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Introduction

This thesis consists of four independent chapters which are linked in several aspects:
All chapters contribute to the theory of public economics. From a theoretical point of
view, all chapters are based on the assumption that agents are privately informed about
their preferences, and all chapters use mechanism design theory. Yet their applications
vary and cover topics such as public good provision, externality regulation and income
taxation. The first three chapters form an entity as they use the independent private
values model. Chapter 4 uses robust mechanism design.

Chapter 1 studies the independent private values model in mechanism design, applied
to the problem of bilateral trade and public good provision. It provides conditions un-
der which a model with a large but discrete number of types behaves qualitatively in the
same way as a model with a continuum of types. Chapters 2 and 3 deal with the problem
of externality regulation. I consider firms that can reduce externalities, which is bene-
ficial to consumers. Firms have private information about their costs, and consumers
have private information about their preferences. Chapter 2 investigates optimal price
instruments (e.g. taxes) and quantity instruments (e.g. tradable permits). These two in-
struments are frequently used to regulate externalities such as CO5-emissions, acid rain
and water pollution. Both instruments are contrasted with the optimal unconstrained
mechanism to regulate externalities. Chapter 3 addresses the question how externali-
ties should be regulated when distributional concerns and efficiency are considered. If
stronger weight is put on consumers in the regulator’s welfare function, lower emis-
sion reduction takes place than when the regulator is interested in jointly maximizing
consumer surplus and firm profits. Chapter 4 varies in that it allows preferences to be
different from selfish. It is a contribution to the theory of robust mechanism design,
taking into account findings of experimental research. More precisely, it describes how
mechanisms can be designed that are not only robust with respect to variations in beliefs
but as well to deviations from standard preferences.

Chapter 1 The first chapter is based on a joint project with Felix Bierbrauer and Laura
Kohlleppel. It studies the independent private values model, a workhorse model of mech-
anism design. Consumers are privately informed about their preferences, and firms are
privately informed about their costs. This framework covers many applications such as
bilateral trade, auctions, public good provision or partnership dissolution. Typically, the
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independent private values model is based on the assumption that consumers and firms
have a continuum of types. It works with the assumption of an atomless distribution.
We introduce an alternative specification and assume that agents have a discrete number
of types.

For this model specification, we derive necessary and sufficient conditions for the pos-
sibility to implement a social choice function. For our characterization of implementable
outcomes, we introduce a measure of how difficult it is to implement a given social
choice function. We use this measure to provide comparative static results. We ask, for
instance, whether an increased number of types or an increased number of agents make
it more difficult to implement efficient outcomes. In particular, we discuss the discrete
type analogues to the impossibility result by Myerson and Satterthwaite (1983) for the
bilateral trade problem, and by Mailath and Postlewaite (1990) for the public good pro-
vision problem. We find that the Mailath and Postlewaite result extends to any model
with a discrete set of types. By contrast, for the Myerson and Satterthwaite result, we
find parameter constellation such that efficient bilateral trade is possible if the number
of types for the buyer and the seller is small. A final contribution of this chapter is that
it provides conditions under which a model with a large but discrete number of types
behaves approximately in the same way as the model with a continuum of types.

Chapter 2 In the second chapter, I apply the independent private values model de-
veloped in Chapter 1 to analyze externality regulation when the regulatory agency has
different instruments at hand to achieve socially optimal results. More precisely, I intro-
duce a problem of emission reduction into the independent private values model: There
are firms that can reduce emissions, and they are privately informed about their costs
to achieve the reduction. The emission reduction benefits consumers that have private
information about how much they value emission reduction. Following the literature
on externality regulation under uncertainty, I assume that the regulating agency has a
price instrument (e.g. a tax) or a quantity instrument (e.g. tradable permits) at hand to
regulate emissions in order to maximize social surplus.!

The characterization of optimal price and quantity instruments for externality reg-
ulation is treated as a problem of mechanism design. For this purpose, I assume that
the mechanism designer introduces price and quantity mechanisms before private in-
formation is revealed. I compare these two mechanism with an optimal unconstrained
mechanism, i.e. a mechanism that avoids any a priori assumption on the set of admissi-
ble policies. In this context, I show that the unconstrained mechanism leads to ex post
surplus maximization, where overall surplus consists of consumer surplus and firm sur-
plus. The price and quantity mechanisms, by contrast, fail to achieve ex post efficiency.
The Coase theorem would hence suggest that an optimally designed mechanism is able
to improve upon both price and quantity instruments (Coase, 1960). I show that this

!This line of research starts with the seminal paper of Weitzman (1974).
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logic does not apply here. There is always one type that is better off under the already
installed mechanism (i.e., price or quantity mechanisms) than under the optimal uncon-
strained mechanism.

Chapter 3 The third chapter is based on the same environment as Chapter 2. There are
firms that can reduce emissions, which is beneficial to consumers. All agents privately
observe the realization of their characteristics. The regulating agency can use price and
quantity mechanisms to reduce emissions. The difference to Chapter 2 lies in the surplus
function of the regulating agency. In Chapter 3, I assume that the regulator is interested
in maximizing consumer surplus as opposed to total surplus that consists of consumer
surplus and firms’ profits. This allows me to investigate how the optimal level of emis-
sion reduction is affected by distributional considerations. When the regulating agency
maximizes consumer surplus, less emission reduction takes place than when the regu-
lating agency maximizes total surplus. This is surprising because consumers, who are
harmed by emissions, prefer less emission reduction than the total surplus maximizing
amount.

This observation is independent of the regulator’s choice of mechanism. The optimal
unconstrained mechanism, as well as optimal price and quantity mechanisms lead to
less emission reduction under consumer surplus maximization. However, the mecha-
nisms differ with respect to efficiency and surplus distribution under the two objectives.
Comparative static properties of the solution to optimal externality regulation under
the three mechanisms are provided. The parameters for which comparative statics are
consumers’ preference parameter and firms’ cost parameter.

Chapter 4 The fourth chapter of the thesis is a modified version of a joint paper with
Felix Bierbrauer, Axel Ockenfels and Andreas Pollak (Bierbrauer et al., 2015). It is mo-
tivated by observations from behavioral economics. In laboratory experiments, agents
deviate from selfish behavior. These deviations can be explained by social preferences
as inequality aversion, altruism or intentionality. In standard mechanism design the-
ory, this is not taken into account. Thus, mechanisms that are robust in the sense that
they do not rely on a common prior distribution of material payoffs, might not be ro-
bust to variations in preferences, in particular, that individuals are motivated by social
preferences.

In this chapter, it is shown how social preferences can be taken into account in robust
mechanism design. Two classics in mechanism design are studied: Trade between two
parties with private information on their valuations, and redistribution among agents
with private information on their productive abilities — to show that some, but not all,
standard mechanism design solutions fail with social preferences. We characterize opti-
mal mechanisms for the bilateral trade problem and the problem of redistributive income
taxation under selfish preferences and provide laboratory evidence that a non-negligible
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share of individuals deviates from the behavior that would be predicted on basis of self-
ish preferences. We show that this can be explained by models of social preferences.
We introduce the notion of social-preference-robust mechanisms, which allows to con-
trol behavior not only for selfish but also for social preferences of different nature and
intensity, and characterize the optimal mechanism in this class. We present laboratory
evidence that these mechanisms successfully control behavior.

Finally, we compare the performance of the optimal mechanism for selfish agents and
the social-preference robust mechanism with the help of laboratory experiments. We
find that behavior can indeed be better controlled with social-preference-robust mech-
anisms. However, the ability to control behavior is not the same as the ability to reach
a given objective. In our analysis of the bilateral trade problem, a mechanism is de-
signed with the objective of profit-maximization. In our experimental data, profits are
higher with the mechanism that is designed for individuals with selfish preferences.
Contrary, for the analysis of welfare-maximizing income taxation the social-preference-
robust mechanism leads to higher welfare.



On the independent private values model
— A unified approach

1.1 INTRODUCTION

The independent private values model is an important workhorse model for the the-
ory of mechanism design. In this model, economic agents are privately informed about
their characteristics, typically preferences or costs, and, moreover, the characteristics
of different agents are modeled as the realizations of independent random variables. In
addition, an individual’s payoff does not depend on the types of other individuals. This
framework has been applied to study a wide range of allocation problems. These include
the allocation of indivisible private goods (auctions), the provision of pure or excludable
public goods, the regulation of externalities, the problem of partnership dissolution, or
redistributive income taxation.

The seminal papers in this literature are based on the assumption that, for each agent,
there is a continuum of possible types and that the corresponding probability distribution
has no mass points and a monotone hazard rate. Moreover, the typical approach is to
use the envelope theorem for a characterization of incentive compatible social choice
functions. In this paper, we develop an alternative characterization of implementable
social choice functions that is based on the assumption that the set of possible types is
discrete. More specifically, our analysis proceeds as follows:

We first provide necessary and sufficient conditions for the implementability of a so-
cial choice function. For our characterization, we introduce the notion of a minimal



Chapter 1 On the independent private values model - A unified approach

subsidy. It is defined as the difference between the maximal payment that one can ex-
tract from individuals in the presence of incentive and participation constraints, and the
payment that would be required in order to ensure budget balance. That is to say, the
minimal subsidy is the amount of money an external party would have to provide so as
to make a given social choice function compatible with the requirements of incentive
compatibility, voluntary participation, and budget balance. However, we do not assume
that such an external party is actually available. Consequently, a social choice function
can be implemented if and only if the minimal subsidy is negative. We then apply our
characterization to clarify conditions under which the famous impossibility results by
Myerson and Satterthwaite (1983) and Mailath and Postlewaite (1990) extend to a model
with a discrete set of types. Second, we provide a comparative statics analysis of how a
change in exogenous parameters — such as the number of individuals, or the number of
possible types per individual — affect the minimal subsidy. This allows us, for instance,
to check whether a change in the economic environment makes it more or less difficult
to implement an efficient provision rule for public goods. A final contribution of our pa-
per is to spell out the conditions under which a model with a large but discrete number
of types behaves approximately in the same way as a model with a continuum of types.

These results are derived in a model in which many consumers, who have private in-
formation about their preferences, benefit from the provision of a private or public good.
Their payoffs are quasi-linear in the transfers they need to pay for the good. Further,
many firms, which have private information about their costs, profit from the produc-
tion of goods. Firm profits are quasi-linear in the revenues they receive for producing
the good. Consumers’ consumption is bounded by the total output that is made available
by the firms. To derive the minimal subsidy, we proceed as follows: The social choice
function can be divided into a transfer and consumption rule for consumers and a rev-
enue and production rule for firms. First, we hold the consumption rule for consumers
fixed and derive the maximal transfers that consumers are able to make if incentive com-
patibility constraints and participation constraints need to be respected simultaneously.
Similarly, we hold the production rule fixed for firms and derive the minimal revenue
that firms are willing to accept if again incentive compatibility constraints and participa-
tion constraints need to be respected. The differences between the maximal consumer
transfers and the minimal firm revenues is the minimal subsidy. If the minimal sub-
sidy is positive, i.e., the mechanism runs a deficit, then the specified consumption and
production rules are not implementable. Contrary, if the minimal subsidy is negative,
the implementation of the social choice function is possible. For the characterization of
maximal consumer transfers and minimal firm revenues we use techniques developed
in the non-linear pricing literature (e.g. Bolton and Dewatripont, 2005).

Our analysis proceeds as follows: We first derive necessary and sufficient conditions
for the implementation of a social choice function. For the characterization of the first
condition, we consider the problem of maximizing consumers’ transfers and the prob-
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lem of minimizing firms’ revenues, taking only a subset of incentive compatibility and
participation constraints into consideration. Specifically, we consider the participation
constraints of the consumer with the lowest valuation for consumption and the incen-
tive constraints that prevent consumers to communicate lower preferences. Similarly,
we take into consideration the participation constraint of the firm with the highest costs
of production and the incentive constraints that prevent firms from exaggerating their
costs. The expression that arises from this relaxed problem, where only a subset of con-
straints is considered, provides a lower bound on the minimal subsidy. Thus, a necessary
condition for the implementation is that the minimal subsidy of this relaxed problem is
negative. Second, we derive a sufficient condition, which assures that the lower bound
of the minimal subsidy can be reached. This condition requires that the consumption
rule and the production rule are monotone, so that consumers with higher willingness
to pay for the good consume more than consumers with a lower willingness to pay; and
similarly, firms with lower costs produce more output than firms with higher costs.

These conditions have the following implications: First-best consumption and provi-
sion rules are monotone. Therefore, first-best implementation is possible if and only if
the minimal subsidy is negative. When the first-best provision rule is not implementable,
monotonicity of the consumption and provision rules can be achieved when the distribu-
tion of agents’ types satisfies a monotone hazard rate assumption. Hence, consumption
and production plans that maximize a social surplus function subject to the constraint
that the minimal subsidy is negative, are monotone and therefore implementable. To
derive the necessary condition, the monotonicity of hazard rates does not play a role.
We present a version of the impossibility results of Mailath and Postlewaite (1990), when
consumers have a discrete number of types. Our specification uses only the necessary
condition to derive this result. We do not require the assumption of a monotone hazard
rate that was imposed by Mailath and Postlewaite (1990) in order to attain the impossi-
bility result. Hence, our result holds under less restrictive assumptions.

We provide comparative static results that show how the minimal subsidy varies with
the number of types and the number of agents. In particular, we can compare the com-
parative static properties of the minimal subsidy in a private good setting with a public
good setting. A change in the number of agents affects the minimal subsidy in both set-
tings differently. In a public good setting, an increase in the number of consumers leads
to a positive minimal subsidy, so that it is impossible to efficiently provide the public
good. Contrary, when a private good setting is considered, an increase in the number
of buyers and sellers leads to a negative minimal subsidy. An increase in the number
of types, on the other hand, increases the minimal subsidy, so that in the private good
setting, as well as the public good setting, impossibility results occur when the number
of types grows large.

In order to understand how parameter changes affect the minimal subsidy, we decom-
pose the effect of a change in parameters in the surplus measure and the measure for
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information rents separately. We show that when each agent has a binary type set, then
parameters can be found such that efficient bilateral trade is possible. Further, if only
two consumers are considered, parameters can be found such that the public good can
be provided efficiently. We show that the ability to reach possibility results hinges on the
observation that parameters need to be chosen in such a way that the surplus measure
is bigger than the information rents that need to be guaranteed. This raises the question
how (i) the agent’s type parameters, (ii) the probability weights on types (iii) the number
of types and (iv) the number of agents influence the minimal subsidy. In particular, we
show that the possibility results that are derived with a binary type set "approach’ the
impossibility results of Myerson and Satterthwaite (1983) and Mailath and Postlewaite
(1990) if the number of types increases and if the new types are introduced in such a way
that the finite type set lies dense in the infinite type set, i.e., every point of the infinite
type set can be approximated by a point of the finite subset of types. We demonstrate
that the minimal subsidy in the discrete setting converges to the minimal subsidy in the
continuous setting if the environments are aligned.

Based on these observations, we study general convergence results. We specify what
we mean by one environment approaches another environment, so that results in a con-
tinuous setting and a discrete setting coincide. Therefore we define an environment that
allows us to compare and relate different economies, e.g. the discrete and the contin-
uous bilateral trade economy. Each of the economies is characterized by four decisive
factors for implementability: the number of agents, the number of types, the probabil-
ity distribution and the parameter constellation. Formally, we can approximate ’similar’
economies by adjusting the single components; i.e., as we increased the number of types
and adjusted the probability distribution, we transfer the discrete bilateral trade setting
into the setting of Myerson and Satterthwaite (1983). If the components are adjusted
"appropriately’, we say that one economy will converge to the other economy. To re-
late and analyze implementability results of different settings, we calculate the minimal
subsidy and study what drives the possibility to attain efficient implementation in each
economy. We give general insights on how different applications of the independent
private values can be linked.

