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Pareto improvement

1. Introduction

More than two centuries ago, Adam Smith described how the pursuit of self-interest can promote the interest of society.
Since then, economists have devoted much of their time in providing rigorous foundations to this claim, which finally resulted
in the first and second fundamental welfare theorems. These theorems are valid only in idealized circumstances, with all
trade taking place at competitive prices, including trade in contracts contingent on all imaginable future events. The case
where the assumption of complete financial markets is relaxed has received much attention in the recent literature. When
markets are incomplete, then a competitive equilibrium is typically suboptimal. The appropriate question to ask, however, is
not whether competitive equilibria are optimal, but whether competitive allocations are optimal relative to the restrictions
imposed by market incompleteness. When a fully informed central planner, who takes into account the implications of market
incompleteness, is able to improve upon a competitive allocation, then competitive equilibria are said to be constrained
suboptimal. Geanakoplos and Polemarchakis (1986) show that competitive equilibria are typically constrained suboptimal,
by showing that Pareto improvements can be obtained by making the appropriate redistributions in households’ initial asset
portfolios and next restricting all trade in asset markets. More recently, similar results have been obtained that show the
possibility of generating Pareto improvements by introducing new financial assets, see Cass and Citanna (1998), or Citanna
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et al. (1998) for a more general perspective, and the possibility of generating Pareto improvements by price regulation, see
Polemarchakis (1979); Dréze and Gollier (1993); Dréze (2001), and Herings and Polemarchakis (2005).

The assumption that all trade takes place at competitive prices has also been relaxed. During the last quarter of the
20th century, traditional Walrasian theory has accommodated in a general equilibrium setting the possibility of sluggish
price adjustment, short-run price rigidities, and, as a consequence, non-clearing markets. For seminal contributions, see
Bénassy (1975); Dréze (1975), and Younés (1975). For more recent treatments, see Herings (1996) and Dréze (1997), as
well as Citanna et al. (2001). Attention has been focused on issues of equilibrium existence, the possibility of coordina-
tion failures, and on explanations why prices and wages may not adjust freely to equate supply and demand. Instances
of the latter are cases with information imperfectness, menu costs, renegotiation costs and so on. Many empirical studies
show that quantity constraints, like involuntary unemployment in the labor market, and infrequent price adjustments,
like nominal wage rigidities, are common in the real world, see Romer (1996). Other examples where the analysis of
non-clearing markets is relevant are situations involving market power, planned economies and markets for agricul-
tural products, see Bénassy (1993). More generally, application of standard tools from public choice theory shows that
governments have incentives to intervene in the price formation process to gain votes, see Herings (1997) and Tuinstra
(2000).

Most economists share the strong conviction that imperfections in the price formation process, and in particular trade
at non-competitive prices, has strongly negative welfare consequences. Given the strength of this conviction, it is sur-
prising that most of its foundations come from partial settings. No rigorous general results that stand comparison to the
first and second welfare theorems, or the constrained suboptimality results in the case of market incompleteness, are
available. It is therefore that we label the claim on the detrimental effects of trade at non-competitive prices as a Folk
Theorem.

The paper addresses the following question: how efficient is the market system in allocating resources when prices are
not competitive. To get an answer, we analyze the equilibria of the cleanest fixed price model available, the one of Dréze
(1975). In his seminal paper, Dréze introduced the concept of quantity rationing in a general equilibrium model with price
rigidities. In this approach a household chooses that commodity bundle which is most preferred by it, subject to both the
budget constraint and the quantity constraints on net trades. The quantity rationing may affect either supply or demand of
a commodity, but it never affects both simultaneously to reflect the transparency of markets. The first main result we show
is the Folk Theorem on the generically suboptimal allocation of resources when prices are non-competitive.

Inspired by the incomplete markets literature, we continue our investigation by analyzing a concept of constrained
optimality, that takes into account the restrictions imposed by trading at false prices. Two constrained optimality notions
have been provided in the literature, one by Bénassy (1975) and one by Younés (1975). We refer to the former one as B-p-
optimality and the latter one as p-optimality. The notion of B-p-optimality involves a chain of pairs of households retrading
pairs of commodities. The notion is satisfied if such a chain does not exist. An allocation is p-optimal if it is efficient relative
to the set of physically feasible allocations for which the net trades of all households have value zero at the price vector p.
We show that p-optimality strengthens B-p-optimality. We provide robust examples showing that no general conclusions
regarding B-p-optimality of a Dréze equilibrium can be drawn.

Bohm and Miiller (1977) give an example of an economy, whose equilibria are not p-optimal. Maskin and Tirole (1984)
observe that if all traders have strictly positive weights in a welfare program, then non-competitive p-optimal allocations
involving trade in all markets are never voluntary, that is imply forced trade, and, therefore, are not equilibria. However,
satiation or non-constrained maximization is typical for a fixed price model, see Aumann and Dréze (1986), which implies
that p-optimal allocations need not be solutions to welfare programs with strictly positive weights. The question rises
whether trade at non-competitive prices leads typically to constrained suboptimal allocations.

A household is said to be constrained if it is subject to quantity rationing in at least one market. A market is said to be
constrained if at least one household faces constraints in that market. We give an easy to verify necessary condition for
equilibria to be p-optimal: each constrained household should be constrained in each constrained market. If the number of
commodities is less than or equal to two, then this necessary condition is also sufficient. In that case equilibria are constrained
optimal. This case corresponds to the general equilibrium equivalent of the partial equilibrium textbook picture that analyzes
the effects of a minimum or a maximum price on a single good. This case is misleading. In cases with more than two goods,
and at least two constrained households, this necessary condition is not sufficient and generic constrained suboptimality of
equilibria is obtained.

Our results remain valid when most markets are characterized by full price flexibility and absence of any form of rationing.
We show that our results carry over to the set-up of Citanna et al. (2001), where price rigidities are rationing prevail only on
some markets, and all other markets are cleared by price adjustments.

The paper has been organized as follows. Section 2 exposes a model of an exchange economy where trade takes place at
non-competitive prices. Section 3 shows that in such an economy, equilibria are typically suboptimal. Section 4 introduces
B-p-optimality and p-optimality and provides robust examples showing that the former notion may or may not hold at
equilibrium. Section 5 turns to the stronger version of p-optimality and shows that in the two commodity case constrained
optimality holds. Section 6 derives the necessary condition that all constrained households be constrained in each constrained
market for constrained optimality to hold. It is shown that this criterion is typically not met when the number of commodities
is greater than or equal to three. Section 7 extends the analysis to the case where full price flexibility prevails on most markets.
Finally, Section 8 concludes.
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2. The model
We consider an exchange economy denoted by £ =< N, £, (X!, ul, wi};_»» >. Here N'= {1, ..., N} is the set of households,
indexed byi,and £ = {0, 1, ..., L} is the set of commodities, indexed by I. Each household is characterized by a consumption

set X!, a subset of R-t1, a utility function u! defined on X/, and a vector of initial endowments w! in X'. Price systems belong
to the set P = {p e Rl*! |pg = 1, p > 0}. Commodity O serves as a numeraire commodity.

