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Abstract

This paper develops a dynamic model of general imperfect competition by
embedding the Shapley-Shubik model of market games into an overlapping
generations framework. Existence of an open market equilibrium where there
is trading at each post is demonstrated when there are an arbitrary (finite)
number of commodities in each period and an arbitrary (finite) number of
consumers in each generation. The open market equilibria are fully charac-
terized when there is a single consumption good in each period and it is shown
that stationary open market equilibria exist if endowments are not Pareto
optimal. Two examples are also given. The first calculates the stationary
equilibrium in an economy, and the second shows that the on replicating the
economy the stationary equilibria converge to the unique non-autarky sta-
tionary equilibrium in the corresponding Walrasian overlapping generations
economy. Preliminary on-going work indicates the possibility of cycles and
other fluctuations even in the log-linear economy.

J.E.L. Classification Numbers: D50, D91, C72.




1 Introduction

The challenge for general equilibrium analysis is to extend the Arrow-Debreu-
Mckenzie model in such a way that features of actual markets can be ex-
plained. In this paper we combine two streams of literatures which in them-
selves have proved to be extremely fertile in this endeavor - the overlapping
generations model and market games. The objective is to close a gap by
developing a dynamic model of imperfect competition at the same level of
generality as the Arrow-Debreu-McKenzie model. In addition the model de-
veloped is tractable and amenable to the program of studying the working
of markets.

The overlapping generations model developed by Allais [1] and Samuel-
son [13] has been the leading infinite horizon general equilibrium model as
it incorporates agent heterogeneity and finite lives of consumers (see also
Balasko, Cass, and Shell [2], Balasko and Shell [3]). The overlapping gener-
ations model has been used extensively to not only increase our understand-
ing of infinite horizon economies and economic fluctuations but also to study
money, public finance, development issues, international economics, etc. {see
Geanakoplos and Polemarchakis [8] and Shell and Smith [16] for surveys and
more complete references). However, the model assumes Walrasian behavior
on the part of agents which is not satisfactory in small economies and does

not develop a process by which prices are determined.




To study strategic behavior while maintaining the methodology of gen-
eral equilibrium theory, two main models have been used for a Cournotian
foundation of the Walrasian model: the Cournot-Walras model of Gabszewicz
and Vial [7], and the the market game of Shapley and Shubik [15] (see also
Shapley [14]). In both of the models as the number of agents becomes large,
the equilibrium outcomes are Walrasian (see Gabszewicz and Vial [7], Dubey,
Mas-Colell, and Shubik [5], Mas-Colell [9], and Postlewaite and Schmeidler
[12]). We work with the market game model, as non- existence of equilib-
rium is a problem in the Cournot-Walras model (see Dierker and Grodal {4],
Gabszewicz and Vial [7], and Mas-Colell [9]), and because the market game
model has been helpful in studying market uncertainty (Peck and Shell [10]),
monetary phenomenon, bankruptcy, etc. Unlike the Cournot-Walras model
the market game model describes a rule by which prices are determined in
markets. While in a large part of the literature a specific price determin-

ing rule has been used (which we adopt as well) it can be amended and
generalized.

The models however that have been studied in the literature so far
have been static except for the paper of Forges and Peck [6]. In this paper
a similar economy with a single good in each period and a continuum of
identical consumers in each generation is used to examine the relationship

between correlated equilibria and sunspot equilibria. -



We develop a general model where agents live for two periods ! and
trade according to the rules of the market game. The market game is in the
form modified to remove any inessential asymmetries (see Postlewaite and
Schmeidler {12], Peck and Shell [10], and Peck, Shell, and Spear {11]). Each
consumer offers commodities in the endowment for sale at a market or trading
post (where only one commodity is traded), and bids a non-negative amount
as well. There are no liquidity constraints and the general purchasing power
can be transferred from one market to another through inside money. In the
general formulation there is no restriction on number of commodities in each
period, or the number of consumers in each generation. First, we study the
existence of a perfect foresight Nash equilibrium where all the markets are
open, i.e., a non-zero quantity is offered for sale and a non-zero amount (of
inside money) is bid for the commodities. We show that there always exists
such an equilibrium. Second, we study further properties of open market
equilibria (we restrict here to a single consumption good in each period).
We give a complete characterization of the equilibria. Using this character-
ization we show that if the endowments of the consumers are not Pareto
efficient then there always exists open market stationary equilibria. These
stationary equilibria exist when consumers are restricted to offer their entire

endowments for sale, as well as when there are no restrictions. This points to

YThis is not a restriction for establishing the existence of a Nash equilibrium under
our maintained assumptions. The argument of Balasko, Cass, and Shell [2] for compet-
itive overlapping generations economies applies as well to the imperfectly competitive
econolmies.