The reminder is organized as follows. The next section contains a more detailed dis-
cussion of the literature. Section 1.3 provides counterparts to Myerson and Satterth-
waite (1983) and Mailath and Postlewaite (1990) impossibility results. Section 1.4 intro-
duces the model. To motivate our more general analysis in subsequent sections, Section
1.5 presents necessary and sufficient conditions for the implementation of social choice
functions and characterizes first-best and second-best provision rules. Section 1.6 dis-
cusses comparative statics properties of the bilateral trade problem and the public good
provision problem. Further, this section studies the impact of increasing the number
of agents on the possibility result. Section 1.7 then shows how the discrete type setting
converges to the continuous type setting and analyzes the convergence in our examples.



1.2 Related literature

The last section contains concluding remarks. Preliminary proofs are in part 1.A of the
Appendix. Part 1.C introduces further applications.

1.2 RELATED LITERATURE

The independent private values model has been applied to study a wide variety of alloca-
tion problems, from the allocation of indivisible private goods (auctions), to the bilateral
trade problem, the provision of pure or excludable public goods, the regulation of exter-
nalities, the regulation of a monopolist, or the problem of partnership dissolution.

In auction theory, the independent private values model is central. The seminal paper
that introduced the second-price auction and the revenue equivalence theorem is Vick-
rey (1961). Optimal auctions for risk neutral bidders with independent types are derived
in Myerson (1981), Riley and W. (1981), Harris and Raviv (1981) (see McAfee and McMil-
lan, 1987, for further references). Che and Gale (2006) show that the revenue equivalence
theorem does not need to apply when the number of buyer types is finite.

Further, for the example of bilateral trade, Myerson and Satterthwaite (1983) have
shown that if the buyer’s preferences and the seller’s costs are private information and
voluntary participation needs to be assured, efficient trade is not possible. They intro-
duce the notion of the minimal subsidy and thereby provide a measure of how severe
the impossibility result is. We will show that this impossibility result does translate into
a model with many finite types. For few finite types, however, parameters can be found
such that efficient bilateral trade is possible; i.e., the minimal subsidy is negative. A
special case of our setup is the paper of Matsuo (1989), who provides conditions under
which efficiency in the bilateral trade example can be reached for discrete distributions
with two types.

The possibility to achieve efficient public good provision, as a Bayes-Nash equilibrium
in an independent private values model, has first been established by D’Aspremont and
Gerard-Varet (1979) and Arrow (1979). This literature has not taken voluntary partici-
pation into account. Giith and Hellwig (1986), Rob (1989) and Mailath and Postlewaite
(1990) have shown that if preferences for public goods are private information, so that
incentive compatibility constraints need to be considered and if at the same time volun-
tary participation need to be guaranteed, then first-best efficient public good provision
cannot be achieved. We will show that this impossibility result does not rely on the as-
sumption that preferences for public goods are continuously distributed by showing that
the impossibility extends to a setup with an arbitrary discrete type set. The provision of
a non-rival, but excludable good is studied in Giith and Hellwig (1986), Hellwig (2003),
Schmitz (1997) and Norman (2004).

The independent private values model has also been applied to study the dissolution
of partnerships, see Cramton, Gibbons, and Klemperer (1987). They look at situations
where each of several agents possesses a fraction of a good and assume a continuous



Chapter 1 On the independent private values model - A unified approach

symmetric distribution of agents’ valuations. They show that an efficient reassignment
of shares is possible if initial shares are sufficiently equal distributed. However, when
a single agent possesses all shares of the partnership, then the same arguments as in
Myerson and Satterthwaite (1983) apply and an efficient dissolution is impossible. Hence,
whether the partnership can be dissolved efficiently relies on the initial shares of the
partnership. As a corollary of our analysis of Myerson and Satterthwaite (1983) with
discrete types, we show that if the number of types is finite, then parameters can be
found such that the partnership can always be dissolved efficiently, even when shares
are unevenly distributed.

Hellwig (2007) provides separate characterizations of optimal income taxes for a model
with a discrete set of types and for a model with a continuum of types. He argues that
for all steps in the proof for the continuous type set there exists an analogous step for
the discrete type set. The strategy of our paper is different in that we analyze the im-
plementation of social choice functions for an arbitrary number of discrete types. We
investigate the implication of this modeling choice by approximating the continuous
type set.

Kos and Messner (2013) provide a general characterization of implementable alloca-
tion rules. They describe bounds on the set of transfers that implement an allocation
rule. They do refrain from any assumption on the agent’s type set and utility function.
The work of Kos and Messner (2013) is related to this paper in that it makes use of mini-
mal subsidies to evaluate whether implementation of social choice functions is possible.
Opposed to them, we make more specific assumptions that allow us to elaborate more
clearly on necessary and sufficient conditions for implementation. Further, it enables us
to do comparative statics analysis.

The specification of the independent private values model with a finite number of
types is well suited for directly testing mechanisms in the laboratory. Bierbrauer et al.
(2015) use this specification to test whether mechanism that are robust to agents’ prob-
abilistic beliefs (see Bergemann and Morris, 2005) fail when agents have social prefer-

€ences.

1.3 MOTIVATING EXAMPLES

This section contains motivating examples, which illustrate the difficulty of extending
the impossibility results by Myerson and Satterthwaite (1983) and Mailath and Postle-
waite (1990) to models with a discrete set of types. Throughout, we will use these two
examples to illustrate conceptual issues that arise.

10
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1.3.1 THE BILATERAL TRADE PROBLEM

In the private good setting, there is one buyer and one seller. The seller produces
y € [0, 1] units of a good. The buyer can purchase ¢ € [0, 1] units of the good. The
buyer’s utility is given by u(6, q,t) = 0q — t, so that @ is the buyer’s valuation for the
good and ¢ is the transfer the buyer has to pay for the good. The seller’s profit is given
by w(d,y,7) = r — dy, so that J is the cost of producing the good and r is the rev-
enue the seller receives for providing the good. The quantity that is consumed by the
buyer is equal to the quantity produced by the seller, so that for all (0,§) € © x A,
q(0,9) = y(0,6) € [0,1]. Further, it is assumed that trade is voluntary and, in the
absence of trade, both parties realize a utility, respectively a profit of 0. We define for
the buyer a function @ : © — [0, 1], where Q(6%) = E 5 [q(6%,6)|0"]. This gives the
conditional expectation over the probability that the buyer gets the good, in case that
he announces type % but having a true type 6. The conditional expected value of the
transfers 7'(*), and the conditional expected values of revenues R(6*) and produced
quantity Y (6%) for the seller are defined analogously. The seminal analysis of the bi-
lateral trade problem by Myerson and Satterthwaite (1983) has focused on the question
whether there exists a Pareto efficient or surplus-maximizing social choice function that
is incentive-compatible for the buyer,

0'Q(0") — T(0") > 0'Q(0%) — T(6%) , Voot eco, (1.1)
incentive-compatible for the seller,
R(0Y) — 8'Y (6" > R(6%) = &'Y(6%), V&, 6" eA, (1.2)
and compatible with the budget requirement,
Eg.6) [t(0,6)] > Eg@,g) [1(6,0)] . (1.3)

Surplus-maximization requires that the function ¢ : © x A — [0, 1] is chosen so as to
maximize

E.5) [(0 = 0)q(6,9))] -

Hence, surplus-maximization requires that

0, if #<6,
‘-’<9’5)_{ 1, if 0>,

Myerson and Satterthwaite (1983) analyzed the bilateral trade problem under the as-
sumption of an atomless distribution functions with a monotone hazard rate', and es-

1-F(6)

'The hazard rate for the buyer is defined as 70)

, where the cumulative distribution function of the

11
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tablished the following impossibility result.

Proposition 1.1. Myerson and Satterthwaite (1983): If the buyer’s valuation for the
good is independently drawn from the intervals [0L, 07| and the seller’s costs for the good
are drawn from the interval [§*, §'] with strictly positive densities, such that the interiors
of the intervals [0L, 0] and [6%,6"] are not disjunct, then there is no Bayesian incentive
compatible social choice function that is ex post efficient and gives every buyer type and
every seller type non-negative expected gains from trade.

We change the assumption of atomless type distributions and show: When the buyer’s
and the seller’s type set is discrete, then efficient trade is possible for some parameter
constellations.

Figure 1.1: Binary type set

oL 61 =1

0 =" sH

Assume that each agent’s type occurs with equal probability. For certain parameter
constellations, e.g.

0,=0, 0, = - 0, = — and Oy =1,

the Myerson and Satterthwaite (1983) impossibility result is obtained. Consider the fol-
lowing relaxed problem: The mechanism designer is interested in maximizing expected
surplus, subject to the incentive compatibility constraints in (1.1) and (1.2) and subject
to the constraints that gains from trade have to be non-negative. The following Table
gives a solution to this relaxed problem.

Table 1.1: Positive minimal subsidy

<Q7 T? t) Qs 8_5
Qb (1727%) (OJ 070)
n 4 4 7 5
0 | (Lg )| (LE3)
random variable is denoted by F' and f is the density; for the seller, the hazard rate is defined as %,

respectively.
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The maximal expected transfer that the buyer is willing to make is E ) [t(0,0)] =
5

15~ The minimal expected revenue the seller is willing to accept is Eg ) [1(0,9)] =
. Hence, the solution to the relaxed problem violates the budget constraint in (1.3).
The minimal subs1dy that is necessary for efficient bilateral trade is E 4 [r(6,9)] —
B0 [t(0,0)] =

Contrary, for the following parameter constellation

2 _
9525 and Hbzl,

the social choice function, which specifies (g, t,7) for all possible type combinations,
in Table 1.2 leads to efficient bilateral trade and satisfies the conditions in (1.1), (1.2),
(1.3) and assures non-negative payoffs.> Whenever the buyer’s marginal valuation for
the good is higher than the seller’s marginal costs, the good is exchanged. The maximal
expected transfer that the buyer is willing to make is E g 4) [t(0,0)] = % The minimal
expected revenue the seller is willing to accept is Eg ) [1(,0)] = 1. Hence, the budget
constraint in (1.3) is satlsﬁed. The minimal subsidy that is necessary for efficient bilateral
trade is Egq) [1(0,0)] — Eq5) [t(6,0)] = —5

Table 1.2: Negative minimal subsidy

(a.rt) | 0, 2
Qb (17%7§) <07 070)
b | (LE2) (1L3))

1.3.2 PUBLIC GOOD PROVISION

An indivisible public good is either provided or not. Thereare I = {1, ..., n} consumers
and one producer. The utility function is taken to be linear so that u(6;, ¢,t) = 6, ¢ — t,
where ¢ = 1 if the public good is provided, and ¢ = 0, otherwise. The producer’s cost
function is taken to be publicly known. If the public good is produced, the costs are equal
to nc, where c is the per capita cost of public-goods provision. Since the cost function is
known, the producer’s incentive compatibility constraints are irrelevant, and a state of
the economy is exclusively defined by the vector of preference parameters . When the
public good is not provided, all consumers realize a utility of zero.

The analysis of public good provision by Mailath and Postlewaite (1990) has focused
on the question whether there exists a Pareto efficient social choice function that is

2See Observation 1.1 below, for a proof.
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incentive compatible, so that the incentive constraints in (1.1) are satisfied for all 2, and
that satisfies the resource requirement

> ne Eg[q(0)] , (1.4)

where n denotes the number of consumers.
Surplus maximization requires that the function ¢ : ©" — [0, 1] is chosen so as to

(350}

Hence, surplus maximization requires that

if L§$°n ‘
) = 0, Tf ?Z%:192<c,
Loif >0 0 >c.

maximize

E(p)

If the average valuation of a consumer exceeds the per capita costs, E()[60;] > ¢, then
the public good should be provided. Mailath and Postlewaite (1990) analyze the public
good provision under the assumption of atomless distribution functions with a mono-
tone hazard rate. They show that if the number of consumers grows without limit, public
good provision is zero under any social choice function that is incentive compatible and
respects participation constraints.

Proposition 1.2. Mailath and Postlewaite (1990): If the consumers’ valuation for the
public good are independently drawn from the intervals [0F, 0] with strictly positive densi-
ties and the per capita costs are such that 0 < ¢ < 67 thenlim,,_,o.prob (q(0)" > 0) = 0,
for any mechanism in the sequence of mechanism satisfying incentive compatibility con-
straints, voluntary participation and expected budget balance.

With many consumers, if the average valuation is higher than the marginal per capita
costs, then the efficient amount of public good provision will be almost surely equal to
1, yet the amount that is going to be implemented will be almost surely equal to 0, under
any mechanism that respects consumers’ voluntary participation.

Consider now the case where consumers have a binary type set and assume that
each consumer’s type occurs with equal probability. For all parameter constellations
HZ.L <c< QiH , there is no social choice function, which maximizes surplus and satisfies
incentive compatibility constraints, ensures non-negative utility for all consumers and
fulfills the budget requirement (see Proposition 1.5 below). With private information on
public good preferences, consumer 7’s transfers have to be chosen such that the incentive
compatibility constraints in (1.1) are satisfied. However, when the number of consumers
grows large, a consumer’s impact on the public good provision becomes insignificant.
If no consumer has an impact on the provision, then incentive compatibility constraints

14
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imply that the transfers have to be similar. Thus, the maximal transfers per capita is 0F,
which is smaller than the per capita costs of public good provision.

1.3.3 COMPARISON OF PRIVATE AND PUBLIC GOOD.

Assume that there are two consumers and that each consumer type occurs with equal
probability. For the following parameters, §, = 1, ¢ = 3 and 6, = 10, there is a social
choice function, which maximizes surplus, satisfies incentive compatibility constraints
in (1.1), assure voluntary participation and fulfills the budget requirement in (1.4). By
contrast, for , = 1, ¢ = 3 and 0, = 6, there is no social choice function, which
maximizes surplus and fulfills all constraints.’ It depends on the parameters whether we
have an impossibility result or not. With many individuals, the Mailath and Postlewaite
(1990) result extends to a model with a discrete type set. As has been shown by Gresik
and Satterhwaite (1989), the Myerson and Satterthwaite (1983) result does not extend
to a model with a large number of buyers and sellers. This raises the following more
general questions: What impact does the number of agents have on the impossibility
results, and what impact does the assumption on the type set have? To address these
questions we will develop a general framework in the subsequent section.

1.4 THE MODEL

Consumers. There is a finite set of consumers, I = {1,...,n}. The preferences of
consumer ¢ are represented by the utility function

wi(0;,qi,ti) = v(0;i,q:) — ti

where ¢; denotes i’s consumption of a public or private good and the function v gives
the utility of consumption. It depends on a preference parameter 6; that belongs to a
finite ordered set of possible preference parameters ©; = {09 6}, ... 05}, with 69 < 6},
etc. for every 7 € I. The monetary payment of consumer 7 is denoted by ¢;.

The function v is assumed to have the following properties. Zero consumption gives
zero utility: for all §; € ©, v(6;,0) = 0. The lowest type does not benefit from con-
sumption: for all ¢;, v(6?,¢;) = 0,V i € I. For all other types, the marginal benefit
from increased consumption is positive and decreasing, so that for all §; > 6 and all ¢;,
vo(6;, q;) > 0* and v92(0;, ¢;) < 0. The marginal benefit of consumption is increasing in
the individual’s type, so that 8, > 6, implies that vs (0!, ¢;) > v2(6;, ¢;)-

3See Observation 1.4 below, for a proof.
ov(6i,qi)

“The index 2 denotes the partial derivative with respect to the second argument; v2(6;, q;) = o
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The consumer privately observes 6;. From the perspective of all other agents it is
a random variable with support ©; and probability distribution f; = (f?, ..., f{). The
random variables (6;);c; are independently and identically distributed (i.i.d.). We write
0 = (04, ...,0,) for a vector of all consumers’ taste parameters and _; for a vector that
lists all taste parameters except 6;.