To evaluate the welfare consequences of trade at non-competitive prices, we consider a, not necessarily competitive,
price system p in P at which trade actually takes place. In general, since prices p might be not compatible with a competitive
equilibrium, traders will face quantity constraints on supply and demand. The description of the market mechanism is
now extended in the sense that the information transmitted by it is no longer only the price system, but also the maximal
amount a household is able to supply of every commaodity, called the rationing scheme on supply, and the maximal amount a
household is able to demand of every commaodity, called the rationing scheme on demand. In this we follow the approach and
formulation of Dréze (1975). All exchange takes place against the numeraire commodity, which is not rationed. A household
faces rationing z; e R_ and z; e R;. in the market for each commodity I # 0, which represents the minimal and the maximal
amount of good [ household i is able to trade. For the sake of simplicity we only consider uniform rationing, which means
that z; and z; are the same for every household i.

Given a price system p and a rationing scheme (z, z) e RE x ]Rﬁ, a household maximizes its utility function u over its
constrained budget set defined by

Bi(z,z,p)=(x'eX'|px' <pw' and z <xl-wi<z, I=1,...,L}.

Throughout the paper we will use the following assumptions with respect to the economy & :

A1 For every household i e N, X! = RET

A2 For every household i e V, the utility function u' is C2 on X!, u! is differentiably strictly increasing, i.e., Dui(x!) > 0 for all
x'e X!, and u' is differentiably strictly quasiconcave, i.e. the Gaussian curvature of I; = {y' e X'|ui(y') = ul(x!)} is different
from zero for any x! € X'. Moreover, u' satisfies the boundary condition, that is, for every x' e X' the set {y' e X' | u!(y') >
ui(x))} is closed relative to RL+1,

A3 For every household i e N, wi e R

The demand function of individual i is defined by
d'(z, 2, p) = argmax,i _gi(, 5 p U'(X').

Assumptions A1-A3 guarantee that d' is a function indeed. Given (z,z, p)e RL. x RL x P, household i is said to be con-
strained in its supply in market [ if for any Z € R, such that Z, = z, for k # [ and Z; = z; — ¢ for some positive ¢, ui(di(z, z, p)) >
ui(di(z, z, p)). If household i is constrained in its supply in the market for commodity I, then it follows from the strict quasi-
concavity of the utility function that df(;, zZ,p)— w}' = z;. Ahousehold that is constrained in its supply in market | can improve
its utility if the rationing on supply in market I is relaxed. A similar definition is made with respect to rationing on demand.
The market for commodity [ is said to be constrained if there is at least one household constrained in it, either in supply or
in demand.

Following Dréze (1975), we introduce a Dréze equilibrium of the economy & at prices p e P.

Definition 2.1. A Dréze equilibrium at prices p € P of an economy & is an allocation (1, ...,xN)e Hie/\/’xi such that there
exists (z,z) e RL x RL satisfying the following conditions:

(i) for alli e N, X maximizes u! on Bi(z, z, p);

(i) DX =D eaWh

(iii) for everyle £\ {0},

X' —wi' = for some i’ e N implies X —wi >z forall ieN,

X' —wl' =z, for some i’ e N implies Xl —wi <2 forall ieN.

The first two conditions of the definition are standard. They state that every household behaves optimally given the
price system and the rationing scheme, and that all markets clear. Condition (iii) guarantees that markets are transparent.
Constraints are on one side of the market at most. The requirement that (z, z) belong to RL x ]Rﬁ implies that there is no
forced trading. Nothing precludes that the prices p are competitive. A competitive equilibrium is indeed a special case of a
Dréze equilibrium. It is a Dréze equilibrium without binding rationing.

Notice that the case with two commodities, L = 1, is the exact general equilibrium analogue of the standard textbook
analysis of partial equilibrium, where, for instance, a minimum price is imposed in the market for commodity 1, which is
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exchanged against commodity 0. If at the minimum price supply exceeds demand, which is the case with standard upward
sloping supply curves and downward sloping demand curves, then the quantity actually traded is determined by the short
side of the market, the total demand for commodity 1. Some of the suppliers will be constrained. They are only able to supply
part of their preferred supply.

Now consider the general equilibrium set-up with L = 1 and suppose that at prices p total net supply exceeds total net
demand. A Dréze equilibrium will necessarily involve only rationing on the supply side, so z; equals a number sufficiently
large not to affect the households’ decision problems. Total net demand is not affected by rationing on the supply side, so
when z; is such that constrained net supply equals total net demand for commodity 1, the unique Dréze equilibrium is
obtained.

Closely related to the Dréze equilibrium are the equilibrium concepts of Bénassy (1975) and Younés (1975). In Dréze’s
model the demand expressed by a household satisfies the constraints imposed by the rationing schemes. In Bénassy (1975)
a household expresses his effective demand. In his effective demand for a commodity, the household takes into account the
rationing schemes on all markets, except on the market of that commodity. As is shown in Grandmont (1977), the equilibrium
concept given in Bénassy (1975) might cause inconsistencies when the preference relations of the households are not strictly
convex, in the sense that the final consumption bundle obtained by a household is not feasible for him, and even if it is
feasible, it might not be optimal given the constraints the household perceives. The equilibrium concepts related to the
Dreéze equilibrium are frequently used in the macro-economic disequilibrium models, see Malinvaud (1977), Bénassy (1982),
and B6hm (1989). In Silvestre (1982) conditions are given under which the approaches of Bénassy, Dréze, and Younés are
equivalent. These conditions are implies by A1-A3, so the choice of equilibrium concept does not affect our results.

3. Suboptimality of equilibrium

Our first aim is to prove the Folk Theorem that, given a tuple of utility functions u', ..., uM, and prices p € P, for almost
all initial endowments (w!, ..., wN)e Rli(fﬂ) every Dréze equilibrium is suboptimal. An allocation (x!, ..., xN) is said to be

feasible if x' e X!, ie N, and Ziein = Zieri.

Definition 3.1. A feasible allocation (x!, ..., xN) is optimal if there is no feasible allocation y such that ui(y!) > ui(x!) for all
i e M'with at least one inequality strict.

As a consequence of the boundary condition on the utility function, an allocation (x!, ..., xN) is optimal if and only if

dul(x)  dau(x)
a"}} ui(xt) axg u'(x")

forevery i, i’ e N.