a potential multplicity of stationary equilibria. Next, we give two examples.
In the first example for a log-linear economy we calculate these stationary
equilibria. In the second example we see if the result of convergence to the
Walrasian equilibria still holds as the number of consumers (now in each
generation) becomes large. We find that is indeed the case. The interesting
thing is that all the open market stationary equilibria converge to the unique
Walrasian non-autarky stationary equilibrium.

Our project extends beyond the results presented in this paper in
three directions. First, as we can get explicit characterizations of equilibria
we wish to do simulations which will give a clearer understanding of the
equilibrium set. Secondly, we are studying the non-stationary dynamics of
the model. In this, there are two directions. The first is to study dynamics
under different forecasting rules, and the second is to get endogenous self-
fulfilling fluctuations especially in terms of market liquidity. This has been
done for exogenous randomizing devices (see Forges and Peck [6] and Peck
and Shell [10]). The third direction is to generalize the allocation rule and
weaken the strong restrictions placed on the characteristics of the consumers.
We would like to obtain a convergence result for this general economy.

The plan of the paper is as follows. In section 2 the model is outlined.
Section 3 contains the existence result, and section 4 covers characterization
of perfect foresight open market equilibria, and the result on existence of

stationary equilibria. The examples are in section 3.




2 The Model

Therearet = 1,2,... periods, with an arbitrary finite number of commodities
2 < l;+1 < oo in each period. The commodity 0 in each time period is
inside fiat money. The commodities I = 1,...,[; are perishable and there is
no production in the economy. In each period a finite number of consumers
are born who live for two periods. Thus, each generation consists of 1 <
#G, < oo consumers. A consumer is indexed by (¢, k) denoting the date of
birth and name. In period 1 there is a generation of ‘old’ consumers who live
for only one period, h € Go,1 < #Gy < .

The consumption sets of the consumers are the non-negative orthants.

1 1012 10 !
zp =), = (2,7, 2,°,...,2,") € R for h € Gy

and
t i+l 11 the 1411 t+1,l L+l
zn = (@h, 2t = (2, apt oz Lz ) € RETH for h € Gyyt > 1.

The endowment of each consumer wyy, lies in the interior of the con-
sumption set. The utility function, u, ; of each consumer is defined over the
consumption set, is strictly increasing, smooth, and strictly concave on the
interior of the consumption set. Also, the closure in the consumption set of
each indifference surface from the interior is contained in the interior. The
boundary of the consumption set is the indifference surface of least utility.

We now define the market game. In each period ¢ there are l; trading

posts. For each (Arrow-Debreu) consumption good there is a single trading
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post where it is exchanged for money. Consumer (¢, h) offers a non-negative

quantity of commodity (s,!), qf",ﬂ, s=tt+1,l=1,...,I; at trading post

(s,1) (consumers in generation 0 trade only in period 1). The consumer (¢, k)
s,

also bids a non-negative quantity of money, b, s = ¢,t + 1,1 = 1,...,[

at trading post s,I. Thus, the offers and bids are given by the vectors
G = (a6 a) = @0k 0005 90n s qin ) and bup = (B, b3 =
( i:}l, cee b:;ﬁ:, b:fh]’l, e b;jll’l‘“) respectively for h € Gy, t > 1. For b € Gy
we write qo . = (q(‘,'h) = (qé:i, . ,q;:fj) and bo , = (b(l,,h) = (bé,:}l, ceey b(l,ﬁj) As
the offers are made in terms of the commodities they cannot exceed the en-

dowment of the commodity, i.e., we have, qu’,ll < w:’,‘;, s=tt+1,1=1,...,1,.

The strategy set of consumer (¢, k) is given as follows.

Sh={(bs,qn) € R : qu <wn} for k€ Go (1)

and

Sh={(bn,gn) € REHH) 1 g <y} for he Gy, t 21, (2)

We denote a strategy profile for all the consumers as 0 = (s;4)neq,, 130 =
(be,hs Gi,0)neay, e20, and the o_y ;. denotes the strategies of all consumers other
than consumer (¢, k).

