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1. Introduction

The literature discussing the design of resource allocation mechanisms falls into two
quite distinct and almost non overlapping parts. One branch deals with the problem
of incentive compatibility, the other with informational requirements. Both branches
assume that information about the environment relevant to achieving a specified
performance is initially dispersed among the economic agents. The incentives literature
has analyzed conditions for a performance function or choice rule to be implementable
in given behavioral equilibrium strategies, (e.g., dominant strategies, Nash or Bayesian
equilibrium strategies) and proposed a variety of implementing mechanisms. In both
cases, the question of informational costs was ignored. The informational requirements
literature, on the other hand, has studied the size of the message space needed for

decentralized realization of a given performance, ignoring incentive issues.

The papers of Hurwicz [1972), Mount and Reiter [1974], and Hurwicz, Reiter, and
Saari [1985] address the question of how much information needs to be communicated
in order to realize a given performance standard by an informationally decentralized
mechanism. The measure of communication requirements is the informational size of
the message space; in case of a Euclidean message space this amounts to considering
the dimension of the space, giving the number of variables whose values must be
communicated. One of the well-known results in this literature establishes the
minimality of the competitive mechanism. Under certain regularity conditions, every
mechanism that achieves Pareto-optimal resource allocations on a sufficiently rich
class of classical exchange economies must use a message space at least as large as
that of the competitive mechanism. A corresponding result exists for the Lindahl
mechanism in environments with public goods. These results were obtained under

the assumption that agents follow the official rules without regard to self interest.



On the other hand, work on incentives and implementation has paid little attention
to communication requirements. The discovery of the revelation principle may have
been responsible for this. According to that principle one can study implementation
without loss of generality by considering only mechanisms in which the agents’ strategy
spaces coincide with the space of a priori conceivable environments (types). Design
of efficient or 'best" mechanisms must, of course, involve both informational and
incentival considerations and the trade-offs among them. Incentive shortcomings may
be compensated for by increased use of monitoring and verification procedures. The
direct costs of such procedures have to be compared with the implicit cost of operating

incentive compatible allocation procedures.

The dimensional requirements of dominant strategy mechanisms have been analyzed
in Reichelstein [1984a]. While it is frequently possible to do better than direct
revelation it can be shown that the dominant strategy conditions will, in general,
impose a dimensional cost compared to a world in which agents’ compliance with the
rules of the mechanism can be assumed. A converse question was addressed by Green

and Laffont [1983], who study the performance attainable with a given message space.

In this paper we turn to the communication requirements for implementation in
Nash-equilibrium strategies. A characterization of social choice rules which can be
implemented in Nash-equilibrium strategies was first given by Maskin [1977] in a
social choice context. Through a constructive proof Maskin [1977] also suggested an
a priori upper bound for the size of the strategy (message) space needed for imple-
mentation. This upper bound amounts to the n-fold product of a direct revelation
mechanism (where n is the number of participating agents). Recent work by Williams
[1984] and Saijo [1985] characterizes social choice rules which can be implemented

with smaller strategy spaces. In economic settings, Groves and Ledyard [1977],



Hurwicz [1979a], Schmeidler [1980] and Walker [1981] have constructed mechanisms
which attain efficient resource allocations at Nash-equilibrium points. These mech-
anisms use finite dimensional strategy spaces though the classes of environments on

which they are successful are infinite dimensional.

The remainder of this paper is organized as follows. In the next section we provide
basic definitions, in particular those of realization and implementation of a choice rule.
It is shown that Nash implementation is always at least as costly, in message space
size, as (decentralized) realization. In Section 3 we study the question whether a
strategy space of given dimension is large enough to implement a given choice rule.
Essential to our argument is a correspondence which maps strategies to environments,
while satisfying a set of inequalities. When differentiability is assumed, these condi-
tions can be translated into dimensional requirements. Theorems 3.1 and 3.2 state
necessary and sufficient conditions for a strategy space to be big enough to implement

a choice rule.

In Section 4 this machinery is applied to the problem of attaining competitive equi-
libria in pure exchange environments. This performance standard is frequently referred
to as the Walrasian choice rule. We find that there must be an increase in the size
of the strategy space over that of the message space of the competitive mechanism,
which is, as we have said, the minimum required for decentralized realization. The
dimensional increment depends on the number of agents and commodities in the
economy. This dependence is characterized by a formula presented in Theorem 4.1.
While this theorem applies only to a fairly restrictive class of mechanisms, we suggest
that our dimensional formula is valid for the entire class of smooth mechanisms. In

Appendix B a more general argument is provided, which because of the complexity



of the notation, is presented for the case of three agents and three commodities.
Theorem 4.2 shows that implementing mechanisms exist whose strategy spaces match

the bound given by the formula in Theorem 4.1,



2. Realization versus Implementation

 Our analysis takes as given a social choice rule or performance standard which
associates a set of desired alternatives with every environment. Formally, we consider

a correspondence

F:E - Z

where E represents the class of environments (sometimes called the parameter space)
and Z is the space of alternatives. An environment e ¢ E includes a complete
description of every agent, i.e., preferences, private information, initial endowments,
etc. Throughout this paper it will be assumed that the class of environments is

decomposable, so that E = 'glf,- where N={1,..., n} indexes the set of agents.
lax

Following Hurwicz [1972] a resource allocation process consists of a language (message
space) M, a response function f; for each agent i=1,..., n and an outcome function

h . Formally, an allocation mechanism is a triple:

A=<M, f, h>

where f=(f1,..., fy) . Information is exchanged iteratively; at each time ¢ agents
respond to the current 'state' message according to their characteristics using the

given response functions:
fi i Mx E= M,
fim@), e)=m (t+1) i=1,..,n.

If every agent responds to the current state message by repeating his component of



it, the process has reached a stationary point. The outcome function
h:M-2

then assigns an allocation to this stationary message. An important feature of this
model is that an agent’s response does not depend on the private information of any

other agent. This is the so-called privacy property.

Definition 2.1: A Hurwicz-process A=< M, f, h > realizes a choice rule

F.E - Z if and only if
n
(i) VeeE ple)= igl#i (e) # ¢

where u; (&) ={me M | f; (m, ¢) = m;}

(i1) h(m) e F(e) Vme u(e) VYee E.

In this formulation [Mount-Reiter, 1974] the dynamics of the allocation process are
suppressed. The realization requirement amounts to verifying that stationary points
yield the outcomes specified by the choice rule. In general the message space will
have to be larger than the image set F(F). The reason is that because of the
decentralization of information, the message correspondence must have the privacy
property. Suppose that for two environments e, &: F(e) =F(€) . It is not necessarily
possible to assign these two environments the same equilibrium message, since
m € u(e) Np(2) implies that m e u(e) for any point e on the "cube" formed by
e, and ¢, i.e., any environment whose ‘n-components (?1 ...'E',,) are either drawn

from e or &. For this to be compatible with the realization requirement, it must



be the case that also F(e) = F(e) for all ¢ on the "cube". Message space size is
certainly just one among different relevant measures of informational complexity.
Recently, Mount and Reiter [1983] introduced a measure of computational complexity;
in examples they exhibit a trade-off between message space size and computational

complexity.