Lemma 3.2. Suppose that (x1, cees xN) is a Dréze equilibrium at prices p € P of an economy & for a rationing scheme (z,z) e RL x
RL . Then there exist A' e R, Hjs A €Ry, i€ N, 1€ £\ {0}, such that

ax;»ui(xi )

W= i
=D —

A7

— ieN,leL\ {0},
Bxiul()'cl) ieN,leL)\ {0}
0

A =9 ul(®), ui > 0 implies X —wi =z, and fii > 0 implies xi — w! = Z,.
A K

Proof. The conclusion of the lemma follows from the first-order conditions for the maximization problem of household i:
max,; _yi u(x)
s.t. pxl —pwi <0,
Z=x—wp=2,le L)\ {0}

The Lagrangian of the problem is
L
(miz =%+ W) + (=2 + X = w}) -
1=1

The derivatives of £ with respect to x are equal to zero at X':
8)(6[:1' = Bxgu"()'ci) - )\i =0,
3L = B ul(X) — Alp + pul—if =0, 1#0.
1 1 -
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Notice that A! is never equal to 0, since the numeraire commodity is always desirable. The first part of Lemma 3.2 is now
straightforward. Moreover, the Kuhn-Tucker conditions imply that

(e}~ + ) =0,
Rz —xi+wi) =0,
which gives the second part of the lemma. O

The interpretation of the lemma is very natural. The marginal rate of substitution between good ! and the numeraire
equals the price of good [, if the household is unconstrained in market L. It is less than p,, if the household is constrained in
its supply in market I, and it is greater than p,, if the household is constrained in its demand in market I. Dréze equilibria
may be optimal, for instance, if the initial allocation of resources is optimal. This is necessarily the case if there is just one
commodity or just one household. But when the number of commodities and households is greater than one, we show this
situation to be rather exceptional.

WhenL > 2and N > 2, we can construct an example of an economy with an optimal Dréze equilibrium at non-competitive
prices p but an inefficient initial distribution of resources. Suppose that there are two households and three commodities,
and competitive equilibrium prices p* are such that the excess demand for commodity 2 is zero for both households, so
only two goods are traded in non-zero amounts. Consider prices p such that p, < p3, and p; = p;, ! =0, 1. It is possible to
choose utility functions such that the demand for good 2 becomes positive for both households under the price system p. In
fact, this is the natural case. Choose a rationing scheme (z, z) with z, = 0 and other components of (z, Z) non-binding. Strict
quasi-concavity of preferences implies that z; = 0 is binding in an optimal solution to the household’s decision problem. But
then the competitive allocation is a Dréze equilibrium of the economy ¢ at prices p, which means that the Dréze equilibrium
is optimal.

For L = 1 such an example cannot be constructed. If L = 1 and the initial distribution of resources is inefficient, then a Dréze
equilibrium at non-competitive prices p is necessarily inefficient. Suppose L = 1 and let x be an optimal Dréze equilibrium at
non-competitive prices p of an economy &, whereas the initial resources of £ are distributed inefficiently. There is at least one
household i who is rationed, and at least one household i’, who is not. The former holds because p is non-competitive. The
latter because trade is needed to go from an inefficient initial distribution of resources to an optimal allocation. Condition
(iii) of Definition 2.1 implies that one side of the market of commodity 1 is unconstrained. By Lemma 3.2 it holds that

Bui(x) | Bul (31
B ui(®) ™ b (77’

which contradicts the optimality of x.

The following proposition gives a useful characterization of optimal Dréze equilibria. It claims that each optimal Dréze
equilibrium coincides with a competitive equilibrium allocation. This characterization is needed to show the generic subop-
timality of Dréze equilibria.

Proposition 3.3. A Dréze equilibrium X at prices p of an economy & for a rationing scheme (z, z) is optimal if and only if x
corresponds to a competitive equilibrium allocation.

Proof. Letx be an optimal Dréze equilibrium at prices p and a rationing scheme (z, z). Optimality together with Assumption
A1 implies that

@ﬂ@) %wam

— = ___, forany i,i' e NV.
aui(x) 9 yul'(x) vh
X0 X0

Then it follows from Lemma 3.2 that (E’ - /2}')/)»" does not depend on i. Together with Condition (iii) in the definition of a

Dreéze equilibrium, it implies that for each market [ € £ \ {0}, either every E; is positive, or every ;1;' is positive, or both these
multipliers are equal to zero. The first two cases mean that everyone in market [ is constrained, so from market clearing it
follows that )'cf = Wf, for all i e M. The last possibility is equivalent to the situation of a free market without rationing. Consider
a vector of prices p’ € P such that

Po=po=1,
B =
Al
Since prices p’ are different from p only for markets without trade, X satisfies the budget condition under the price system
p,ie p'X' = p'w', i e N. It follows immediately that X is a competitive equilibrium allocation at competitive prices p’, which
proves the “only if” part of the proposition.
It is immediate that a Dréze equilibrium X, which corresponds to a competitive equilibrium allocation, is optimal. O

py=p- 1+ 0.

The next step is to show the generic suboptimality of Dréze equilibria.
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Theorem 3.4. Fix any price system p € P and utility functions u', ..., uN satisfying Assumption A2. Then there is an open set of

full Lebesgue measure of initial endowments in ]Ri’i(f“) such that every Dréze equilibrium at prices p of the economy &£ is suboptimal.

Proof. By Proposition 3.3, an optimal Dréze equilibrium corresponds to a competitive equilibrium allocation. It follows
from the results in Laroque (1978) that for an open set of full Lebesgue measure of initial endowments, for every competitive
equilibrium allocation x*:

*1 i
x'—-w #£0,

for every household i and every commodity I. Therefore, using Lemma 3.2, generically in initial endowments, cases where
all ﬁ;' > 0 and all [Lf > 0 are excluded. Generically in endowments, an optimal Dréze equilibrium consists of competitive
equilibrium prices and a competitive equilibrium allocation.

To complete the proof we need to show that for generic w the price system p is not competitive. Let z(p, w) denote
aggregate excess demand at prices p and endowments w = (w!, ..., wN). Let Fi(p, w) be equal to z/(p, w)for I =1, ..., L,and
define F; . 1(p, w) = p; — p;. If (p, w) is such that z(p, w) = 0, then the rank of the matrix dyz(p, w) is L, see Mas-Colell (1985),
p. 227. Therefore, the rank of the system 0w, F(p, w):

owz(p, w) dp,2(p, W)
0 1

is equal to L + 1 if F(p, w) = 0. By the Transversality Theorem, d3F"(p) has full rank for almost all w e R’X(f“) if F¥(p) =0,
where F¥(p) = F(p, w), p = (p1, . . ., br). Since the rank of d5F*"(p) can be at most L Since the rank of d;F"(p) can at most be L,
generically in initial endowments, z(p, w) = 0 and p; = p; has no solution. Consequently, generically in initial endowments,
the price system p is not competitive. We conclude that for a set of endowments of full Lebesgue measure, all Dréze equilibria
are suboptimal.

