional. Indeed, Silvestre stipulates convexity, smoothness,
zero profits, and interior consumption, that is, strictly positive consumption of all
goods by all individuals. If profits are positive, then the result still holds if strong
voluntariness is employed in lieu of voluntariness. A voluntary allocation is strongly
voluntary if there is at least one good (e.g. money) with a clear market.

Based on these two results one can conclude that actual markets are perpetually
inefficient for non-clearing market phenomena is the norm. We find this conclusion
very important. However, interior consumption condition is a stringent assumption
which vitiates deducing that real world disequilibrium is inefficient. Moreover,
Silvestre contrives an example where his results fail when all his assumptions but
interior consumption hold. Therefore, there is no general result to test the efficiency
of disequilibrium when consumption is on the boundary.

However, strictly positive consumption of all goods (i.e. interior consump-
tion) is simply impossible. To see this, define goods finely so that commodities
are distinguished over time and space. In this case, interior consumption implies
simultaneous consumption at two distinct places. Furthermore, as we discussed
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previously, consuming someone else’s time as leisure is inconsistent with the no-
tion of labor. This also induces pervasive boundary consumption — as opposed to
interior consumption — in the space of all labor types.

The unrealistic nature of interior consumption is well understood by the care-
ful practitioners of the field of general equilibrium theory. For example, Moore
(2007) states that "if we define commodities finely ... all reasonable allocations
would result in each consumer’s commodity bundle being on the boundary of its
consumption set" and "consequently, even though we tend to think of boundary
values as being a very special case, they are the norm in reality. (p. 222)" A
similar remark is made by Geanakoplos (2004): "the more finely the commodities
are described, the less likely are the commodity markets to have many buyers and
sellers (p.116)." Arrow (1952) also notes that:

"Indeed, for any one individual, it is quite likely that the number of commodi-
ties on the market of which he consumes nothing exceed the number which he uses
in some degree (p. 509)."

Moreover, boundary consumption is becoming more relevant due to the con-
stant expansion of product spectrum over time.

Nevertheless, welfare analysis of disequilibrium without interior endowments
condition is non-existent despite the fact that non-clearing markets are the norm
in all modern economies. Silvestre (p. 813) concedes that interior consumption
is very strong, and conjectures that it may be relaxed to the following weaker
version: "each individual consumes some amount of what she owns initially". For
example, workers rest for some time. Obviously, this proviso is far more plausible
and weaker than interior consumption condition.

However, it is easy to show that this condition could not be sufficient due
to the example in Arrow (1952) - the first rigorous example of Walrasian equi-
librium’s non-existence. Indeed, not only does this example demonstrate a case
where there is no competitive equilibrium but also a case where a Pareto-efficient
initial endowment vector cannot be a competitive equilibrium. This is sufficient
to conclude that in this example there is a voluntary and efficient allocation that
is not Walrasian, to wit, the initial endowment vector itself.

In order to surmount the problem of non-existence in Arrow’s example, as we
have seen in the first section, the following irreducibility condition is employed in
the Walrasian literature: “Each individual owns something that is also valuable
to others.” Since disequilibrium welfare analysis makes assumptions on consump-
tion plans but not on initial endowments the counter part of this irreducibility in
disequilibrium welfare analysis may be the following: "Each individual consumes
something that is also valuable to others.” If this assumption is satisfied Silvestre’s
conjecture may turn out to be true. However, Silvestre’s conjecture, to the best
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of our knowledge, has not been analyzed yet, and hitherto it is neither proved nor
disproved.



CHAPTER 2

Too Many Poor But Very Few Rich

2.1. Introduction

Persistent unemployment and underutilized capacities are clearly observed in all
market economies (Arrow (2005, p.15)). Motivated by this palpable and ubiquitous
disequilibrium phenomenon, we develop a model where markets do not clear at any
price due to unequal distribution of resources.

In a nutshell, we show that if low real wages clear labor markets in economies
with high technology then the gap between the production capacity and the con-
sumption of the poor workers cannot be filled by the rich property owners. For
the consumption capacity of the rich cannot not be unlimited for all commodities.
On the other hand, higher real wages raise labor costs, and induce unemployment.
Hence our primary result ensues: markets do not equilibrate at any price.

Of course, consumers and firms in real life trade in markets subject to some
prices, be it market clearing or not. Therefore we then ask: how does the nonexis-
tence of market clearing prices effect voluntary trade? The answer is unequivocal
in terms of efficiency: if market clearing prices do not exist then all voluntary allo-
cations at all prices are Pareto-inefficient.! Moreover, for any voluntary allocation
there is a Pareto-superior allocation that can be supported as a competitive equi-
librium with an appropriate redistribution of income. We also prove that these
efficiency enhancing redistributions are necessarily income transfers from property
owners to workers.

What is the relevance of these results to observed disequilibrium in real life?
Our findings suggest that a commonly purported solution to disequilibrium, to wit,
price flexibility may be unsuccessful as follows. Wages in flexible labor markets
would be low inducing inadequate demand for certain goods. However higher wages
would give rise to unemployment. But resources would be allocated wastefully in
either case. In other words, economic activity in free markets - that is, voluntary

LAn allocation is voluntary at given prices if no agent benefits from trading less and consumers
satisfy their budget constraints. For example, workers selling their labor voluntarily cannot
improve their well-beings by working less. We interpret voluntary trade as economic acitivity in
markets without government intervention.

15
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allocations - is inefficient since prices cannot maintain market clearing. Nonethe-
less, in principle, an elaborate redistribution policy (e.g. welfare state policies) can
solve the problem, and promote efficiency by stimulating demand through taxing
the rich property owners and transferring the tax revenues to the poor workers.

The message that we strive to convey is very similar to the one of Brown
and Heal (1979, p.573): "It is necessary to consider both the equity and the
efficiency dimensions simultaneously."? More generally, the efficiency of markets
is related to the initial distribution of resources which creates room for Pareto-
improving redistribution. This observation is repeatedly demonstrated invoking
somewhat standard imperfections such as externalities, incomplete markets, infor-
mation problems, and nonconvexities (e.g. Geanakoplos and Polemarchakis (2008,
1986), Greenwald and Stiglitz (1986), Brown and Heal (1979)).

This paper reveals the surprising fact that this profound insight may still work
in convex economies with complete markets, perfect information, and absence of
externalities. Our argument is predicated upon the distinction of property owners
and workers. A worker is defined to be a consumer who has only labor to sell
in the market whilst property owners possess also non-labor resources. As Florig
(2001a, 2001b) points out "[m]ost of the consumers have only labor to sell." That
is, most of the consumers in real life are workers in our parlance. Indeed, existence
of many workers and few property owners is the most salient condition to prove
that markets do not clear at any price. Technically, this is equivalent to the
nonexistence of competitive equilibrium a la Arrow-Debreu.

Chichilnisky (1995, p.80) remarks that: "The problem of nonexistence of a
competitive equilibrium is pervasive. Despite the fact that market allocations are
regarded as a practical solution to the resource allocation problem, many standard
economies do not have a competitive equilibrium." In a similar vein, according
to Rizvi (1991), generality of competitive equilibrium’s existence is much-vaunted
(see also Bryant (2010, 1997)). Nevertheless, there is an astounding paucity of
formal analysis in this direction notwithstanding the significance of the subject.

This essay is hitherto the first study which provides general sufficiency condi-
tions for the nonexistence of market clearing prices for convex production economies.
The generality of our result suggests that our findings can be used to explain
why markets do not clear - the central subject of the Keynesian tradition. For
exchange economies a general condition of nonexistence of equilibrium is given
by Chichilnisky (1995). Yet some simple examples are more widely known (e.g.
Negishi (1987)). These are basically variants of Arrow (1951).

2We thank Graciela Chichilnisky for bringing Brown and Heal (1979) to our attention.
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Likewise, we present the first scrutiny of how resources would be allocated when
competitive equilibrium does not exist. As we stated above, the implications of
this analysis run deep in terms efficiency and the role of redistributive policies in
market economies. Another important insight of this essay, which is also congruent
with the Keynesian tradition, is that redistribution yields Pareto-improvement only
when the property owners are taxed and the workers are transfer receivers.

Our model satisfies all standard assumptions of convexity, closedness, and lo-
cal non-satiation. However, we violate the condition of irreducibility - a proviso
virtually present in all studies proving existence of equilibrium. An economy is
irreducible when each agent possesses some initial endowments that can be used
to make any other agent better-off at any feasible allocation.?

Therefore, economic theory is silent on the existence of competitive equilibrium
when some consumers have only labor to supply and there is ample labor to utilize
non-labor inputs at the full capacity. To see that, assume that an allocation with
full capacity production is feasible. But increasing employment does not increase
output at this allocation. Thus, labor cannot be used to improve the well-being of
others. Hence, the economy fails to be irreducible, and none of the known results
proving the existence of equilibrium applies.

Now we proceed with presenting a simple economy that is concocted to explain
our results clearly as much as possible. This will be followed by a substantial
generalization to underscore the pervasiveness of the problem.

2.2. An Example

Envisage a town where there are two produced goods: gold and bread. The
inputs of gold mining and bread baking are labor and sector specific capital (i.e.
machinery). Everyone strictly prefers possessing more gold to less. However, an
individual can eat bread up to a certain level of satiation.

To make things concrete, let

wi s X; — R x>y (x;) = Z x5, a € (0,1)
h=12,3

represent the preferences of individual ¢ such that X; C R%. Therefore, there are
five goods in the economy. These are gold, bread, labor, mining machinery, and

3Several versions of this basic idea with technically subtle differences can be found in Moore
(2006), Florig (2001b), Arrow and Hahn (1971), Debreu (1962), and McKenzie (1959).

4That is to say, gold is a desired good in our example. See Arrow and Debreu (1954, p.280) for
a technical definition of desired goods.
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bakery machinery respectively. Note that leisure is strictly preferred over working.
No one enjoys consuming machinery of any kind.
A consumer is either a capitalist or a worker. The initial endowment of each
worker 7 is
e; =(0,0,1,0,0)
So a worker is a consumer who has to supply labor to buy bread and gold. The
initial endowment of each capitalist 7 is

€ = <O707 17m17m2) .

In contrast to workers, each capitalist owns (mj,m2) units of machinery that are
specific to mining and bakery. The numbers of the capitalists and the workers are
K and W respectively.

It is implausible that a consumer could improve her well-being indefinitely by
eating arbitrarily large amounts of bread. Eventually the point of satiation for
bread should be relevant. Nor could anyone enjoy leisure more than her own
labor-time. Thus we posit, € X; if and only if

x> 0and 2o < and x3 < 1.

Here S represents the satiation parameter for bread.’ In the next section we will
refer to such goods as "standard goods" - commodities subject to satiation.

Regarding production, we assume that ¥ C R®is the following simple fixed
coefficient technology: Producing 1 unit of gold and 1 unit of bread requires 2 units
of labor, @ units of mining machinery and b units of bakery machinery. Formally,
y € Y if and only if

h1+y2+ys <0
ayr +ys <0
by +y5 <0
where (a,b) > 0 is a given technology vector. Finally assume that bread baked
utilizing all the machinery is enough to satiate the capitalists: mo > bf3.

Write 6; for the profit shares held by individual ¢. Note that Y is a constant
returns to scale technology which makes the distribution of profits irrelevant. By
the same token, any amount production is feasible with sufficient labor and ma-
chinery. However, inspection reveals that, taking the machinery fixed, production
is subject to a full capacity constraint.