The literature on incentives has approached the mechanism design problem as one of
designing an appropriate non-cooperative game. Every player has a set of available
strategies, represented by S;; an outcome function g translates joint strategies into
resource allocations. Given an environment e e E, the pair < .fl.S‘,-, g>, g8:S+2Z
induces a game in normal form. Implementation requires that‘-f'or any environment
Nash-equilibria exist in the induced game and, secondly, that outcomes corresponding

to equilibrium behavior are in agreement with the social choice rule.
Let, R(e;)) denotes the complete, binary and reflexive preordering that describes the

i-th agents’ preferences over alternatives in Z, when his type is ¢; € E;. The notation

(s—;, §;) denotes the vector in which the i-th component of (s) is replaced by §;.

Definition 2.2: <S, g> implements F:E -+ Z in Nash-equilibrium strategies, if:
n
(i) YeeE: ple)= if'lp;(e,-) # ¢
where p;(e) = {s" € S | g(sIR(e)g(s;, §) V§ie S}

(ii) YeeE: g(s)eFle) Vs €ple).



In a social choice framework, Maskin [1977] identified two properties of social choice
rules, namely, monotonicity and non-veto power, as central for implementability. He
showed that monotonicity is necessary and in conjunction with non-veto power also
sufficient for Nash implementations to exist. For economic settings in which agents

have non-satiable preferences, the non-veto power condition is trivially satisfied.

Definitions 2.1 and 2.2 appear to be closely related. The principal difference is that
the message or strategy rule p(e) in 2.2 is not a design variable but is induced by
the outcome function and the behavioral equilibrium concept. The formal relationship

between the two concepts is given in Theorem 2.4 below.

Definition 2.3: A mechanism (in stationary form) <M, u, h > is said to have the

Nash-property, if:
VeeE VieN YmeM:

me p;(g) <=> h(m)R(ei)h(m_,-' m) Vm eM.

Theorem 2.4. The following two statements are equivalent

(i) <S,g> implements F:E - Z.



(ii) There exists a privacy preserving correspondence p:E =+ S

such that < S, u, g > has the Nash property and realizes F.

Proof: (i) => (i)

Consider the induced Nash-correspondence p:E -= S .

Let p;(e;) represent the i-th agent's best reply correspondence.

n
Since p(e) = ,nlp,-(e,-) , the Nash correspondence. is
==

in fact privacy preserving. Consequently <S, p, g > is an
informationally decentralized mechanism which has the

Nash property and realizes F.
(i) => ()
Starting with < S, 4, g >, the Nash correspondence p induced

by <S, g> coincides with u, since <S, u, 8>
has the Nash-property. Hence, < S, g > implements F.
Though Theorem 2.4 follows directly from the definitions, it is useful because it yields

an immediate lower bound on the dimension of S in terms of the message space size

needed for realization. Given any implementation of F, there exists an equivalent



realization which, in addition, has the Nash-property. The main question of this
paper can now be recast as: Does asking for a realization which, in addition, has

the Nash property necessarily lead to an increase in message space size?

To make general use of Theorem 2.4 we need to make precise the notion of size
of a space and identify appropriate regularity conditions for the class of
allocation mechanisms considered. For Euclidean spaces it appears natural to
take dimension as a measure of size. The informational decentralization
literature has established a number of results on minimal message space size
for general topological spaces; we confine ourselves to Euclidean spaces in

this paper.

It is well known that, in the absence of any regularity conditions, an
essentially unlimited amount of information can be encoded in a one-
dimensional space. For example, the inverse of the Peano space-filling curve
could be used to encode a k-dimensional space on the real line. The
continuous Peano function could retrieve this information, since it maps a

real interval onto a k-dimensional interval.

Various restrictions on the message rule have been proposed which all prevent

such “smuggling” of information. Mount and Reiter ([1974], for example,
require the message correspondence to have a thread, i.e., to have locally a

; 1
continuous, single-valued selection.

1 A correspondence u:X+Y 1is locally threaded, if for every x € X there
exists a neighborhood U(x) ¢ X and a continuous function f:U(x) » Y such
that f(x”) € u(x”) for all x° € U(x).

10



Since the Nash-equilibrium correspondence is endogenous, regularity conditions should
be imposed on the outcome function for implementation problems. It can be shown
with siandard arguments that the Nash-correspondence is upper-hemi continuous pro-
vided that the outcome function is continuous and preferences are representable by
utility functions which are jointly continuous in outcomes and environments. While
upper-hemi continuity does in general not imply local threadedness, the two properties

coincide if it is asssumed that there is a unique Nash-equilibrium.

As an application, consider first the well documented problem of allocating resources
in an economy with public goods. For simplicity, assume that there are m-public
goods and one universal private good (money). Individuals only know their own
characteristics, i.e., preferences and endowments of the private good. It can be shown,
see Sato [1981], that every mechanism which achieves interior Pareto-optima on a
class of parametric utility functions, such as Cobb-Douglas or linear-quadratic utility
functions, has to use a message space at least as large as R"*™ , provided the message
correspondence is locally threaded. Sato established a process, called the Lindahl
mechanism, which satisifies this regularity condition, uses R"*™ as message space
and attains the desired performance on a wide class economies with convex preferences.
It follows from Theorem 2.4. that, subject to local threadedness of the Nash-
correspondence, every implementing mechanism has to use a strategy space of dimen-
sion greater than or equal to n+«m. Walker [1981] constructed a game which uses
a strategy space of exactly that size and implements Lindahl] allocations. Furthermore,
the Nash-correspondence of this mechanism is well behaved; it is a linear function

when traders’ utility functions are of the linear-quadratic form.

On the other hand, we construct a simple example in which Nash-implementation

requires an increase in dimensionality. Consider a class of exchange economies with
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n=2 traders and /=2 commodities. Quantities of the first good are represented
by the letter X, while the second commodity, which serves as numeraire, is denoted

by Y. Each agent is characterized by a single parameter:
E=[a,b] . a>1

The social choice rule
F.E\xE,+-2Z x2Z,

assigns net-trades to both agents, Z;c R2.
In particular, let

Ff(e)=-;-(e,-—e,-+1) 1<ig2

Fg’(e)=—%[el+ez—2]-f‘f(e)-

The subscripts are understood ""modulo 2". If agents’ preferences are, at least locally,

representable by linear-quadratic utility functions of the form

2
U(x,yle,-)=e,--x—-%—+y

and initial endowments of the X-good are fixed at the unit level, then the above
performance function is exactly the Walrasian rule. Clearly, it can be realized with
a two-dimensional message space, simply by employing a revelation mechanism. With

the usual regularity conditions, such as local threadedness, a two-dimensional space

12



can also be shown to be minimal. However, there does not exist a smooth Nash-
implementation which works with a two-dimensional strategy space.2 Assume to the

contrary that

and
g:S1x52"le%

is a differentiable outcome function such that < S, g > implements F. Let 1(e)
represent a thread of the induced Nash-correspondence p: E -+ S . Implementation

requires that

(gon(e)=F(e) VeekE.

Since F(E) contains a two-dimensional manifold in Z, g:]R2 - Z is, at least
generically, a local diffeomorphism. Let s°¢e t(E) be a generic point and denote by

V(s°) an appropriately chosen neighborhood around s°. If e°er~'(s%), then

t=g"'o F on some neighborhood V() .