The trading process is as follows.

The total amount of the commodity offered at the trading post (¢, 1),

Q" = Yhea, uc, q,t;l is allocated to nonbankrupt consumers in proportion
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to their bids for the commodities. Consumer (s, k)’s (s = —1,t) proportion

B!
of the bids for commodity (¢,1) is Bs—thl where B = Y ,cq ua, bo'. Thus,
tl el

the gross allocation of the commodity to the consumer is —2~—. Similarly,
g Bt

the total amount of money bid at trading post (t,{), BY = Yyeq,_uc, bﬁl’l
1s allocated to consumers in proportion to their offers for the commodities.

Consumer (s, h)’s (s =t — 1,t) proportion of the offers for commodity (¢,)

t,

S,

. h ¢! . .
is -QT? where Q" = Y e, ua, @ - Thus, the gross allocation of money in
tl ntl
s,h

Qt,l

bids at a trading post, then set g = 0.

post (Z,1) to the consumer is . If we either have zero offers or zero

Consumers do not face liquidity constraints. Each consumer faces a
sequence of two budget constraints (except generation 0 consumers). How-
ever, the presence of inside money enables us to reduce these constraints into
a single one. For the existence question it will help to work with the formula-
tion with a single budget constraint. However, when we study dynamics the
recursive formulation enabled by the sequence of constraints is more helpful.

Thus, in the sequential formulation we have:

el 4l

! 9tk ! £l
i o4 2 1=1 (bt,h) + M

Bt+iigittt ! !
leg1 t 41 (pt+l,
=1 \ "1l > 25 (bt.h ) = mup

Q“‘l’}
for h € Gy, t > 1, and m,;, € R is the saving in the youth. This can be




collapsed into the single budget constraint:

IR Bt,lq;f.;1 leg1 Bt+l’1q:-zl'l N | legt :
Z ( Qt,l’ + E Qt-H,,l 2 Z(b:h) + Z(b:zl )
=1

=1 =1 =1
for h € Gy, t > 1. For the consumers who are old at time period 1 (h € Gj)

we have the single budget constraint.

1 Bl,lq]v-[ l
(2o » S
=1

=1
For a given a given strategy of a consumer, the consumption allocation

is given as follows.

39[ s,l
bt,hQ
Bs,l

xf,l1 = 0 if budget constraint is not satisfied

X:,’,ll = wf,ll - qf,’l + if budget constraint is satisfied
fort=0,1,..., s=t,t+1ift>1,ands=t+1ift =0.2

We have defined the set of players, strategies, and payoffs for all the
player. This defines the market game, I'. We also define an offer-constrained
market game, I'(§), where the offers of each agent (¢,k) is constrained to
be equal to g, ,. The infinite dimensional vector g is defined as vector § =
(Gy1)e>0- As the solution concept we use Nash equilibrium. We also define
a T-Nash equilibrium where the strategies are required to be an equilibrium
strategies only for the first T periods. The definition of Nash equilibria and

T'- Nash equilibria can be applied to either the game I' or the game I'(g).

This is a credible mechanism as the allocation is feasible for all feasible strategies.




Definition 2.1.
A strategy profile 0% = (s} )rec., 150 = (1, @ 1)reG., 1>0 15 a (Perfect Fors-

esight) Nash Equilibrium for the market game I' if:

“t.h(sf,h,"::,h) 2 “t,h(st,haoit,h) v(t, h) (3)

Definition 2.2.

A strategy profile o™ = (];)heG, 120 = (b1, Gin)nec,, t>0 and where s}, =
(T sti™) = (655, afh), (o, wht!)) where o« € (0,00) is a (Perfect Fore-
sight) T - Nash equilibrium for the market game T', T > 1, if the following
holds.?

ut,h(sz.h’ U:t,h) P ut,h(st,/n Uit_h) V(t, h)'lmth t<T -1 (4)

and

uT,h(s”;’,ha U:t,h) Z ut,h(st,!n d:t,h) Yh € GT (5)

and the budget constraint for h € Gr is

=1 =

Ip BT”q;‘ﬂ Ip
Z(Q—T,’ 22}(1”?12)- ; (6)

31f the utility function is time separable then no restriction needs to be placed on the
next period strategies.