We now show that we can choose the set of initial endowments of full Lebesgue measure for which all Dréze equilibria
are suboptimal to be open. Notice that the set of (p, w)eP x R’iﬂf“) such that F(p, w) = 0 is closed due to the continuity
of F. It follows from Balasko (1988), p. 89, that the natural projection function, which maps (p, w) into w, is proper. This
implies that the set of initial endowments, for which some competitive equilibrium price has its last component equal to
pr, is closed, since the image of a closed set under a proper function is closed. The complement of this set is open and of full
Lebesgue measure. The intersection of this set with the open set of full Lebesgue measure for which there is trade for every
household for every commodity at a competitive equilibrium, is open and of full measure and contains only endowments
with suboptimal Dréze equilibria. O

The theorem gives a rigorous statement of the Folk Theorem on the generic suboptimality of equilibria at non-competitive
prices. The next step is whether we can even strengthen this conclusion to generic constrained suboptimality.

4. Two optimality notions

It is apparent that as long as prices are not competitive, full optimality is too much to be expected. The appropriate
criterion in this case is one of constrained optimality. Two alternative notions have been introduced in the literature, one in
Bénassy (1975) and an alternative one in Younés (1975). We refer to Bénassy’s notion as B-p-optimality, and to the one of
Younés as p-optimality.

Following Bénassy, consider an economy &, price p € P, and an agent i with a consumption plan x!. Define a binary relation
R; on the set of goods by

ax;»u"/axflu" > pl/pl’
X, >0

(R & {
A Pareto-improving chain is a set of goods I1, ..., I, and traders iy, . .., i, such that

L(Ril, LRy, ..., (R .

Definition 4.1. Fix a price system p € P. A feasible allocation (x!, ..., xN)e HieNX" is B-p-optimal if no Pareto-improving
chain exists at prices p.

The notion introduced in Younés (1975), p-optimality, requires optimality relative to all reallocations for which trades of
all households have zero value at an admissible price system p.
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Fig. 1. B-p-suboptimal Dréze equilibrium.
Definition 4.2. Fix a price system p € P. A feasible allocation (x!,...,xN)e Hi6 N,Xi is p-optimal if there is no allocation

..., yN)e ] (X" such that

(i) VieN py' =px,
(i) 3 yi=> wh
ieN ) ig/\/’ o
(iii) Yie Mu'(y") > u'(x') with strict inequality for at least one i’ e V.

Notice first that p-optimality is stronger then B-p-optimality.
Proposition 4.3. If a feasible allocation x of an economy & is p-optimal, then it is also B-p-optimal.

Proof. Since all agents have positive quantities of each good, an allocation is B-p-optimal if and only if for all commodity
pairs (I, I') the numbers:

o iul

X) _h

aqul py

XI,

have the same sign for all households i. Let x be a p-optimal allocation and assume that it is not B-p-optimal. Then there
should exist a commodity pair (I, I') and a pair of traders (i, i") such that

Let v/ and v' be the projections of the gradient vectors d,;u’ and d,7u" on the subspace {y eRI*1 | py = 0}. Since x is

p-optimal, it should hold that vi = yv' for some non-negative constant y. Moreover, d,;u’ = v\ + ap and d yu’ = v'' + Bp for
some strictly positive & and S. Then

Pi

pr

xt'

vi> “Lvi and %v}ﬁ > Vi,
l/

which contradicts vi = yvi’, y > 0 and p-optimality of x. O

It is not difficult to find robust examples of B-p-optimal and B-p-suboptimal Dréze equilibria. Fig. 1 considers the following
example of an economy with three goods and three households, two of whom, namely, households 1 and 2, are constrained in
their demand for commodities x; and x,. The triangle ABC and rectangle ADEF are, respectively, the projections of households 1
and 2’s Walrasian budget sets and constrained budget sets on the coordinate plane Ox;x,. The prices pareequalto(1, 1, 1)and
Vul,i=1,2, denotes the projections of the gradients of agents’ utility functions on Ox;x,. Fig. 1 shows a Dréze equilibrium,
which is not B-p-optimal. The first household reports to a “trading post” that he would like to exchange commodity 1 for
commodity 2 and the second household reports that he would like to exchange commodity 2 for commodity 1, thus there is
a Pareto-improving chain

2(R1)1(R2)2.
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Fig. 2. B-p-optimal Dréze equilibrium.

Fig. 2 shows a Dréze equilibrium, which is B-p-optimal but not p-optimal. Both households report that they would like
to exchange commodity 1 for commodity 2, so no Pareto-improving chain exists. However, there still may exist a Pareto-
improving trade consistent with prices p.1

Our examples show that no general conclusions regarding B-p-optimality of Dréze equilibria can be drawn. The next
two sections turn to p-optimality. We regard this also as the more relevant concept, as it is not clear why Pareto improving
reallocations should only involve chains of pairs of commodities as opposed to reallocations of bundles of goods.

5. Constrained optimality when L =1

We start by analyzing p-optimality for the case with two commodities, so L = 1. Strict quasi-concavity of utility functions
implies that the preferences of households over the set of all attainable amounts of good 1 given fixed prices and the budget
constraint are single-peaked. In this case it is possible to show uniqueness and constrained optimality of a Dréze equilibrium.

Proposition 5.1. IfL = 1, then a Dréze equilibrium (X', ..., XN) at prices p € P of an economy & is unique and p-optimal.

Proof. IfL = 1, then quantity constraints are present only on the market of commodity 1. As far as an analysis of equilibrium
is concerned, there is no loss of generality by indexing all relevant rationing schemes as a function of g, G [0, 1] :

z(0)=-a)_wi.

ieN

[@ =3y wh.

ieN

The aggregate excess demand for commodity 1 at prices p and rationing parameters g, q is given by

219, @) = Y _di(z,(a), 21(@), p) - Y _wi.
ieN ieN
Since households face constraints either on demand, or on supply, but not on both of them, it is possible to represent all
relevant rationing schemes by a single parameter q € [0, 1] as follows:

Z1(q) = z1(min{2gq, 1}, min{2 — 2q, 1}).

Here g = 0 corresponds to full rationing on supply, g = 1 corresponds to full rationing on demand, and when q = 1/2 there
is no rationing at all. It is immediate that Z;(0) > 0 and Z;(1) < 0. The function Z; is continuous and is easily shown to be
weakly decreasing in q.

Proposition 5.1 is clearly true if p is competitive. If p is non-competitive, assume that Z;(1/2) < 0. Let g5 be the minimal
value of g such that Z;(qs) = Z1(1/2). Since the rationing scheme z,(2q) is binding for at least one household for all g € [0, g;),
it is easy to see that the function Z; is strictly decreasing on the interval [0, gs]. Moreover, Z{(0) > 0 and Z;(qs) = Z(1/2) < 0.