Hence, ¢(.) itself is a diffeomorphism on ;(eo) . Since the mechanism is assumed

2 Note that we allow for unbalanced net-trades out of equilibrium. If one insisted on balanced
outcomes, i.e., the image of the outcome function is contained in the set Z = {(z, z2) | 21 + 22 = 0}
then, independently of the allowed strategy space size, there will not exist a smooth outcome
function implementing the Walrasian choice rule; see Reichelstein [1984b]. Hurwicz [1979c]
established that there are disconrinuous outcome functions that map into the set of balanced net
trades and implement Walrasian allocations at Nash-equilibrium points.
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to implement Walrasian allocations, the following two equations have to hold:

(1) gr((e)) = — p(t(e)) gF (¥(e)) Vee V()  igig2

where p(t(e)):-;—[el-}-ez—Z] is  just the equilibrium price for the economy

e=(ey, ).

If t(e) is a Nash-equilibrium, the following first order conditions have to hold:

@) (-gFt(e))) -(-;’; gX(t(e)) + % g (e)=0. 1<ig?2

Also, marginal utility has to equal the price in equilibrium, i.e.,

e — 87 (1(e)) = p(1(e)) .

Total differentiation of (1) yields:

(3) [vglt(e)) + ple(e)) V g7 (1(e)) + Vp(1(e))g; (1(e))] » Dr(e) = 0.

Recalling that g¥(s(e)) = — g¥(¢(e)) and gi(1(e)) = — g3(1(e)) , we may substitute (2)

into (3) and obtain:

gF (1(e)) « Vp(1(e)) « Dt(e) =0.

This contradicts the requirements that p(:(e))=-%—[e1+e2-2] and () be a

diffeomorphism.
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Aside from making the point that implementation is generally costlier than realization,
the example given here also provides another illustration of the well-known fact that
the revelation principle does not apply to the Nash-equilibrium concept. In our
example, implementation becomes possible, however, if an additional dimension is

added to the strategy space, as can be seen from the following mechanism:

S;=R , S§=R?

Denoting the second agent’s strategies be denoted by (s3, s3) , we define the following

outcome function:
81(s) =5y — 5,
g3(5) =5, — 5y
g1(s) = = 53(51 = %)

8';(3) = - 51(-‘2 - 31) - (Sl - 33)2 .

It is easily verified that this mechanism implements the Walrasian choice rule? on a
wide class of economies.* Any Nash-equilibrium is such that sy = s3, since the second

player has, independently of his actual characteristics, a global incentive to match his

3 We note that this mechanism does not necessarily produce individually feasible outcomes. For
nonequilibrium strategies agents could be assigned net-trades which lead to negative consumption.
Throughout this paper the issue of individual feasibility is ignored; see Hurwicz, Maskin and
Postlewaite [1984] and Reichelstein [1985] for a treatment of this problem.
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second variable with sy . Hence, the set of Nash-equilibria is contained in a hyperplane
of the strategy space. Strategies that are not in this hyperplane are not needed for
the actual implementation task, yet they are necessary to give the strategies on the
hyperplane their Nash-equilibrium property. This curious feature will be encountered
again: the set of Nash-equilibria is contained in a space of no larger dimension than
is needed for ordinary realization (in our example a space of dimension two), yet

needs to be embedded in a strategy space of higher dimension.

4 The exact description of this class of economies is given in Section 4 preceding Theorem 4.2, for
an arbitrary number of agents and commodities.
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3. General Theory

This section identifies necessary and sufficient conditions for a given strategy space
to admit a Nash-implementation of the social choice rule F:E -« Z . These con-
ditions are stated in terms of a mapping that takes strategies to environments, while
satisfying a set of inequalities. If the domain of the map, i.e., the strategy space, is
too small, it is impossible to satisfy the inequalities. Before stating the results two
structural assumptions are introduced. First, we suppose that the i-th agent's pref-
erences are defined on some space Z; and that Zc ,:’c'lZ,'. For example, Z; could
be the commodity space, the dimension of which equ'a.ls the number of commodities
in the economy, while Z is the set of feasible net-trades. Secondly, the choice rule
is assumed to be a function. To analyze the dimensional requirements for realization
or implementation of social choice rules it is oftentimes helpful to derive a lower
bound on the size of the message (strategy) space by finding the dimehsional require-
ments for a special class of environments only. In Section 4, for example, we focus
first on special economies in which traders’ preferences are of the linear-quadratic

form. On this class of economies the Walrasian choice rule is single-valued.

Theorem 3.1: Let < S, g > implement F= (Fj...F,):E - Z and denote by D the
set of Nash-equilibria in §, i.e., D=p(E). If F;(E) =2, there

exist Correspondences

satisfying the following conditions:
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(i) y; is F-compatible, i.e., for every se S:e, € € y;(s) implies
F;(e) = F;(8) ; there exists an onto correspondence y:D - E

such that for each ie N the restriction of y; to D agrees with

(iil) VseD Veey(s) VieN:
F;(v;(T;(s))) € L(e;, Fi(e))
where Ti(s)={5eS|5=(s_;, 5), 5 €S}
and Lle, z) = {Z; € Z; | zR(e)Z;}
(iii) VseS VeekE:
If VieN F,'(Y,-(T;'(S))j c L(e;, Fi(v;(T;(s))))

then Fi(y;(s)) = F(e) Vie N

Proof: Define

)?1 {e,cE |seple)] if seD
=
7,~(S)={

(Flog)(s) if s¢D
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(i) Clearly, Yse S vi(s) s (Filog)(s).
Hence, ¢, € € y;(s) implies F;(e) = F;(¢) . By construction,

w=y,=v for seD.

Y1

Since < S, g > implements F, y is onto.
(i) Let ie N, seD and ee y(s). Then se p(e) and
Fi(e)R(e)g;(s_;, 5;) V35, €8;.

Now, ¢ € y;(s.;, §) implies F;(e) = g;(5;, s—;) , and consequently,

Fi(é) € L(e;, Fi(e)) .
(iii) Let se S, ec £ and Vie N: Fi(y;(Ti(s))) « L(e; Fi(y;(s))) .
By construction, L(e;, Fi(y;(s))) = L(e;, g(s)) and

Fi(y;(T;(s))) = g;(T;(s)) . Hence, s is a Nash-equilibrium at

e € E which implies g(s) =F(e), since < S, g > implements F.

The basic idea of Theorem 3.1. is that, if S can serve as a strategy space for

implemenctation, then there will exist mappings which take strategies "back"” to

environments. When restricted to the set D of Nash-equilibria these mappings

are just the inverse of the Nash-correspondence.
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(ii). Let se S be a Nash-equilibrium for e € E. Consider the image of the mapping
y; under the intersection of strategies which the i-th agent can effect by unilateral
deviation from the set D. The choice rule has to map this image set in the class of
environments into the i-th agent's lower contour set relative to the allocation pre-
scribed by the choice rule at ee¢ E. Assuming for a moment that all y;'s are
functions, that agents’ preferences are representable by utility functions U(z | ;)
and, finally, all functions involved are differentiable, condition (ii) then implies that

for every se D, i.e.,, where v;(s) = v(s) :

B 3} } N
0.0 as,l . és,’-‘f 0 0s 0
(4) VU(F(v(s)) | (v(£))) o DF;(v(s)) o ; . = (0,..., 0]

Here the function y, maps from R*t x ... x R¥* to RY, where a point in R? represents
an environment and S§; = R, (In general, ¢ will have to be less than or equal to

m

Eiki in order for y. to be a function.) Equation (4) says that for every e= y(s)
air-ld i € N the gradient of the indirect utility function V(e | ¢;) = U(F;(e) | ¢) has to
be orthogonal to those columns of Dvy;(s) that correspond to the i-th agent’s strat-
egies. This constrains the rank of Dv;(s), potentially leading to a conflict with

the onto requirement in (i).