SWe opt to put the satiation parameter in the consumption set. Instead, the idea that beer is
subject to satiation could be represented in the rule of the utility function as well. However, the
distinction is purely stylistic, and has no material consequences regarding our purposes.
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The environment is fully characterized by the vector of exogenous
&= (a7/67a7b7m17m25 Ka W)

which we call an economy. Any given economy £ satisfies all the standard convexity
and closedness conditions, and the preferences are obviously locally non-satiating
due to insatiable taste for gold.’

Our first result states that markets do not clear at any price if the number of
workers is high enough.

Proposition 1. For any given («, 3, a, b, my, ma, K) there is a number W* such
that W > W™ implies that there is no competitive equilibrium for the economy &.

Proof. See Appendix A-1. O

What does this result say about the actual economic activity in this town? In
order to answer this question, we assume that firms and consumers trade volun-
tarily subject to given prices. An allocation is voluntary if no agent benefits from
trading less. For example, employing less labor does not increase profits or work-
ing less does not increase utility when trade takes place voluntarily. For a formal
definition see Section 5.

Now we shall show that all voluntary allocations at all prices are Pareto-
inefficient if there is no competitive equilibrium.”

Proposition 2. Let £ be a voluntary allocation for £ at prices p > 0. If
W > W™ then £ is Pareto-inefficient.

Proof. See Appendix B-1. O

Until now, it is demonstrated that any voluntary form of trade is Pareto-
inefficient given W > W*. The natural question at this point whether there is
room for some policies to improve over voluntary trade. The answer is affirmative.

Let ¢ € RWTE be a redistribution policy such that Y ¢; = 0. The monetary
income of each consumer is

pe; + 0ipy + gi.

6Roughly speaking, a preference relation is locally non-satiating if and only if for any consumption
bundle there is another strictly preferred bundle in the close neighborhood of the former bundle.
See Moore (2007, p.70) for a formal definition.

"One may ask where the prices come from if they are not determined through market clearing.
We do not specify how prices are determined to preserve the generality of our model and this is
a safe practice since the result holds for all prices. That is, the following result is not sensitive
to the choice of price determination mechanism. Further inquiry in this line seems to be fruitful
for endogenizing price-making behavior.
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Our next result states that for any Pareto-inefficient voluntary allocation there is
a Pareto-superior allocation that can be supported as a competitive equilibrium
with an appropriate redistribution of income. Furthermore, these redistribution
policies should be transfers of income from property owners to workers. Formally,

Proposition 3. Let £ be given. Then any Pareto-efficient allocation & can be
supported as a competitive equilibrium with some transfers q. If W > W* then

Proof. See Appendix C-1. ([l

These results hinge upon the following hypotheses: existence of (i) high number
of workers, (ii) full capacity production, and (iii) a consumption good subject to
satiation (i.e. bread). We believe these are economically substantive assumptions.

Now let us explain why these assumptions violate irreducibility which is nec-
essary for the nonexistence of competitive equilibrium. High number of workers
ensures that utilizing all existing machinery at the full capacity is feasible. But in
this case labor cannot be used to improve the well-being of the capitalists since in-
creasing output by further employment is infeasible. Thus the economy cannot be
irreducible. On the other hand, that individuals satiate for bread is not pertinent
to the violation of irreducibility.

The major defect of this example is that the number of dimensions of the
ambient space (i.e. R®) is too small for introducing time by the method dating
commodities. The example is therefore static. So it is not clear whether the result
is robust in dynamic economies with accumulation.

The next section settles down this question by generalizing all our results to the
n dimensional ambient space. We will not address dynamic economies specifically
but R™ gives enough dimensions to date commodities if one attempts to intro-
duce time, and therefore adjustment of capacity constraint through production of
capital.® We also substantially generalize the space of preferences. Moreover, an
abstract approach is pursued for defining the capacity constraint so that we can
totally dispense with the fixed coefficient production technology. It turns out that
the nonexistence of competitive equilibrium holds under quite general conditions.
Now we turn to this generalization.

80f course, since n is finite here, this approach is restricted to finite though arbitrarily large
horizon.
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2.3. The General Model

Let us consider a private ownership economy £. Consumers, producers and
goods are indexed by ¢ € I, 7 € F' and h € G respectively. There are r consumers,
m producers, and n goods.

Consumer i is characterized by a consumption set X; C R}, a reflexive binary
relation 7Z; on X;, a vector of initial resources e; € R’ and a vector of shares
0; € R, with >, 0;; = 1, for all j. For further reference, let ~; designate the
asymmetric part of 7;for all i . Let =; be locally non-satiating for all i. Each
firm j is characterized by a production set ¥; C R".

The set of all possible prices is the n dimensional unit simplex, i.e. A :=
{p eERY >, o= 1}. Given the prices p € A and the production plan y; € Y},
the profits of firm j is 7, (p) = py;. Therefore the budget set of individual ¢ is

Bi (p) = {xi € Xi - pr; <my (p)}
where
m; (p) == pe; + Zj 0i57;5 (p) -
Now competitive equilibrium can be defined. Interpretations for the definition of

competitive equilibrium and the above constituents of the economy £ are skipped
since they are standard.

Definition 1 (Competitive equilibrium). An allocation
(%, gty pF) € R S A

1s a competitive equilibrium for &€ iff
(i) x; 7Z; xf and x; € B, (p*) implies x} 7=; x; fori € 1.
(i) p*y; > p*y; implies y; ¢ Y; for j € F.

(iii) Y oy — Y e — o y; <0 and p* (3,27 — Y e — > y;) =0.

Individuals derive income by means of their initial endowments and profit
shares. In actual economies, palpable differences between individuals in terms
of these resources’ distribution motivated the classical social taxonomy according
to classes, i.e. capitalists, rentiers, and workers. A similar classification is provided
in the sequel. To this end, the definition of labor - one of the central notions in
this study - should be introduced. A good [ is a type of labor-time if and only
if it is a non-produced good, which can be hired by firms but cannot be traded
between individuals. Formally:

9That is, for all i € I and Vi(xg,ah) € Xy X Xy @y = @ & 2 7

~

/ /
 «; and not xf 7=; x;].
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Definition 2 (Labor). Let L be the set of commodities such that if | € L then
(1) y; € Y; implies yj; <0 for all j, and (ii) x; € X; implies x; < e; for all i.
Ifl € L then good 1 is said to be a type of labor-time (or just "labor").

L is the set of all labor types. Let the cardinality of L be ¢. The first condition
prescribes the types of labor to be only an input but not an output whereas,
according to the second condition, an individual can enjoy only her own labor
as leisure. The justification of the former condition is obvious, and needs no
further explanation. The latter condition avoids pathological cases in which some
individuals buy someone else’s labor-time in order to enjoy it as leisure (see Moore
(2007, p.86)).

Given the definition of labor, the definition of a worker is as follows. An
individual is said to be a worker if and only if her monetary income is equal to the
monetary value of her labor endowments.’

Definition 3 (Worker). Let W be the set of individuals such that if i € W
then m; (p) = >_,cp mea for all p € A. If i € W then individual i is said to be a
worker. If 1 ¢ W then individual i is said to be a property owner and i € K.

W is the set of all workers while K is the set of all property owners. Workers,
who possess labor type [, are designated by W! := {i € W : ey > 0} with the
cardinality w;. We also write w := (wy, ..., wy) € NLF.

The following notation will prove to be convenient for the rest of the paper:

x; [N\, h] =z + Aoy,
where \ is a scalar, and v, is the A™ unit coordinate vector.!' Hence z; [\, h]
designates x; with A amount of additional consumption of good h for individual s.
Next, the notion of standard good is introduced. Good h is a standard good for
a property owner ¢ € K if and only if there is a treshold level such that consuming
more of good h than this treshold does not contribute to the welfare of the property

ONote that being a worker does not inhibit the individual from enjoying the returns of her
savings. That is because, savings do not qualify as capital endowment or profit shares, but as an
integral of a consumption stream, which is financed by foregoing other consumption activities,
in the parlance of general equilibrium theory.

However, it is implausible to think that a worker can earn large amounts of capital income trough
the conduit of savings. Hence, in real life, a typical worker, who fits into our definition accuretely,
would have no or little savings, and majorly live on wage income. As of 2006, the sum of capital
and business income comprises less than %8 of income of %80 of the households in the US (see
Mishel et al. (2009, p.82)).

HThe vector of zeros except the A™ coordinate, which is equal to 1.
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Figure 2.1. A typical graph of a utility function « (-) as a function
of a standard good s while the consumption of other commodities is
fixed.

owner ¢ € K. In other words, standard goods are commodities that are subject to
satiation. Formally,

Definition 4 (Standard good). For each property owner i € K let S; C G be
the set of goods such that if s € S; then

(o > 0) (Va; € X5) : x5 > @ implies x; [ — 45, 8] 75 2.
If good s € S; then s is said to be a standard good for individual 1.

If a produced good’s consumption activity requires devotion of time then its
serviceable consumption is limited (i.e. these goods are standard) since time is a
limited resource. Obviously, many produced goods - arguably, most of the final
consumer commodities - fall into this category. Another important reason for
commodities to be subject to satiation - that is, being a standard good - is biological
consumption capacity.

Note that if —; is locally non-satiating then s € S; implies that the optimal
consumption of good s by property owner i is bounded above in p € A if p, > 0.
That is to say, property owners’ consumption demand for standard goods is limited.
Hereafter, ¢ (i, s) stands for the least upper bound - which exists for real numbers
are complete - of consumption of good s € S; by individual ¢ € I. The set of
non-labor standard goods common to all property owners is S := N;cx S;\ L which

is assumed to be non-empty.
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Now we will focus on demarcating the set of preferences of workers in our
economy. Let ~C X x X where X is an arbitrary set. Then ‘characteristics’ is a
triple ¢ := (X, 7, e) where e is a vector that will represent initial endowments. We
will also use

ci = (Xi, Zi» €i)
to designate the characteristics of individual 7. The set of all characteristics is
C:I{CZXQRCLF, ,E:QXXX,eE]Rﬁ}.

Let C' C C be a given subset. We assume that C' is the space of all possible
worker characteristics. Formally, © € W implies ¢; € C'. By imposing conditions
on C, we will ensure that the preferences of workers satisfy certain assumptions.
The first assumption is quite standard: Convexity and closedness (i.e. continuity).
However, introducing convex and closed preferences rigorously requires defining
the upper contour set

P¢(z):={qe X :qzx} where ceC.
The assumption is as follows:

Assumption 1. Let ¢ € C. Then P°(z) is convex and closed for all x € X.

In the sequel we introduce a condition related to labor supply of workers. How-
ever, formulating this condition entails defining the open ball in the n-dimensional
Euclidean space and the normal cone of a closed convex set.

Definition 5 (Open ball). Let § > 0 and a € R™ . Then the open ball with
radius 0 1s
Bs(a) :={z € R" : |z —a] < 0}

where ||-|| is the Euclidean norm.

Definition 6 (Normal cone). Let X C R™ be a closed and convex set with
x € X. Then the normal cone of X at x is

N, (X):={peR":p(x—2") <0 forall2a' € X}.

Notice that if Assumption 1 holds then that x € X; is an optimal consumption
bundle for individual i € W at prices p € A implies p € N, (P% (x)). Now all the
necessary tools to introduce the condition mentioned above are acquired.

Envisage an economy and an allocation such that workers - individuals who
live on wage income - consume most of their labor endowments as leisure, and
buy very little amount of all other goods. That is to say, workers in this economy
voluntarily exchange their labor with produced goods in very little amounts. We
will assume that this is only possible when the real wage rates are actually low, at
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least in terms of some standard goods. The assumption is expressed formally as
follows.