3 Existence of Nash equilibria

As in static market games, trivially a Nash equilibrium exists where all agents
bid and offer zero. This equilibria is self enforcing. The more interesting
question is whether an equilibrium exists where all the trading posts are open
at all dates. We call such an equilibrium an interior equilibrium or an open
markets equilibrium. We show that this is indeed the case. The stra,teg)‘r
of the proof is to use the method of Balasko and Shell [3], and Balasko,
Cass, and Shell [2] and work with truncation of economies. We show that
if we truncate the economy at any date, T, we have a finite economy and
using the method of Peck, Shell, and Spear [11] there exists an equilibria
with all markets open. As we are also able to get bounds on the bids, by
taking a sequence of the equilibria which form compact sets, (in the product
topology) by increasing the date of truncation, we get a limit point which
is an equilibrium in the entire economy. Before we present that result some
auxillary results which characterize ‘interior’ Nash equilibria are given.

In the economy we consider one can define Pareto optimality and short

run Pareto optimality. (See Balasko and Shell [3]).

Definition 3.1.

An allocation (z))req,, t 2> 0 is short-run Pareto-optimal (SRPQ) if there is
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no other allocation (yn)reg,, t > 0, and a T > 0 with the property,

y’t'l. = Z ‘ZZ’
2

’LE(Gg_ﬂJGg) hE(Gg_lUG:)

Yth = Tt Vi 2 T

and uip(yen) = wga(zen) Y(E,h)

with at least one strict inequality.

Essentially under short run Pareto optimality, we truncate the econ-
omy at some finite date, and consider optimality in the truncated economy
(truncation here means holding allocations fixed after some date). We also
know from the same paper that all Pareto Optimal allocations are SRPO,
and Walrasian equilibria in the overlapping-generations model are SRPO. It

will become apparent that the Nash equilibria are in general not SRPO.

Propostion 3.2.

(i) If the interior Nash Equilibrium allocation x for the market game I' is
autarky, then the endowments w are SRPO.

(ii) If the endowments w are Pareto optimal for the market game I', then
there is a unique interior Nash equilibrium allocation which is autarky.
Proof

See Proposition 2.9 of Peck, Shell, and Spear [11].

11




Propostion 3.3.
Let o* = (S?‘h)hegt, >0 be a Nash Equilibrium profile for the offer constrained
game I'(§). If the bids are strictly positive for all the consumers, i.e., by >

0, V(t,h), then o* is also a Nash Equilibrium strategy profile for the market

game [,

Proof See Proposition 2.11 of Peck, Shell, and Spear [11].

To demonstrate existence of an open market Nash equilibrium we will
assume in addition that the endowments of each commodity for all consumers

are uniformly bounded from below and above.

Assumption 3.4.

The endowments of each consumer satisfy the following condition.
0<wi<wi<m <o (7)

forall h € Gy fort >0, l = 1,...,0;, and s = t,t + 1, if t > 1, and
s=t+14¢t=0.

To show existence of an open market 7-Nash equilibria, we restrict
offers to lie in a set of ‘sufficiently large’ offers. This set, L(T'), is a con-
nected subset of offers with a non-empty interior yielding interior 7-Nash
equilibrium. For a definition of L when there is only one period see Peck,

Shell, and Spear [11, pages 285-286]. This can be adapted to give us L(T').

12
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First we define £(w(T")) > 0 by the condition that for all h € G(¢), t < T
and all commodities (¢,1), ¢t < T, x:;‘ > fw(T), t = 1,...,T, and

xiil’h > Ew(T)), t—1=1,...,T —1 for all allocations z;, € Il;s where
I, is defined as:

o
Hep = {zen €Xon: wn(®en) 2 wn(win) and zep < (). wh, Y Wi}
hG(Ge_lLJGz) hE(GgUGH,.l)

forallt =1,...,T. For h € Gy the ‘pie- wedge’ is only relevant for the old
age. This set is convex, compact, and bounded away from the axes. Hence
there exists a scalar & s(w) such that avf,‘1 >&pfort=0,...,T, s=1if
t=0,and s =¢,t+1if ¢t > 1. Now define {(T) = inf, (7)€ n(w)/2. This

scalar exists and is bounded away from zero. Finally, define L(T) as:

L(T) = {(Q(l),b v 7q’g:,#GT) € §RI(T)N(T) : wty/t+M > Gh > wt,h._{(T), t=0,... 3 Ta w € Q(T)}

and where I(T) = ¥7_, I, the total number of commodities through period
'| T, kr = YL  #G, the total number of consumers through period T', and
’ E(t) = (&,...,€) has the same dimension as the commodity space of consumer

(t,h), t = 0,...,7. Given this, we have the following result for T-Nash

equilibria.