20



The meaning of Theorem 3.1 can be well illustrated in the context of the example
discussed in the preceding section. Consider again the Walrasian choice rule on the
simple class of environments in which traders’ preferences are described by linear-

quadratic utility functions.

Let I(e|é;), 1<i<2, represent the indifference curve of the indirect utility func-
tion Vl(ey, e; | &) = U(Fj(ey, ) | &) through the point (e, &3) = (é;, &) . Pareto-
optimality of Walrasian allocations implies that the two indifference curves have to

be tangent at (ey, &3).

Next, suppose that § = IR2. We know that, if S =IR?, then the set of Nash-equilibria,

D, must contain an open set in S.

Hence, y; = y2 =y on this open set. Also, the correspondence y is in fact a function,
since the y; are F; compatible as required by 3.1.i.. Finally, y is, at least generically,
differentiable, provided the mechanism’s outcome function is smooth. Let y(5)=¢;
3.1.ii. says that y(Ty(5)) is contained in the set L(F;(&), &) and consequently the
line tangent to I(&] &) at &, is also tangent to y(T;(5)) at y(5). Repeating the
same argument for the second agent shows that the tangent lines of y(Tl (5)) and
v(T»(5)) are in fact identical at y(5) . However, y(‘) has to be onto, and therefore
the tangent spaces of the images of the two perpendicular manifolds T1(5) and T»(5)

must span the entire two dimensional space of environments.
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The same conclusion is obtained through the calculus representation of Theorem 3.1.
Straightforward calculations yield:

V(el, & | 51) = U(Fl(el, &2) | 51) =

8+ (Fi@) + 1) = 2 (Fi(&) + )" - o) Fi(e)

where p(e) = % [e1 + & — 2]

VU(Fl(el, 52) | el) o DFI(') =

1

(ST

(e, — (Fi(e)+1), 1) o [ 1 1 ] =
-'2-[81—1] —‘5[82-1]

—%(F’f(e). F(e))

Similar computations for the second agent show that

VU(F,(e, &) | &) 0 DF,(e) =
—%(Fg(e), FX()

Theorem 3.1 says that there exists an onto function vy : R2 - R? such that
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S

631

VU(F(y(5)) | v1(s)) » DF{(v(s)) « = [0, 0]
o,
asl

‘and

0 3;2_

VU(F,(v(5)) | v2(s)) = DF(y(s)) » = [0, 0]
0 v

s,
Since the VU(F;(y(s)) | yi(s)) « DFi(y(s)), 1<i<2, are collinear it follows that

Dy(s) has rank one, which contradicts that y is onto.

In the case of the outcome function given at the end of Section 2 with the strategy

space having one more dimension, the foliowing computations obtain:

1) =l+s3+51=%, 1+s3-5+5)

(s - 53)2 1 (s, = 33)2

+—, 14+ + if s, #
2 e gy Y TR

Yo(s) = (1 + 25y —

D={se S x$, | sl=s3}

Y1 lD =72|D =7

y($)=(1+25y -5, 1+5)
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For every se S, the set y2(T2(s)) is a half-space. By setting s3 =sy, the second

agent moves to the boundary of this half-space.

We digress briefly to show that the necessary conditions of Theorem 3.1. imply the

monotonicity property, which Maskin has shown to be necessary for a choice rule to

be implementable.

Definition 3.2.: F:E - Z satisfies monotonicity, if
Ve,éeE, z=F(e):

Vie N L(e, z) < L(G, z) implies z=F(&)

Corrollary to Theorem 3.1.. F:E-=Z2Z satisfies monontonicity, if there exist
correspondences y; : S - E satisfying (i)-(ii)

in Theorem 3.1.

Proof: Suppose that for some e, éc¢ E, z= F(E) and L(e;, 2) < L(&;, 2)) .
Choose a point s € D such that e e y(s) . Thisis possible, since y: D - E

is onto according to (i).
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Condition (ii) implies F;(y;(Ti(s))) < L(é;, Fi(e)) for all ie N. Since

e € y(s) implies e € y;(s), (iii) immediately yields Fi(e) = Fi(8) .

We next give a partial converse of Theorem 3.1., partial because we now assume that

the space Z is the Cartesian product of Z's, while Theorem 3.1. only required that

Zc x Z.

o |

n
Theorem 3.3.: If Z= Hl Z;, the existence of v;:S == E, satisfying conditions
j=
(i)-(iii) in Theorem 3.2., is sufficient for the existence of an

implementing <SS, g>.

Proof: Define g;: S+ 2Z; by gi=F;oy;. It needs to be shown that a) for every
environment Nash-equilibria exist and b) all Nash-equilibria yield desired

outcomes.

a) Given ee€ E, there exists an se D such that ee v(s) . Condition (ii)

implies:

VE,' € Si g,‘(s) = (F, o '/,')(5) = F,‘(‘—’)R,‘(e,‘)F,'(Y,'(S._," E,)) = 8,»(-9_,~. E,‘)
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b) Suppose se S is a Nash-equilibrium for e E, ie,,
gi(S)R,-(E,-)g,-(S_,-, §) V(G5 e T (s)

or Fi(yi(T;(s))) < L&, Fi(vi(5))) -

Condition (iii) implies that g;(s) =F;(e) .
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4. Implementating Walrasian Allocations

In this section we examine the dimensional requirements of attaining Walrasian
allocations. Our framework is one of pure exchange; there are n-traders and /-com-

modities in the economy. Agents are described by their characteristics
=X, R, w)

where X;c R’ represents the agent’s consumption set, R; denotes a complete, binary
and reflexive preference relation on X; and w;e€ ]R{,, represents initial endowments.

By Z we denote the space of net-trades, i.e.

Z={z= (2,0, 20) | e R1}S
Denoting by E= .3?1 E; the class of economies under consideration, the Walrasian
=
choice rule
W:.E » Z

is defined as follows:

ze W(e) iff Zz,: O and 3pe ]Ri such that Vie N

jm]

(i) z+weX; ; pez;<0

S Note that we do not insist on balanced net-trades, i.e., Zz=0.
T}
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(i) (z+w)Ri(EZi+w) Vije R’ such that pz;<0

To find lower bounds on the strategy space needed for the implementation of W(.),
it will be convenient to analyze the dimensional requirements of the following subclass
E ¢ E. Environments in this class have the following special features:

X—=]R[

, Cowe=(1,., 1,%)

Writing a consumption vector in R/ as (x!,.., x{-1, y), each agent’s preferences
g P

can be represented by a linear-quadratic utility function of the form:

Ux, ylg)=e+x~- -;-x’-x+y

-1
eien[arb]» a>1
jm]
If agents’ endowments of the numeraire good is fixed at the level w! 6, an environment

in E can be identified with the n-vectors (ey,..., ;) € RU-1D

For economies in the class E there exists a unique price equilibrium so that W(.)
is single-valued on E . The informational decentralization literature has shown that,

subject to the regularity conditions discussed before, R -1 is the minimal message

6 Since preferences are linear in the numeraire good, Walrasian allocations will not depend on the
numeraire good endowment w! , provided this endowment is chosen sufficiently large.
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space needed to realize W on E . On the other hand, the competitive mechanism,
as represented in Hurwicz [1972] and Mount and Reiter [1974], uses R™U-1) a5 jtg
message space and attains Walras equilibria on a broad class of economies with convex

preferences.