Assumption 2. (Ve > 0) (35 > 0) (Ve e C) (Vi € L) (Vz € Bs (e)) :

p € N, (P (x)) implies € > Pu
Ph
for some h € S.

As stated above, Assumption 2 says that if workers are willing to exchange
their labor with small amounts of produced goods then real wages are low in terms
of some standard goods. For smooth preferences, the Inada condition is typically
sufficient to satisfy this assumption. The following remark attempts to clarify this
aspect.

Remark 1. Let C be a singleton. That is to say, all workers have identical
characteristics. Assume that the unique element ¢ € C can be represented by
u: X — R. Let good 1 be labor and good 2 be a standard good. One can show that
Assumption 2 is satisfied if

8u/0x1
aU/al’Q
For example, u () = Z$,11/2 and X = [0,1] x [0, ¢] x R?"? such that ¢ > 0.

The following assumption is a mild desirability condition. It says that individ-

uals prefer leisure over working, which avoids strictly positive labor supply when
wages are zero.

Assumption 3. (Vee C) (Ve L) (Vx € X) (VA <0):
x [\ >0 implies © > x [\ .

(x) — 0.

r — e implies

The production technology is assumed to involve capacity constraints. To for-
malize this property, we need to define the set of efficient production vectors given
by,

Y, ={yeY,:ify >ytheny €V implies y =y} .
Also define
Y = {y € ZYj :h ¢ L implies y;, + Zeih > 0}
JEF €K
which is the set of efficient production vectors that are feasible in terms of non-labor
resources.

Assumption 4. There isy € Y such that y € Y implies [g| > |y|.
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Figure 2.2. A production set with a capacity constraint.

Assumption 4 says that feasible output has a maximum with respect to labor
given non-labor input. The market value of this maximum level of production is
simply the definition of U.S. Census Bureau for full production capacity which is
estimated quarterly.'? Thus we maintain that Assumption 4 is realistic.

Note that this assumption does not impose a fixed capacity constraint. In
particular, production of capital and adjusting capacity over time is not ruled out.
For a comprehensive discussion of how general equilibrium models capture the
notion of time see Moore (2007, p.359).

The next assumption requires that production technology is sufficiently high so
that the upper bound of property owners’ total demand for all s € S is less than
the full capacity production.

Assumption 5. (Vs € S):7, > > . 0 (i,5) — €is.

The next item is our final assumption, which says that consumers do not enjoy
consuming non-labor input (e.g. machinery, unprocessed ore, raw material, inter-
mediate goods, etc.). But first we need to define the set of all characteristics of all
individuals:

C:={c¢;€C:¢; ¢ Cimpliesi € K}.
The assumption is as follows.

12The U.S. Census Bureasu defines full production capacity as "[t/he market value of the maxi-
mum level of production ... fully utilizing the machinery and equipment in place."
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Assumption 6. (Vc € C) (Vz € X) (Vh € G\L) (VA > 0) :
U, < 0 implies x 7 x [\, h].

This condition ensures non-labor input endowments are supplied inelastically
by households. The next section presents the result of nonexistence of competitive
equilibrium.

2.4. Nonexistence of Equilibrium

Now we will show that, under the assumptions we discussed, economic activity
can be coordinated through the principles of perfect competition only if the number
of workers is low enough. In particular, for any given set of property owners,
production technology, and set of worker characteristics, which satisfy Assumption
1-6, high number of workers implies that there is no competitive equilibrium.

So let us review these six assumptions very briefly. We assume that (i) prefer-
ences are convex, (ii) the Inada condition is satisfied by the preferences, (iii) there
is disutility of working, (iv) feasible output has a maximum with respect to labor
given non-labor input resources, (v) productivity for standard goods is high, and
(vi) non-labor inputs are not consumption goods.

Theorem 1. Let the set of property owners (X;, Z;, €i,0;),cx, the production
technology (Y;) jer and the space of characteristics of workers C', which satisfy

A1-A6, be given. Then there is a vector w € NfH such that if the set of workers
(Xi, Zi» €, 05);ey satisfies w > w then there is no competitive equilibrium for the
economy

&= ((XZ? ?ﬂ'v €i, ei)ieKUW ) (Yj)j€F> :

Before presenting the proof, let us expound it briefly. First, we will demonstrate
that, assuming the claim is not true, high number of workers implies real wages are
low (i.e. "cheap labor" or "poor workers") at least in terms of some standard goods
in competitive equilibrium. This induces two irreconcilable results. According to
the first one, cheap labor keeps the supply of standard goods very close to full
capacity. According to the second one, poverty of workers keeps the demand of
standard goods very low. Hence labor market clearing induces a glut in markets
of standard goods, which means that market clearing prices do not exist.

Now we can present the proof formally:

Proof. Suppose the claim is not true. Then there is a production technology
(Y])J < and a set of property owners (X, 2Z;, €;, 0;),c -, and a set of characteristics
of workers C, which satisfy A1-A6, such that for any (wi,...,w,) there is a set
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workers (Xj, 2Z;, €;,0;),c subject to the following properties
(1) (w17 ...,'U)g) > (wla "'7w€)
(i) eC,VieW

(iii) competitive equilibrium for the economy

&= <(Xu Zi» € Hi)ieKUW ) (Y})jEF>
exists.

Now pick such (Y}),.p and (X;, Zi, €:,0;),c,c and C. Consider a sequence wt =
(wi,...,wh) € NL,, t = 1,2,..., such that w! — oo as t — oo for all [ € L.
By assumption, this sequence gives rise to a sequence of economies £' with a
corresponding well-defined competitive equilibrium at each ¢ € N, . This sequence
of competitive equilibria is given by (z%,...,z% o4, ...yt p'), t € N,.

&' contains a set of workers (X/, i, €, 6;), ,, at each t € N,. Let W* designate
the index set of all workers at each t € N,. Also let W' denote the index set
of workers who possess labor good | € L whereas w! is the cardinality of W'
Moreover (wi, ...,w}) > w’ must hold for all ¢ € N,.

Since we will frequently use the market clearing condition, let us state it sepa-
rately:

(2.1) D jeF Yin = 2iewrnk Tin + 2iewink €in < 0 for all h € G
which holds with strict inequality only if p;, = 0.
Define

fin (p) ==sup{z € Ry :py > ppx}.
One can interpret 1, (p) as the real wage of labor [ with respect to good h. Now it
will be shown that there is s € S such that g (p') — 0 for all [ € L. In words, all
workers’ real wages in terms of some standard goods shrink to zero as the number
of workers increases. To this end, we shall prove that for each type of labor [ € L
one can pick ¥ € W at each t to construct a sequence of workers 7/, t € N, such
that ||a!, — ef,|| — 0. Otherwise there would be a good h such that

D iewi ‘Jih - eih‘ — 0.
If h € L then
2w Tip — €, — =00
since
zt, — el <Oforalliand h € L
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which follows from the Condition (ii) of the definition of labor. As a consequence,
there is 71 such that ¢ > 7, implies p}, = 0 since

pj, > 0 implies 0 > Y~ 4%, > 7.
jeF
But if p!, = 0 then
D iewte Tip — € =0
due to Assumption (3). On the other hand, if h ¢ L then
D iewi ‘Jffh - efh‘ — 00 implies 3¢y 73, — 00
which contradicts feasibility due to Assumption (4). These show that for each type
of labor [ € L there is a sequence of workers ¢, t € N, such that||z!, — e[| — 0,
which is equivalent to
(Vé > O) (E't(;) >ty = H.f(fﬁt - €ftH < 0.
In this case, due to Assumption (2), for any € > 0, 3 t5, such that for every
l € L,t>ts implies p—i < € for some s € S. Therefore, there is s € S such that

py (p*) — 0 for all I € L Let 5 € S be one of such standard goods. Note that one
can take pk > 0 for all ¢ without loss of generality since pg (p*) — 0 for all [ € L.
Write g, = > .y}, where h € G. Now we will prove that 7z — 75 Due to

profit maximization

Ps (U5 = Us) + X ph (U — W) 2 0.

h#3

Furthermore, if p} > 0 then 7, >y}, > 0 for all h such that yj, > 0 (Assumption
(4)). This yields

P (U =9s) + 2 i (5, = Un) 2 0.

heNt

where

N':={heG:y, <0}.
Thus,

ps (=) + X pu (U —Tn) + 2 0 (U —Tn) 2 0.
heNt\L heL
However,
> pi (%_gh) =0.
heEN\L

To see this, observe that pl, > 0 implies 0 > yi > 7, Vh € N* (Assumption 4).
But ¢! > 7, yields
Uh+ > e >0,YheN\L

1€EK
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since
Up+ > en>0,Yhe N\L
i€k
due to the definition of Y. Since non-labor input is not enjoyed by consumers
(Assumption 6) that would give pf, = 0.
Hence,

Pt (T —7s) + X 0, (U —¥n) > 0.
hel

Dividing both sides by —pt gives

ZleL

1

h

D3

= U=+ g (0) (U — W)
leL

0 Z ys_ys

@ — )

Above inequality implies g% — s since ug (p') — 0 for all [ € L.
On the other hand, }7,_; 7] 1 (") is the maximum amount of good h that
all workers can afford at each ¢. Hence

(2.2) Z e Mhz Z T
ieWt
However, this ensures ),y %= — 0 since g (p') — 0. Consequently,
Ue> 2 (0(i,5) —em) + 3o i

ieK iewt

holds for all ¢ with only finite exceptions since
U, > >, (¢ (i,h) —eyp,) for all h € S (by Assumption 5)
ieK

and ),y % — 0 holds. Nevertheless, it is already shown that ng — Uiz Asa
result, the inequality

S>> (0(0,8) —em)+ > x> Y (v —eh)

jEF i€K iEWt ieKUW!
ensues for all ¢ with only finite exceptions. Since p' is a competitive equilibrium
price vector, it must be the case that pt = 0 for all ¢ with finite exceptions. This
contradicts p (p') — 0. O

5. Voluntary Allocations

In this section we ask the following question: if there is no competitive equi-
librium how does the economy work? To answer this question we posit that firms
and consumers trade voluntarily at given prices.
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A feasible allocation is voluntary at given prices if no agent benefits from trad-
ing less and all consumers satisfy their budget sets. For instance, if firms and
workers exchange labor and produced commodities voluntarily then workers can-
not increase their utility by selling less labor. In a similar fashion, firms cannot
increase profits by producing less. The standard interpretation of this condition is
that no agent is forced to trade.

We maintain that unfettered markets without government intervention would
satisfy voluntariness. Indeed, in economic theory, voluntariness is widely consid-
ered as a defining tenet of market mechanisms of any type (e.g. Bevid et al (2003),
Svensson (1991), Benassy (1986)). Let us give the precise definition. But first the
concept of feasibility:

Definition 7 (Feasibility). An allocation £* = (2%, ..., x%,y%, ..., y’,) € Rr+m)
is an n—tuple of r consumption vectors and m production vectors; £* is feasible iff
r; e X, Viel, y; €Y;VjeF, and: Doier T —wi < Zjerj.

Voluntariness is defined as follows:'?

Definition 8 (Voluntariness). A feasible allocation £* is voluntary for (&, p)
iff: (i) Vi € C, x¥ maximizes 7; subject to: z; € 3, (p), and to:

min {0, z}, — win} < Tip — wip < max{0,z), —win}t (J=2,...,n)

(i) Vj € F', y; maximizes py; subject to: y; € Y}, and to:
min {0, g5 } < yin < max{0,y;} (=1,...n)
The following assumption says that the economy &£ is smooth and convex.