1 Since vectors Vu! — PO u' and Vu? — P, u2, where p = (p1, p2), do not have to be collinear. See Section 6 for necessary and sufficient conditions of
0 0

p-optimality.
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Fig. 3. Example of a p-optimal equilibrium.

This implies that a Dréze equilibrium exists and is unique. Households on the short side of the market, the demand side
in this case, are not rationed and get the most preferred consumption bundle they can reach under the given fixed prices,
households on the long side cannot improve without making some other household worse off. Therefore, a Dréze equilibrium
is p-optimal.

A similar argument applies when Z;(1/2) > 0. O

Without any doubt the case L = 1 is special. We think it has some importance, as it is the case that is typically analyzed
in textbooks. In Section 3 we have argued that optimality of equilibrium typically fails when L = 1. More precisely, we have
argued before Proposition 3.3 that an equilibrium at non-competitive prices p is efficient for L = 1 if and only if the initial
distribution of resources is efficient. Proposition 5.2 makes clear that a weaker notion of optimality, p-optimality does hold
for all equilibria.

6. Constrained suboptimality when L > 2

If L is greater than or equal to 2, the situation becomes different. Then a Dréze equilibrium is not necessarily p-optimal.
Two counter-examples can be found in Bohm and Miiller (1977). Using a modified Edgeworth box diagram, they showed that
equilibria and constrained optima constitute two disjoint sets. Robust examples of constrained optimal Dréze equilibria can
be easily found as well. Fig. 3 shows such an example. There are three goods in an economy and two households endowed
with the same amount of initial resources. The triangle CDE corresponds to the set {x' € X'|px! = pw'}, where the price system
p is fixed. The second household consumes its most preferred consumption bundle on CDE. The triangle X! AB corresponds
to the constrained budget set of the first household. This household faces lower bounds on the net trade in the market for
both commodities 1 and 2. An indifference curve through X! is depicted. It is easily verified that (X!, X2) is a p-optimal Dréze
equilibrium. Our next aim is to provide mild conditions that rule out examples like this one.

Consider a price system p € P. To study the matter of constrained optimality, consider a “transformed” economy £ with the
same set of traders A as in the original economy &, and the set of goods £ = £\ {0}. The economy & is derived from £ by using
the budget equality to eliminate commodity 0. Initial endowments, consumption sets and utility functions of household i e N
are specified as follows:

W =wi

1
=0 . .
X (&, ..., %) eRL B(® —W') < wp),
u'(x') = u'(wy — p(X' —W'), X, ..., X)),
where p = (p1, ..., pr). The first order conditions for an optimum of the economy & give the following characterization of a

p-optimal allocation for &. It holds that (X!, ...,xN)e HieNXi is a p-optimum if and only if there exist some g € Rl \ {0} and
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o e RY such that

(04u'(X') — pyd,; u'(X1)) =alq.
X ) I=1,...,.L

As we have seen before, at any Dréze equilibrium allocation x:
3X;‘Ul(>_<l) - Plaxéul(*l) =~ + My,

for some non-negative real Ei’ ﬁ; such that E[Lf = 0. Let A€ € NV be the set of all constrained households, given a Dréze

equilibrium (X', ..., XV). Then & = 0 implies that household i consumes its most preferred element of the set {x' e X'|px' =
pwi}. For each i e A€, o + 0. Therefore, if a Dréze equilibrium is p-optimal, then

ql:O:&;':ﬂ;:O, Vie N,
q>0=jl>0, Vie\S,
q <0=ul>0, Vie NC.

The vector q is also called a vector of coupons prices in the literature, see Dréze and Miiller (1980). Note the one to one
correspondence between the side of rationing and the sign of a component of the coupons price vector for p-optimal Dréze
equilibria.

The above allows us to formulate a necessary condition for a Dréze equilibrium to be p-optimal. We call this condition
the separating property.

Proposition 6.1. If a Dréze equilibrium at prices peP of an economy £ is p-optimal, then every constrained household is
constrained in every constrained market.

It is common in the literature to assume that the households’ effective demands are observable, i.e. the household’s
demand for a commodity when taking into account the rationing schemes on all markets, except on the market of that
commodity. A household is constrained in a market if and only if its effective demand is different from its demand. This
makes the separating property quite powerful since it is stated in observable data only. Whenever there are two households
that face constraints, but in different markets, constrained suboptimality is the case. The separating property is a very strong
requirement, so very stringent conditions are needed to achieve constrained optimality.

The separating property is trivially satisfied if L = 1, or if there is only one constrained household. The first case has been
analyzed in Section 5, where it has been concluded that constrained optimality results in the case with two commodities. In
that case the separating property is not only a necessary condition for constrained optimality, but also a sufficient condition.

We already argued that the separating condition is strong, and if satisfied, only a necessary condition. The next result
gives conditions for the separating condition to be sufficient for p-optimality.

Theorem 6.2. Any Dréze equilibrium at prices p of an economy £ with the number of constrained households or the number of
constrained markets less than or equal to one, is p-optimal.

Proof. In the case where the number of constrained households or the number of constrained markets equals zero,
the Dréze equilibrium corresponds to a competitive equilibrium allocation, so optimality and therefore p-optimality
follows.

Suppose the number of constrained households equals one. Then define o/ =1 and q; = —&f + ,llf, I=1,...,L, with
E, n;’, the Lagrange multipliers corresponding to the rationing constraints of the constrained household i. It follows that the
condition for p-optimality is satisfied.

Suppose the number of constrained markets equals one, say market [ is constrained. Then define o = —&f + /1;, ieN, and

define g to be the I th unit vector in RL. Again, it follows that the condition for p-optimality is satisfied. O
Our final claim is that under weak conditions, the separating property is typically not a sufficient condition for constrained

optimality. More precisely, Dréze equilibria for which the set of constrained households A€ and the set of constrained markets
£€ consist of more than one element each, are generically not p-optimal.