From the discussion in Section 2, which dealt with the case n=2 and /=2, we
expect a dimensional increase for Nash-implementation. The exact magnitude of that

increase is given in the following:

Theorem 4.1.: Let S;= R and suppose g:S - Z is differentiable. If <'£IS,', g>
1% ]
implements W:E - Z such that their exists a point é¢ E at

which the Nash-correspondence p:E -= S has a linear thread, then
Skizne(?=1) +¢(n, £)
jm]

where y(n, /) is defined as:

"P(n’ !)= .!nin {E I (ﬂ"‘ 1)'1;?. ([_l)} ] m= {1» 29 3$'-'}
k eIN

According to Theorem 4.1. the dimensional increment depends on the relationship
between n and /. In particular, if n >/, one extra dimension is needed; if n=2,
then the dimension of the strategy space has to increase by (/ — 1) over that required
for realization. For general n and 7, y(n, ?) is the unique positive integer satisfying

the equation:
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(¢=-1)=[y(n &) -1ln-1)+kh O<h<n-1

There is always a unique pair y(n, #), h satisfying this equation. The condition of
linear threadedness in the Nash-correspondence will greatly simplify the proof of our
dimensional formula. Instead of having to work with a system of partial differential
equations, the argument reduces to an analysis of the rank of a system of linear
equations.” We believe, however, that our formula remains valid even when the
thread of the Nash-correspondence is not required to be linear. To substantiate this
belief, we provide a general analysis for the case, n>/, in Appendix B. Before
giving the proof of Theorem 4.1., we first construct a mechanism which implements

Walrasian allocation with a strategy space of the indicated size.

Let the class of economies E be characterized, by the following conditions:
M) weX, wi+ RS X,
(ii) Preferences are monotone increasiﬁg in the numeraire good.

Since non-equilibrium outcomes may be individually infeasible, it is necessary to
extend the preference relation to all of R’. This extended preference relation is
denoted by R, and is chosen such that it preserves the preferences R; on X; and

every point outside the consumption set is strictly inferior to any point in X;. Formally:

if x,x' €X; then xRx' iff xR;x'

7 It should be noted that the familiar mechanisms of Groves and Ledyard [1977]), Hurwicz [1979a],
Schmeidler [1980], and Walker [1981] all meet the linear threadedness condition on E .
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if xeX, x ¢X then xR;x' but not x'Rx

Theorem 4.2.: The (smooth) mechanism < _J'c'ls,', g>, Si= R*i |
13 ]

as defined in equations (5)-(8) implements W:E —= Z such that
Elk,-=n o(? =1) +y(n, &)
Proof: Let S;=R!~1 1gisn—-1 S,=R'"!x RY( O
An element in S, will be represented as (sp, ¥); s= (S1y eees Spy W)«
(5) gl(s)=si-sfy1 18isn 1gjst-1

where the subscript (n+ 1) is understood as "modulo n'".

/-1
6) gl)=-2pgls) 1sisn~-1

j=1

-1 ) vin, t) B(m) 2
M £ ==SHAOEO = = > 57" ™)
Ju=1 mwml reml

where a(r, m)=(m-1)(n=1)+r
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_ n-—1 ifm<\ll(",[)
B(’")‘{ R if m=y(n, £)

Recall that & is given by the equation

C=-1)=Wh H-1)n-1)+h

Define h(j), k(j) , by the equation:

J= k() =D=-1)+h() 1<k <¥(n, ), 0<h() Sn-1

Finally,

6‘;;(,) if hQ) #1i
- B (D)
®) plls)= {“k(;)‘ 3 SR i pGy =

re=1
robi

We note in passing than this outcome function is balanced for all but the
numerarie good. Interpreting the p{ () as prices at which the i-th agent
trades the j-th good, it is important to notice that pl does not depend
on the i-th agent’s strategy choice. In other words, every agent i a price
taker. Now, suppose that s € p(e). Since the n-th agent’s preferences
are monotone increasing for the numeraire good,

s° is a Nash-equilibrim only if
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B(m) :
u;—zs:“("m)=0 1<m<y(n, ?)

re]

Therefore, at a Nash-equilibrium,

P =pi(s") I<ii'sn  1gjgl-1
and > gls)=0 1<js?
jm]

Furthermore,
w; + g (s R (e)w; + z

-1
for all ze {7 | Zi=gi(s2;, 5), Sie S} = {fi | ,%P’(S.)f{+f{= 0}
I-
In particular #; =0 is one attainable alternative so that, if s is a
Nash-equilibrium, it must be the case that w;+ g;(s") € X;. It

follows that (gy(s’)..gn(s")) is a Walrasian allocation with equilibrium

price vector (pl(s') ...p"‘l(s'), 1).

Conversely, for ec E, let

(X1, .., Xp) € R"™! be a Walrasian allocation with equilibrium prices
07 L., ﬁi -1 1). We construct a strategy-tuple, which is a Nash-equilibrium

at e ¢ E and induces the Walrasian allocation. Set
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shop=F 1sjsti-1
where, again, h(j) is the unique positive integer satisfying
J=E&kW)-D(r=-1)+h(), 1<k() <y ), 0<h()<n-1

Next, consider the system of linear equations

=5l

11 1<j<?-1, 1<i<n

For every good j there are (n—1) independent linear equations in (n—1)
variables (recall that the value of *“5;(1) is already fixed). Therefore, there

exists a unique solution such that:
&1(®), .., 8,(5)) = (xy, ..., X;) and y’,;(/) =p/

Finally, set the "auxiliary" variables {u,} such that

B(m) ( )
a(r,m
up= 3 58

rm]

where again a(r, m)=(m—-1)(n-1) +r, 1<m<y(n, ?f)

if m<y(n, ?)

n-1
and ﬂ(m)={ A if m=y(n, ?)

As shown above, the set of allocations attainable for the i-th agent by
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by unilateral deviation from s e S is the budget plane given by the price system
(ﬁl...ﬁ[‘l) and endowments (1...1, W’).

Since (g1, (s), ..., g:,(5)), (ﬁl, ey ﬁ[‘l) is a competitive equilibrium by
hypothesis, s is a Nash-equilibrium. This completes the proof of Theorem

4.2..

The mechanism presented, like the one in Section 2, has the feature that the set of
Nash-equilibria forms an n+(/ — 1) dimensional linear manifold within the strategy
space; it is the intersection of y(n, #) different hyperplanes. We note that the linear
threadedness condition of Theorem 4.1. is satisfied in this case. The intuition under-
lying our mechanism is to rule out monopolistic behavior by providing that no agent
controls the prices at which he trades commodities. Every agent has one strategy
variable with which he affects the allocation of the j-th good. Because of the
balancing requirement there are only (n— 1) independent allocations to be made for
any particular good. Roughly, this leaves one variable to determine the price. In our
mechanism, the n-th agent also chooses a number of auxiliary variables. Independently
of his characteristics the n-th agent has an incentive to choose these auxiliary variables
such that each one of them lies in a given plane with, at maximum, (n - 1) different
price setting variables, one provided by each of the remaining agents. Our mechanism
reveals what may be a general fact, namely that one auxiliary variable can ensure
price taking behavior for at most (n— 1) commodities in an economy with n agents.

It is this fact that governs the increase in dimensionality.