Assumption 7. (i) The boundary of Y is a smooth manifold andY is a convex
set. (ii) There is a smooth concave function u; : X; — R representing (72;, X;) for
all 7.

The next result states that any voluntary allocation is Pareto inefficient if
market clearing prices do not exist in convex and smooth economies. Writing
int (Z) for the interior any set Z:

Theorem 2. Let € and C and p > 0 be given. Assume A1-A7 and £ is a
voluntary allocation for (£,p). If w > w and x} € int (X;) for all i then £ is
Pareto-inefficient.

BNote that there is no quantitiy constraint for the consumption of good 1. This is justified by
interepreting good 1 as a medium of exchange (e.g. money) in the literature.
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Remark 2. Recall that w > w says the number of workers is sufficiently high
so that there is no competitive equilibrium (see Theorem 1).

Proof. Let £ and C and p > 0 be given. Assume A1-A7 and £ is a voluntary
and Pareto-efficient allocation for (£,p). If f € int(X;) for all ¢ then £* is a
competitive equilibrium. See Theorem 2 of Silvestre (1985)) for the proof. It is
noteworthy that A1-A6 are not necessary up this point. However, A1-A6 implies
that w is well-defined. Thus, w > w yields that there is no competitive equilibrium.
Contradiction. O

2.6. Redistribution of Income

This section addresses the policy implications of the model. We show that
if there is no competitive equilibrium then for any voluntary allocation there is
a Pareto-superior allocation that can be supported as a competitive equilibrium
with some lump-sum transfers. Moreover, these redistribution policies necessarily
transfer income from property owners to workers.

Let ¢ := (q1,-..,q-) € R" be a lump-sum transfer such that

i=1
Now replace the monetary income of consumers with
m; (p) := pei + 3, 0i;m; (p) + gi for all 4
and keep all other components of the model unaltered.
Now we can show that the inconsistency of competitive equilibrium based on

economic classes scrutinized heretofore can be remedied by an appropriate redis-
tribution of income.

Theorem 3. Let £ and C' which satisfy A1-A7 be given. Assume int (), X;)N
doieit Yy # @. Then any Pareto-efficient allocation £ such that x} € int (X;)
for alli can be supported as a competitive equilibrium with some lump-sum transfers
q. If w> w then

Proof. For the first part, the Second Fundamental Theorem of Welfare applies.
See Moore (2007, p. 222) Theorem 7.38.

The proof of that any ¢ which supports a competitive equilibrium is a transfer of
income from property owners to workers is as follows. Suppose there is a production

technology (Yj)jE r» and a set of property owners (Xj, 2, €, 0;),.x, and a set of
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characteristics of workers C', which satisfy A1-A7, such that for any (wy,...,w)
there is a set workers (X, 2Z;, €;,6;),.y subject to the following properties

(1) (w17 "'7wf) > (wla ...7(,(]()
(i) ;e C,VieW
(iii) competitive equilibrium for the economy

g = <(X’L7 ,.>\__,z7 €i, 0 )zEKUW ’ (Y])J€F>

exists with a lump-sump transfer q.

(iV)Z ¢ <0< Z%’

iew i€k
Now pick such (Y})jeF and (X, Z;, €, 0i),c and C. Consider a sequence w' =
(wi,...,wh) € NL,, t = 1,2,..., such that w] — oo as t — oo for all [ € L.

By assumption, this sequence gives rise to a sequence of economies £' with a
corresponding well-defined competitive equilibrium at each ¢t € N,. This sequence
of competitive equilibria is given by (wl, byt Lyl opt), t € Ny

&' contains a set of workers (X[, = t 0:). sewe and a lump-sum transfer ¢* at

17~y Z’ K3

each t € N,. After replacing Eq (2.2) with

> 4
Ziyliﬂhz( ZEW = Zx

lel iEWt

the proof of Theorem 10 still applies. However, this contradicts that ¢* supports a
competitive equilibrium at each t. 0

2.7. Historical Remarks

Explaining why markets do not clear has ancient roots in economic thought.
One early attempt in this direction is the theory of underconsumption which is our
inspiration. Underconsumption theories can be traced back to Malthus and Sis-
mondi, who are prominent proto-Keynesians objecting Say’s law. Chipman (1965,
p.707-714) illustrates their objection with an example of competitive equilibrium’s
nonexistence which is an exchange economy version of our example. This example
is due to Arrow (1952, p.527).

As Arrow and Hahn (1971, p.347) and Bryant (2010, 1997) point out, the
nonexistence of market clearing competitive prices is also germane to the original
Keynesian view of markets’ incompetency of self-regulation. In particular, that
non-clearing market phenomena can be persistent even if there is no price rigidity
is a famous theme in the Keynesian tradition. Our analysis can be used to reach
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this conclusion since even the most flexible price mechanism cannot equate demand
and supply if there is no market clearing equilibrium.

This relation was noticed during the genesis of modern disequilibrium theory,
and early attempts to formalize the Keynesian economics with flexible prices as the
nonexistence of market clearing prices can be found in Klein (1947) and Patinkin
(1948) even though they lack rigorous micro foundations. Arrow and Debreu (1954,
p. 281) give a nonexistence example with proper micro foundations - alas in words
- for a production economy. Although their example does not intend to theorize
non-clearing market phenomenon, there is a clear reference to disequilibrium and
structural unemployment. Indeed, our study can be deemed a generalization of
this example.

Another historical example is Thornton, who contrives examples in which trade
takes place at disequilibrium for there is no market clearing equilibrium (see Negishi
(1986) for further details). Nevertheless, our result is closer to Malthus and Sis-
mondi’s underconsumptionist critique rather than Thornton’s approach for Thorn-
ton invokes non-convexities which we do not.



CHAPTER 3

On the Existence of Dréze Equilibrium

3.1. Introduction

Non-clear market phenomenon is flagrant in market economies. A particular
example is persistent unemployment which all market economies suffer. In a simi-
lar vein, palpable capacity underutilization, which is generally deemed to indicate
lack of demand, is perpetual and widespread - so much so that it constitutes the
norm. Thus elucidating the reasons and implications of disequilibrium is empiri-
cally relevant, and needless to say, normatively significant.

Non-Walrasian theory provides a general and technically elegant framework to
analyze how markets operate when prices do not clear markets. This essay aims
at generalizing existence results in this strand of general disequilibrium literature.

The primary impetus for this generalization is to surmount the following prob-
lem. Certain assumptions in the non-Walrasian literature exclude even the simplest
and the most common type of worker-capitalist models. Construing these prob-
lematic assumptions properly unravels that the non-Walrasian tradition is actually
inconsistent with the notion of labor. However, we show that these stringent as-
sumptions, which induce exclusion of the notion of labor from the theory, can
be dispensed with to a large extent, and the existence results for non-Walrasian
equilibrium can be generalized appropriately.

Non-Walrasian equilibrium is defined as a voluntary allocation without any
frictions. An allocation is voluntary if no agent can benefit from trading less subject
to the budget constraint at the prevailing prices. On the other hand, absence of
frictions prescribes that all mutually beneficial trade takes place in all markets.!
It is easy to see that Walrasian equilibrium always satisfies these conditions but,
of course, not the other way around.

Based on these defining tenets, there are several non-Walrasian equilibrium
definitions, namely those of Dréze (1975), Benassy (1975,1976), and Malinvaud
and Younes (1977). However Silvestre (1982, 1983) shows that existence of Dréze
equilibrium, is sufficient for the existence of other types of non-Walrasian equilibria.

INote that nonexistence of frictions is necessary for Pareto-efficiency, but not sufficient.

35
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Therefore, we focus on Dreéze equilibrium with production in this study. A precise
definition of Dréze equilibrium is provided in the main text.

Talman et al (2001) and Herings (1996) provide extensive literature reviews for
existence of Dréze equilibrium. First of all, stipulating convex and closed prefer-
ences are common in the literature. We also use these properties here. However,
our main concern is a set of common assumptions in the literature that impede in-
troducing labor, and production to the economy. Now we turn to these conditions
that preclude the notion of labor.

First of all, it is remarkable that the literature of existence of Dréze equilib-
rium is confined to exchange economies. Indeed, the original definition of Dréze
explicitly excludes production. Second, postulating unbounded consumption sets
in all dimensions is omnipresent in the literature. Finally, positing that all in-
dividuals own strictly positive amount of all goods as initial endowments is very
standard. We strongly maintain that these three conditions hinder introducing
labor to the economy notwithstanding the non-Walrasian theory’s original spur of
understanding unemployment. Let us reflect upon why these three stipulations are
inconsistent with labor.

That an exchange economy is inconsistent with the notion of labor due to
absence of production is evident and needs no further comment. The second con-
dition of unbounded consumption sets in all dimensions implies that there is no
obstacle for a wealthy consumer to buy someone else’s free time and enjoy it as
her own leisure. Thus, an affluent individual can consume an underemployed indi-
vidual’s free time. This is also evidently incongruent with the notion of labor. In
this regard, Moore (2007, p.86) gives an elaborate example for how to define labor
properly.

The third condition, which is known as interior endowments, implies each in-
dividual can supply all types of goods (including different types of labor, if they
exist) at all points in time and space. In other words, everyone owns labor endow-
ments of all existing professions (e.g. pilot, coal miner, doctor, etc.). In fact these
omnipotent individuals are able to perform all these professions simultaneously if
interior endowments condition is satisfied. But this is astoundingly unrealistic,
and again incongruent with the notion of labor.

It is noteworthy that interior endowments assumption is also germane to the
existence of Walrasian equilibrium. For instance, the seminal paper of Arrow and
Debreu (1954) postulates interior endowments condition whereby budget sets are
ensured to be continuous. In fact, it is well known that budget sets exhibit a
pervasive discontinuity problem without interior endowments (Chichilnisky (1995,
p.80) and Arrow (1974, p. 267)). However, the Walrasian tradition, contrary to
its non-Walrasian counterpart, acknowledges the fact that interior endowments
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condition is an unsatisfactory solution to the problem of budget set discontinuity.
Consequently, there is a well-developed Walrasian equilibrium existence literature
which majorly focuses on finding more realistic assumptions instead of interior
endowments (e.g. Moore (2006), Florig (2001), Arrow and Hahn (1971), Debreu
(1962), and McKenzie (1959)). Our study can be deemed the first step to address
the same issue in the purview of non-clear markets.

In this regard, our existence covers production economies by invoking Silvestre’s
(1983) generalized definition of Dréze equilibrium. Moreover, we dispense with
the unbounded consumption set condition. Hence, trade of labor-time among
individuals as a consumption good can be avoided by stipulating that no individual
can enjoy leisure more than the initial amount of the labor-time endowment that
she initially has. As for the distribution of endowments, we posit a significantly
weaker version of the interior endowments condition. The weaker version says that
an individual can supply some strictly positive amount of all the goods that she
possesses initially. For example, a worker, whose income is solely comprised of her
wage, can supply some positive amount of labor, but not necessarily all existing
goods as interior endowments assumption requires.

Under these conditions our main result is the lower hemi-continuity of budget
correspondences. The assumptions that are discussed until now are only pertinent
to this continuity result. Then we demonstrate how this result can be exploited to
prove the existence of Dréze equilibrium with production.

The next section introduces the notation.