Theorem 6.3. Fix any price system p € P and utility functions u', ..., uN satisfying Assumption A2. There is an open set of full

Lebesgue measure of initial endowments in Rﬁ‘f*” such that every Dréze equilibrium at prices p of the economy & with the number

of constrained households and the number of constrained markets greater than or equal to two, is not p-optimal.
Proof. It is helpful to introduce a vector r that describes the state of the markets. The vector r is an element of
R={reRrlr,=-1,0,0rl1},

where r; = —1 if there is supply rationing in market [, r; = 0 if there is no rationing in market [, and r; = 1 if there is demand
rationing in market I. We also introduce a vector s that describes whether a household is rationed or not. The vector s is an
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element of
S={seRN|s'=0 or 1},

where st = 1 if and only if i belongs to the set of constrained households MNE.
Denote by c;(x') the derivative with respect to x; of the transformed utility function ' we used before:

cix') = Bxgui(xi) - plax:-)ui(xi).
We know from Lemma 3.2 that for any Dréze equilibrium (X1, ...,xV)e HiENX":
Ci(®) = —pl + i,

for some non-negative E, /ZL;' — the Lagrange multipliers corresponding to the rationing constraints. If a Dréze equilibrium
X is p-optimal, then forany I, ' e £,i, i e \:

alqp alq

alqy ot qp

GE) &) | | -mHR

- 0. (1

For given r e R and s € S, consider the sets:
Mys = {('u'i)ie,/\/c ER"NCHLCH [,L} <0 if = —1, ,LL; > 0 if I = 1},
Zr={zeREN ) zi<eifn=-1, 27> —¢ if =1},

where ¢ is some given positive number.
By the Kuhn-Tucker theorem, if (x1, . .., x¥) is a Dréze equilibrium that satisfies the separating property, then there exists
reR,seS, LeRl,, e My, and z € Zr such that?

pxi —pw' =0, ieN, (2)
I u(x)—A'=0, ieN, (3)
0

ax;-ui(xi)—xfp,—u;eo, ieN, leL\ {0}, (4)
Z(xf—w}):O, le £\ {0}, (5)
ieN

X—wh-z=0, ieNC lecLC. (6)

The number of unknowns in this system equals N(L + 2) + [N||£¢| + |£C|, which is less than the number of equations
N(L+2)+ NC1£C + L, or is equal to it if [£€| = L. Since there is a finite number of constrained markets and households,
there is a finite number of such systems. Since a finite intersection of open sets of full Lebesgue measure is open and of full
Lebesgue measure, it is enough to restrict attention to an arbitrary fixed r and s.

Suppose that (x!, ..., xV)is a p-optimal Dréze equilibrium. Without loss of generality, {1, 2} € A and {1, 2}  £C. By the
separating property and the equation in determinants derived before:

Win3 — pipg =0. (7)
Thus, p-optimal Dréze equilibria satisfy a system of n equations, where
n=(N+1)L+2)+ NLE -1,

which is at least one more than there are unknowns. ' '
Let ¥/(w, x, z, A, i) be the function defined as the left-hand side of the Egs. (2)-(7). It is defined on HieNX’ X HieNX’ X
Zr x RN, x My and takes its values in RIN-IL+2)+IMIILS=1 The key element of the proof is the fact that v is transversal to
the origin, i.e. whenever ¥/(w, x, z, A, i) = 0, its Jacobian is of full rank.
Suppose that there exists y € R" such that

yTay()=0.

2 Notice that a Dréze equilibrium always leads to a solution to the system of equations. The other way around is not necessarily true, since non-binding
inequality constraints have been omitted, and the definition of Z, implies that a limited amount (&) of forced trading is not excluded in a solution to the
system of equations.
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We write y = (y1, ..., yg), where y; e RN, y» e RN, y3 e RNy, e RL, y5 e RVILYI and yg e R. Then, in particular,
yTBW{) Y(-)=—-poy1,i =0,
soy; =0.Ifle £\ £, then taking into account the previous expression one gets:
yT8W’1 Y(-)=—-y4,=0.

For Il € £€ we have
J’Taw;“/f(') =-Ya1-Y5i1 =0, forieAC
Y'0,i%() =-ya =0, for ie N\ N,
1

and
YT ¥()==> ysi1=0.
ieN©
Thus, >, \c¥s,i1 = INCIYa 1, S0 Y4 = 0, 1€ L. Therefore, ys ;| = 0, i€ N€, [ e N©. Moreover,
yTau} V(-)=yeu3 =0,
so yg = 0. To complete the proof of regularity it is sufficient to show that the matrix:
(Pu(x'), -p")

has a full row rank for every i € V. This follows from the differentiable strict quasi-concavity of the utility function, Proposition
2.6.4 of Mas-Colell (1985), and the possibility to cover a consumption set by a countable number of compacts.

By the Transversality Theorem, d(y ;3 ,)¥" (X, z, A, i) has full rank for almost all w e ]Ri'(f“) if yY(x,z, A, u) =0, where
YW(x,z, A, ) = ¥(w, x, z, A, ). Therefore, generically in w, the inverse image of {0} has the same co-dimension as zero,
which implies that {/"(x, z, A, 1) = 0 has no solution. We conclude that for a set of endowments of full Lebesgue measure,
any Dréze equilibrium is constrained suboptimal.

Denote by S the set HieNXi x Zr X ]Rﬂ+ x M;s. To show that we can choose the set of initial endowments of full Lebesgue

measure for which Dréze equilibria are constrained suboptimal to be open, consider the set X ofall (w, x, z, A, ) € Ri’&f“) x S

such that ¥(w, x,z, A, u) = 0. This set is closed by continuity of 1. Moreover, it is not difficult to see that the set

{(w, x,z, A, ) € X |w e K} is compact for any compact subset K of Rﬁ(f“). The latter means that the natural projection func-

tionm: ¥ - Rﬁﬁfﬂ) that maps (w, x, z, A, i) towis proper. Therefore, the set of all w for which the conclusion of the theorem
does not hold, is closed as the image of a closed set by a proper function. Its complement is open and, as has been shown

before, contains a set of full Lebesgue measure. [

The condition that the number of constrained markets is greater than or equal to two may be omitted from the statement
of Theorem 6.3, since it is a generic property when L > 1. The proof of this fact goes along the same lines as the proof of the
theorem above. Thus, we have the following corollary.

Corollary 6.4. Fix any price system p € P and utility functions ul, ..., uN satisfying Assumption A2. There is an open set of full
Lebesgue measure of initial endowments in Rﬁﬁf*l) such that every Dréze equilibrium at prices p of the economy & with the number

of constrained households greater than or equal to two, is not p-optimal.

It is not possible to claim that the number of constrained households is generically greater than one. We show that for any
tuple of utility functions u!, ..., uN satisfying Assumption A2, there is an open set of initial endowments Q ¢ ]Ri’(f”) such
that for every w € Q2 there is a Dréze equilibrium with only one constrained household. The example below is constructed
in such a way that the constrained household is constrained in its supply in all markets, whereas all other households have
small net demands for all non-numeraire commodities.