We now turn to the proof of Theorem 4.1.
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Lemma 4.3: 1If <S, g> implements W on E, then for any two points e, € E :

Proof:

ple)Np(e) =¢

Suppose to the contrary that two environments have a Nash-equilibrium in
common, i.e., s € p(e) Np(&) . Implementation requires that W(e) = W(e) .
Also, since the Nash-correspondence p(+) is a coordinate correspondence,

it follows that:
sep(?) Ve ¢ E with Zi € {e;, &}

All environments on the "cube" formed by e and & have to have s €S

as a Nash-equilibrium. A straightforward calculation shows that

Wie)=~ln-1) e/~ el

ivi’

From these linear equations it follows immediately that Wi(e) = Wi(e) for

all & on the cube formed by e and &, only if in fact e=¢.

Proof of Theorem 4.1:

Step 1:

Suppose that §;= R% and k= 2] ki=ne(f-1)+ k. We have to show
that k > y(n, /). By assumption, at the point é e E, referred to in the
statement of the theorem, there exists, locally, a linear selection of the

Nash-correspondence. Denote this linear thread by (~1. It follows from
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Lemma 4.3 that t-l is one~to-one and consequently t-l(E) forms a linear

n* (2-1) dimensional manifold7a in the strategy space S. Recall that

n + (L-1) is the dimension of E. Next, the inverse of the Nash-correspondence
y:p(E) » E has to be a function, because p(*) 1is injective. Denoting the

inverse of t-l(') by tit-l(i)" E, it follows that Yltcl(f) -t

Let (f1..ty) ;:S - E denote differentiable threads from the correspon-

dence (yq...y,) as defined in Theorem 3.1. It follows that
& =1

1 -
1e=1E)

since according to Theorem 3.1 all y;’s have to be identical on the set of
Nash-equilibria p(E). This implies the existence of a k x k matrix A
which. has rank 7+ (/—1) such that for each se ¢~ !1(E):

Dy (s)od = ... Dt,(s) o4 = Dt(s)

Hence, A4 is the matrix of the linear transformation mapping S to p~(E) .
We write the derivative of the linear function ¢(.) as:

Di(s) = [By, -, Be] B R ¢-D

Then the derivatives of the functions () can be uniqﬁely expressed in

the form:

7a For notational simplicity, we take the neighborhood on which the Nash-
correspondence has a linear thread to be all of E.
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Eoo koo
Di(s) = | By+ D miN(s), e, B+ D, mf, M(s)

j=1 j=1

for all set~1(E). The M(s) are arbitrary vectors in R"~1 and the
vectors {m!..mX} span the nullspace of A (recall that by definition
Eak—nc(l’—l)).

To invoke the first order conditions for Nash-equilibrium as stated in (4),

Section 3, we first calculate the gradient of the indirect utility function
Vis| (0= 1(s));) = UMW, (e~ (s)) | (1~ 1(s));) which becomes: 8

,-1 . .
U, () 1 (7H9)) «DW M s) = = > W™ 9) «

j=1
where 1/ e R"™/=1) js the following vector:
/-1 /-1 /-1
g= (0..1..0, 01,0, vy 0.1...0)
jrh jrh j:h
¢ has n 1's and O’s otherwise. W/ (t~1(s)) is just the Walrasian

. allocation of the j-th good to the i-th agent for the environment 1~ () .

8 This calculation is shown explicitly for the case n=2 =/ in section 2 and for the case n=3 -
in the Appendix.
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Step 2:

It may be noted at this point that though the gradients of the indirect
utility functions are elements of R™(‘-1) they all lie in some (/-1)
dimensional subspace spanned by the vectors (pl...pl—l). This feature
must be considered special to the Walrasian choice rule and ultimately

explains the increase in dimensional requirements.

First-order conditions for the i-th agent then read as follows:

I-l . .
9 =X W (9.

J=1

j=1

k- ) . k- . .
[o, w0 B 1t 2ml A N(S), e, B+ D mf M), 0., o]
J=1

=0, ..., 0]

The columns in Dr(+~!(s)) that correspond to the i-th agent’s strategies
(Sk;_,+1--5%) have to be orthogonal to the gradient of the indirect utility

function.

If the terms involving A(s) were zero in equation (9), that equation would
imply that the B’s belong to the orthogonal complement of the space
spanned by {u! ...,u[“l} . It is shown in Appendix A that if there are A/(s)
satisfying (9), then there must be fixed vectors A} )\{? such that the k;

vectors.
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j=1

k . Eoo
(10) {Bk,._ln + 2y w1 Mo Byt > mh ’\f}
j=1

lie in the orthogonal complement of the space spanned by {u! ...ul -1y
provided k; 2 k . We denote this (n—1) « (/ —1) dimensional subspace by

Lt uf-Ht

The k x k matrix

By ovvn B,

B 1
= ml ..... mk
mlf ..... my

consisting of the ne(/=1) xk matrix [By, ..., Bx] With the k vectors

{mI...mE } appended as rows must have full rank k, otherwise

[B1) . Bk]o A could not have rank ne(/-1).

Recalling (10), every vector B, can be written as:

k
1) B,=0,- ymN

j=1

where 8, € L(p! ...;1”‘1)l and the »-th strategy belongs to agent i.
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Substituting (11) into the matrix B, it should be noted that each coefficient
m{ appears in only one column of B. It is then possible to perform
elementary matrix operations which generate 0’s in the last k rows for
k; — k columns. This can be done for each agent separately. The matrix
operations leave the rank of B unchanged. In the resulting matrix B’ there

are, corresponding to each agent i, k; — k columns have the form:

8, T

1.4
0 8, e L(p.l ...yl 1)

0 -
In order for B or B’ to have full rank, there cannot be more than

(n—=1)«(/ =1) (the dimension of L(p.l ...p”l)l ) such vectors. Conse-

quently:

Sk-k)<(n-1)(f-1)

jm]
or k-nk<(n-1(-1)
or n(l-1)+k-nk<(n=1)(-1)
or (/-1)<(n-1k.

Since y(n, /) was defined as the smallest positive integer u satisfying:

(n-=Du>(/-1), it follows that k > y(n, 7). This completes the proof
of Theorem 4.1.
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Though the mechanism presented in Theorem 4.2. is efficient with respect to the size
of the strategy space, it has the unappealing feature that net-trades may not be
balanced, if agents fail to reach an equilibrium. In case n>/, this problem can be
avoided by a slight modification of our mechanism. The basic idea is to allocate the
residual quantity of the numeraire good (recall that our mechanism is balanced for
all other goods) among those agents that are not price-setters. Provided that n >/
there is at least one such agent. It turns out that the residual quantity is independent
of those agents’ strategies. Therefore, balancedness can be achieved through transfer
payments which do not affect incentives. In equilibrium the transfers are zero, since

the originial mechanism is balanced in equilibrium.

However, this construction fails if n</. Some preliminary analysis indicates that,
in case n=3 =/, it is impossible to implement Walrasian allocations with a seven-
dimensional strategy space while maintaining balancedness throughout. A possibility
result obtains when the size of the strategy space is raised to eight dimensions. This
observation suggests that the minimal strategy space needed for implementation may
change as the set of permissible outcomes is enlarged from Z to some set 2 , Where
F(E)cZc 2 . For Walrasian allocations (n=3 =/), the minimal strategy space
decreases by one dimension as the permissible choice set is expanded from the six
dimensional set of balanced net-trades to the nine dimensional set of possible net-
trades. While this problem remains to be analyzed in detail, we may provide some
intuition by observing that the outcome functions g; are functionally dependent, if
net-trades have to be balanced. As demonstrated in Sections 3 and 4, the dimensional
requirements for implementation depend on the existence of correspondences
vi + § -+ E satisfying certain conditions. Since y;(s) = (Filo 8)(s), the y;’s will

be constrained further by additional requirements on the g;’s.
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5. Concluding Remarks

This paper represents another step toward an integrated theory of incentives and
communication requirements for decentralized allocation mechanisms. In terms of
the size of the message (strategy) space, Nash-implementation is always at least as
costly as decentralized realization. Our general theory provides a way of testing

whether a given strategy space is big enough to implement a social choice rule.