Lemma 3.5

There ezist constants constants f and 0 such that for any trading post we have

13
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0<8<BY<T<oofort<T (8)

for any T-Nash equilibrium of the market game T with ¢ € L(T).
Proof
See Lemma 4.5 in Peck, Shell, and Spear [11].

The next result is again stated without proof. The results for existence
of an open-market Nash equilibrium in a static model can be adapted to give

the following.

Proposition 3.6

For any feasible (q,w) € L(T) x 1, there exists an interior T-Nash equi-
librium. Let the set of interior T-Nash equilibria strategies associated with
L(T) be denoted as E(L(T)).

Proof

See Theorem 4.10 in Peck, Shell, and Spear [11].

First of all, we have E(L(T'+1)) C E(L{T)), T > 1 as the restrictions
are placed on strategies in period 7' + 1 as the time horizon is extended.
Secondly, the sets E(L(T')) are bounded. However, the sets L{T') are open,

making E(L(T)) open as well*. This is not a problem. Consider a closed,

4The sets L(T) are taken to be open to be able to use degree theory for the existence
proof of T-Nash equilibria
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connected subset with non-empty interior, L'(T) C L(T). We still get the
bounds on the T-Nash equilibrium bids. Now consider the sets E(L'(T))
which is the set of T-Nash equilibria when the offers are restricted to lie
in L'(T). These are non-empty from the result above. The relationship
E(L(T +1)) C E(L'(T)), T > 1 will hold. This is now a nested sequence of
non-empty compact sets (in the product topology), and hence we know that
there is a point o* € NF_, E(L(T')). This will be an open market equilibrium

in the market game I'. We have thus shown the following result.

Theorem 3.7

There exists an open market Nash equilibrium to the market game T.

4 Equilibria in the one good model

In this section we consider properties of open market equilibria when there
is only one good (in addition to money) per period. First, we characterize
the equilibria in terms of the first order conditions. As we are ultimately
interested in studying stationarity properties we treat time as running from

—o0 to 00. Thus, there are no consumers who consume in only one period.

Proposition 4.1

The open market equilibria are solutions to the following set of equations:

13




Ouy (( _ Qtét )+ Oug (( QHIEH‘I )2) =0 (9)

T ot 1\ 75
axt.h Bt —- mt,h)z a‘rt,h Bt+1 + mep

fort =...,t,..., h € Gy, and where ), = (The(@irugy 4) — G B, =
(EIIE(Gz—lUGz) b;) — bi,ha Qey1 = (Zhe(G,qu)qzﬂ) - qu:;], and Et-}-l =

t+1 t+1
(ZI}.E(G:UGH.I) bh ) - bt,h :

Proof

The sequential budget constraints for consumer ¢, b are:

i
bt _ tht,h
th + myr = — Q
t
t+1
t+1 _ Bt+1‘1t,h
t.h mMy.h e
QH-I

where By = 3 iea,_yuay b and @ = Yiea,_,uqi) 9. Working with the

period ¢ constraint we have:

b,Qi = Bigy, — mupQy

= [b;,+ Bt]qtt,h — mypQy

= bl + Qi = (6 + Bt]qg,h - me Qs
= bla, + Qi — Gip) = thf,h — mpQy
= b,Q, = Bigt), — me Qe

Bt‘lf,h — myn Qs
Qs

= b, =

16




and

thf,h ~my 1 Qs + My, Qy

t
bg'h + Myp =

Q:
[B: — mt,h]qah
Qt
Similarly, we have
B4 — g = Dot T el
W e T A *
Qi1

This leads us to the following:

Bt == Bt + b:,h

_ Bt n {Bt —Tflt,h]‘If,h

t

[Bt - mt,h]Qt

Qe
and By, = [By1 + fnt,h]Qt +1
QH-I
Using this we have

Q _ Q.

B [Bi—mu
= Qibg,h = — Qr « Bugi ~ Ml

Bi B — mes] Q.