For later reference we introduce the following notation: We denote by f;(6;) a random
variable that takes the value f! if 6; takes the value 6! and by F;(6;) a random variable
that takes the value Z;:o 1k, if 6; takes the value 6. Also, we denote by ;" a random
variable that takes the value 6™ if §; takes the value @, for [ € {0,...,s—1}.If0; = 63,

then the value of 6 is some arbitrary number.

Producers. There is a set of producers, J = {1, ..., m}. Each producer contributes to
the supply of a public or private good. The contribution of producer j is denoted by y;
and comes with production costs k(d;, y;), where ¢; is a cost characteristic of firm j that
belongs to the finite ordered set A; = {5]1», ..., 07} of possible technology parameters.
We assume that §; < 07 etc. V j € J. The profit of producer j is given by

Wj((sj?rjvyj) =T;—= k(5j>yj) )

where r; is producer j’s revenue, or, equivalently, a monetary payment to producer j.

The function k is assumed to have the following properties. Zero production is cost-
less: for all 6; € Aj, k(6;,0) = 0. The marginal costs from increased production is
positive and increasing, so that for all ¢; and all y;, k3(d;,y;) > 0 and ka2(d;,y;) > 0.
The marginal cost of production is increasing in the firm’s type, so that §; > §; implies
that ky (0%, y;) > ka(d5, ;).

The technology parameter ¢, is privately observed by producer j. From the perspec-
tive of all other agents, it is a random variable with support A; and probability distri-
bution p; = (pj, ..., ). The random variables (0;) ;e are i.i.d. We write § = (01, ..., 0
for a vector of technology parameters and J_; for a vector that lists all technology pa-
rameters except 9.

We denote by p;(d;) a random variable that takes the value pé if ; takes the value 5;
and by P;(9;) a random variable that takes the value 22;11 p if 0; takes the value 67, for
[ > 1, and P;(0;) takes the value 0 if §; = 0;. We denote by ¢; a random variable that
takes the value (5;_1 if ; takes the value 5;, forl e {2,...,r}.If0; = (5}, then the value
of §; is some arbitrary number.

The consumers’ preference parameters and the firms’ cost parameters are taken to
to be independent random variables. We will also refer to a vector (¢,6) that lists all

taste and cost parameters as a state of the economy. The set of all states is given by

(©7)ier X (AT)jer.
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Social choice functions/ Direct Mechanisms. A social choice function or direct
mechanism consists of a consumption and a payment rule for each consumer 7 and a
production and revenue rule for each producer j. The consumption rule is a function
q; - ©" x A™ — R, that assigns to each state of the economy a consumption level for
consumer i. Analogously, ¢; : ©™ x A™ — R specifies ’s payment as a function of the
state of the economy. The production and revenue rule for producer j are, respectively,
given by y; : O™ x A™ = R} and r; : ©" x A™ — R. We also write ¢ = (¢;);es for
the collection of all consumption rules, y = (y;);e for the collection of all production
rules, etc.

A social choice function is implementable as a Bayes-Nash equilibrium if there is a
game with Bayes-Nash equilibrium, so that the equilibrium allocation of this game co-
incides in each state of the economy with the allocation stipulated by the social choice
function. For the given setup, the revelation principle holds, so that we can without loss
of generality limit attention to the implementation of a social choice function via a di-
rect mechanism that induces a game in which truth-telling is a Bayes-Nash equilibrium.
Thus, we say that a social choice function is incentive-compatible if truth-telling is a
Bayes-Nash equilibrium of the corresponding direct mechanism.

Incentive-compatibility. Incentive-compatibility for consumer ¢ holds, provided that
for each 0! € ©; and for all #F € ©,,
V(Hﬁ | 91-,%(971795)) - T(Gf) 2 V(Qf | 91‘7%(94,9&)) - T(@f) ; (ICc)

K3 3 (2

where V(0% | 0L, q;(0_;,6F)) := Eo_, 6 [v(0], ¢:(0_;,6F,8))] is the expected consump-
tion utility for type 6! of consumer 7 in case of announcing 6% to the mechanism designer,
given that all other consumers and producers reveal their preferences and technologies.
Analogously, T(65) :=Ey_, ) [t:(6_;, 0F, )] isi’s expected payment in case of reporting
a preference parameter 6. The expectations operator E(y , 5) indicates that expectations
are computed with respect to the random variable (6_;, §). By contrast, the realization
of 0; is known when computing this expectation.

Likewise, incentive-compatibility for firm j requires that for all 5;- € A; and for all

oF e A,

R(8%) — K (04 | 65, y;(6-5,6%)) = R(6F) — K (8% | 8%, y;(6-5,6%)) (ICF)
where R(6%) := E,s_,)[r;(0,0_;,6%)] is j’s expected revenue in case of reporting a cost
parameter 6, and K (8% | 6%, y;(6_;,0%)) := Egs_,)[k(0", y;(6,0_;,6%))] is the expected

cost for type 5; of firm j in case of announcing 5;?’ to the mechanism designer.

Participation Constraints. Social choice functions have to respect lower bounds on the
consumers’ utility and the producers’ profits, respectively. Formally, we require that for
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all 7 and for all 95 € 0,
V(0 |6}, q:(0-:,07)) — T(6}) > u, , (PCc)

where u; denotes a lower bound for the expected utility of consumer :. Likewise, for all

j and 5;- €A,
R(8}) — K (85 | 85, y5(0-5,65)) > m; , (PCr)

where 7; is a lower bound for the expected profit of firm j.

The interpretation of these participation constraints depends on the application at
hand. For instance, we may think that the implementation of the given social choice
function replaces a status quo outcome and moreover requires a unanimous consent of
all consumers and producers. In this case, u; and 7; would, respectively, be interpreted as
consumer ¢’s and producer j’s payoff in the status quo. Alternatively, in a model in which
a government has coercive power, such a consent may not be needed but producers may
have the possibility to shut down, so that a social choice function has to provide them at
least with the level of profits that they would realize in this case. By choosing u; and 7;
arbitrarily small, we can also capture situations for which participation constraints are
irrelevant.

Physical constraints. For many applications we assume that the consumers’ consump-
tion is bounded by the total output that is made available by the producers. Denote total
output by Y'(0,6) = > 7", y;(6, ). If we consider an allocation problem involving pri-
vate goods, then it has to be the case that, for all (6,6), D", ¢:(6,9) < Y (6,9). If the
good is non-rival and non-excludable then, for all 7 and all (6, 0), ¢;(d,0) = Y (9,6). If
the good is non-rival, but excludable, then, for all i and all (6,0), 0 < ¢;(0,0) < Y (6,0).
We capture all these cases by postulating that, for all (6, 0),

(gi(0,6))ier € A(Y(0,0)) , (1.5)

where A(Y(0,0)) is an abstract consumption set. Its structure depends on whether the
goods in question are public or private.

Budget balance. We often assume that a social choice function has to satisfy a budget
constraint, which requires that the consumers’ expected payments suffice to cover the
producers’ expected revenues,

Zt¢95

=1

Ms

E,5) > Es)

r;(60 ] . (1.6)

j=1

An alternative that we will also consider is that the consumer’s expected payments have
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to be sufficient to cover the producer’s expected costs, i.e.,

The budget condition in (1.6) is relevant in models in which producers have private

E 0,5 > Ep,5)

Zk(5j,yj(9,5))] : (1.7)

J=1

information. The budget condition in (1.7) is employed in models in which the producers’
cost functions are assumed to be publicly known information and in which profits in the
hands of producers are considered undesirable. Since there is no private information
there is also no impediment to reaching an outcome with zero expected profits, i.e., with

i Tj (0 (5
j=1

However, as we will see below, such an outcome is out of reach if producers have private

m

Z j,yj95)]

=1

E,5) = Es)

information and if their participation in the system is voluntary so that 7;(d;,7;,y,) >
T for all .

These budget conditions allow for the possibility that there are deficits in some states
of the economy and surpluses in others, provided that, in expectation, the surpluses are
at least as large as the deficits. Thus, it is more permissive than having a separate bud-
get balance condition for each state of the economy. There are various justifications
for working with this permissive notion of budget balance. First, for many applications
of the independent private values model, the following proposition holds true: If there
is a social choice function that is incentive-compatible, respects the relevant participa-
tion constraints and budget balance in expectation, there is an ’equivalent’ social choice
function that satisfies in addition a state-wise requirement of budget balance, see Borg-
ers and Norman (2009). Second, a requirement of budget balance in expectation may be
justified with an appeal to the Law of Large Numbers.’ If the numbers of consumers and
producers is large, the discrepancy between budget balance in expectation and budget
balance for each state separately becomes small, see Bierbrauer (2011b). Finally, many
analyses of the independent private values model have established impossibility results,
see Myerson and Satterthwaite (1983) or Mailath and Postlewaite (1990). If there is no
social choice function that satisfies budget balance in expectation, then there is also no
social choice function that gives rise to budget balance in each state separately. Thus,
for the purpose of establishing an impossibility result, working with the requirement of
budget balance in expectation can be a useful modeling device.

>See e.g. Judd (1985) and Feldman and Gilles (1985).
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Surplus measures. The total expected surplus that is generated by a social choice
function is given by

m

S((@)ier, (U)ies) = B Z (05, q:(0,6)) = > k(8;,1;(6,0))
i=1 j=1

In a model with quasi-linear preferences, a social choice function is Pareto efficient
if and only if the relevant budget constraint holds as an equality, the participation con-
straints in (PC¢) and (PCp) are satisfied and (g;)cs, and (y;);es are chosen so as to
maximize total surplus S((¢;)ier, (y;)jes) subject to the constraint of physical feasibility
in (1.5). Note that there are typically many different Pareto efficient social choice func-
tions. While the criterion of surplus-maximization pins down the functions (¢;);c; and
(yj);eu, alternative specifications of the payment and revenue rules (¢;);e; and (7).
give rise to different distributions of the surplus among consumers and producers.

1.5 IMPLEMENTABLE PROVISION RULES

Before we turn to the question under which conditions efficient outcomes can be ob-
tained, we will provide, as a preliminary step, a characterization of the set of imple-
mentable social choice functions, i.e., social choice functions with the property that there
exists a direct mechanism that is incentive compatible, satisfies participation constraints,
and is budgetary and physically feasible.

We begin by deriving a necessary and a sufficient condition for a social choice function
to be implementable as Bayes-Nash equilibrium.

1.5.1 NECESSARY CONDITION

The following proposition states a necessary condition for the possibility to implement a
social choice function. More specifically, it states an inequality constraint so that, if this
inequality is violated, we know that there is no mechanism that satisfies the incentive
compatibility constraints in (/C¢) and (ICp), participation constraints in (PC¢) and
(PCF), and the expected budget constraint in (1.6).

Proposition 1.3. {(¢;)i—,, (y;)7, } is part of an implementable social choice function
only if

n

E(a,a) (v i ai(0,0)) — {v(6;,4i(6,8)) — v (03, 4i(6,8))} —5 77
1

L

Ms

Eo.5)

(k(aj,ij, 5) + (4065, 35(0,9) — k(65 0,(0,6))) 12 )] 3w

<.
Il
—
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A proof of the Proposition is in part 1.B of the Appendix. The social choice function
can be split into a transfer and consumption rule for consumers and a revenue and pro-
duction rule for producers. We begin by holding fixed consumers’ consumption rule and
derive the maximal transfers that consumers are able to make if incentive compatibility
and participation constraints need to be both respected at the same time. Similarly, we
hold fixed firms’ production rule and derive the minimal revenues that firms are will-
ing to accept if again incentive compatibility and participation constraints need to be
respected. We then check whether consumers maximal transfers cover firms’ minimal
revenues. If the mechanism is unable to generate consumer payments that are high
enough to cover the minimal revenue of provision, then there is no mechanism that
reaches efficiency.

We make use of techniques used in the non-linear pricing literature (see e.g. Mussa
and Rosen (1978)). We consider the relaxed problem of maximizing consumers’ transfers
subject to the local downward incentive compatibility constraints and the participation
constraints for the lowest preference type. The local downward incentive compatibil-
ity constraints prevent type 6! of consumer i to announce the next lower type to the
mechanism designer. Hence, only a subset of consumers’ incentive compatibility and
participation constraints are taken into account. Thus, the maximal transfers that can
be obtained at the solution to the relaxed problem, is an upper bound on the transfers
that can be obtained if all incentive compatibility constraints are taken into account. We
then show that the maximal transfers are given by the left-hand-side of the inequality
constraint in Proposition 1.3 above.

Similarly, we solve a relaxed problem on the production side, to define the minimal
revenues firms need to receive, where the local upward incentive compatibility con-
straints and the participation constraints of the worst technology type ¢" are taken into
consideration. As under consumer transfer maximization, only a subset of firms’ incen-
tive compatibility constraints is considered, so that the minimal revenues that need to be
generated at the solution to the relaxed problem, is a lower bound on the revenues that
can be generated if all incentive compatibility constraints are taken into account. If we
plug the maximal transfers and the minimal revenues in the requirement of the budget
constraint in (1.6), we obtain the inequality in Proposition 1.3 above.

For the derivation of the necessary condition in Proposition 1.3, we did not assume
that the utility function u; and the profit function 7; are differentiable. Neither did we
need to assume, that ¢; and y; are monotonic. In contrast to a model that assumes the
set of possible types for all agents to be infinite, we can avoid such assumptions on
endogenous objects.

21



Chapter 1 On the independent private values model - A unified approach

1.5.2 SUFFICIENT CONDITION

The next proposition establishes a sufficient condition for the implementability of a so-
cial choice function. For this purpose, we consider only a subset of all provision and
production rules, namely those that satisfy the following monotonicity conditions: For

every i, for all (f_;,0) and alll € {0,s — 1},
407 ,0-:,8) > q(6,,6_.,0) . (18)
i.e., consumption must be monotonically increasing in 6; for every consumer <. For every
j,forall (0,0_;)andalll € {2,...,7},
y(éj_v 573'7 9) 2 y(5j7 67]’7 9) ) (19)

i.e., firm j’s contribution to production must be monotonically decreasing in ¢;.

Efficient mechanisms satisfy these monotonicity conditions. Thus, as long as we limit
ourselves to surplus-maximizing provision rules, the assumptions on monotonicity are
not restrictive.

Proposition 1.4. Let the monotonicity constraints in (1.8) and (1.9) be satisfied, then we
can implement the social choice function if

[ n

B Z(vw@-,qi(e,é))—{vw;,qiw,a)) (O 0.0 )| -

>i-

Eqs ( 55,05(60.8)) + k(55,56 8)) — k(57" 4;(6.5))}
j:l

Suppose that the condition in Proposition 1.4 holds. We need to show that we can
construct a payment scheme that satisfies all relevant constraints. We can choose our
transfer and revenue scheme such that they solve the relaxed problems that we studied
in the proof of Proposition 1.3. After that, we need to verify that the transfer and revenue
schemes, which solve the relaxed problems, satisfy not only the local downward incen-
tive compatibility constraints of consumers and the local upward incentive compatibility
constraints of firms, but all consumers’ and firms’ incentive compatibility constraints.
We prove that the fact that all local downward incentive compatibility constraints of
consumers are binding, together with the monotonicity constraints of consumption, im-
plies that all incentive compatibility constraints are satisfied. With that, consumption
is efficient for the consumer of highest type and distorted downwards for all other con-
sumers. And similarly, production is efficient for the firm of lowest costs and distorted
upwards for all other firms.
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1.5 Implementable provision rules
Definition 1.1. We define the minimal subsidy (M S(-)) as

MS((qZ)ZEIa yj geJ Zu —Zw

5 | D v(0i,qi(0,6)) = > k(85,1;(0,0)) S(-)
=1 7=1

n

+ Eg,s) Z{v ,qi(0,0)) — (9¢,qi(9,5))}1_7F(9i)
=1

f(6:)

IR(")
P(4;)
p(d;)

=D {k(65,95(6,8) — k(65 ,;(6,6))}
j=1

Under the monotonicity constraints (1.8) and (1.9), the minimal subsidy gives the
amount of money that is required from an outside party to satisfy Proposition 1.4.°
Apart from the reservation utilities and profits, it consists of two components: The first
component is surplus S(+), given by the difference of consumers’ valuations and firms’
costs. The second component [ R(-) is the difference of consumers’ and firms’ infor-
mation rents. In an environment with complete information, the maximal transfer a
consumer ¢ is is willing to pay is his true valuation. With private information about
preferences, however the transfers are decreased by the expression {v(6;", ¢;(0,0)) —

v(0;, q:(0, 5))} . That is why these expressions are often interpreted as informa-
tion rents. Slmllarly, for firms, the virtual costs account for the private information.
The revenues, firms would accept in an environment with complete information, are
increased by an information rent.