For the case of the Walrasian choice rule we find that it is possible to construct
implementing mechanisms whose set of Nash-equilibria forms a manifold of exactly
the dimension needed for realization only. However, this manifold must be embedded
in a strategy space of higher dimension in order to give the strategies in the manifold
their Nash-equilibirum property. We do not know whether this feature is shared by
other social choice rules. Lindahl allocations in public goods economies provide an

example of a social choice rule for which there is no increase in dimensionality.

Our analysis has paid little or no attention to the important issues of balancedness
and individual feasibility of non-equilibrium allocations. Though these questions have
been addressed in the literature, they still have to be integrated with the theory of

dimensionally efficient mechanisms.
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Appendix A

We want to show that

(=1 . koo £
9 DSl [,31 + D m{N(s) B+ D m Aj(s)]

Jml J=1 J=1

implies the existence of vectors (A‘ ...)\") such that the k vectors:

A
(10) By+ D m{N o, B+ D my N
Jjm1 j=1
lie in L(u! .../.1[ ‘1)1 provided that k> k . Here the subscript / has been omitted,
since the argument is made for each agent separately.

!

-1
Define u(s) = 2 wi (1= 1(s)) o
J-

and write
) . (n=1)(¢=1) ) -2 -
Ne) =d@®u)+ 2 GO+ 96 B
yem] yen ]

(~1 -(a=-1)21-

where {4 ...u(q ) l)}
(~1 ~1=2

vectors i1 (3)..ed (s)} are chosen such thac

l 1-1
are orthogonal o L(4 +..d ) and the
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(gl 5= DC=D0 ), T1s) ... 5¥72(s)} is an orthogonal system, The con-

ditions in (9) require that

k- ) .
<Bp, p(s)> + E mjl cJ(s) <u(s), p(s)> =0
jm1

(12)

k‘ . .
<Bi, u(8)> = 2 mi, J(s) <u(s), u(s)> =0

=1

Consider first the case k =1. The first two equations in (12) then read as follows:
<Bi, u(s)>+ m} cl(s) <uls), p(s)> =0

<By. u(s)> + my c'(s) <pls), u(s)>=0

Solving the first equation for cl!(s) yields:

toy_ 1| <Byr)>
)= mi [<#(S), #(S)>]

(if m} =0 the claim follows immediately).

Let A! be an arbitrary vector such that

1.l
By —mll)\ € L([.Ll ...p[ 1)

Substitution into the second equation yields:
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1

' m
<By B($)>+ —2 <O+ m!A, u(s)> =0
my

with e L(u!.. x0-1yt

Since 6 is orthogonal to u(s) for all s, it follows that
<By—m3 A, p(s)> =0

Since u(s) covers the entire space spanned by {u! ...p"l} as s varies it follows that:

gl
By—mineL@u!..ul-H"

The same argument can be made for the vectors B3...Bk.

For general k, the first k equations in ( ) can be expressed in the form:

TR rmlmE - cl(s) 1
(13) - . = [
LFwd LmlooomE] L

. ~ <Bi’ #(3)>
h B;(s) = .
with Bils) <u(s), u(s)>
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We can write (13) in more compact form as

~B(s) =M +c(s) .

Provided that M has full rank (an argument along the same lines can be made, if

this is not the case); we obtain

M~ B(s) =c(s)

We denote the j-th row of M~! by o/. Let {A! ...)\E } be arbitrary vectors such that:

1

X _
(14)  B=SmiMe L' .ui™h) 1<i<k.
j=1

Bquation (k + 1) in (14) requires:

k . .
<Biy1» uls)> +jnzlm,’;+l /(s) <p(s), p(s)>=0

or equivalently:

koo ~
<Biwr 1>+ 2 ml  [—a B3] <uls), p(s)>=0

=1

k
<Bry1» u(8)> = Zm{m <
= 1

ol By u(9)> = 0.

k
i
-1

Substituting (14) into the last equation implies:
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kKo '
<Bl:+l’ p(s)> - F.{mi‘+1 <Z¢r{ Zm; }\"+0,~ y u(s)> =0
j-

ju ] vl

where again 8; is an arbitrary element of L(u! .,.,/“)‘L.

Since the of are the coefficients of the inverse of M it follows that

Fi
2 2 (e mp AT =N
veu] ju]

and therefore:

k X
<O Sl avao, |, we)> = <M, u(s)>.
juml peu]

Therefore

k . .
<BE+1 - 21 mﬁ-d | M, u(s)>=0
/-

k
2 mb  Me L(u! ...p!"l)J‘. Again, this argument

which implies our claim that Bl — el

J=1
can be repeated for [3;” v Br .

49



Appendix B

In this appendix we reexamine our dimensional formula in Theorem 4.1 without the
linear threadedness assumption. We focus on the case n2>/; our claim is that a
strategy space of dimension n« (/ — 1) is not large enough. The mechanism introduced
in Theorem 4.2. shows that adding one additional dimension will be sufficient. To
keep the notation tractable we confine ourselves to the case n=3 and /=3, though
the reader will see that the argument can be generalized without substantial change

for general n and ¢/, n2/.

Assume, contrary to our claim, that there exists a smooth mechanism which implements

W(.) on E and whose strategy space is six-dimensional, i.e., S;= R?, 1<i<3.

Let v:S - Z be a single valued selection, i.e., a thread of the Nash-correspondence,

such that:

(g ov)(e) = W(e)

W(E) forms a six-dimensional linear manifold in Z. The differentiable function
g:S-Z maps from the subset of w(E) onto W(E). Hence, g is, at least

generically, invertible. It follows that on a properly chosen neighborhood
-1
v=g oW
Differentiability of W(s) implies that v is in fact a (local) diffeomorphism. Fur-

thermore, yv—l=t is a thread of the correspondence y:S - E as defined in

Theorem 3.2.. Let
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1 2 1 2 1 2 1
t1(sy, Sty 55, 53, 53, 53) =€,

n()=el.. . 15()=el, x=¢3

To prove our claim we recall the first-order respresentation of Theorem 3.2., as given

in (4). It is easily verified that for all ee E :

VU(F;(e) | &) o DF;(e) =

- :} (Fl(e), F2(e), Fl(e), F2(e), Fl(e), F2(e))

3 3
F,-l(e)=-:1§-[23,~‘—k2e,l] F?(e):-;—[Ze,-z-kEleE]
-] -

ki ki

Multiplication of VU(F;(e) | ¢) o DF;(e) with the corresponding two columns in the

Jacobian of 1(e), as required in (4), leads to the following six equations:

_ 5 d, Oy Ots
) ( 11—13—15)(—6—&- + e + 3-)+

i ) i

d,  0d1, Ot
Qo =la=)Ge + 55 * 5

| i ]

)=0 1<i<2

() (21 p ’)(all 3t3 ' 3!5
i 37T + Er T

) +
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o, Ay O
(244 =1y - 16)(asi t 5t )=0

1

@ (2 oy Oy
(i) ( Is— 1 —-13)(-‘%.- + Ts. + —és—)'l'

i i i

dt, Ot
os; | 05

i i

a1,
(216—12—t4)(-5§i- + )=0

S<ig6

This system of partial differential equations has many solutions, in particular linear

solutions (leading us back to the case considered in Theorem 4.1).- Our conjecture

is that no solution can be onto, i.e., the rank of its Jacobian is always less than six.