3.2. Notational framework

Let us consider a private ownership economy & with r consumers (1 to r),
m — r producers (r 4+ 1 to m) and n commodities, indexed respectively i = 1, ..., r,
j=r+1,...,mand h = 1,...,n. Consumer ¢ is characterized by a consumption
set X; C R’ on which her utility function u; : X; — R is defined, a vector of
initial resources w; € R’ and a vector of shares #; € R7™", with >, 0;; = 1,
J=r+1,...,m. Each firm j is characterized by a production set Y;.

A price system is a vector p € P where

P:={peR}:p>p>p}
such that p € R}, and p € R} . Note that P is non-empty if and only if
p > p.Given the prices p € P and the production plan y; € Yj, the profits of

firm j is 7; (p) = py;. A rationing scheme is a set of vectors (L,1) € R? x R",
which are absolute constraints on individual net trades. Therefore the budget set
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of individual ¢ is
Bi(p, L,1) == {l’z € Xiipri <pwi+d ;0um(p), L>x —w; > l}

so that individuals choose financially feasible consumption bundles, which respect
quantity restrictions in the economy. Regarding the consumption sets, we posit
the following assumptions for all consumers.

Assumption 8. X, is convex

Assumption 9. There exists x; € X;. such that (i) z; < w;, (i) x; <z < w;
implies x € X;, and (1) w;, > 0 implies wip, > xy, for allh (h=1,...,n).

Note that Assumption 8 and 9 subsume w; € int X; , and X; C X; +R"} , which
are standard in the non-Walrasian literature (e.g. Talman et al (2001)). As we
discussed earlier, these stringent assumptions exclude economies with labor. As
for the preferences, we assume:

Assumption 10. u; is continuous and quasi-concave.

The following assumptions hold for all firms.

Assumption 11. Yj is closed and convexr and 0 € Y;.

We also stipulate that the total production set Y =) i Y satifies:
Assumption 12. Y is closed such that Y N (=Y) C {0} and R} C =Y

According to this assumption the total production set is closed, irreversible,
and satisfies free-disposability condition, whereby we compactify the economy.
Now the definition of Dréze equilibrium can be introduced:

Definition 9. An allocation z* € R™ s a Dréze equilibrium for £ if there
exist restrictions (L,l) € R x R™ and a price system p € P such that
(i) zF + w; mazximizes u; on the budget set 5, (p, L,1) fori=1,..r.
(ii) z; mazimizes —pz; subject to —z; € Y and z; € [I, L] for j=r+1,...,m.
(ii1)3 0y, 7 = 0.
(iv) If there is an agent a, Ly = 2}, then for all agents a', 2%, >l and; if there
is an agent a, l,, = 2%, then for all agents ', 2}, < Lay for h=1,...,n.
(v) B, > pn itmplies Ly, > 2%, , and p, <p wmplies I, < z3), fora=1,...m.

The conditions (i) and (ii) are consumers’ and firms’ optimizing behavior, which
are generalized with respect to Walrasian counterparts via introducing quantity
constraints. The condition (iii) is equality of total demand and total supply. The
condition (iv) is known as "frictionless markets condition", which guarantees that
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supply and demand of a particular good cannot be rationed simultaneously. The
final condition ensures price flexibility in the interior of P.

In the sequel, two important continuity results, and the proof of Dréze equilib-
rium’s existence are presented.

3.3. Existence of Dreéze equilibrium

The following result shows that budget sets are continuous in p € P, quantity
restrictions (L,l) € R} x R”, and profit income 7 € R;. Given that the initial
endowments are fixed, the result is a generalization of Theorem 2.2 of Herings
(1996). We omit the subscript for individuals for notational clarity.

Theorem 4. Let Assumption 1 and 2 hold. Then the correspondence 3 : P X
R? x R? x Ry — R" given by

B, Llm)={reX:pe-w)<m, Lzz—-w=>1}

is continuous in (p, L, 1, ).

Proof. First of all, w € 8 (p, L, 1, 7) for all (p, L,l,7) sincew € X, and L >0 > [.
Hence S (p, L,l,7) is non-empty for all (p, L,l,7). Now we need to show that
B (p, L,l,m) is lower amd upper hemi-continuous.

Regarding lower hemi-continuity, consider (p*, L', l*, 7*) — (p,L,l,7) € P x
R? x R" x Ry, and let = € 3 (p, L,l, 7). We need to show there is a sequence z*
in 8 (LI, 7") such that ' — =.

To avoid cumbersome notation, let 5° = 3 (L, 1!, 7). Now define

J = {j:zj_w; >0}
H = {j:z;_w; <0}
K = {j:z;_w; =0}

Let pf := Lt/ (zj-wj) if j € J, and pf; := 1%/ (z;_w;). Now consider

! = min {1, jmin ué}
Define
= plte + (1 — ,ut) w.
First of all, u* € [0, 1], which implies ¢! € X due to convexity of X. Furthermore,
L'>c—w>1
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which follows from

< 0<¢ —wj=p' (z; —wy) < (25 —w;) = L forall j € J
L > 0>¢ —wj=p' (2 —w;) > pl (0 —w,;) =15 forall j € H
Lj» > Ozcg»—ijlﬁ-foralleK.
Note that pf — 1 since
Lt L.
o = I 2 >1foraljecJ
Ti_wj T wj
=i J=Wj
t l; i ;
= — >1forall je H
Ti_w;  Tjw
J=Wj j-Wj

But pf — 1 implies ¢! — z. Thus, p* (¢! —w) — p(z — w). Therefore, p (z —w) <
7 guarantees there is ¢’ such that p' (¢! —w) < 7 for any t > t'. For ¢t < ¢, replace
¢! with w. This proves there is ¢! € 5 such that ¢ — z assuming p (v — w) < 7.2

Incasep (x —w) = wdefine £ := {j € H : [; < 0}. If £ is empty then z—w > 0.
Suppose not. Then £ is empty but there is j* such that z;« —wj- < 0, but [;+ = 0.
However, [+ < xj» — w;« holds by assumption. Contradiction. Hence, £ = () and
7 = 0 implies  — w = 0 for p* > p € R}, . In this case, simply choose xt = x for
each ¢, which has all desired properties. If £ = () and 7 > 0 then define

AN={xe[0,1]: M (z—w) <7, L' > A(z—w)}.
Note that A? is non-empty since 0 € A | and compact at each ¢. Therefore,

A= max A
X

exists at each t. Now we shall prove that \* — 1. To see that, suppose there is a

t such that
7Tt

N
Plr—w)
and

L' > X\ (2, —wy) forall h € J

2Note that the proof up to this point demonstrates that if X is convex, and 0 € X then
{z € X|L > x > I} is well-defined and lower hemi-continuous in (L,[) for all (L,1) € R} x R™.
This observation will be used to prove the continuity of production plans with respect to quantity
constraints.
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and 1 > A. Then there would exist A € A! such that A > )\ . Contradiction.
Therefore, at each t, A’ < 1 implies

7Tt

A= ﬁ or L' = X (), — wy,) for some h € J
pt(r—w
holds. However,
mt s )
— =
pt(x —w p(r—w
t
and
Lt L
— > 1

Th — Wh Th — Wh
These limits show that A\' — 1, which implies \'z + (1 — >\t) w — x. Clearly,
N+ (1 — )\t) w € B at each t since \' € [0,1], which is the desired result for
L=0and 7> 0.
Now consider the case in which £ # (). Then define

¢

maxx; — wj
jeL

¢! = max {maxl

while the limit of €’ is ¢, that is, ¢ — €. Also define w' by setting

g? : =w;+¢e foral jeLl

Wi @ =wjforallj¢L.

while the limit of w! is w, that is, w! — w. First of all
Lt Z gt —w Z lt

by construction. Furthermore, p (w' —w) < 0 < 7' at each ¢, and w' € X since
z < w' < w (Assumption 2). In a similar vein, L > w —w > [, w € X, and
pw—w) <O0.

Now consider the sequence ¢!, t € N, which is defined above. Note that,
without loss of generality, we can assume

deX, I'>c —w>1" and ¢ — z.
If p' (¢! — w) > 7" then define
 pw+rt—plat
o plet — plwt
If p' (¢! —w) < 7 then let \' = 1. Now define
d = N+ (1 — )\t)c_ut € X.

A < 1.
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One can show that
d—w = N (ct—w) + (1—)\t) (gt—w) > [t
d—w = N (ct—w) + (1—)\t) (gt—w) < L%
Moreover, p' (¢! — w) > «* implies
. tptw+7Tt—ptc_dt plet — ptw — 7t

tgt tot_ ot t
pd—pc ptct_ptwt + ptct_ptwt pPw =pw+m

On the other hand, p' (¢! —w) < «* implies p'd’ = p'c® < p'w + «'. That proves

d' € B'. Now we shall show that d® — z. Since ¢ — x
pw+r —pw'  putT—pw  pr—pw

—_ pu—
ptet — p'w! pr — pw pr — pw
which ensures that A — 1. Therefore, d* — x. That completes the proof for lower
hemi-continuity since d* € .

Regarding upper hemi-continuity, note that ' is convex, compact, and Lh.c.
Thus /" is also uw.h.c. due to Lemma 1 in Hildenbrand (1974, p.33). Consequently,
B is continuous. O

=1

As a corollary, continuity of the set of production plans with respect to quantity
constraints ensues.

Corollary 5. Assume 0 € Y, and Y is convex. Then the correspondence I' :
R x R? — R"™ given by
M'(Ll)={yeY:L>y>1}

is continuous in (L,1).

Proof. Consider
B, Lilm)={reX:plr-w)<m L2z-—w=>1}

as defined in Theorem 4, and impose w = 0 and X =Y. Pick any (p, L,l,7) €
P x R%? x R" x Ry such that pL. < 7, which implies p(z —w) < 7 is a slack
constraint. Thus the first part of Theorem 4, which deals with the case of pL < 7,
applies for the lower hemicontinuity of 3 (p,-,-, 7). However, pL < 7 implies
B(p,L,l,m) = T (L,Il) since w = 0 and X = Y. This proves the lower hemi-
continuity of I' (-, -) (see also Footnote 2).

As for the upper hemicontinuity, Lemma 1 in Hildenbrand (1974, p.33) again
applies. This completes the proof. 0

Now we use these two results to prove the existence of Dréze equilibrium:
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Theorem 6. For any &£, which satisfies Assumption 1-5, there is a Dréze equi-
librium.

Proof. Define (x1,..., %, Yrs1, -y Ym) € A C R™ if and only if z; € X; for all i,
yj € Y forall jand > x; — > w; — Y y; = 0. Then define the set X; of attainable
consumption plans for consumer 1, i.e., the projection of A on X;. Similarly, we
define the set Y} of attainable production plans for producer j.

The assumptions on the consumption sets and on the production sets ensure
that A is a compact set. Let K be a closed cube of R” with center 0 and containing
in its interior the )A(i’s and the f/j’s. Let 2a be the length of one of its sides. Then
define X; := X; N K and 7]- :=Y; N K. These sets are compact.

Now consider the compact, convex set @ := {q¢ € R"|a > ¢; > —a,i=1,...,n}.

For every q € @ define the rationing scheme (p (¢q),L (q),l(q)) € P xR} xR*
by

prn(q) : =min {ﬁh,max{qh,gh}}
Ly(q) : =Dy+a—max{p,,qn}
Ih(q) :+ =p,—a—min {Bh,qh} st. h=1,..,n.

Let Q" := {q € Q|¢x = 1}. Obviously, (L (q),l(¢g)) is a continuous vector-valued
function of ¢, for all ¢ € Q.