1.5.3 EFFICIENCY

In the previous section, we have been concerned with deriving conditions such that
social choice functions could be implemented in an environment where agents’ have
private information about their preferences and costs, respectively. Now, we focus on
the welfare evaluation of implementable social choice functions.

This notion follows Myerson and Satterthwaite (1983), who call the amount that would be required
from an outside party to overcome the impossibility result minimal lump-sum subsidy.
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Corollary 1.1. A mechanism that maximizes surplus S(0, 9), in the following denoted by
{(g)iy, (y3)iy }. is implementable if and only if

[ n

B |2 (0061:6:(0.0) (o067 .6:(0.) - vwi,q:(e,a))}l‘””)] S

Li=1 U i=1
g | 22 (K056.6)) + ((55556.9)) - k(aj,y;<e,5>>}”§?))] +3m.
= p(9;) =1

A necessary condition for the implementability of ((¢;)i,, (;)}~,) is that the max-
imal transfers that can be extracted from consumers suffice to cover the minimal rev-
enues that the production sector needs to obtain, which means that the minimal subsidy
is negative.

Sufficiency can be shown by constructing the transfers of consumers such that all
local downward incentive compatibility constraints are binding, and constructing the
revenues of producers such that all local upward incentive compatibility constraints are
binding. Finally, we choose the transfer of the consumer with the lowest preference
parameter such that budget balance is satisfied and the minimal utilities and resource
requirement is taken into consideration. Then, we obtain a mechanism that achieves
((g7 )iz, (y;)7L,) and satisfies all relevant constraints stated in Corollary 1.1.

From Corollary 1.1, it follows immediately that when participation constraints can be
violated, a social choice function can be implemented efficiently. The minimal subsidy
can be decreased without limit. This is an alternative proof of the possibility results
obtained by D’Aspremont and Gerard-Varet (1979) and Arrow (1979).

The following Corollary shows how the second-best mechanism can be derived.

Corollary 1.2. The second-best mechanism, in the following denoted by ((¢;* )iy, (¥;*)72),
can be found by maximizing S(6,0) subject to

[ n

1— F(6;) -
E 9,5) ; <v(6i7Qi(976)) —{v(6, 4:(8,6)) — U(eiuQi(Gvé))}f(ei)> — ;Uz >
By |2 (M35 35(6.00) + {(0535(6.0) = k(07 0,00} 52 ) | + D,
=1 P9 j=1

and the monotonicity constraints in (1.8) and (1.9).

In the solution to the second-best problem, the budget condition has to be binding.
Otherwise, expected consumer transfers can be reduced without violating any of the
incentive compatibility and participation constraints. The provision rule that solves
the second-best problem satisfies the monotonicity constraints for all consumers and all
firms. This follows because the optimal provision level is given by the first-order con-
dition where the sum of virtual marginal valuation equals the sum of virtual marginal
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costs. The assumption that hazard rates are non-decreasing for consumers implies that
virtual valuation is increasing in consumer ¢’s type, and the assumption that the mono-
tone hazard rate is non-increasing for firms implies that virtual costs are increasing in
the cost type.

Continuous types. To study whether a model with a large but discrete number of types
behaves approximately in the same way as a model with continuum types, we state the
expression for the minimal subsidy for continuous type distributions. We know from the
literature (compare e.g. Mas-Colell, Whinston, and Greene, 1995) that for a surplus max-
imizing mechanism {(¢;)_,, (y;)", } in a continuous environment, implementability
is possible if the constraint in the following Remark is satisfied. It is based on the as-
sumption that functions are continuously differentiable.

Remark 1. Suppose that ¢; and y; are continuously differentiable functions. Then a mech-
anism that maximizes S(6,0), is implementable if and only if

[ n

o) (3 (vwi,q:(e,a)) - m((ai,q:(e,a))l;(%@“dai)

n
- ZEZ >
=1

Es) Zl <1<;(5j,y;(9,6)) + k1(5jay;(9,5))§((g)) d(sj)] + Zlﬂj.
7= "

(1.10)

The differences, in comparison to Corollary 1.1, are that {v(6;", ¢; (0, 6))—v(0;, ¢ (6,6))}
and {k(0;,y5(0,0)) —k(0; ,y;(0,9))} are replaced by the derivatives vy (6;, ¢; (¢, 0)) and
k1(65,y5(0,0)), respectively. Therefore, the differentiability assumption is crucial with

a continuum of types.

1.6 COMPARATIVE STATICS I: FROM FEW TO MANY AGENTS

We use our results in Proposition 1.3 and 1.4 to obtain a more systematic understanding
of how a change in the parameters of the model affects the possibility to implement
efficient social choice functions. Again, we will check whether our results depend on
whether the allocation problem involves private or public goods.

1.6.1 POSSIBILITY RESULTS WHEN THE TYPE SET IS BINARY

Bilateral trade. We have shown on Section 1.3.1 that parameter constellations can be
found such that efficient bilateral trade is possible. In order to investigate what drives
this possibility result, we make some simplifying assumptions.
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Chapter 1 On the independent private values model - A unified approach

Assumption 1.1. All agents have a binary type set.”

Under Assumption 1.1, the buyer’s marginal valuation can be high or low, © = {6, 7},
and the seller’s marginal costs can take two values, A = {§L, §}. We denote the re-
spective probabilities by Prob(6 = 0;) = fL, Prob(0 = 0%) = f = 1 — f& and
Prob(6 = 6%) = p*, Prob(6 = 6) = pf! =1 —pl.

Assumption 1.2. (Symmetry) The distance between the low type and the high type is the
same for buyer and seller, 0 — 07 = §11 — §L.5 The probability of a high valuation buyer
is equal to the probability of a low cost seller {1 = pl and therefore fL = p".

Analogously to the continuous environment of Myerson and Satterthwaite (1983), where
(interior[0%, 0"] N interior ([6%,6"]) # 0 and [0%,67] # [6%, 6"], we assume that the
parameter constellation is such that 67 < 6 < §# < 9, with the normalization § = 0
and 67 = 1. The social choice function f is efficient if and only if ¢(6,d) = y(6,9),
q(0,9) satisfies

0, if <6,
¢’ 0,0)=¢ €0,1] if #=1¢,
1, if 6>96,

and ]E(gﬁ) [tf(G, 5)] = E(gy(;) [Tf(e, 5)}
The following Observation follows from Matsuo (1989) under Assumptions 1.1 and
1.2

Observation 1.1. Suppose Assumptions 1.1 and 1.2 are satisfied and consider the direct
mechanism for f. There is a social choice function, which is efficient, implementable as
Bayes-Nash equilibrium, and yields a non-negative material payoff for every type of agent

if and only if
fEO" =5+ (05 - 6"y >0 <« fE>67 -0k,

The proof of this Observation and all following Observations can be found in Ap-
pendix 1.E. It provides a sufficient condition for the possibility to reach efficient bilateral
trade. Specifically, the condition states that the probability of the low valuation buyer,
respectively on the high cost seller, needs to be bigger than the ratio that measures the
overlap of buyer’s and seller’s type sets (67 — 0%), relative to the whole type set that we
normalized to 1 (9" — 6% = 1). We call this ratio in the following d,

ot — oF

R __ SH L

"Without loss of generality, we specify the binary type set, in the following, as consisting of a low and
high type, where the high type exceeds the low type.
8We assume that © C R and A C R, such that "distance’ is well-defined by the Euclidean metric.
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1.6 Comparative statics I: From few to many agents

The bigger the ratio d, the bigger is the overlap of buyer’s and seller’s type sets. If
d = 0, the type sets of buyer and seller are disjunct, and efficient trade is always possible,
regardless of the probability distribution. On the other hand, the maximum of d is given
by 1, where the type sets of the buyer and the seller are congruent.

To understand what drives the possibility result above, it is instructive to look at the
proof of Observation 1.1. By Proposition 1.4, we know that efficient bilateral trade is
possible if the minimal subsidy is negative. Given that trade is efficient for all states of
the economy but when the low valuation buyer faces the high cost seller, we have three
states of the economy that need to be evaluated, and weighted with the probability of

occurrence.
SHEPEOT 0T | fRE - 68 |
| | | |
H rH pH L
LA A U N 1
M= |l php(gl —ob) | — | FEFE(0M — ol
s0) 1R()

In the following we do comparative statics for different components of the model. As
a first exercise, we fix the probability of the low valuation buyer and the high cost seller
fY and vary the ratio d. Without loss of generality, we keep the normalization of the
whole type set, so that 6/ — 6% = 1. In order to change d, the position of % and 5 can
be varied. By Assumption 1.2, 0% — % = § — §L, so that a shift from the low valuation
buyer to the left goes hand in hand with a move of the high cost seller to the right, and
vice versa, as the following Figure illustrates.

Figure 1.2: Changing parameters in the bilateral trade setting

o 67 =1

0=k §H

27



Chapter 1 On the independent private values model - A unified approach

Observation 1.2. Suppose we move the types as in Figure 1.2 above, such that d is in-
creased. This affects the minimal subsidy via the expected information rents and the ex-
pected surplus, where

OIR(-)
ad

95()
d — :
>0, an 9 <0

For types outside the overlap, efficient trade takes place — independent of the op-
ponent’s type, i.e., the private information of the other party does not matter for the
decision whether trade takes place. This means, that the two-sided private information
only matters in the overlap. Thus, d can be understood as a measure for the importance
of two-sided private information. The first effect depends on the distance of types for
each player. If d increases, higher expected information rents need to be paid under the
new parameter constellation, since the distance of high and low types increases for both
players. This has a negative effect on the possibility to achieve efficient trade, and there-
fore yields a negative information rent effect. Second, if d increases, the expected surplus
decreases, i.e., we have a negative surplus effect. Further, the average valuation for the
good goes down relative to the average costs if d is increased. Therefore, expected sur-
plus decreases, which has a negative effect on the possibility to achieve efficient trade.
Thus, an increase of d decreases expected surplus and increases expected information
rents. It is hence more costly to achieve efficiency.’

Next, consider the situation where for a given d and f* implementation is possible.
We fix the ratio that measures the overlap d and analyze how varying the probability f~
affects implementability.

Observation 1.3. Suppose d is fixed and the probability f* is increased. This affects the
minimal subsidy via the expected information rents and the expected surplus, where

OIR()
OfL

95(-)
<0, and a—fL<O

Incentive compatibility constraints are binding for the high valuation buyer and the
low cost seller, and slack for the other types. Hence, if f L increases, we will have to
pay less individuals information rents. This has a positive effect on the possibility to
achieve efficient trade. Second, we find that the surplus effect is negative if 0 — §f =
oL —ot < % Since we start our analysis in a situation where implementation is possible,
we know that this conditions always holds. Thus, the increase of f% has an unambiguous
negative effect on implementability since it lowers the expected surplus. Intuitively, the

Whenever we write efficient implementation gets more costly, we mean the following: If we compare
two sets that represent the tuples of f* and d, for which efficient trade is possible the set for which
efficiency is more costly is a subset of the other. Analogously for the case where efficiency is less costly
to achieve.
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expected surplus decreases since we expect more low valuation buyers, respectively high
cost sellers. Overall, an increases in f” increases the minimal subsidy, and thus has a
negative effect on the possibility to reach efficient trade: By Observation 1.1, we know
that an increase of f© makes it less costly to achieve efficient trade. Therefore, when
f1 is increased, the reduction in expected information rents is bigger than the reduction
in expected surplus, so that an increase of f¥ makes it less costly to achieve efficiency.
The intuition for this result is that there is more mass on the types that do not receive
an information rent. Overall, the effect of an increase in f* on the minimal subsidy is
negative such that implementation gets less costly.

Figure 1.3: Possibility of efficient trade

fL
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fL=05
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d=0.81 d

By assumption, f¥ and d are bounded by 0 and 1. If f* is for example fixed at 0.5, then the distance
between the high cost seller and the low valuation buyer needs to be lower than 0.5 in order to
achieve efficient trade. And if the distance is for example fixed at d = 0.8, then the probability of
the low type buyer, respectively the high cost seller, needs to be higher than 0.8 to get a possibility
result.

Figure 1.3 illustrates the interplay of the expected surplus effect and the expected infor-
mation rent effect on the possibility of efficient bilateral trade. The grey shaded area 7y
gives every combination of f L and d, such that, efficient trade is possible,

5H _ QL

TOZ (fL,d)IfL>d:m
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Public Good. Given Assumption 1.1 holds, a social choice function f’ specifies whether
the public good is provided ¢/’ (6}, 65), and the accompanying transfers ¢/ (6, 6,) and
tl (61, 605). Pareto efficient public good provision requires

0, if Y 0i<c,
qf/(91792> = - {071} lf %ZZL:]- 97;:6,
17 lf %Z:’L:l 91 > cC.

and B[t (01,602) + t5 (61,602)] = 2¢ Egy[¢” (8)] for all (s, 6,) € ©.

The following Observation highlights that if there are just two consumers, then effi-
cient implementation of the public good will be possible for some parameter constella-
tions.

Observation 1.4. Suppose Assumption 1.1 is satisfied, the per capita costs are such that
0L < ¢ < 0", and consider the direct mechanism for f'. There is a social choice function
which is efficient, implementable as Bayes Nash equilibrium, and it yields non-negative
utility for every type of consumer if and only if

Observation 1.4 provides a sufficient condition for efficient public good provision. Fol-
lowing the proof of Observation 1.4, the public good can be provided efficiently, if and
only if consumers’ expected transfers cover the costs of public good provision, so that
the minimal subsidy is negative

MS=—| [0" —c— frle—6")] —(1— fH)0" —6") | <0.
s0) 1R()

The first term denotes expected surplus, depending on the cost ¢ and the type distri-
bution, whereas the second term describes expected information rents.

In the following, we analyze what drives the possibility to reach efficient public good
provision. Again, we analyze the effect of a change in the type distribution f* and a
change in the cost parameters c and split the resulting effects into the expected surplus
and the expected information rent effect.

Observation 1.5. Suppose Assumptions 1.1 and 1.2 hold.
. L. a5(+)
i) Suppose further that f* is fixed, then =5~ < 0 .
ii) Suppose further that c is fixed, then

OIR(-)
ofL

9S(-)
OfL

<0, and
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When costs are increased, this does not affect the information rents of the agents, but
lowers the expected surplus. Higher per capita costs imply that in expectation, the share
of benefiting types reduces compared to the share of suffering types. This means that
for higher ¢, the average valuation for the public good decreases compared to the fixed
per capita costs.

If cis fixed, a change in f* affects the minimal subsidy in two ways: First, the expected
surplus decreases if f increases. This has a negative effect on the possibility of efficient
public good provision. And second, for the expected information rents, we find, that
if f¥ increases, we have to pay in expectation less agents an information rent. This
means, the higher the probability for low valuation consumers, the lower the expected
information rent term and the higher the possibility for efficient public good provision,
ceteris paribus. As we can see in Observation 1.4, the reduced expected information rent
effect dominates the negative expected surplus effect, such that an increase in f* makes
it less costly to provide the public good efficiently, i.e., the minimal subsidy decreases.

Comparison. When a binary type set and two agents are considered, efficient bilat-
eral trade and efficient public good provision are possible when parameters are chosen
appropriately. Further, when the average valuation for the private or public good is in-
creased, it gets cheaper to achieve efficiency, in the sense that the minimal subsidy goes
down. To understand the difference between private and public goods, we study how
the increase in the number of the agents affects the minimal subsidy.