17




[t
Bt(h,h — My h Qs

[Bt = mt.h]
t Qe t —tht,h
= =G+ B T B
t Bz — My,n
Similarly,
t+1 Q41 pitl — Qi1
'ty

= O = F
Byt Big1 +myp

The allocations of consumer ¢, h in both the time periods are given as:

¢
T, = wf,h“‘]f,h‘F‘—‘_Qgt’h
t
t+1 t+1 t+1 QHIbz}’al
Tep = Wi —GQp "f'——B
t+1

Using the result above this can be re-written as:

A

tht,h
x:,h = wf,h - B —m . (10)
¢ — My,
1t Qer1mup
T = + —_— 11
t,h t,h Bt+1 + -_ ( )

The optimization problem for agent ¢, (under perfect foresight which is

equivalent to the Nash assumption) is

~

¢ tht,h t+1 QH—lmt,h
Max u; 4 (wt,h — A——,wt,",; 4 —_—
By — my By +myp

18




The first order condition (which are sufficient for interior equilibria) are given

_But,h . ( _ Qt + AQAtmt.h ) +
(Bt - mt,h) (Bt - mt,h)2

aut,h ) ( Qt+1 + Qt+1mt,h )
(Big1 +mep)  (Bipr + mep)?

which on rearranging gives us

aut,h.( Qtét ) aut,h ( Qt+l-ét+l

337:,1; (Bt — myp)? a:cif (Bt+l + myp)?

) =0 (12)

Using the characterization of the interior equilibrium we study ex-
istence of stationary equilibria. In a stationary environment zero-bids and
zero-offers is always a trivial stationary equilibrium. The more interest-
ing issue i1s of the stationary equilibria where there is always trade at each
date. Even in this case an interior stationary equilibrium with zero-net
trade can exit. We focus on interior stationary equilibrium with non-zero
net trades. We will have non-zero net trades if m,; # 0. First we study
the case where there is a single consumer in each generation. The con-
sumers are identical except for the date of birth. This will give us the ba-
sic idea of how to extend the result to a general environment. In addition
we impose Inada conditions where the marginal utility of zero consumption

is infinite. To economize on the notation, in a stationary equilibrium, let
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b = by, b = by, gl = q1, ¢ = ¢z, and W! = wy, Wt = w,. Also denote

3ut aut

— = uy and —— = u,.
Bzt Bz

Proposition 4.2
Consider an economy with a single consumer in each generation, and a single
commodity at each date. A stationary equilibrium ezists with non-zero net

trade at each date if the economy is of the Samuelson type, i.c.,

Ouy(wf,wyf)/ 0!
Oug(wf, wf) [0zt

Proof
The first order conditions that would characterize an interior stationary equi-

librium are:

g2 q2b; ( G ) 1
- — =0 13
Uy (w1 - ) 5 — )2 + ug (wy + b+ (b + )2 (13)

From the budget constraints:

— )]
hh+m = b+
! ‘h+f12(1 2)
— q2
by — = by + b
2o ‘h+02(1 2)
(b1 + Mgz

we obtain b; — M = Substituting into the first order conditions

G
and re-arranging we obtain:
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nm
b+m

m
— Uy (wl - b1q1|- ﬁ) (q1b2) + uz (wz +

by=0  (4)
We show that non-zero solutions exist to this equation.

(i) Sell-all equilibria: In this case set ¢; = wy, g = w;. Let the first-order
conditions, i.e., equation (13), be denoted as a function h(b;,b;). Then we
have:

wl'fn'

) (@rs) + s (wa + . +m) (w2by) = 0

wm

b+m

h@hbﬂzz-ﬂl(wl—

and by = 71 + —2 (b, + ™).
w2

First, consider b; — 0, then b, — (1 + i"—1~) It can be easily seen

1]
w{rﬁ .
that as w; — — — 0 we have —u;(-) > —oo. As the other limits are
b] +m
finite, we have limp, o A(d1, b2) = —oo0.

Next, next consider b; — oo, then b, — o0o. In this case, the first half
of the first order condition tends to —oco while the second half tends to +oo.