Consider any tuple of utility functions u?, ..., uN satisfying Assumption A2 and fix an arbitrary price system p € P. Let
%' be the notional demand of household i at prices p when it has initial endowments e, where e is the vector of all ones in
RL+1, Pick initial endowments for household 1 and a rationing scheme (z, z) such that household 1, at prices p and rationing
scheme (z, Z), is constrained in its supply in each market for non-numeraire commodities and —z is smaller than X! for
i=2,...,N.Toachieve this, one may take w! € {w e X!|pw = pe} such that w! ; > X!, so the notional demand of household

1 at prices p equals X!, and household 1 prefers to supply all non-numeraire commodities. Take ;} = )'c} - W} + ¢!, with

¢! a small positive number. By continuity, the demand X! of household 1 when taking z, into account is close to x!, in
particular all non-numeraire commodities are still supplied by household 1, and rationing in the market for commodity 1 is
binding. Take z, = fc% - W; + &2, with €2 a positive number that is small enough for rationing in the market for commodity 1
to remain binding. This construction is repeated until the rationing scheme z is obtained that induces rationing on the supply

of household 1 in the markets for all non-numeraire commodities. By taking w! sufficiently close to X!, the requirement that
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—zbe smaller than x,i =2, ..., N, can be fulfilled as well. The rationing scheme Z is chosen as never to affect the choice of
any household.
Fori=2,..., N, initial endowments are taken such that household i is on the short side of each market,
L
> pz/(N-1)
i_ i =1
wh=X—| —z,/(N-1)
-z /(N-1)

Since all households, but household 1, get their most preferred commodity bundle at prices p, it follows that
(d(z,z,p), X%, ...,xN) is a p-optimal Dréze equilibrium. If we slightly perturb the initial endowments, total net demand
of households excluding household 1 changes slightly, and a Dréze equilibrium is obtained by rationing the supply of house-
hold 1 by this amount. All other households remain unconstrained. The property of p-optimality is kept. It follows that there
is an open set of initial endowments with p-optimal Dréze equilibria.

A natural explanation for the existence of price regulations or price rigidities is that they are an instrument that leads
to Pareto improvements in a world with imperfections (see Polemarchakis, 1979; Dréze and Gollier, 1993; Dréze, 2001;
Herings and Polemarchakis, 2005). This may seem at odds with the statement of Theorem 6.3, where it is shown that price
rigidities do not even lead to constrained optimal allocations. In a world with imperfections, however, competitive equilibrium
allocations fail to be constrained optimal too, and creates scope for Pareto improvements by means of price regulation. One
should expect Theorem 6.3 to remain valid when imperfections are added to the model. This is hardly surprising, as it is more
difficult to show constrained suboptimality in a world without imperfections. As a consequence, whenever in a world with
imperfections, a competitive allocation is Pareto improved by a Dréze equilibrium allocation, the latter is subject to further
Pareto improvements. Below we discuss how such improvements can be implemented.

To what extend does a social planner have to intervene in the economy in order to improve upon a constrained equilibrium?
Suppose that x is a Dréze equilibrium. One way for a planner to change the situation would be to endow each household
with a strictly positive amount of coupons and allow them to trade under price system p and any possible coupon prices they
choose. By virtue of the results of Dréze and Miiller (1980), the resulting allocation will be a p-optimal coupons equilibrium
Pareto superior to X.

As a careful analysis of the proof of Theorem 6.3 suggests, a planner can also improve the situation by imposing a trade
that involves only two constraint agents and two constrained markets of non-numeraire goods. Namely, it was shown that
condition (1) is generically violated for any pair of constrained households and any pair of constrained markets. Therefore
for any i, iy e N, 1, I, € £\ {0}, a system of inequalities:

GuEn)  ci®) N\ [z

"1>o0

—cl"]2 (x2) —CE (xi2) z,
generically has a solution whenever households iy and i, are constrained in markets Iy and l. It is clear that (z, , z;,) can be
chosen small enough to guarantee that a consumption bundle defined by

X3 —Dpi,21, — Pi2L,,
Xi1 4z
i1 _ [1 + l]a
= X4z
I, T4k
X, 1¢10,0, Ly,
X¢ +Pu2i, + P21,
X2 — 7z,
yiz B 1 L
R
I >
X2, 141{0,11, L),

and yf = )'c; fori ¢ {iy, i}, is feasible and Pareto superior to x. Thus we have the following proposition.

Proposition 6.5. Fix any price system p € P and utility functions ul, ..., uN satisfying Assumption A2. There is an open set of

full Lebesgue measure of initial endowments in Rﬁ&”l) such that for every Dréze equilibrium X with at least two constrained

households there exists a feasible allocation y such that, for all i, py! = pxt, |{(i, 1) e N x L|y;' # Rf}l < 6, and y Pareto dominates X.
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7. Flexible prices

So far the analysis has been carried our for the case where the prices of all commodities are fixed. What we have in mind
are prices which are temporarily fixed and against which trade takes place. The requirement that these trades are compatible
with a Dréze equilibrium makes sure that resulting allocations are consistent.

In a more general case, price rigidities only exist on some markets, whereas other markets are cleared in the usual
way by price adjustments, without reliance on rationing. We follow the set-up in Citanna et al. (2001), and assume there
is a non-empty set of commodities C c £\ {0} with cardinality C for which prices are fixed and rationing may occur,
whereas the markets of commodities in £\ C are cleared without rationing. Commodity O continues to be the numeraire
commodity with price equal to 1. Fixed prices belong to the set P¢ = RL. When a set like C or £ appears as a super-
script of a vector, only the corresponding components of the vector are included. We now consider an exchange economy
E =< N, L,C, (XL, ul, Wiic v >.

Following Dréze (1975), we introduce a Dréze equilibrium of the economy £* at prices p€ e P€.

Definition 7.1. A Dréze equilibrium at prices p¢ € P¢ of an economy £* is an allocation (X!, ..., XN)e I ic NXf such that there
exists (z,z) e RS x Ri and a price system p € P satisfying the following conditions:

(i) forallie N, X' maximizes u' on Bi(z, Z, p);

(11) Zie/\/)_(i = Zis/\fwi:

(iii) for every leC,

xI' —wl' =z for some i e N implies X

F—wi I wi>gz forall i\,

1 I

X' —wl' = z,for somei e N implies Xl —wi < 2 forall ieN.

(iv) p¢ =p“.

Compared to Definition 2.1, prices of commodities outside C are fully flexible. As a natural complement of price flexibility,
there is no rationing on the markets of these commodities.

Many of the results derived in the previous section remain useful. The reason is that a Dréze equilibrium (X!, ..., xN) at
prices p¢ e P¢ of an economy £ for a price system p and a rationing scheme (z¢, z¢) according to Definition 7.1, induces a Dréze
equilibrium (X1, ..., XN) at prices p € P of an economy & for a rationing scheme (z, z) according to Definition 2.1. Here, the
components of z, Z outside C are taken large enough in absolute value as not to affect the decisions of any of the households.

We continue by proving generic suboptimality of equilibrium in this extended setting. The main difference with Section
3 is that a perturbation in the endowments will now affect the prices of commodities outside C.

Theorem 7.2. Fix any price system p€ e P° and utility functions u?, ..., uVN satisfying Assumption A2. Then there is an open
set of full Lebesgue measure of initial endowments in ]Ri’(f“) such that every Dréze equilibrium at prices p¢ of the economy & is

suboptimal.