Since Y is closed, convex, non-empty subset of R" the correspondence defined
by {yj € 7j|L >y > l} is continuous due to Corollary 5. hence, by continuity
of (L(-),1(-)), the correspondence defined by {y; € Y,|L (q) >y >1(q)} is also
continuous. Thus 7, (q), which is defined as profit maximizing production plans
on @, is wh.c., and 7;(q) := p(q)n, (¢) is continuous. Furthermore, 7, (q) is
non-empty and convex for all q.

For the sake of notational clarity define v, (¢) := 3, (p (¢), L (¢) ,1(q)). Let &, (q)
be the subset of v, (¢) consisting of those elements which are maximal for u; : X; —
R. Due to continuity of 7; (q), v, (¢) is a continuous correspondence from @’ to
X;. Therefore the correspondence &, (¢), from @' to X;, is non-empty and convex
and u.h.c because 7, (¢) is compact, continuous on " and w; is continuous and
quasi-concave.

Let us now consider the correspondence i defined on Z := [[ X; x [[Y; by

2 <$17 v Tpy Yty ooey ym>

— {q’ € Q'|¢’ maximizes ¢ <ZZ Ti— D Wi— D yj> on Q'}
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Consider finally the correspondence ¢ := p x [T§; x [[n; from Z x Q" into itself.
It is u.h.c and non-empty and convex valued. Furthermore, Z x ()’ is non-empty,
convex and compact. Thus by Kakutani’s fixed point theorem, the correspondence
© has a fixed point. Let us denote by (a:’{, s T YR 1 s Y q*) such a fixed point,
ie., zj €& (q") for all 4, yF € n; (¢*) for all j, ¢* € Q', (¢" —p) 2 > (¢ — p) z for all
q € Q' where z =) 27 — > wi — > yj.

If there is h such that z;, > 0 then ¢* = a, which implies L (¢*) =0 > 2} —w;
and Ly (¢*) = 0 < y; for all i and j. This yields 2z, < 0. Contradiction. The
case for z, < 0 is similar. Thus, z = 0, that is x} € 55@ for all 7 and y; € 5/}]
These are sufficient to conclude conditions (i)-(ii) and (iii) are satisfied. As for (iv)
note that Ly (¢*) < a implies I, (¢*) = —a and [, (¢*) > —a implies Ly, (¢*) = a.
Regarding (v) note that p,, > p, (¢*) implies I, (¢*) = —a, and p, < pn (¢*) implies
L, (¢*) = a. These show conditions (iv-v) are also satisfied, and complete the
proof. O



CHAPTER 4

On Voluntary and Efficient Allocations

4.1. Introduction

An allocation is said to be voluntary if no agent can benefit by trading less
at the prevailing prices, (i.e. no forced trade.). A voluntary allocation is strongly
voluntary if there is at least one good (e.g. money) with a clear market.

Hence, voluntariness is germane to how markets operate, and often deemed a
defining tenet of market games in economic theory (see Bevia et al (2003), Svensson
(1991), Benassy (1986), Dréze (1975)). Voluntariness also proved to be a crucial
condition regarding efficiency and competitiveness of allocation mechanisms. In
particular, Silvestre (1985) shows that, under certain hypotheses, an allocation
is voluntary and efficient if, and only if, it is Walrasian. This essay presents a
generalization of this equivalence.

Our interest in generalizing Silvestre (1985) stems from widespread and per-
sistent non-clearing market phenomenon, which constitutes the rule rather than
the exception in real market economies. To the best of our knowledge, Silvestre’s
equivalence provides the most general conditions to test Pareto-efficiency of non-
clearing markets. More specifically, this result implies that voluntary trade in
non-clearing markets is inefficient.

However, albeit the widespread conviction amidst economists, the inefficiency
of disequilibrium is not unconditional. The assumptions for this important result
of Silvestre are convexity, smoothness, zero profits, and interior consumption, that
is, strictly positive consumption of all goods by all individuals. For the cases in
which profits are positive, the result still holds if voluntariness is replaced by its
mildly stronger version —strong voluntariness.

Since disequilibrium is ubiquituous in all economies these results seem to sug-
gest that real markets exhibit persistent inefficiencies. We find this conclusion very
important. However, interior consumption condition is a heroic proviso, and im-
pedes applying Silvestre’s results on real world disequilibrium phenomenon. First
of all, Silvestre concocts a robust example where his results fail when interior con-
sumption condition is violated. We also present an example in this fashion. Hence
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interior consumption condition is not an innocuous assumption from a theoret-
ical point of view. However, there is no general result to test the efficiency of
disequilibrium when consumption is on the boundary.

Nevertheless, consuming all goods in strictly positive amounts (i.e. interior
consumption) for any single consumer is clearly impossible. For one thing, this
would require simultaneous consumption at two distinct places when goods are
distinguished over time and space. Furthermore, that an individual can never con-
sume someone else’s time as her leisure induces pervasive boundary consumption
— as opposed to interior consumption — in the space of all labor types.

In general, as Moore (2007) lucidly expresses, “if we define commodities finely

. all reasonable allocations would result in each consumer’s commodity bundle
being on the boundary of its consumption set” and “consequently, even though we
tend to think of boundary values as being a very special case, they are the norm in
reality. (p. 222)” In a similar fashion, Geanakoplos (2004) states that “the more
finely the commodities are described, the less likely are the commodity markets to
have many buyers and sellers (p.116).” Arrow (1951) also notes that:

“Indeed, for any one individual, it is quite likely that the num-
ber of commodities on the market of which he consumes nothing
exceed the number which he uses in some degree (p. 509).”

Furthermore, boundary consumption is likely to be more pertinent over time
since the gamut of products is expanding constantly. On the other hand, as we
stated above, there is no welfare analysis of disequilibrium, which is the norm in
all modern economies, without interior consumption condition.

Silvestre (p. 813) concedes the unrealistic nature of interior consumption, and
conjectures that it may be relaxed to a condition that we refer to as quasi interior-
ity. Quasi interiority is a compound of two conditions. According to the first one
"each individual consumes some amount of what she owns initially". For exam-
ple, workers rest for some time. The second one prescribes that "each individual
consumes something that is also valuable to others".

This study verifies Silvestre’s conjecture when profits are zero. That is to say,
we show that voluntary, efficient, and quasi interior allocations are Walrasian when
profits are zero in any convex smooth economy.

The second result is concerned with positive profit cases. We show that any
strongly voluntary, efficient and weakly interior allocation is a Walrasian equi-
librium for smooth convex economies. Note that in this case, we invoke weak
interiority, which is defined as follows. Consider a quasi interior allocation such
that there is a clear market of a particular good, say money. If on both sides (short
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vs. long) of each market there is a consumer who trades money then the allocation
is said to be weakly interior.

As far as we know, these two findings present the weakest conditions in the
literature for non-Walrasian allocations to be Pareto-inefficient. The concept of
quasi interiority may also contribute to incomplete markets literature, in which
interior consumption is very common (e.g. Magill and Quinzii (2002)).

4.2. Definitions and notation

A private ownership economy £ is comprised of a set of commodities N =
{1,...,n}, a set of consumers C' = {1, ..., s}, and a set of firms F' = {s+ 1,...,m}.
Each consumer a € C is characterized by a consumption set X, = R, a utility
function u, defined on X, an initial vector of commodities w, € R, and a vector of
profit shares §* € R’"™* (ZaGC 0" = 1). Utility functions are concave, nonsatiated,
nondecreasing in every argument, and smooth on R’} . Each firm a € F has a
convex production set Y, C R" such that Y, NR" = {0}.

In the analysis that follows, we stipulate that the production technology is
smooth.

Assumption 13. Vy € Y, such thaty; <0 andy, > 0 there exists € > 0 and a
differentiable function ¢ : R — R such that ¢ (yj) =7, and, y; € (yj —6Y;+ e)
implies

@ja o im0 Y5 Yyt ooy Un1, ¥ (Yn) s Ynt1s --wyn> €Y,.

Hereafter £ is assumed to satisfy all the assumptions stated up to this point.

Next we define the concept of feasibility.

Definition 10. An allocation w* = (m*{, O TR y;) € R™ 45 an m—tuple
of s consumption vectors and m — s production vectors; w* is feasible iff x% > 0,
VaecC,yreY,YacF, and: Y o @h —wa <Y cr Ya-

One of the central concepts in this study is voluntariness, which is defined as
follows:

Definition 11. A feasible allocation w* is voluntary for (p,€), p = (P1,---, Pn);
iff: (i) Va € C, mazimizes uq (x,) subject to: p(rq —wa) = Y e Oypy;, and to:

min {O,a:;;j — waj} < Ty — Wej < Max {0, :(:Zj — waj}

(ii) Ya € F, y: mazimizes py, subject to: y, € Y, and to:

min {O,yzj} < Yaj < Max {O’y;j}
where 7 =1,...,n.
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Voluntariness requires that, at the given prices, trading less is detrimental for
any agent. The next definition delineates strongly voluntary allocations.

Definition 12. A feasible allocation w* is strongly voluntary for (p, &) iff (i)
w*satisfies condition (i) of Definition 3, and (ii) Va € C, maximizes u, (x,) subject
to: p(Tq — wa) = D pep 040y, and to:

min {O,xzj — waj} < Tgj — Wej < max {0, Thi— waj}

where j =2, ....n.

The key difference between voluntary and its stronger counterpart is that there
is at least one market in which no consumer a € C' is quantity constrained at a
strongly voluntray allocation. This good is generally interpreted as the medium of
exchange (e.g. money) in the standard disequilibrium literature.

For the sake of completeness, the definitions of Walrasian equilibrium and
Pareto-efficient allocations are also given:

Definition 13. A feasible allocation w* is a Walrasian equilibrium for the
private ownership economy £ and for the price vector p iff (i)

b (St < S+ i) =0,
acC acC ackF
Vj e N; (ii) x& mazimizes u, (x,) subject to:
p(za —wa) <Y O5py;,
beF
Va € C; (i) y: maximizes py, subject to y, € Y,, Va € F.

Definition 14. A feasible allocation w* is Pareto efficient iff there does not
exist another feasible allocation W such that u, (To) > u, (x}), Ya € C, with strict
inequality for at least one a € C.

In lieu of interior consumption, (i.e. 2} > 0, Va € (') which is common in
disequilibrium welfare analysis, we invoke a weaker a assumption, to wit, quasi
interiority which is defined as follows:

Definition 15. A feasible allocation w* is quasi interior iff Va € C' (i) w,; >
0 implies z;; > 0, Vj € N; and (ii) there is a feasible allocation w' such that
up () < up (x7) implies a = b.

The first condition says that no one supplies up to her full capacity, (e.g.
workers rest for some time). The second condition entails that each individual
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consumes something valuable (of course, in utility terms) for the rest of the society.

It is an intriguing fact that this is actually related to the existence of Walrasian

equilibrium (see Nayak (1982) and Silvestre (1985)). However, in the parlance of

Maskin and Tirole (1984, p.323), the interpreation of the second condition is that

"all traders have strictly positive weights" in the standard linear welfare program.
Now we can state our first result:

Theorem 7. Let p* > 0 and w* be a Pareto-efficient, voluntary, and quasi
interior allocation for (p*,&) with p*y* = 0, Va € F (zero-profits). Then there
exists a p € RY such that w* is a Walrasian equilibrium for (p,€&).