1.6.2 MANY AGENTS

The classical bilateral trade setting has one buyer and one seller. To that extent Obser-
vation 1.1 is not restrictive. Contrary, the impossibility result in the public good setting
is studied for a large economy, with many individuals. In the following, we want to an-
alyze these impossibility results under the assumption that the type set of individuals
remains binary.

Public good. Mailath and Postlewaite (1990) show that efficient public good provision
is impossible when the number of individuals goes to infinity. The following Proposition
shows that the assumption of continuous type sets has no impact on this impossibility
result. Even for a binary type set, efficient public good provision is impossible if the
number of individuals grows without limit.

Proposition 1.5. Suppose Assumption 1.1 holds. Consider the public good example and
an economy with n individuals. For any sequence of incentive-compatible mechanisms

(g, th, ... .th),

limm_)ooE(g)

%it?(@)] ~0.
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Asn — oo, the probability of public good provision converges to 0 ifc > 0¥, and converges
to 1 otherwise.

According to Proposition 1.5, the per capita revenue from individuals’ contribution
goes to zero. That is, with many individuals, any social choice function, which is at-
tainable when voluntary participation needs to be guaranteed, prescribes a public good
provision level that is equal to 0. Even if the average valuation for the public good is
larger than the per capita costs, the amount that is implemented is almost equal to 0,
although the efficient amount is almost equal to 1.

The reason for the impossibility result is that, for n — o0, any individual’s impact
on the public good provision becomes negligible. The free-rider problem in public good
provision becomes extreme as the number of individuals becomes large. Since no indi-
vidual is pivotal for the production of the public good, incentive compatibility implies
that all individuals have to make the same lump-sum transfer that does not depend on
their announced preference intensity. Participation constraints imply that this lump-
sum transfer must not exceed 6%. Thus, the aggregate of all individuals’ transfers is as
if every individual has a low valuation for the public good. This makes it impossible to
cover the costs of public good provision. Hence, for the impossibility result, the assump-
tion that the type set is discrete has no impact. Remember that Proposition 1.2 states that
public good provision is as well not possible under the assumption of a continuous type
set when the number of individuals goes to infinity.

Private good. Consider a finite economy with / = {1,...n}buyersand J = {1,...n}
sellers. Buyers and sellers have equivalent binary type sets with the corresponding prob-
ability distributions (f, f/) and (p}, pi’).*° The agents face a price p € [6],5/7]. As we
have seen in previous sections, there exist parameter constellations and probability dis-
tributions, where trade does not take place. Now, we assume that the number of agents
grows without limits, i.e., n — 0o. The Law of Large Numbers applies, and probabili-
ties can be interpreted as cross-sectional distribution of types. In particular, this means
that for large economies one knows with probability 1, that there exist high type buy-
ers with a share of f, and low type sellers, with a share of p]L = f!. For these agents,
trade always takes place. This proves the existence of trade in large economies for prices
p € [0F, 6] if agents have binary type sets.!!

Gresik and Satterhwaite (1989) additionally show that trade in large economies is ef-
ficient — ex-ante and ex-post — holding the ratio of buyer and seller fixed. Further, they

provide results on the rate of convergence to the competitive equilibrium.

Comparison. When private and public goods are compared for economies with many
agents, we see that efficient public good provision is impossible when the number of con-

Wik bl pk >0,V i, 5.
This argument holds independently of whether the type set is finite or infinite.
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sumers is large. Contrary, for the private good model efficient bilateral trade is possible
if there are many agents. The impossibility result of Mailath and Postlewaite (1990) is
thus stronger than the impossibility result of Myerson and Satterthwaite (1983) in the
sense that it extends to any model with a discrete set of types.

1.7 COMPARATIVE STATICS II: FROM FEW TO MANY TYPES

This section shows that the minimal subsidy for a discrete type set with a large num-
ber of types converges to the minimal subsidy for a continuous type set environment.
We proceed as follows: We first show how one additional type affects the implemen-
tation rule for private and public goods and add a third type for each agent. To study
the changes of an increased number of types separately from changes in the number of
agents, we hold the number of agents fixed in this section. Second, we consider the situ-
ation where the number of types gets larger and larger and study general convergence.
We provide conditions that need to be met for the convergence result and discuss how
violating these conditions affects our analysis.

1.7.1 INTRODUCING A THIRD TYPE.

Bilateral trade. In the following, we consider what happens if we add step-by-step
new types in rounds to agents’ type sets of the pre-round. Thereby, we do not move the
existing types, but add new types ’between’ them.'? If the procedure of adding types
fulfills two conditions we call it "'uniform extension’.

Definition 1.2. (Uniform Extension) Consider the agent sets I and .J, fully ordered
finite type sets ©g; = {0, ..., 001}, #O0 < 00, Vie I, Agj = {0§;,.... 005}, #D <
00,V j € J and the respective probabilities, such that f& +--- + fiI =1 andpoLj + -+
pé{j = 1. We add finitely many new types in every round k to every agent’s type set, such
that for every new type 0; and dy;, it holds that 0%, < 0, < 6t and 5&, < Oy < 55,
respectively. We call this procedure uniform extension if it has the following properties

e {0k, ... 08} = [0k, 08 and {56} ...,5(% = [6F

05> 0 55}'-] if the number of rounds

goes to infinity.

« Forevery 0y, € O; and 6y; € Ay, it holds that f;(0x;) and p(6y;) are monotonically
decreasing from round to round.

The first property assures, that in the limit, there are no neighbored types that have a
distance of more than an €, which can be arbitrary small. That this is crucial to achieve

12Since we consider fully ordered type sets, ‘between’ is well-defined.
3The closure S, of a subset S, consists of all points in S plus the limit points of S. The sets {6, ..., 6
and {5&-, ce 561;} contain all types that are added up to a considered round k.
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implementability in the limit can be seen in the section counterexamples later on.

We start in a situation with a binary type set, see Section 1.3, and call this setting 'round
0’. Successively, we add new types and index the new situations by round numbers
k =1,2,.... Exemplary we calculate the new efficient trade possibility condition for
‘round 1’ i.e., there are three types for the buyer and the seller. Hence, the buyer has
the extended type set ©; = {0F 6M 0}, and the seller has the extended type set
Ay = {6F,6M 521 Without loss of generality, we add the new types according to
the following procedure and call it uniform extension type I

Definition 1.3. (Uniform Extension Type I) Consider given agent sets I, and .Jy, for
which every agent i € I has the same finite type set ©y; and for which every agent j € J,
has the same finite type set ;. The probabilities assigned to the possible types of any agent
sum up to 1. This situation is called round 0. In every round k = 1,2, ... finitely many
new types are added to each agents’ type set. Thereby, new types 0i; and dy; are positioned
at the center between adjacent types from round k =0,... k—1.

In the following, we start with round 0, which is given by [, = 1 and Jy = 1 and the
type sets ©g = {0F, 0"} and Ay = {6, 57} and the respective probabilities, such that
fo+fi=1»

Continuing, new types are introduced,in every 'round £’, in the middle of the sub-
intervals of type sets that existed already by ‘round k£ — 1°. With this procedure, the
continuous type interval is approached, such that the first condition in Definition 1.2
is fulfilled. Since the probability of an existing type cannot increase, both conditions
of Definition 1.2 are fulfilled. We consider the case where the introduced third type is
positioned such that #7 > §f .1

Figure 1.4: Three buyer and seller types

i oM ol — |

We can now derive which condition needs to be satisfied in order achieve efficient
bilateral trade when the buyer and the seller have an extended type set with three types.
Applying Proposition 1.4, the following Observation shows a condition for reaching ef-
ficient bilateral trade.

1Since I = 1 and J = 1, we drop the indices that label the agent for ease of notation.
5Remember that by Assumption 1.2, fL = p# and f# = p’ and analogously for every round k.
16The case where 627 < ¥ can be found in Appendix 1.E.
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1.7 Comparative Statics II: From few to many types

Observation 1.6. Without loss of generality, suppose parameters are as in Figure 1.4. For
the "Uniform Extension Type I’ in round 1’, there is a social choice function which is effi-
cient, implementable as Bayes-Nash equilibrium, and yields non-negative material payoff

for every type of player if and only if

5H—9L lfL
o % o1
) 1+ 3/

>

d still denotes % and did not change from 'round 0’ to ‘round 1’. For the purpose
of illustration, assume that every type has equal probability: In ‘round 0" with a binary
type set, the condition in Observation 1.1 states that 7 > d. After adding a third type,
Observation 1.6 states that efficient bilateral trade is possible if % > d. So, even for only
one additional type, the possibility condition for efficient trade gets more restrictive.

As for the binary type set, the minimal subsidy is important to evaluate whether effi-
cient trade is possible. It is decisive, for which states of the economy trade takes place,
i.e., for which combinations of buyer and seller types trade should take place, so that
q*(0,0) = 1. From Observation 1.6 we know that the high type buyer and the low type
seller are not relevant. Intuitively, this is because even when a buyer with a lower val-
uation, i.e., 9{” , can trade with every possible type of seller, then this is as well true for
high type buyers. By the same logic, the seller with the lowest valuation does not en-
ter the implementability condition. Mathematically, for buyer’s high type (and seller’s
low type), terms of the expected surplus effect and the expected information rent effect
coincide and thus cancel out. Instead, the middle type (which is the lowest types that
can trade with every possible seller) needs to be considered. When subsequent rounds
are considered, we generalize this observation and analyze for which types the expected
surplus effect and the expected information rent effect coincide. We define the buyer
types and the seller types, for which the effects do not cancel out and thus are relevant
for the evaluation of possibility.

When the type sets ©; and A; are considered, expected surplus is given by

SC) =0 =) A —d fr (A + A7)
Expected information rents are given by
TR(:) = (fi" + A0 = 0 +d) = (01 = 01") -

1L
5 /i

L 17T > d. This is the

Expected surplus is bigger than expected information rents if
inequality we know from Observation 1.6.

The following Figure illustrates that implementation is more costly, i.e., the minimal
subsidy goes up, if we add types to the setting. The lighter shaded area 7j, known from
Figure 1.3, gives the set of tuples (f%, d), for which trade with two types is possible. If
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we add a third type, the set 7} (the darker shaded area) gives the combinations for which

efficient trade is possible, where

o — gk 2d
_ L . L 1 1

so that T} C Ty,
Given Definition 1.3, we can express the new type 0 in terms of the types 6% and 611,
Therefore we can compare the sets 7j and 7} in a coordinate system, with axes labelled

dand fr.

Figure 1.5: Bilateral trade — Comparison between ’round 0’ and ’round 1’
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Figure 1.5 implies that if efficient trade is possible in round 1, then it is as well possible in round 0’.
The opposite is, however, not true. Imagine that the ratio of overlapping is 0.5 in ’round 0’. Then,
there is no value f L can take, such that efficient bilateral trade is still possible.

Counterexamples. In order to illustrate the importance of Definition 1.2 and 1.3, we
present examples that violate the "Uniform Extension’ procedure.

Observation 1.7. Suppose parameters are as in Figure 1.4. Implementation in round 1’ is
less costly then in 'round 0’ if
2f¢

L
> .
e g
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1.7 Comparative Statics II: From few to many types

For the purpose of illustration, assume that fI* = é In ’round 0’ with a binary type set,
Observation 1.1 states that if % > d, then efficient bilateral trade is possible. Suppose now
that f{ = 1, according to Observation 1.7 efficient bilateral is possible if 1 > d. Hence,
Ty O Tp. If the probability of the low type increases over rounds, so that the second
condition of Definition 1.2 is violated, then efficient bilateral trade gets less costly. For
this result, the monotone hazard rate assumption plays no role. The probabilities on
types fi and f can be chosen such that the monotone hazard rate either holds or is
violated.

Consider next the case, where the introduced third type is positioned such that 1/ <

5M

Figure 1.6: Violating the *Uniform Extension’ procedure

o101 o'

I |
i T 1

I ] ]
r T 1

of ooy

Applying Proposition 1.4, the following Observation shows a condition for reaching
efficiency.

Observation 1.8. Suppose parameters are as in Figure 1.6. There is a social choice func-
tion which is efficient, implementable as Bayes-Nash equilibrium, and yields non-negative

material payoff for every type of agent if and only if
L+ >d.

Comparing Observation 1.6 with Observation 1.8 illustrates that violating the first
condition in Definition 1.2 makes it less costly to achieve efficient bilateral trade.

1.7.2 INTRODUCING MANY TYPES

To understand what leads to the Myerson and Satterthwaite (1983) impossibility result
when the number of types is getting large, we must analyze the following characteristics
of their model: Type sets are closed and connected sets.!” Intuitively, this means that
there are no gaps in the type set. When we add new types, we have to respect this
characteristic of the model and achieve it in the limit.

7A set B is closed if it contains the limit points of every possible sequence z,, € B, with z,, — =z,
for n — oo. A set B is connected if it cannot be represented as the union of two or more disjoint
non-empty open subsets.

37



Chapter 1 On the independent private values model - A unified approach

>

Definition 1.4. (Uniform Extension Type II) Consider the 'Uniform Extension Type I
Definition. Additionally, equal probability mass is put on all types, in every round.

Making use of Definition 1.4, we can show that a discrete specification of the model
approaches in the limit the continuous specification of the model.

Proposition 1.6. Suppose Assumption 1.1 holds. Consider the *Uniform Extension Type
IT’ procedure. There is no social choice function which is efficient, implementable as Bayes-
Nash equilibrium and yields non-negative material payoff for every type of agent if k — oc.

The uniform extension procedure is one way to assure that the discrete specification
of the bilateral trade problem approaches the continuous specification of Myerson and
Satterthwaite (1983). In the proof we show that an increase in the number of types leads
to an increase of the minimal subsidy. If sufficiently many types are introduced, then
there exists a round k£ < oo, where the minimal subsidy is positive, i.e., it is impossible
to reach efficient bilateral trade.

Public Good provision. Similar to the bilateral trade problem, the condition relates
the type distribution to the relative position of the per capita costs for the public good.

Therefore, we define
c—oF
0 — ¢’

Since 0L < ¢ < 9, the per capita costs ¢ split the type set into two sub-intervals: the

e =

first, where the costs exceed the low valuation, and the second, where the costs lie below
the high valuation. Thus, e is a measure for the net gains of free-riding. If consumer 7 has
high preferences for the public good, he faces the following trade-off: If he announces
his type truthfully, the public good will be provided for sure but he will have to pay
higher transfers than if he is lying. However, if he understates his preferences, he will
have to pay lower transfers but will risk that the public good will not be provided.

As for the bilateral trade setting, we use Definition 1.3 to show that implementa-
tion is getting more costly when more types are introduced. Analogously to the bi-
lateral trade example, we consider the case where the third type is positioned such that

L(0F 4+ 0M) > c.

Figure 1.7: Three consumer types

o1 ¢ 01 o1

] ]
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In order to efficiently provide the public good, when there are three consumer types,
the inequality in the following Observation needs to be satisfied.
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1.7 Comparative Statics II: From few to many types

Observation 1.9. Suppose parameters are as in Figure 1.7. There is a social choice function
which is efficient, implementable as Bayes-Nash equilibrium and yields non-negative utility

for every type of consumer, if and only if
L c—bf
> .
hi oM — ¢

As for the private good example, the expected surplus effect for the high valuation
consumer equals the expected information rent effect. Thus, the parameter for the high-
valuation buyer does not show up in Observation 1.9.

The comparison of Observations 1.4 and 1.9 shows that implementation is getting
more costly with three consumer types. Even for one additional type, the possibility

condition for efficient public good provision gets more restrictive. Graphically, a com-
parison of 'round 0’ and 'round 1’ resembles the graphic in the bilateral trade example

Figure 1.8: Public good — Comparison between ’round 0’ and 'round 1’

fL

0.5

T

The gray shaded area D in Figure 1.8 gives every combination of f© and e, such that

the public good is efficiently provided, i.e., Observation 1.9 holds,
— QL
DOZ {(fLae):fL >6:CH—O} .