Proof. Since Dréze equilibria at prices p¢ are Dréze equilibria at prices p P for a suitably chosen p, Proposition 3.3 yields
that an optimal Dréze equilibrium at prices p¢ corresponds to a competitive equilibrium allocation.

It follows from the results in Laroque (1978) that for an open set of full Lebesgue measure of initial endowments, for
every competitive equilibrium allocation x*, x;‘i - w} # 0, for every household i and every commodity I. Therefore, using
Lemma 3.2, generically in initial endowments, for [ €C, cases where all E > 0 and all ﬂ; > 0 are excluded. Generically
in endowments, an optimal Dréze equilibrium consists of competitive equilibrium prices and a competitive equilibrium
allocation. To complete the proof we need to show that for generic w a price system p supporting a Dréze equilibrium is
not competitive. Let z(p, w) denote aggregate excess demand at prices p and endowments w = (w!, ..., wV). Let F(p, w) be
equal to zi(p,w)forl=1,...,L, and define F; . 1(p, w) = p; — p; for an arbitrarily chosen ! in C. The remainder of the proof is
identical to the one of Theorem 3.4. O

Theorem 7.2 provides a rigorous statement of the Folk Theorem on the generic suboptimality of equilibria when prices of
some commodities are non-competitive.

The next step involves the analysis of constrained optimality. In the spirit of Definition 4.2, we define constrained
optimality of a Dréze equilibrium as follows.

Definition 7.3. A Dréze equilibrium (x!,...,xN)e Hie NX" at prices p¢ of an economy &* for a rationing scheme (z, z) and
prices p is constrained optimal if there is no allocation (y!, ..., yN)e HiENXf such that

(i) VieN py' = pxi,
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(i) 3 yi=> wh
ieN ) ig/\/’ o
(iii) Yie Mu'(y") > u'(x') with strict inequality for at least one i’ e V.

In Sections 5 and 6 we distinguished between the cases L = 1 and L > 2. Now, we have to treat the casesC =1and C > 2
separately. Notice that the only restriction imposed upon L by C = 1 is that L is greater than or equal to one. The following
result is therefore a substantial generalization of Proposition 5.1.

Theorem 7.4. IfC = 1, then a Dréze equilibrium (X', ..., xN) at prices p¢ € P° of an economy &* is constrained optimal.

Proof. Let(X!,...,xN)be a Dréze equilibrium for a rationing scheme (z, z) and a price system p.

If no household is constrained, then (X!, ..., xN) is a competitive equilibrium allocation, so both optimal and constrained
optimal.

If some household is constrained in its supply, then none of the households is constrained in its demand by virtue of
Condition (iii) of Definition 7.1. Suppose (y!, ..., yN)is an allocation satisfying Conditions (i)-(iii) in Definition 7.3.

Since C = 1, a household i that is not constrained in its supply, faces no rationing constraints at all, and chooses a best
consumption bundle in its budget set. There is no x' such that px' = px’ and u/(x') > u/(*!) and, using strict convexity of
ul, ui(y') > ui(x!) implies y' = X'.

When household i is constrained in its supply, a similar revealed preference argument can be used to show that ui(y!) >
ul(X) implies y! < % and u/(y') > u'(x") implies y! < I, where I  C. We therefore derive, for I e C:

Dwi=Dyi<d K= w

ieN ieN ieN ieN

a contradiction. Consequently, there is no allocation (y!, ..., yN) satisfying Conditions (i)-(iii) in Definition 7.3.
The argument for the case where some household is constrained in its demand is analogous. O

Theorem 7.4 replicates the constrained optimality result of Proposition 5.1 for the case where there is only one market
with rationing constraints. Contrary to the case L = 1, the equilibrium can no longer be guaranteed to be unique. We provided
an elementary proof of Theorem 7.4. We would like to remark that it also follows as a corollary to Theorem 6.2.

Though Theorem 7.1 is a considerable extension of Proposition 5.1, and may have applicability in macro-economic con-
texts, where a natural assumption only admits rationing in the labor market, the case C = 1 remains restrictive in a general
equilibrium set-up. Even when labor would be the only commodity subject to price rigidities, C would exceed 1 by far in a
general equilibrium model, since there are many types of labor, supplied at a variety of dates, and contingent on all kinds of
events. The more important case, therefore, remains C > 2, which is studied next.

Obviously, as it involved no genericity arguments, the separating property of Proposition 6.1 remains valid, and the
following result is obtained as a corollary.

Corollary 7.5. If a Dréze equilibrium at prices p€ € P of an economy &* is constrained optimal, then every constrained household
is constrained in every constrained market.

Also in an environment with price flexibility, the separating condition is strong, and would be violated if two households,
providing different types of labor services, are both experiencing supply constraints. Moreover, the separating property is
only a necessary condition, and not a sufficient one. When in equilibrium there is only one constrained household, the
separating property is trivially satisfied, and using similar arguments as in the proof of either Theorem 6.2 or Theorem 7.4,
constrained optimality can be shown to hold. For the case of two or more constrained households, we obtain the following
result.

Theorem 7.6. Fix any price system p€ e P¢ and utility functions u', ..., uVN satisfying Assumption A2. There is an open set of

full Lebesgue measure of initial endowments in Rfifﬂ) such that every Dréze equilibrium at prices p° of the economy & with the

number of constrained households greater than or equal to two, is not constrained optimal.

Proof. A standard genericity argument can be used to show that when C > 2, there are typically C constrained markets.
We can now proceed along the lines of the proof of Theorem 6.3, where we impose the vector r to be an element of

R={reRCr=-1 or 1},
sof
S={seRN|s'=0 or 1}.

and replace L€ by C. O
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8. Conclusions

Notwithstanding the strong conviction of most economists that trade at non-competitive prices has detrimental welfare
consequences, it is not based on foundations derived with equal rigor as the first and second welfare theorems. This paper
provides these foundations. We show that the Folk Theorem holds that equilibria are typically suboptimal when trade at
non-competitive prices occurs.

The more appropriate question to answer is whether equilibria are perhaps not even constrained optimal. In this paper we
formalized the notion of constrained optimality as optimality among allocations where budget constraints of all households at
the non-competitive prices are met. A necessary condition for constrained optimality to prevail is the separability condition
that all constrained households be constrained in all constrained markets. This condition is of interest in itself as it is
formulated in terms that are observable. If the number of markets subject to price rigidities is less than or equal to one,
then this necessary condition is always satisfied. We show that in this case it is also a sufficient condition, so constrained
optimality holds. Also the extremely restrictive case where there is at most one constrained household, leads to constrained
optimality of equilibrium. For the most important and realistic scenario with two or more markets subject to price rigidities,
and two or more constrained households, equilibria are typically constrained suboptimal.
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