It will be convenient to rewrite the system in the following way:

B1(s) = t,(s) + 53(s) + t5(s)
Ba=th+l4+1lg, By=21—t3—1s
B4=212—{4~t6' BS=213—11—IS

Bg=2t—15-1

Equations (i)-(iii) can then be represented as:

a8, 3B,
By — + By —=0 1<ig2
3 s, 4 "as;

% o 3<ig4

Bsa—s.i'i'BéTs—-Eo

i
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d
(B3+35)'ai;+(34 Bs)‘ng= 5<i<6

Note that the two systems are equivalent, since the linear transformation between

t(+) and B(.) is one to one. We consider, what will be called the reduced system,

68y 9By _ .
a(S)—a-;;-'i'—a-;;'-:O i<ig?2
0
5() % -—6—2-50 3<i<4
1 (3.5‘,-
d
(s)-&- -—8-2-=0 5<i<é6
Si 6

where a(s) = B3(s) / Bals)
$(s) = Bs(s) /Bg(s)
e(s) = (B3(s) + Bs(5)) / (B4(s) + Bg(s))

If the Jacobian of (Bj, B2, B3, B4, Bs, Bs) has full rank then the Jacobian of
(By, B2, @, ¢, ) has full rank as well, i.e., rank five. Suppose that (Bi, B2, a, ¢, &)

is a solution to the reduced system.

9B / 0B1 _ 9B y 9By
dsy © Osy Osp, ' Osy
B> have the same isoquants in (sy, s) space, given (s3..S¢). Similarly, By and

B> have the same isoquants in (s3, s4) space as well as in (s5, sg) space. This

We observe that — af(s) , implies that the functions B, and

suggests to consider functions By and B, of the form:
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B; =T, (a(s), b(s), c(s))

where T; :IR3 =« R, 1 <i<2 and a(s), b(s), c(s) are arbitrary functions. We have

no proof that every pair of functions B8; and B, can be written in this form whenever

they have the same isoquants in the three two-dimensional subspaces.

Differentiating B; with respect to sy and s and observing again the requirement

o, 0B _ 3 08,
asl 632 asl 632

implies the equation:
(15)  (Tjay + T{by + Tiey) « (T3a, + T3by + [cy) =

(Tja; + T3by + T'icy) « (T3a; + T3by + 5cy)

_ oIy _ Oa
where 1111:‘-6_&- and al=-‘-33—1.

Multiplying out in (15) yields:
(IT3 = TiT9) @) by + (T3 = T{T9) a1 ¢, +
(T3 - TT3) @y by + (T{T5 — T{T3) by o +

([{T3 - T{T9) @y ¢ + (T{T5 - TiT5) by ¢y = 0.

Collecting terms, (15) takes the form:
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(T9T5 - T8T%)(a, by = by @) + (T§T5 = TiT5)(ay 3 — a5 ¢;) +

(D3T3 - T3 (by ¢ = by ¢) =0

We define new variables:
X =TiT3 - T3
Y= I4T§ - 31

Z =415 - 4T

ab ac be
miz=a;by-ba, mpy=ac-ga, mp=bc-cb

The next step is to perform the same calculations for (s3, s4) and (ss, sg) respectively,

keeping in mind that

4B, , 9B, _ 3B, / 3B,

8s; © 3sy  0s3  Osy
and

aB4 / 9B, B 3B, / 3B,

dss  Osg - dss = Osg
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This leads to the system of equations:

ab ac be
my2 M2 M3 X

1 ab ac be
ab be Z

ac
Msg Msg Mse
We classify the constraints on (T'y, I', a, b, ¢), according to the rank of the matrix

M in (16).

Case I: Rank (M) =0

Then all entries in M are zero. In this case:
B; =T, (a(sy, 55), b(s3, 54), (55, 5)) 1<i<2

is one possible solution to our differential equations system, but there are others.9 It

will be shown that for any solution the rank of the Jacobian of the reduced system

is less than five.

First consider the Jacobian of (a, b, ¢):

4 G 49 4 45 G
(A7) Je= | by b by by bs b
¢t & &G G & ¢

If all entries in M are zero, then there are multipliers (depending on =)

(A1, A2, A3, g, pp, p3) such that (17) can be expressed as:

9 Leo Hurwicz found this solution, and one in which ﬁl and 3¢ are dependent,
bv a direct argument based on the observation that pl and pz have the same
isoquants in the 3 subspaces noted above.
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a o a a o5 g
(A7) Jape= | M@y May Mgy Ajay Azas Ayag
B181 MG B0 K244 K335 K3dg

We now consider the Jacobian of (By, B2, a, {, €). It is readily verified that

_aﬁ/fﬂ_l=3‘_= %, , 9B

ds, ' 05, @ 85 ' 0sy
A straightforward, but laborious, calculation shows that in this case also:

da ,8a 91 _ 0 8 Q3e , de

ds, 6:2—02- dsy " ds, Os; Os,

Hence, the first two columns in the Jacobian of (B, B3, a, {, e) are proportional,
so are the third and fourth, and fifth and sixth. This shows that the rank can be at

most three.
Case II: Rank (M) =3

The only solution to (16) is (X, Y, Z2) =(0, 0, 0) . This implies that Ty and T

are functionally dependent since the rank of the matrix
[r*: Iy ri]
5T TS
is at most one. Thus, I's = f(I';) and

By (s) = f(T'(a(s), b(s), c(s))) = f(By(s))

57



Hence, By and B, are functionally dependent, implying that the first two rows in
the Jacobian of (By, Bs, a, {, &) are proportional and hence the Jacobian cannot

have rank five.

Case III. Rank (M) =2

Assume, for simplicity, that the nullspace of M is spanned by vectors [1, O, 0] and
[0, 1, 0]. It follows that

mfg=m§2=mgg=0 ~ and

ac _ ac _ ._ac _
mis =m34 =mse =0

Therefore Jg, in (17) can again be expressed in the form given in (17') leading to
the same conclusion. A somewhat lnger argument is needed when the nullspace is

an arbitrary two dimensional subspace of R3 .

Case IV: Rank (M) =1
Suppose the nullspace of M is spanned by the vector [1, 0.0]. Since [X, Y, Z] is

in the nullspace it follows that Y=2Z=0. If X=0, the same reasoning as in Case

IT applies. If X# 0, we get the following determinant conditions:

rf I ﬁ] [ﬁ ﬁ]
det # 0, det =0, det =0
[ sl [ o 8

These conditions can be satisfied only if T{=T$=0. Since [1, 0, 0] is in the

nullspace it follows also that

58



ab ab ab
miz=m3,=msc=0

Therefore (17) takes the form:

ag, @ a6 4 4 G
Jwe= | Mar M@y Aaay Mgy Agas Asdg

g & ¢ ¢ G %
This leads us back to the analysis in Case 1. Though we have no information about
the last row in Jg. in the present case, the conclusion remains the same since
I'{=T%=0. We find again that the Jacobian of (By, B2, a, ¢, ¢) has at most rank
three since the first and second, third and fourth and fifth and sixth columns are

proportional.
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