Proof. See Appendix A-2. O
Remark 3. This theorem proves the conjecture of Silvestre (1985, p.813)

Remark 4. Proposition 3 of Maskin and Tirole (1984, p.323), Theorem 1 of
Silvestre (1985), Proposition 3.3 of Herings and Konovalov (2008) are corollaries
of this theorem.

The next step is to cover the cases in which profits are positive. To this end, I
stipulate strong voluntariness, and weak interiority, where the latter is defined as:

Definition 16. A feasible allocation w* is weakly interior iff (i) w* is quasi
interior, and (i) ¥ (a,j) € C' X N, x}; — wa; # 0 implies

Ty (x;;] — wbj) (m:;] — waj) >0
for some b e C.

According to weak interiority, on both sides (short vs. long) of each market
there is a consumer, who is trading good 1. Interpreting good 1 as the medium of
exchange such as money can substantiate its particular role. A simple but coarse
way to pass from quasi interiority to weak interiority is to assume that everyone
consumes some amount of good 1. It is noteworthy to state that even this coarse
version of weak interiority is weaker than interior consumption (i.e. z > 0,
Va € C).

When profits are positive, our second result ensues:

Theorem 8. Let p* > 0 and w* be a Pareto-efficient, strongly voluntary, and
weakly interior allocation for (p*,E). Then there exists a p € R such that w* is a
Walrasian equilibrium for (p, ).

IThis condition can readily be relaxed to the following weaker but more complex form: V (a,b,7) €
C x C x N write a[j]b iff 2;; > 0 and Juy (z3) /0xy; > 0. Then V (ag, a;) € C x C there exists
a chain of (ay,...,a;_1) € C*~% and (j1,...,, i) € Nt such that a; [ji+1] aiz1, i =10,....,t — 1.
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Proof. See Appendix B-2. O
Remark 5. Theorem 2 of Silvestre (1985) is a corollary of this theorem.

Now an example will be presented. It aims at demonstrating that weak inte-
riority is indispendisble when profits are non-zero. This example also shows that
the validity of Silvestre’s conjecture is restricted to allocations with zero profits.

Example 9. If profits are positive then strongly voluntary, Pareto efficient,
and quasi interior allocations may not be Walrasian (i.e. weak interiority is indis-
pensible). Consider two consumers, one firm, and three goods. The price vector is
p* = (2,3,2). The production technology is

5} 2
Y = {y€R3ly2 <0,y3 <0,y < 5(—y3)§}+R3

while the production plan is y* = {g, 0, —1}. The consumers’ initial endowments,
consumption plans, profit shares, and marginal utilities are given by

w1 = (0,1,0) and wy = (0,2,2)

5
r; = (0,2,0) and x5 = (5,1,1)

08 = 1and0® =0
dui = (1,2,1) and duj = (2,2,2)

where duf := (Oug /0% a1, Qg /0T a2, Oy /02 43), evaluated at x¥, a =1, 2.

First, let us see that w* is Pareto-efficient. Keeping the production fixed, the only
way to maintain Pareto-improvement would be that individual 1 consumes less of
either good 1 or good 3.2 But this is not feasible since individual 1 does not con-
sume any of good 1 or 3. Pareto-improvement through the conduit of altering the
production plan requires the firm to change its production plan regarding good 1
or good 3. But this change would not bring about Pareto-improvement since the
firm’s marginal rate of transformation and individual 2’s marginal rate of substi-
tution between good 1 and good 3 are equal to each other. Moreover w* is strongly
voluntary since all agents’ decisions are optimal under the constraint that individ-
ual 2’s supply of good 3 is constrained. Quasi interiority of w* is obvious.
However, w* cannot be a competitive equilibrium for equilibrium requires propor-
tionality between dul and p*.

2The difference in individual 1’s consumption would be transferred to individual 2, who would
compensate individual 1’s loss of utility by transferring some good 2 to individual 1.



CHAPTER 5

Conclusion

We conclude with discussing the major weaknesses of this thesis.

First of all, we invoked a rather stringent definition of being a worker when
the nonexistence of competitive equilibrium is demonstrated in Chapter 2. In
particular, we say that a worker is a consumer whose income is solely derived from
supplying labor.

As we discussed earlier, this definition does not rule out enjoying capital income
through savings. Yet we conjecture that all our results continue to hold with a
substantially weaker form of being a worker. More specifically, admitting workers
to possess a sufficiently small amount of standard goods — commodities subject to
satiation — as initial endowments would not affect the results. Moreover, owning
sufficiently small profit shares of the firms that produce only standard goods could
be appended to our model as well.

Consequently, our results do not cover economies up to the full generality that
is possible since our definition of worker could be weaker.

Another negative feature of Chapter 2 is germane to the redistribution of in-
come as a policy implication. Although we show that there always exists a redis-
tribution scheme among consumers so that a competitive equilibrium exists, we
do not provide any details in this regard. For instance, our results do not tell the
minimum amount of redistribution that supports a competitive equilibrium.

Secondly, we used convexity heavily all through the thesis without excep-
tion. Nonetheless, convexity is a very strong assumption for production sets.
Indeed, fixed costs — a basic notion of modern technology — cause substantial
non-convexities.

In the case of non-convexities, neither the existence of non-Walrasian equilib-
rium nor the inefficiency properties of disequilibrium ensue — subjects that are
discussed in Chapter 3 and 4. As a matter of fact, we believe that Pareto-efficient
disequilibrium due to non-convexities in production constitute a very interesting
subject for future research.

o1
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APPENDIX
A-1

Proof. Fixavector (o, 8,a,b,mq,mg, K) € R, . Write £ := (v, B, a,b, m1, ma, K, t)
where t is the number of workers. Now consider a sequence of economies £f,
t =1,2,.... Competitive equilibrium of £ is denoted by

(v', 2%, s 2y, DY) €Y x Xy X o X Xy X R

where pt = (1, pb, pb, p, pt) is the competitive equilibrium price vector at the ¢
step. So the price of gold is the numeraire.

Suppose the claim is not true. That is, for all ¢ there exists » > ¢ such that
(yr, Ty Ty pr) is nonempty. Now collect all such r’s to construct a subse-
quence such that (y”, Ty Ty p”) is nonempty at each r. Now we will maintain
a contradiction:

Step 1: Neither p; nor p§ can be zero at any r. Were p; = 0 at some r then
no one would supply labor. If there is no labor supply then production of gold
and bread should also be zero. That is to say, y] = y5 = y5 = 0. Consequently,
the optimal consumption of all individuals should be zero as well. However, the
capitalists consume zero only if their income is zero. So py = p; = 0 must be the
case in order to ensure that the incomes of the capitalists are zero. In this case, the
profit maximization is not well-defined due to constant returns to scale technology
for all inputs are free but the price of gold is 1. Contradiction with optimization.

Were pi, = 0 for some r then bread would be a free good. Thus all consumers
would demand bread but the firm would not produce any for p; > 0 due to Step
1. Thus, ps > 0 for all r.

Step 2: Given p", each worker 7 solves

subject to
ph > pray and ; € Ry x [0,8] x [0,1] x R2.
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The standard computations show that the solution z] = (27, ..., zl;) satisfies the
following property:

1
pir K 7\
1+ (%) + o)

(.1) if 7, < [ then x5 =

where n = a/ (1 — «).
Step 3: In this step, we shall prove that z]; — 1 as r — oco. Given p", the firm
solves

max p'y
yey

Let us first see that if y” is a solution to this optimization problem then yj +
yy +y; = 0. Were y] + y5 + y5 < 0 then there would be room to decrease labor
demand without altering output. However, this implies that y" cannot be profit
maximizing since p > 0 in equilibrium due to Step 1. We deduce y] + y5 +y5 = 0.
But

ay; +y4s <0 and bys +y5 <0
give

ay; < Kmy and by; < Kmy
since y; + Kmy > 0 and y5 + Kmo > 0. That is, bread and gold production
are curbed by the existing stock of machinery. Juxtaposing ay] < Km; and
ay, < Kmg and yj + y5 + y5 = 0 implies

y§+)\20Where/\::K<%+%>

The interpretation of this result is that A is an upper bound of labor demand by
the firm. But, due to labor market clearing,

2(1_33:3) < —yz3 <A
iew
where 1 — z; is workers ¢’s labor supply. So 3 — 1 as r — oo for all 1.

Step 4: Now we will state a self-evident fact, which ensues due to profit maxi-
mization with a fixed coefficient production technology:

po — p3 — bps < 0 (with equality if yo > 0).

Step 5: The sum of all workers’ demand for good 2 (i.e. bread) is >, =
Therefore, due to feasibility,
Z Ty < frgi —.

ieW
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This shows that 27, — 0 as r — co. However, due to Eq. .1, 27, — 0 and 2], — 1
1mp1y B, . Thus, applying Step 4, there is r; such that r > r1 implies pf > 0.

But 1f p5 > 0 then the supply of bakery machinery is K'ms. This assures that
yt + Kms = 0 due to market clearing. Therefore, y5 = Kmy/b.
Step 6: Now we shall prove that

Soah <
iew 2
Note that

(:2) ol < B3 (1= az)

holds due to budget constraint of the workers, and >,y (1 — 2J3) < A due to Step

3. Therefore,
pg p3
D wns p ) (1 s
eWw 2 jew p

Step 7: Assume r > r; which ensures y5 = Kmsy/b due to Step 5. The capi-
talists’” demand for bread is bounded from above by their satiation parameter 3.
Thus the market clearing condition for bread gives

Km P3 . .
(:3) o KBNSy — Y a =0
P2 i=1,.,r+K
for all ». On the other hand, there is 5 such that r > ry yields
K T
™ _Kkp-Baso
b D2

since 5—% — 0 due to Step 5 and my — b8 > 0 by assumption. This inequality

2
contradicts Eq. (.3), and competitive equilibrium cannot exist if » > max {7y, r2}.
[



APPENDIX
B-1

Suppose not. Then p > 0, W > W™, and there is a Pareto-efficient and
voluntary allocation £&. Now we shall maintain a contradiction.

Step 1: This step proves z;; > 0 for all .. Note that pe; +60;py > 0 for all i since
p > 0. However, there is no constraint on good 1 according to the definition of
voluntariness. Were x;; = 0 for some ¢ then individual ¢ would not be maximizing
utility.

Step 2: This step proves x;;, > 0 for all 7 and for all h = 1,2, 3. By hypothesis
¢ is Pareto-efficient. Therefore ¢ solves the following linear welfare program:

ity () s.t. € is feasibl
m?xzi: w; (x;) s.t. € is feasible

for some A € R ™ such that >, \; > 0.

But x;; > 0 due to Step 1. This ensures that \; > 0 for all .. Suppose not.
Then there would be an individual ¢ with A; = 0 and another individual j with
Aj > 0. In this case there exists another allocation where individual ¢ consumes
less and individual j consumes more gold (i.e. good 1). Deduce that £ cannot solve
the linear welfare program.

Since A; > 0 for all ¢, it follows that x;;, > 0 for all ¢ and for all h = 1,2,3. Had
there been an individual i and a product A such that x;;, = 0 then Ju;/0z;, = oc.

Step 3: This step proves that £ is a competitive equilibrium. Since p > 0, £ is
Pareto-efficient and voluntary, and x;, > 0 for all 7 and for all h = 1,2, 3, Silvestre
(1985, Thereom 2) applies. That is, £ is a competitive equilibrium.

However, W > W* by assumption, which implies that there is no competitive
equilibrium. Contradiction.
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Proof. For any £ the Second Fundamental Theorem of Welfare applies. Therefore,
any Pareto-efficient allocation £ can be supported as a competitive equilibrium with
some lump-transfers q.