. . . up(w
We thus need to examine the relationship between U—IE—IS and
2(w2

. w2 by
hm —— —.
b= wy (T + 22 (by + )

(735] u](wl) . kbl
k = —, we have, h(by, b — < 1 . -
Let o e have, (b, b2) > 0 ﬁuz(wz) < bll—irc:oﬁ-i-k(bl = How
kb
ever, as limy, — k(bi = = g-, applying L’Hépital’s rule we have:
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N
bimoo T + k(b + 7)) K

Thus, h(b1,b3) > 0 as by — oo if and only if

Ouy(wy,wi)/ Oz

<1
Ou(wf, wi) /0y

As the function A(by,b2) is a continuous function of b, for b; € (0,00) there
exists a zero of the function. At this b], we will also have b} > 0 as desired.
(it) General offers: We consider general (g1, ¢2) > 0. If we look at the first
order condition, and examine the limit as 5, — 0, the second term of the

first order condition is equal to zero, while the first term becomes:

~uy(wy — gy, w2 + 1 )am(1 + /::) <0

where £ = q1/q2- Thus, limg, 0 h(b1, b2, q1,¢2) < 0. If we look at the limit as

bl - 0O, h(bl, bg, ql,Q2) >0 requires,

Ou(w},w})/ 0z

<1
Ouy(wf, wf)/Oz;*!

as before. Thus, we again get the existence of a stationary equilibrium.

The results indicate that there may be multiple steady-states.
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5 The log-linear economy

In this section we study properties of the equilibria in a particular econ-
omy, one where each consumer has identical log-linear preferences. First, we
characterize interior equilibrium in terms of the first order conditions. Using
this characterization we study stationary equilibria. An in-depth study of
non-stationary equilibria under different forecasting rules is the subject of a
sequel paper. For stationary equilibria, we consider the ‘sell-all’ equilibrium,
as well as general offers. We can find stationary equilibria in either case.
This indicates an indeterminacy as we can arbitrarily fix the offers and the
savings and still get a stationary equilibrium. However, for if we replicate
agents in each period then the interior stationary Nash equilibria converge
to the Walrasian equilibria of the overlapping generations model with the
same type of agents. The non-autarky stationary Walrasian equilibrium is
unique in this economy. The results we obtain are in accord with the results
for market games with a finite set of markets and a finite set of consumers,
in the sense that as the number of traders becomes large the Nash equilib-
ria approach Walrasian equilibria. This result should generalize to general

economies other than the specific example we consider.

5.1 Example 1

Consider an economy with a single agent in each generation and a single

consumption good in each period. Each generation is identical and has pref-
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erences and endowments given by u;(z!,z;*!) = alnzi + (1 — o) In !t and
(w!,wi™!) = (w1,w;). As we are interested in stationary equilibria, denote
) Ju « ou -«
(zf,z*') = (21,23). In this economy we have 92 — 21 and 9. = Tz
: . by +m )
In addition from the budget constraints we have b, — m = M This
92

T : . b +m)—gm

can be used to simplify the allocation rule to yield z; = wi( l;-+) L
1 m

wy(by +m) + qim
b] +m

and z; = . Using these facts, the first order conditions

(Equation 14) for a stationary interior equilibrium can be written as:

—a wi(by +m) ~ ‘Ilm] B @ [m i (b1 + m)ql] +(1-a) ,:wZ(bl +m) + qm -

b]+m b1+m

(15)

q2

Straightforward manipulations yield:

_olgmt(itm)g) ,  (L-a)eb (16)
(b1 + m)wy — q1m (b1 + m)wz + gm

As we take limits as b — 0, we have h(b, ;) < 0, and as b; — oo, we

I + (1 = )as > 0ifand onlyif 1 > ___a/w1
wq wh (1 — (1)/(&&

which is the same condition as in Propostion 3.2.

have limy, o0 (b1, b2) =

To solve for the equilibrium bids we specialize the example further

and set a = 1/2. In this case equation (16) can be rewritten as:
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[ + (b1 + m)q2][(by + m)wy + qym] = ¢2b [(by + m)w; — gym]

Now set m = 1 (this will indicate there is an indeterminacy as the
results hold in a neighbourhood of 1). Then the above expression can be
simplified into a quadratic equation in by, given by A(4;)®> + Bb, + C = 0,

where we have:

A = @w;—w)

B = gw2—wi+2q1) +w2(q1 + ¢2)

C = (n+@)n+w)
(1) Sell-all equilibria In this case ¢ = w; and ¢ = w;. If we solve for the
roots we see that B —4AC = 4r2w,w; > 0, where r = w; + w,. Thus, we do

have real valued bids. There will be one positive root if we bave w; > 1/2

given that we already have w; > w,.%

(i1) In the general case we have

B?—4AC = (02)"(A+2¢:1)* 4+ (401 022Q — 412QA) + (4(w2)’ Q® ~ 2026, QA),

where A = w; — wy and @ = ¢; + ¢2. This can be shown to be positive for

all (wi,w2) > (@1,92) > (0,0).