Analogously, D; gives the tuples (fZ, e), for which efficiency is achieved, if we have
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three possible types,

Dlz{(fL,e):fL> c— 0y _ } .

oM —c 1—e

Hence, D; C Dy.
If we introduce a continuous type set to the public good setting with only two con-
sumers, efficient public good provision is impossible.

Proposition 1.7. Borgers (2015): If consumers’ valuation for the public good are inde-
pendently drawn from the interval [0F, 0], then there is no Bayesian incentive compatible
social choice function that is efficient and yields non-negative utility for every type of agent.

We provide a proof that is an adaption of Myerson and Satterthwaite (1983) to the
public good provision setting. Comparing Propositions 1.6 and 1.7, we can see that the
assumption of a continuous type set makes both efficient bilateral trade as well as public
good provision impossible. For the latter, the assumption of a large economy is hence
not necessary for the impossibility to reach efficient public good provision.

1.7.3 GENERAL CONVERGENCE

As we have seen in the previous subsections, there exist qualitatively different results
concerning implementability in discrete and continuous environments. We analyze now
how the results for discrete settings relate to the results in continuous settings. To an-
swer this question, we reconstruct our given environment, such that we are able to link
discrete and continuous environments technically and can specify how the respective
implementation conditions are related. This reconstructed environment enables us to
generalize our results concerning the effects of changing type sets or number of agents
on implementability.

The economic environment in our paper contains a set of agents, a type set for every
agent, and density functions. To combine the decisive factors for implementability, we
bundle them in the definition of an economy. This generates a set of different economies
whose elements can differ in the number of types, the number of agents, the density
functions, or the allocation functions. On this set, we define sequences and the meaning
of convergence. We frame requirements for this environment under which it is pos-
sible to align the implementability conditions in different economies. Thereby we find
that under some assumptions concerning the similarity of these two environments (type
sets, density functions and allocation functions), the implementability result in discrete
settings approaches the result in the continuous setting. We are able to approach the My-
erson and Satterthwaite (1983) result, even if we start with a parametrization, for which
efficient trade is possible. We show conditions that need to be met in order to guarantee
that we end up in an environment, that equals the setting of Myerson and Satterthwaite
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1.7 Comparative Statics II: From few to many types

(1983). This means, that it is not a sufficient condition to have infinitely many types in
the bilateral trade setting to get the impossibility result. The position of the types in the
type set and the probabilities matter. A first intuitive evidence for this relation is given
by Observation 1.1. To show that even in case of infinitely many types efficient trade
can take place, we will give some counterexamples to justify the conditions that we in-
troduce afterwards. Thereafter we formulate the environment of economies for which
we define the needed convergence and phrase the conditions, under which the infinite
number of types is a sufficient condition for the impossibility of implementation. Even
if the analysis of the counterexamples is done for the bilateral trade setting, the derived
results apply to every independent private value setting. There will be a general result,
when and under which conditions it is possible to link discrete and continuous (with
respect to the type set) settings.

Consumption Economy.

Definition 1.5. We define a consumption economy (1,0, f,q) as the tuple consisting of
a consumer set [ = {1,... n}, the Cartesian product of type sets (one type set for every
consumeri) © = X;c;O; with the corresponding density functions f; : ©; — [0, 1], where
f="(f1,---, fn), and the allocation ruleq : © — R, which maps types into allocations.

The economies can differ in the number of agents, the type set, the density function,
or the allocation rule. To relate different economies, we have to introduce convergence
to our set of economies. Especially, we want to link the finite and the infinite economy,
where we consider finite and infinite type sets. For this, we define a sequence of con-
sumption economies as given by (Ix, Ok, fx, gk )ken, Where I}, is a sequence of consumer
sets, Oy a sequence of type set, f; a sequence of density-functions, and g; a sequence
of allocation functions. We denote the infinite setting by (/.o, O, foo, o), Where we
have an infinite number of agents and types. f.., ¢~ are the corresponding density or
allocations functions. As our economy contains different formal objects, namely sets
and functions, we have to define convergence component-wise.

Definition 1.6. A sequence of consumption economies (I, Oy, fx, qx)ren converges to a
limit economy (I, ©, f,q), if the sequences of consumers, type sets, density functions and
allocation functions converge to the respective limit given by the limit consumption econ-
omy.

When we look at the convergence of an economy, we require that every element of the
economy converges. In the following we define in detail the components of an economy
sequence and the corresponding concept of convergence.

Consumers. Let I, = {1,...,ng} be the set of consumers in round k. We say, that
(Ix)ken — I if the number of consumers is increasing for k — oc.
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I}, affects the dimension of the other components of an economy. Since we need a
type set for every agent, the type set component in the economy consists of a Cartesian
product over the type sets for every single agent. The domain of the density and the
allocation function change accordingly.

Type sets. Fix a consumer set [ = {1,...,n}. An element O of the sequence (O )xen
is the Cartesian product over the consumers’ type sets in round k. Since we assume
symmetry, every consumer ¢ € [ in round £ has the same type set. We call this type set
Oyi. The component ©, of an economy in a sequence is hence given by O = (O;)".

Since the type set component of the economy is a product over many type sets, we
define the convergence of this Cartesian product element-wise, hence consumer-wise.
This means, that for every consumer i € I, the sequence of his type sets has to converge.
We use the topological concept of density to define convergence.'®

Definition 1.7. Fix a consumer set I. If we write (O )ren — O, this means (O;)ren —
©;, k — oo for everyi € I. At that, ©, gives the limit of the sequence of type sets that is
assigned to consumeri € I. Thereby, it holds, that ©; is the limit of the sequence (Oy;)ren,
if and only if, there exists a K, such that for allk > K, Oy, lies dense in ©;,V i € I.

The sequence of the Cartesian products over type sets is generated by adding new
types to every single type set of every consumer in a round k. We add the same finite
number of types to every one’s type set. As mentioned above, whenever the number
of consumers or the type sets change, the density function and the allocation rule has
to change as well. In every round k and for every consumer 7 € I, the sum over all
probabilities of types is 1. Thus, we face the following issue: Whenever we add new types
to type sets, we do not only need to assign a probability to them but also have to change
probabilities of existing types, i.e., take probability mass of the old types and redistribute
it to the new types. Thereby we make the assumption that for every single type, the
probability cannot increase over rounds. This means, that the collected probabilities of
the old types are shared exclusively among the newly added types.

Density Functions. Fix a consumer set / = {1,...,n}. The sequence ( f;)ren consists
of fr = (fxo,---, fkn), where fi; is the density function of consumer i € [ in round
k over his type set ©;. The change in the type sets means, that we face a change in
the domains of the density functions, such that the standard concept of convergence for
function sequences cannot be used. Thus, for our purpose we require that for every type
in the limit type set, that is also contained in one of the finite type sets, the difference be-
tween the probability assigned by the limit density function and the sequence of density
functions has to become arbitrarily small if the number of rounds becomes large.

18A set A C B lies dense in the set B, if A = B, thereby A = AU {lim,, a,,,a,, € A} .
Mathematically this means: ©y; = O ,_1); U{0p|m =1,..., M; M < oo}.
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Definition 1.8. Fixa consumerset] = {1,... ,n}. Wesay (fi)ren = [, f = (f1,---, [n) :
© — [0, 1]™ if for any 0 € ©, that lies also in Oy, for some k < oo, there exists a K < 00,
such that for all k > K it holds that | f(0) — f(0)| < €. This has to hold component-wise.
Hence, for every consumer k: | f;(0) — fr:(0)| < ei=1,....,nk > K.

For the allocation functions, we do not have to change the outcomes in round k for
the types that are contained in ©;NOj_;. Since we consider first-best environments, we
only have to define the outcomes assigned to new types. Since the domain changes for
allocation functions, we require analogously for the density functions that for every type
in the limit type set, that is also contained in one of the finite type sets, the difference
between the outcome assigned by the limit allocation function and sequence of allocation
functions has to become arbitrarily small if the number of rounds becomes large.

Allocation Functions. Fix a consumer set I = {1,...,n}. The sequence of allocation
functions is given by (qx)ren : (Ok)ren — (2k)ren, 2x € R, where g, : Op = (O4)" —
R,.

Definition 1.9. We say (qx)reny — ¢ : © — R, if for any 0 € O, that lies also in Oy, for
some k < 0o, there exists a K < 0o, such that forallk > K it holds that |q(0) —qx(0)| < €.

For the public good example, we have already seen in Proposition 1.5 that a finite
but sufficiently large number of consumers yields the same result as the Theorem by
Mailath and Postlewaite (1990) for infinitely many consumers: The public good will not
be provided. To apply these concepts to the private good example, we need the analogous
definitions for the producer side. The respective definitions and concepts of convergence
follow the same logic as for the consumer side and can be found in Appendix 1.D.

1.7.4 CONVERGENCE OF TYPE SET

We are now able to bring together the implementation condition in discrete and con-
tinuous settings. The terms ’discrete’ and ’continuous’ refer to the set of types - for
the private good application. We found that the implementability conditions in dis-
crete environments approached the conditions in continuous environments such that
the qualitative results concerning efficient implementation converge. Now, we can be
more precise on what we mean by ’approach the results’:

As we know from Section 1.5, efficient implementation is possible when consumers’
expected transfers exceed firms’ expected revenues. The expected transfers and rev-
enues are calculated, taking the respective incentive compatibility and participation
constraints into account. This logic also applies for continuous settings. To compare
the implementability conditions for private goods in discrete and continuous environ-
ments, we increase the number of types, while holding the set of agents fixed. We find,
that with the given definitions of economies and convergence, the expected payments
for a finite type set converge to the expected payments in the continuous economy. The
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payments that we get for a mechanism (¢, t) in a continuous environment that fulfills in-
centive compatibility and participation constraints can be found in equation (1.10). With
the same arguments, we get the convergence of the revenues for the producer side, see
Appendix 1.D.

Proposition 1.8. Let (I, 0Oy, fi, qk)ren — (I, O, foos Goo)> for k — 00. Then it holds
that for every consumert € I: Foreverye >0 dK :Vk> K

Ho) [(”(9’“7 0ri(6,9)) — {00, i 0. 9)) — 0 Oni aui (¢ 5))}%)] )

fi(Ori)
1 — Foo(0o0i)

E, [vwm, Gooi(6,9)) — 01 (Bocis gooi (6)) dew-] <e.

Thus, for the private good application, we get equivalent conditions for efficient im-
plementation of finite but sufficiently large type sets and the infinite type set.

For public goods, we know from Mailath and Postlewaite (1990) that for an infinite
number of consumer and a finite type set, the public good will never be provided if in-
centive compatibility, participation, and the resource constraints have to be fulfilled. As
shown in Proposition 1.6, we find that for a finite but sufficiently large set of consumers,
the same result is true: The public good will not be provided. While increasing the
number of agents, the number of types remains unchanged.

Summarizing, we changed the element of the economies in the private and the public
good example that had infinite dimension. For the bilateral trade application this is given
by the type set, whereas it is the set of agents in the public good example. If we approach
these infinite components of the economies (and the resulting changes in the density and
allocation functions) by a sequence of finite but increasing elements, we can generate
the same implementation result for the finite environments as for the original infinite
cases.

The stated convergence result does also apply to every possible application of the
independent private values model that fulfills the conditions. Thus, this result enables
us to link results for discrete and infinite settings. Thereby, either type sets or agent sets
(or both) can be varied from a finite number of elements to an infinite set.

1.8 CONCLUDING REMARKS

In this paper, we investigate the independent private values model when types are dis-
crete. We use this model for the analysis of how impossibility results by Myerson and
Satterthwaite (1983) and Mailath and Postlewaite (1990) are affected by the specification
of the number of individuals and the specification of the type set. The existing literature
on this topic neglects the question of how the discrete specification and the continuous
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specification of the independent private values model relate to each other. Our analysis
provides a framework to study the convergence.

Our analysis yields the following key insights: First, the impossibility results for effi-
cient bilateral trade and efficient public good provision vanish when a binary type set is
considered. Moreover, we find that the Mailath and Postlewaite (1990) result extends to
any model with a discrete set of types. The Myerson and Satterthwaite (1983) result, by
contrast, extends only to a model with a large but finite number of types.

Second, the discrete version of the independent private values model leads to the same
outcomes as the continuous version of the model if many types are introduced in the
right way. We discuss various factors that have an influence on the convergence. This
analysis does not support the presumption that the increase in the type set alone leads
to the convergence of both model specifications.

The analysis was made possible by a combination of insights from the non-linear
pricing literature and mechanism design. We believe that the applicability of a large class
of problems that have been studied in the empirical economics and behavioral economics
literature can be simplified by using the discrete specification of the independent private
values model.
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APPENDIX 1.A PRELIMINARIES

Lemma 1.1. For alli, the incentive constraints in (I C¢ ) hold if the following local incentive
constraints are satisfied: For anyl < s,

V(05 | 0, 0:(0-:,0;)) — T(0) = V(O | 0, q:(0—i,071)) = T(6;) (1.11)

7

and for all [ > 0,
V(0; | 05, qi(0-4,65)) — T(0) > V(6" | 6], q:(0-5,0, 1)) = T(0;71) . (1.12)

Moreover, the local incentive constraints imply that, for all i, q(6_;,0%) > qi(6_;,6:"), for
alll > 1.

Proof: We first show that ¢;(6_;, 0!") > ¢;(6_;, 6!) for each i and each . Equation (1.12)
as stated in the Lemma for 0, = 9%“:

VO 107, ai(0-,0:71) = T(0;) = V(0 | 07, ai(0-,67)) — T(05) -

Adding equation (1.11) as stated above yields:

V(05 | 67, q:(0-3,00) + V(O | 0,7, qi(0-:,6;7)) = T(0) — T(0;7) >

7 (2

V(O] 05, q:i(0-:,671) + V(6L | 07 qi(0-;,60)) — T(6:+) — T(6))

(2 K3

& V(0 0, a:(0-0,00) + V(O 107 qs(0-5,6,7)) >

(2

VO | 00—, 0771)) + V(0 | 077, 0:(0-:,07))

77 2

S VO 107, a(0-:,07) = V(0| 07, 4:(0-4,6})) =
V(0| 01, qi(0-i,0) = V(; | 07 0:(0-4, 7))

K3 3

Since ) > 6; implies that v,(6), ¢;) > vo(6;, ¢;), this holds, as long as ¢;(0_;, 6™) >

q(Q,i, 65)
We show that equation (1.11) implies that
V(0 10, 4i(0-:,00) — T(0;) > V(0,7 | 07, 0:(0-:,0,7%)) — T(0;7) .

7 (2

To see this, rewrite equation (1.11) as
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V(6! |6, q:(6-:,600))—T(6;) >
V(Qﬁ—H | ‘954—17 Qi<9—i7 9l+1)) - T(Qi_‘—l)

(2

— [V 107 (0, 071) = V(O | 07, 0:(0-1,6,))] -

7 1

Since ¢;(0_;,0°72) > ¢;(A_;, 0), we have

3 K3

V(0; ] 65, q:(0-:,0;))=T(0) >
VO 107 ai(0-5,071) = T(6;)

1

- [V(‘%H ‘ 9§+1,q1’(9—z’>91’+2)) - V(‘%H ‘ 927%(‘94, 91'+2))] .

3 7

Moreover, condition (1.11) for #; = 92“ is

VO 05 gi(0-0,051) = T(O1) = V(02 | 0, qi(0-1,00%) — T(01H)

3 (2

Adding the last two inequalities yields

V(O | 05, ai(0-0,60) = T(05) = V(0,7 | 6], qi(0-:,0,7%) = T(01) .