The rest of the proof is a generalization of the proof of Proposition 1. Fix a
vector (o, 3,a,b,mi,me, K) € RT . Write & := (a, 3,a,b,m1,ms, K, t) € RS,
where ¢ is the number of workers. Now consider a sequence of economies &?,
t=1,2,.... Let

¢t= (yt,:ptl, ...,33%+t) €Y x Xi X ... x Xkt

be an arbitrary Pareto-efficient allocation. Write p* = (1, pb, p&, pl, pt) for any com-
petitive equilibrium price vector and ¢' for any lump-sum transfers that support
the equilibrium at the t'" step.

Suppose the claim is not true. That is, for all ¢ there exists » > t such that

for some ¢'. Now collect all such r’s.
After that point, Step 1-7 of the proof of Proposition 1 apply after making the

following changes. Replace Eq (.1) with

1+4

if x7, < [ then zj; = 2

and Eq (.2) with
r D3 ey, Ui
Tig < = (1 _%3) + =

P2 2
But the conclusion is the nonexistence of competitive equilibrium if r > max {ry, 2 }.
Contradiction with ¢" supports an equilibrium at each 7. O
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A-2

First we present the tangency conditions for voluntary, strongly voluntary, and
Pareto-efficient allocations. Let w* be a feasible allocation for (p*,&). Define
Qg (1) /045 := uy;. If w* is a voluntary allocation then Va € C\Vj € N, there is

<aa’7aj71aj’ Maj) S Rj’l_ such that

Upj — QP — Voj + Yy T Haj = 0

where
Voj = 0ifay; —w, <0
Yoy = 0if zy; —w, >0
tej = 0ifzg; >0.
forj=1,...,n.

If w* is a strongly voluntary allocation then all above conditions remain the
same but the following additional complementary slackness condition is imposed:

Ya1 =7, =0, VaeC.

These first order conditions regarding consumer optimization are immediate results
that ensue from Karush-Kuhn-Tucker Theorem.

On the other hand, any Pareto-efficient allocation w* is optimal for a linear
welfare program, where welfare weights are appropriately chosen. More specifically,
if w* is a Pareto-efficient allocation then there exists A\,, € R, , Va € C, such that
Y acc Aa > 0 and w* solves

max Z)\aua (zq) s.t. Z:ca < Zwa—l—Zya

aeC aeC acC aceF
Yo € Yo, b=s+1,....m
z, € RY
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One can show that this implies that Va € C there exists \,,€ R, and ¢, € RY,
and p € R’} which solve

)\au:j B ]/)\J + Paj — 0, (gpaj =0 if x:;j > 0)
p € Iy, Vb e F
£ 0

D)3

where

Ty :={pcR":py >pY,}
This is a well-known result in welfare analysis (see Proposition 4.3.1 of Mas-Collel
(1985, p.129) for a proof).



APPENDIX
B-2

This appendix provides the proofs of Theorem 1 and 2. The notation and defi-
nitions in the previous appendix are kept. The parts, which are virtually identical
to Silvestre (1985), are designated with 1.

Lemma 10. Let w* be an efficient and quasi interior allocation. Then Va € C,
Ao € Ry, (i.e. each consumer has a strictly positive welfare weight).

Proof. Suppose there exists a € C such that A\, = 0. However, condition (ii) of
quasi interiority implies that there is a feasible allocation w’ such that w, (z}) >
up () for all b # a. However, this feasible allocation gives a higher value for the
linear welfare program since ) .~ A, > 0. This contradicts Pareto-efficiency of
w*. U

Lemma 11. Let w* be an Pareto-efficient allocation. Then py: > Dy, for all
Yo € Y, and for all a € F.

Proof. Immediately follows from the fact p € I', ;== {p € R" : py > pY,}, Va € F
(see Appendix 1). O

Remark 6. These results show that consumers satisfy first order optimality
conditions for individual utility maximization and firms maximize profits at the
allocation w* given prices p. Thus, in order to conclude that w* is a Walrasian
equilibrium, it is sufficient to demonstrate p(x) —w,) < > ,cp03Dys, Va € C.
Now we turn to this subject.

Now define

J x—wiifaeC
Fa '_{ —yrifaeF

Lemma 12. Let w* be efficient, quasi interior and voluntary.

(a) If 245 > 0 > zg, for some a € C'UF, then p; Zﬁh%
(b) pza > 0, foralla € C.
(c) If y* # 0 then y; > 0 and py* < g—:py* for some commodit h.
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Proof. (18.a) Let a € C. When z,; > 0 it is easy to see x;; > 0. If z,, < 0
then x7%, > 0 follows due to condition (1) of quasi interiority Consequently, if
Zaj > 0 > 24 then ¢,; = ¢,, = 0. Thus uy, =0 implies p, = 0. But the claim is
trivially true if p, = 0. If uj, > 0 then ¢,; = ¢, = 0 yields

Yaj _ Dj

Uy, Pn
On the other hand

qu — QgPj — Waj + ’_Vaj + Haj = 0
for all j € N implies

Upj — QaDj — Vo5 = 0if 245 >0
and

Uy — O Ph +v,=0 if 2., <0
Since u;, > 0 it must be the case that a, > 0. Thus

P _ Yaj ~ ey _ Ui Dj
Dh uah Yo UZh P
Let a € F. Then p; > —,p), implies there is y, € Y, such that py, > py:
since y,; < 0 <y, by hypothesis. But this contradicts Pareto efficiency of wj. In
a similar fashion p; < —}p), cannot hold. Thus p; = —¢)py, Ya € F. On the
other hand, p; > —/p), implies there exists y, € Y such that py, > py* and

min {0,y } <y <max{0,y5,},t=1..n
we conclude p; < =) p;,. Since p; = —1.py, the desired result p; > ﬁh& follows.
(18.b) Due to condition (i) of quasi interiority ¢,; > 0 implies (Agu); + ¢,;) (75

0, which gives

Pza = ZjeN (Aatig; + ©ay) (205 — waj) = Z

JEN

CL]

)\au:j (SEZ] — waj)

However,

ZjeN qu (SCZJ - waj) = ZjeN (aapj +7aj - laj) (:L‘Z] - waj)

- ZjGN Yalj (x:j - waj) - ZjGN (7‘11' o Zaj) (xzj B waj)

— waj) —

= ZjeN apj (Z Hﬁpyi;) Z <’Yaj _aj) (25, — Waj)

beF

Z ZJEN (7(1]' - la]> (I’Z] - waj) Z 0
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since 7,; > 0 implies z;; —w, > 0, and likewise, Voj = 0 implies z;; —w, < 0.
Thus pz, > 0.

(18.c) Note that y; > 0 for some j (by Lemma 16 and 0 € Y). Select a
commodity h saﬁisfying: yy >0 and p; < ﬁh% for all j sgch that y7 > 0. If y; >0
then (p; — ph)j—iy; < 0. By 18.a, if y; < 0 then p; > phg—i, ie., (pj —Dn) g—iy; <0.
Hence, py* < Eepy*, O

Pn

Proof of Theorem 1. Consider (p, £) and note that

5 (ﬁza—ZGZﬁyZ) - ﬁ(Z ( —ze;;y;:))

aeC beF aeC beF
-~ *
= p(E za—§ y)ZO
acC beF

since w* is feasible. Besides, profit maximization of y;, Vb € F for p is ensured by
Lemma 16. Since profits are zero, i.e. p*y = 0, by assumption, py; < 0, Va € F
due to 18.c. This implies, using Lemma 18.b, that pz, — >, 0ypy; > 0, Va € C.
Consequently, pz, — Y e 0ypy; = 0, Va € C. Therefore, Va € C, z} satisfies the
budget constraint for p. Hence consumers optimize subject to budget constraints
at w* given prices p. This shows that w* is a Walrasian equilibrium for (p, ). O

Lemma 13. Let z,; > 0 (resp. z,; < 0) for some a € C. If w* is efficient and
strongly voluntary and weakly interior then p; > ﬁl% (resp. Dj < ﬁl%

Proof. Since w* is strongly voluntary 7,, = Y = 0 Va € C. Furthermore,

condition (ii) of weak interiority says that V (a,j) € C x N, z}; — w,; # 0 implies
Ty (:UZ] — wbj) (:czj — waj) >0

for some b € C'. Hence z,; > 0 for some a € C implies there is b € C such that the

following hold:

*
Tps

j — Whj > 0

xp > 0.
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These two inequalities ensure Yy = Hoj = 0. Furthermore, z;, > 0 implies j,; =
¢p; = 0. Therefore,

~ ~Pi o~ Aqu_Waj
bj—Pr— = Pj—P1—
p1 Upy + Hat
Uy — T
= pj—p1—J " Y
Upy
> pj—Di—> =0

Upy

where the last equality follows from p; = Ayuj; and p1 = A\yup, -
Now assume z,; < 0, which ensures there is b € C' such that the following hold:

*
L5

j — Woj < 0

xp > 0.

These two inequalities ensure 7,; = p,; = 0. Again, x3; > 0 implies j1,; = ) = 0.
Thus,

pi—n=2=p—h——2<pi—Dp—= =0
D1 Upy Upy
due to p; = Apuy; and p1 = A\yuy;. This completes the proof. O

Notation 14. Write aS;b (read "agent a sells commodity j to agent b"), if
245 < 0 and zp; > 0. If aS;b and bSic, write aS;bSkc.

Lemma 15. Let w* be an Pareto-efficient, strongly voluntary, and weakly in-
teiror. Let @ € F satisfy: y; # 0 and ), .5 y; whenever @ € B for any B C F.
21.1 There exist a consumer a', L commodities (j*,...,j*), and, if L > 1, L — 1
firms (a?, ...,a") such that: a'Sjpa*Sp...a"Spa.

21.2 If y%, > 0 then py, < ;.

Prooft. Define Fy := {a}, Fy := Fy U {b€ F:bS;a for some j € N}, Fryy =
Fru{be F:bS;a for some (j,a) € N X Frg}. K =2,3,...Since, VK, Fx C Fr4q
and F is finite, I’z = %, for some K. Define 7 := ZbeFf y;. By assumption,
Yy # 0 and hence 7, < 0 for some j' € N. Moreover, if b ¢ F% then Ypjr < 0
(otherwise b € F,y), i€, Dy pypn < 0. Therefore, z,;0 < 0 for some a' € C,
Zg2jt < 0 for some a? € Fg, and the cosntruction of F guarantees Lemma 21.1.
To prove Lemma 21.2, consider the sequence of commodities ( gt gt ) of Lemma
al.l. By Lemma 18.a, pp, < pjz < pjr—1 < ... < pju and, by Lemma 19, pjn <
P1- Ol
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Proof of Theorem 12f. We only need to show pz, — >, 05py; > 0, Va € C.
First, Lemma 19 implies that

ﬁza Z ﬁlp_*za-
P
Second, if p*y; = 0 then p; pyb S 0 = prp*y; (by Lemma 18.c). Third, if p*y; > 0 then
by Lemma 18.c, py; < ppp*y; for some h such that y;, > 0, and moreover (since
Lemma 21.2 holds, because p* > eep¥s > 0 and hence p* ) _pys # 0 whenever
b € B) pn < pu; thus, py; < pip*y;. Therefore, Va € C, Dzy — Y cp 03Dy; >
(p Za = D per GZp*ygf) = 0, where the last equality is due to the fact that z,
satlsﬁes the budget constraint at the price vector p*. [l