SThis restriction is probably an artifact of arbitrarily fixing m = 1.
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5.2 Example 2

In this example we consider an economy with a stationary population, and
a single consumption good in each period. The generations are identical
and each generation consists of n consumers each of whom has identical
preferences and endowments given by: u,(z!,z!*') = alnz! + (1 — o) In zi*?,
and (w!,w{t!) = (w;,w;). We drop the subscript indexing consumer A.

In this economy we have, Q! = ng!, Qi*' = ng/*!, B! = nb!, and B*' =
nb*. Then Q; = Q,—q! = ngi*'—(n—1)qt. Similarly, B, = nbit! — (n—1)b!,
Qt+1 = ani'} —~(n - I)ta+1, and Bt+1 = nbii} —(n - 1)b:+1-

Using this the first order conditions for an interior equilibrium (equa-

tion 12) can be rewritten as:

_ (X(Bt —_ TTlg) ( QtBt ) +
(Bt - mt)wl - tht (Bt - m:,h)z

(1 = a)(Bia 4+ my) ( Q1B ) -
(Brgr + me)wy + Qumy \ (Beyr + my)?

This simplifies to:

(1-— a)QtHBHl — aQtét
(Bit1 + me)(Bip1 + my)wa + Qi) (B, — me) (B — mywy — Qe

Manipulations of the budget constraints in each period for a consumer

yield:
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qf(f?, -m) = Qt(b§ + m)
¢t (B +m) = Qupa (bt —m)

Add the first expression across all young consumers except consumer %, and

the second expression for all old consumers to obtain:

A

QB —m) = Qt(éf + (n —1)m)
Q§+1(éc+1 +m) = QH—I(B:-H — nm)
where Q: = Z;';&hect Qtt,i: 1‘3; = Ei#heG: b:,iv §+l = ZheG, qtt,-ft,lv B:“ =

{41
ZhEGt bi,h, .

Leading the first expression one period and adding these two equations we

get:
t+1 41 R
=—(Bis1 +m) + 2 (Biys —m) = (Biyr —m)
t+1 t4+1

This simplifies to:

Once this is substituted into the first order condition, the first order condi-

tion simplifies to:
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(1 - a)QtH [Qt+1BH—1 — (Qt-i-l + Qt+1)m] _ aQ,Bt

C~?t+1(1§t+1 - m)[(BtH - mw M + Qmm] - (Bt - m)[(f?, - mw; — Qt+1m]
(17)

Imposing the steady-state assumption gives:

(1-a)[@B ~ (Q +Q)m] 2QQ

(B - mlws + Qm B (é - m)w — Om

In the case of @ = 1/2, the above equation can be further simplified to yield

the following quadratic equation

Qw1 —w2) B —m[(Q+Q)wi +Q (w1 +Q) +Q(Q—w:)| B+m* (w1 +Q)(Q+Q) = 0.

The roots B are given by

p o mllwr o —wn+ 2Q)] |+ \j] _ Aws —wr)C(wr + G:?)
2wy — wa) (Cwn + w1 —wy +2Q)?

where ( = (Q + Q)/Q In addition, we have B = (n — 1)by + nby and

Q= (n — 1)1 + ngy. Using this we can simplify the expression for ( as

n(q + q2) — ¢
¢ n(q + q2) — g2

Note that lim,_., { = 2. Taking limits as the number of consumers in each

generation goes to oo we have:
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A

bby = lim 2

n—00 13
_ m Hm kw1 +w; —we + 2(”‘]2 + (n - 1)‘1])
o W) — Wy 00 n
_ 2m(g1 + q2)

W) —wo

Note that the expression in the large bracket giving the roots of B goes to 0

as we take limits. Hence, we have

*_b;‘-i-b;- 2m

“1114'(12 W —wy

which are the competitive equilibrium prices in the stationary monetary equi-

librium of the overlapping generations economy with the same type of agents.
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