7 (2 77 (2

Hence, an individual with preference parameter 6! does not benefit from announcing

0!72. Tterating this argument once more establishes that this individual does neither

benefit from announcing 03, etc. The proof that an individual with preference param-
eter 0! does not benefit from announcing Hﬁﬂ , for any j > 1 is analogous and left to the

reader.

Lemma 1.2. Suppose that, for some individual i, all local downward incentive compati-
bility constraints are binding and that q;(0_;,0}) > q;(0_;,0:™"), for alll > 1. Then all

(2 (2
incentive constraints of © are satisfied.

Proof: If all local downward incentive constraints are binding for individual ¢, this im-
plies that, for all [ > 1,

T() =Y AV | 6F,a:(0-i,65)) = V(6; " | 0, qi(6—i, 61 71))} + T(6)) -

k=1

Using that v;(0?, ¢;) = 0, for all [ > 0, the equation can be equivalently written as

3 7

-1
=) AVOF | 05 qi (0=, 68)) — V(05 | 6F, qi(6_,0%))} + T(67) .
k=0

To establish incentive compatibility, Lemma 1.1 implies that it suffices to show that
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all local upward incentive constraints are satisfied, i.e., for all [,

V(O; | 05, 0:(0-i,07)) = T(0F) > V(O™ | 0, qi(05, 671) = T(OF)

7 (2 77 (2

or equivalently,

V(O 10 qi(0-5,071) — T(67)

2

— VO 107 (00, 071) = V(O | 0, 0:(0-3,677))] -

) 77 7

By T'(6}) = V(0! | 61, q:(6-i, 61) =D, {V (OF | 657", qu(0-, 61) =V (6] | 0, 4s(0-1,61)} +

(2
T;(6?), this inequality can be written as

-1
> {VOF | 05 qi(6-i,05) =V (6F | 0F, qi(6_,05))} >
k=0
l

D {VOF [ 05 qi(0-i,08)) — V(65 | 0F, i(0-;,07))}

k=0

— [V 1 0, (0, 01)) — V(O | 6L, qi (0, 01))]
or

V(ei-‘rl | 05—’—17 Qi(g—ia 95+1)) - V(QE—H | 957 Qi(e—ia 954_1)) Z
V(0L 05 qi(0_5,04) — V(6L | 6L, q:(0_i,0%)).

As 07! > !, the inequality is satisfied if

(0, 01) > gi(0-;,0.) .

7
These monotonicity constraints are satisfied by assumption.

Lemma 1.3. If for individual i, all local downward incentive compatibility constraints are
binding, then the expected utility of individual i from ex ante perspective is given by

1— F(6)

oy | T

B[00 a0) ~ 6(6)] = B | (65 (6)) ~ v(0ra(6)
Proof: Equation

T(0;) =V (0; | 0}, 4:(0-:,6}))

3 2

-1
=Y AVOF [ 0 qi(0-i, 0F)) — V(65 | 0F, qi(6—i,05))} + T(6Y) ,
k=0
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in the proof of Lemma 1.2 and the law of iterated expectations imply that,

S

E)[t:(0)] = Z fij(ef)

J=0
B

= Z fijE(gfi) [0(93, Qi(e—iu 05))]

=0

LS STV | 05 q0-0.08) — V(B | 6, qi(0-,,65))} + T(60)
=1 k=0
B0l 0:(0))] + T(°)

s 7—1
=D Y AV 105 400, 6F)) = VIOF | 67,004, 67)))

j=1 k=0

= Egv(b,q¢(0))] + T(G?)

-2 (1 - fo) (VO 07, qi(0-0,00)) — V(07 | 0],q:(0-,67))}

j=1

= E(g) [U(9i7 Qi(e )] + T<910)

i S , o S R N
> VOl 07 qi(0-:,07)) — V(6] lﬁi,qi(G_i,Hi))}f—fo‘f]
Jj=1 i

_ E@wwmmmn—ﬁw[ww;%w»—vwwmm»l§£§@]+Tw%

Lemma 1.4. For all i, if the (PC¢) is satisfied for 0; = 07, then it is satisfied as well for
all 9; # 6.

Proof: Let 0; # 6?. Then, by the incentive constraints in (1.12)

V(Gﬁ \ 91-,%(94795)) - T(Gﬁ) > V(Q? \ 94,qi(9,i,0g)) - T(Q?) .

K3 K3

Moreover, §; > #? implies that the right-hand side of this inequality exceeds

K3 7

which is non-negative by (PC¢) for 6; = §?. This proves that (PC¢) is not binding for
0; # 6.

Lemma 1.5. Let q be an arbitrary given provision rule. Consider the problem of choosing
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a mechanism (t1, ..., t,) in order to maximize total transfers

Z ti(e)] ,

subject to the incentive compatibility constraints in (1.12) and the interim participation
constraints in (PC¢). At a solution to this problem, the participation constraint in (??) is

E(s)

binding for 0; = 09 and is slack otherwise.

Proof: By Lemma 1.4 we only need to show that it is binding for §; = 6. We show that
it is possible to increase the expected payments of individual 7 in an incentive compatible
way if, for some i, the participation constraint for 6; = 6 does not hold as an equality. It
is instructive to rewrite the incentive compatibility constraints in (1.12) as follows: For
each 4, for each 95 € ©,, and for each 91 #+ 95 € 0,
V(0 | 05, 0:(0-3,60) = V(0 | 6, 0:(0-4,6)) > T(0}) = T(6) .

Consider a new payment rule for individual 7 such that for each 6; € ©;, T(6!) increases
by some € > 0, this implies that the right-hand side of the incentive constraints states
above remains constant, i.e., the increase of i’s expected payments does not violate the
incentive compatibility. Since revenue increases in the expected payments of individual
1, the revenue maximizing mechanism must be such that a biding participation constraint
for §; = 09 prevents a further increase of individual i’s payments.

Lemma 1.6. Let q be an arbitrary given provision rule. Consider the "relaxed problem" of
choosing a mechanism (1, ..., t,) in order to maximize total transfers

Zti(e)] ;

subject to the downward incentive compatibility constraints in (1.12) and the ex interim
participation constraints in (PC¢). At a solution to this problem, all downward incentive

E(o)

constraints are binding, and the participation constraint in (??) is binding for 0; = 09 and
slack otherwise.

Proof: It is straightforward to verify that, for all 7, all downward incentive constraints
are binding. Otherwise the expected payments of some individual could be increased
without violating any one of the constraints of the relaxed problem. It remains to be
shown that, for all i, the participation constraint in (PC() is binding for §; = 6% and
is slack otherwise. By Lemma 1.4 we only need to show that, for all 7, the participation
constraint in (PC(¢) is binding for §; = 6. Suppose otherwise, then is was possible to
increase T'(6?) without violating any constraint.
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Lemma 1.7. Let q be a given provision rule with the property that for all i, and all [, the
monotonicity constraints q;(0_;,0') > qi(0_;,0""") are satisfied. Consider the problem of
choosing (ti, ..., t,) in order to maximize the total transfers

th‘(‘g)] )

subject to the incentive compatibility constraints in (1.12) and the interim participation
constraints in (??). The maximal transfers at a solution to this problem is equal to

E(o)

- 1— F(6;
Eg) ( )}

> {vwi?%( D = 067, (6) — vl O}

Proof: First, consider the "relaxed problem" of maximizing expected transfers subject to
the local downward incentive constraints in (1.12) and the participation constraints for
0; = 6°. The arguments in the proofs of Lemma 1.4 — 1.6 imply that, for all 4, all local
downward incentive constraints as well as the ex interim participation constraints are
binding for 6; = 6?.

Since the given provision rule ¢ satisfies the monotonicity constraints in ¢;(6_;, 6}) >
qi(0_;,071) for all i and all /, Lemma 1.2 implies that all incentive compatibility con-
straints are satisfied at a solution to the relaxed problem. Hence, the solution to the
relaxed problem is the revenue maximizing mechanism.

Given that all local downward incentive compatibility constraints are binding, Lemma
1.3 implies that, for all ¢,

1 — F(6)
f(0:)

Since the participation constraints are binding, for all i, whenever 6, = (9?, we have
T;(09) = —u,, for all 7, and hence

Em%@HZE@[N%%w»—{MWﬂM®)—M%%Wﬁ} }+Ew0‘

n

~Su

=1

1— F(6)

E) £(0,)

Z v(0;,4:(6,0)) Z{v 7 qi(0)) —v(0;,q:(0))}

Lemma 1.8. Forall j, the incentive constraints in (IC'r) hold if the following local incentive
constraints are satisfied: For any [ < r,

R(éj) - K((Sé | 7y] (6—37 61)) 2 R(65+1) - K<5§+1 ‘ 7yj (5—37 5l+1)) ) (1-13)
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and foralll > 1,
R(0}) — K0} | 8, y;(8-5,87)) > R(0;1) — K(677 1 | 0, 95(6-5,8571)) . (1.14)

Moreover, the local incentive constraints imply that, for all j, y;(5_;,05) < y;(0_;, (5l b,
foralll > 2.

Proof: We first show that y,(J_;, 5l+1) < y;(d_;,0") for each j and each I. Equation
(1.13) as stated in the Lemma for §; = 5; L,

RO — K |87 5,0-5,007) > RO — K| 67, ,(65,60)
Adding equation (1.14) as stated above yields:
K05 185, 5(0-5,071) = K (05 | 65, 5(6-5,))) 2
K(8 1657 y5(55,8571) — K (6 | 6; Lyi(6-5,0L)).

Since 6] > d;, this implies htat ko (0, y;) > ka(0', y1), aslongas y;(_;, 0') < y](é_]jl h.
We show that equation (1.14) implies that

R(85) = K (05 105,950, 0)) 2 R(;) = K857 05,45(0-5.6,77)) -
To see this rewrite equation (1.14) as

R(03)—K (85 | 5, y;(6-5.67)) =
R(6571) — K (05 | 057, ;(0-5,6571)
+ KO 05 yy(0-5,0571) — K (7 | 05, 5(0-5,857 )] -

Since yj((;_],él %) > yj(é_],5l 1), we have

R(05)—K (8 | 8,05, 07)) =
R(OY — K (651 0471 y;(0-5,0171)
+ K(672 ] 0l l,y,(é,],él %)) = K(052 | 6L, 4;(0_5,657%)) .

Moreover, condition (1.14) for §; = 5}‘1 is
RO = K@ 005005, 0571) = ROV2) — KO 6170, 55(65,002))
Adding the two last inequalities yields

R(35) = K (35 | 95,9505, 03)) = R(0;%) = K (97 | 05, 9;(0-5,057%)) -
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Hence, a firm with technology parameter (5; does not profit from announcing 52_2. It-
erating this argument once more establishes that this firm does neither profit from an-
nouncing 5;‘3, etc. The proof that a firm with technology parameter 55- does not profit
from announcing 5;7]' , for any j > 1 is analogous and left to the reader.

Lemma 1.9. Suppose that, for some firm j, all local upward incentive constraints are bind-

ing and that y;(6_;,0%) > y;(0;, 6;’1), foralll > 2. Then all incentive compatibility

constraints are satisfied.

Proof: If all local upward incentive constraints are binding for firm j, this implies that,
foralll <,

r—1

R(5)) =D {K(5} | 85,555, 05)) = K(85 | 6}, y;(0-5,677))} + R(SF) -
k=l

For all [ > 2, the equation can equivalently be written as

R(d;) =K (5l-| 05,4305, 03))

+ Z {K(05 | 07, y;(6-5,07)) — K (&5 | 7", 9;(0-5,67))} + R(65) -

k=l+1

To establish incentive compatibility, Lemma 1.8 implies that it suffices to show that all
local downward incentive compatibility constraints are satisfied, i.e., for all /,

R(67) — K (05 | 6, y;(6-5,05)) > R(637") — K (057" | 65, 9;(6-5,0571))
or equivalently,

R(07)—K (85 | 85,9;(0-5,07)) >
R(07) — K671 | 07, y;(0-5,0771))
[ (5l ! | 5l 1’%(5_]’51 1)) (5;_1| ’yj(é—mél 1))]}

By equation
R(d;) =K (5l-| 05,43 (0-5,05))

+ Z {K (05 167, y;(0-5,07)) — K (87 | 65,905, 05))} + R(0") ,

k=l+1
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this inequality can be written as:

Z {K (55 | 07, ;(0-5,05)) — K (37 | 67, y;(0-5.07)} >
k=Il+1
r—2

Z{K@]’? K ayj<5—175k)) (5k | 5k 17%(5_”51{))}

k=l
+ (K05 05 y5(0-5,0571)) — K (05 | 05,5(0-5,.0571)]

or

(5l ’51 17%(5*]751)) (5l ‘ yj((s,j,él)) Z
(5l ' | 5l 17?/3(5—J75l ) - (5;_1 | 5lvyj(5—w5l ) -

This inequality is fulfilled if
Y (0_5,0571) > y;(6-5,6%) .
These monotonicity constraints are fulfilled by assumption.

Lemma 1.10. If for firm j, all local upward incentive constraints are biding, then the
expected profit of firm j from ex ante perspective is given by

B0 (6) = h(53 15 (0)] = Eo [1605,04(6)) = K57 s 252 | + i)
Proof: Equation
R((sé') = (5l‘ | i Yj (5—J751>>

+ Z {K(05 | 07, y;(0-5,07)) — K (&7 | 6, 95(0-5,67))} + R(8")

k=Il+1

in the proof of Lemma 1.9 and the law of iterated expectation imply that
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= PiR(5})
=1
=2 (B, (85, 3565, 03)]
+ Z {K (0} | 07, y;(5-5,07)) — K57 1 67", y5(6-5,67))} — R(5)
k=i+1

= K¢ )[k(5jayj(5))] — R(07)

Zp] Z {K (5k ‘ i Yj 5*]» )) - K(éf ‘ 6;‘3_173/3'(5*%(5?))}

i=1 k=i+1
= E[k(8;,;(9))] — R(55)
r r—1
>y K | 0 (5-5.89) — K(8; | 65" (6-5.8))}
i=1 k=i
. P(9;) .
= E@ k005, 9500)] +Eg) |15, 9;(0)) — k(05 y;(6, 5))}p(5,) — R(5})
J
Lemma 1.11. For all j, if the (PCF) is satisfied for 0; = 07, then it is satisfied as well for

dj # 07
Proof: Let 0; # 0}. Then by (1.13)
R(65) — K (05 | 6, y;(6-5,05)) = R(67) — K (0} | &7, 9;(0-5,65)) -
Moreover, ¢; < 0] implies that the right-hand side of this inequality exceeds
R(67) — K(05 | 05,y,(0-5,03)) ,

which is non-negative by (PCF) for d; = 47. This proves that (PCF) is not binding for
all ; # ¢7.

Lemma 1.12. Let y be an arbitrary production rule. Consider the problem of choosing a
mechanism (11, ..., T,,) in order to minimize revenue

er)] |

Es)

subject to the incentive compatibility constraints in (1.13) and the interim participation
constraints (PCr). At a solution to this problem, the participation constraint in (PCr) is
binding for 0; = 07 and slack otherwise.
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Proof: By Lemma 1.11 we only need to show that it is binding for §; = 47. We show
that it is possible to decrease expected revenues of firm j in an incentive compatible way
if, for some j, the participation constraints for 0; = ¢; does not hold as an equality. It
is instructive to rewrite the incentive compatibility constraints in (/Cr) as follows: For
each 7, for each 5; € Aj, and for each 53- #* 5;- €A,

R(0Y) = R(0;) > K (8% | 6%,y;(0-5,05) — K (05 | 8, y;(5-5,;)) -

Consider a new revenue rule for firm j such that for every §; € A}, R(é;) decreases
by some € > 0. This implies that the left-hand side of the incentive constraint remains
constant, i.e., the decrease of j’s expected revenue does not violate the incentive compat-
ibility. Since revenue increase in the expected transfers to firm 7, the revenue minimizing
mechanism must be such that a binding participation constraint for §; = 47 prevents a
further increase of firms j’s revenues.

Lemma 1.13. Let y be an arbitrary given provision rule. Consider the "relaxed problem"
of choosing a mechanism (r1, ..., T,,) in order to minimize total revenue

Zﬁ'@)] :

J=1

Es)

subject to the upward incentive compatibility constraints in (ICr) and the interim partic-
ipation constraints (PCr). At a solution to this problem, all upward incentive constraints
are biding, and the participation constraint in (PCF) is binding for 6; = 0} and slack
otherwise.

Proof: It is straightforward to verify that, for all j, all upward incentive constraints
are binding. Otherwise, the expected revenue of some firm j could be decreased without
violating any one of the constraints of the relaxed problem. It remains to be shown that,
for all j, the participation constraint in (PCF) is binding for §; = 47. Suppose otherwise,
then it was possible to decrease R(J7) without violating any constraint.

Lemma 1.14. Let y be a given provision rule with the property that for all j, and all [, the
monotonicity constraints y;(6_;, ;) < y;(d_;, (5;*1) are satisfied. Consider the problem of
choosing (ry, ...ry,) in order to minimize the total revenue

er(d)] :

subject to the incentive compatibility constraints in (IC¢) and the interim participation

Es)
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constraints (PC¢). The minimal revenue at a solution to this problem is equal to

Zk (65,y;(0 ZR((V),
j=1

Jj=1

Z{k 3>93(0)) — k(05 ,y;(6

Proof: First, consider the "relaxed problem" of minimizing expected revenues subject
to the local incentive constraints in (1.13) and the participation constraints for d; = 47.
The arguments in the proofs of Lemma 1.11 — 1.13 imply that, for all 7, all local upward
incentive constraints as well as the participation constraint for §; = 47 are binding.

Since the given production rule y satisfies the monotonicity constraints in y;(_;, é) <
y;j(0_j,6; ) for all j and all /, Lemma 1.9 implies that all incentive compatibility con-
straints are satisfied at a solution to the relaxed problem. Hence the solution to the
relaxed problem is the revenue minimizing mechanism.

Given that all local upward incentive compatibility constraints are binding, Lemma
1.10 implies that, for all j,

P(5;)
p(d;)

Since the participation constraints are binding, for all j, whenever §,; = ¢7, we have that

E@) [15(6)] = E) {{k’@j»yj((s)) — k(0 ;(0))} - kz(éj,yj(é))} — R(67) .

r(ég) =1 for all j, and hence

Z{k 5950 (5],y](5))}];((§;))—2k 0,00 ] S,

Jj=1
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APPENDIX 1.B  PROOFS OF PROPOSITIONS AND COROLLARIES

Proof of Proposition 1.3.

Consider the ’first relaxed problem’ of maximizing expected transfers subject to local
downward incentive compatibility constraints in (1.12) and interim participation con-
straints in (PC¢). The arguments in the proofs of Lemma 1.4, 1.5 and 1.6 imply that,
for all ¢, all local downward incentive compatibility constraints as well as the interim
participation constraints are binding for ¢; = 6°. In these Lemmata the provision rule
for the publicly provided good is not taken as given. However, this does not affect the
logic of the argument.

Given that all local incentive compatibility constraints are biding, Lemma 1.2 implies
that, for all 7,

Eg,5)[ti(0,0)]

=E.5) KU(&, 4:(0,0)) — {v(67, 4:(0,0)) — v(6s, 4: (9, 5))}1_—]%

f(0;)

Since the participation constraints are binding, for all 7, whenever 6, = 9?, we have
T(09) = —u,, for all 4, and hence

)} +T(07) .

Ep,5)[ti(6,0)]

s | (0061 0(6,9) = 1o67.06.0)) — 00806, S5 )| -
Second, consider the ’second relaxed problem’ of minimizing revenues subject to the
local downward incentive compatibility constraints in (1.14) and the interim participa-
tion constraints in (PCr). The arguments in the proofs of Lemmata 1.9, 1.11 and 1.12
imply that, for all 7, all local upward incentive compatibility constraints as well as the
interim participation constraints are binding for §; = 0". In these Lemmata the produc-
tion rule for the good is not taken as given. However, this does not affect the logic of the
argument.

Given all local incentive compatibility constraints are binding, Lemma 1.9 implies, for
all 7,

Ep5)[r;(0,0)]

_ P(o; r
B | (00500.5)) + (605,400.8) — 16715 0.0} 2 )| + i)
j
Since the participation constraints are binding, for all j, whenever 0, = 4", we have

R(0}) = m;, for all j, and hence

- P(é5)
E(gﬁ) |:<k(6j,yj(0, 5)) + {k:(éj,yj(e, 5)) — k(éj ,yj(G, 5))} p(éj) ):| +ﬂj .
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Consequently, a necessary condition for the implementability of {(g;)i_,, (v)7-,} is that

n

Eo.s) [Z (vwi,qz-(e,a)) ~ {0(6 . 45(8.8)) — w65, 0:(6, 5))}1}{;;)90 —u)] >

S . e PQ;)
{Z( 5305(6.6)) + {K(53,1;(6.5)) k(aj,ij,a))}p@j)m)l

Jj=1

Proof of Proposition 1.4.

Suppose that the condition in Proposition 1.4 holds. We need to show that we can con-
struct a payment scheme satisfying all relevant constraints. Suppose first that the condi-
tion in Proposition 1.4 holds as an equality. Then we can choose a payment scheme that
solves the relaxed problem, that we studied in the Proof of Proposition 1.3. To show this,
we need to verify that the payment scheme which solves the relaxed problem in Propo-
sition 1.3 satisfies not only the local downward incentive compatibility constraints, but
all incentive compatibility constraints. This is a consequence of the Lemmata 1.2 and
1.9.

Since the given provision rule ¢; satisfies the monotonicity constraints ¢;(0_;,0;",5) >
qi(0_;,0;,0) for all 7 and all [, Lemma 1.9 implies that all incentive compatibility con-
straints are binding. Lemma 1.3 implies that, for all ¢,

Eg,5)[ti(0,06)] =

E(e.s [(vwi,qi(e,a)) — {o(6F, 4:(6,8)) — vw@-,qi(e,a))}l‘m)] LT |

Now choose

) = s {Z( ],yjeé>+{k<6j,yj<e76>>k(éj,yxe,a))}m?))ﬂj]

1
)

> (0005 0(0,9) = 1167 0:0.6)) — 61, ai0.00) o) —ui] ,

i=1

for all 7. By assumption this is smaller or equal to zero, so that the interim participation
constraints are satisfied, for all 7. It remains to be shown that budget balance holds. This
follows since, by construction,

59



Chapter 1 On the independent private values model - A unified approach

E(9,5) t;(0, 5)]
1

3

1

-

-
I
A

= Eug) v (0, 6:(8,6)) — {v(6;, 4:(6,6)) — v (0, ai 6, 5))}1_F@')>

1T

= Egpy)

7

-
Il
—

v(0:,4i(0,8)) — {v(6;,4i(6,5)) — v(0:, qi 0, 5))}1—W>]

M=

I
N PN

By | S (505, 55(6,8)) + (555,550, 8)) — k(57 550, )} 20 m)]

p(d;)

.
Il
—

-

-
I
—

—E.5)

(0(65, (0, 8)) — {v(6] . 4:(6.5)) — v(0, qi<e,6>>}1}£ffi) - u)]

Proof of Proposition 1.5.
Recall that at a solution to consumer transfer maximization

T;(0") = 0*Qp (0")
and
T(0™) = 0" (Q7(0™) — Q7 (%)) + 0" Q7 (6")

which implies that
n_ 1 - H\gH (An(pHY _ on(pL Il
R —n;{fw 0T (Qr(O™) — QI (67))} + 0FQ(HY) .

We can view the transfer maximization problem as consisting of 62Q7(6) that every
consumer has to pay and an incremental transfer if f(67)0% (QT(67) — Q7 (6%)) that
applies only for consumers with a high valuation for the public good. Proposition 1.5
states that the revenue due to these incremental payments goes to zero as the number
of consumers becomes large.

To proof this, we proceed in two steps:

Step 1. We first show that lim,, V" = 0, where

1 n
V"= mann()E Z (Q?(QH) - Q:L(QL)) .
i=1

Fix . The weight of Q,,(¢') in > (Q7(0%) — Q7(0*)) is given by

W () = m(O') £ (1= (OO (nm(8) £ (07O (1 (67
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where m/(0') is the number of individuals with ¢, = 6.
Consequently, Q" (6') is chosen equal to 1 if w™(#) > 0 and equal to 0 otherwise. Equiv-

o 1, if m(9/)2f9H ’
Q<9):{0 ;f m?@’)<féeH§.

alently,

Substituting these expression into V" implies

n

Z (Z)f(eH)r(l — O — (n— &) f(OTY (1 — F(OTY)

m:f(@h)n

1
R
n

where f (QAH)n is the smallest integer larger than n f(6%). Equivalently,

n __ 1 n n Hha Hones (L .
v f<9H><1—f<eH>>x:f%)n ()f (07" (1= ;O™ (5 = £(6)
_ 1 " m(6) B . .
- e F(O) z_%)npmb (—n —x) (5, — M) -

Note that @ = 23" | 2z, where (2;)I_, is a collection function of ii.d. random vari-
ables such that z; = 1if §; = 0% and 2; = 0 otherwise. By the strong Law of Large
Numbers, for any € > 0,

@—f(eﬂ)‘x):o.

ltmy,—ooprob (‘
Hence, lim,, o, V" = 0.
Step 2. Under any incentive compatible mechanism, £+ >"" (Qr(07) — Q7(6*)) con-
verges to zero. It follows from the incentive compatibility constraints that Q7 (60%) —
Q7r(6%) > 0. This implies that £ > (Qr(#7) — Qr'(6*)) > 0. By Step 1, the upper
boundon £ > | (Q7(6") — Q7 (6*)) converges to 0. Hence, = -7 (QF(67) — Qr(64))
also converges to 0.

Proof of Proposition 1.6.

In order to proof that a further increase in the message set leads to Myerson and Sat-
terthwaite (1983) impossibility result, we proceed as follows. In eachround k = 1,2, . ..

we introduce more types for the buyer/the seller by placing new types at the center of
every given sub-interval of [0, 0] and [07, §7]. The partition into sub-intervals, we
have in the beginning of round & is defined by the types set in all previous rounds. Thus,
after round k we are facing a partition of [#, 0] into 2*=! . 2 = 2* sub-intervals and
the number of types is given by #0 = 2% 4+ 1, #A = 2% + 1. Since the first introducing-
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round, we have added 2% — 1 types. In terms of the original types, the introduced types
are given by

1=1,...,2*
1
gL = ST (6" —0") (1 —2%) + (14 29))
1
oL = Sr (6" —0") +1)
k_ [ —2F l

Consider the Example and the mechanism that include 2¥ + 1 types. There is a social
choice function which is efficient, implementable in Bayes-Nash equilibrium and yields
non-negative material payoff for every type of individual if and only if

1 1
l—2k2k—l—|—1 - l2k—l+1
H L k
(5 _9) E_ |: 5 ST _<2 _lkB+1) _E %W>O’

=l I=lxp

where | = [, is the index of the buyer with valuation ¢’ :== min{f : § > 67} is the
lowest type, that does not lie in the interval 7 — #* in round k.

Remark: In every round k = m, the types introduced in round {1, ..., m — 1} are given
anew label, such that after round k& = m there does not exist any type 6%, 6. with k # m.
We assume that all types have equal probability ﬁ

Idea. Since the consumer perspective can be translated into the producer perspective by
adjusting the indices, we only consider the consumer side to give an intuition for the
stated result:

« To calculate the expected surplus in a certain round £ (and thus to find out, if effi-
cient implementation is possible), we sum up the gains from trade for all possible
states of the world (combination of types), weighted with their probabilities.

« All types (expect the lowest and the highest) enter this sum positively and neg-
atively. Positively, because buy the utility the considered type would get. And
negatively, because each type is part of the information rent calculation of the
type just below him. If these terms are equally high, the considered type does not
enter the decision concerning efficient implementation.

« All 6L for which q(6,-) = ¢(8"".-), for all 8., (holding k fixed), cancel out. The
reason is, that the probability mass of all positive and negative (hazard rate term of
the type below 6. ) terms are equal. (The expected information rent effect equals
the expected surplus effect.)
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If the condition above does not hold for the neighboring types, there remains a
residuum by summing up the positive an negative terms, which means, that the
considered type enters the expected surplus in a positive way.

The weight by which a specific buyer 0! enters the expected surplus is the prob-
ability of the state (6L, 6L), for which q(6L,6L) # ¢(8' ™", 6.) multiplied with the
sum over all probabilities of higher types. (This comes from the specific form of
the hazard rate in discrete settings.)

This is true for every buyer ¢} < g5,

Adding up and rearranging all these terms provides the stated result.

Proof of Proposition 1.7.

Consider the Mailath and Postlewaite (1990) setup for I = {1,2},0 = [6L, 67]. We

assume, that 0% + 6 > 2¢. Then the efficient allocation rule is given by

(6)_ 0, if 91+92<20,
=11, if 0,46, > 2.

Then g can be implemented, if and only if

= Z E ] > Eplq(8)]

7,12

Or equivalently,

f1(61) AN

/91 /6 ( o 1RO, _iﬂ@> 260 62)f,(01) Fal62) 0610

> 0/91 /92 q(01,02) f1(01) f2(02)d0,dO,

/avl /ma${9L 2c¢—61} 2 (91 fl (‘91> * 62 f2(92) fl (91)f2(62>d61d92

9H

Z C/;\/ 1f1(01)f2(02)d91d92

maz {0 2¢—0:}
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The left-hand side of the inequality can be written as

e 1 B 1 — Fi(6y) ) B }
/91 /mm{ag,gcel}z [(91 oy 02 [(82) = 1+ Fa(fa) | fi(61)d6rdb,

_ 1 1-=F(6)
—/01 [2 (91 NAOR >F2(92)

— max{0%,2c — 0,y Fy(max{0%,2c — 6,}) — / F5(05)db,

maz{0%,2c—01}

Z3

+ 01

maz{QQL,Zchl}

3
— 0 4 max {0, 2¢c — 0.} + /

maz{0L,2c—61}

_ /9 % ((01 _ %51()91) + maz {6, 2 91}> (1 — Fy(maz{6%,2¢ — 6,})) f1(6:)d6,

FQ(GQ)CZQQ] f1(61)do,

Case 1: max{0%,2c — 6,} = 2c — 0.

20—91H .
/2 % (01 _ 1 flgl(fl) + 2¢c — 01) (1 — F5(2¢ — 9{{» f1(6,)d6,

[ (0= R0 - Rae—0) + 20001 - Faf2e — 01)) o

03

/2c—9f1 Fy(2c — 0 [1 — 2¢f(61) — Fy(61)] db,

o3

20—9{{ 1 20—9{{
+/ Cf(@l)del — —/ (1 - F1(91>>d91
0 [%

5 2 Jox
1 20—9{1
= 5/ [Fo(2¢ — 0f1) — 1] (1 — F1(61))d0; + cFy(2¢ — 67
0%
1 QC—G'IH

- /9 Fa(2¢ — 01)2¢£(6,)d6y

o1
Case 2: max{0%,2¢c — 0,} = 6%.

©l 1— Fi(0,)
L s (=T ek ) nean

o
- / Fi(6:)d6
2

2C*ng c—@{i
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_/QQH (1— Fy(6,))d6, + 0XF(6,) H9H>

0—0{{ 2c—

oy
(01— (2¢ — 0" Fy(2¢ — 01)) —/ 1d0, + 051 — Fy(2¢ — 7))
2

H
c—07

(057 — (2c — 6] ) Fy(2c — 6]7) — 637 + (2¢ — 0) + 65 (1 — F1(2c — 6{")))

l\DI»—ll\DI»— [\Dli—

(0% — 0™ (1 — F1(2¢ — 07)) + ¢ — cF1(2¢c — 67)

Combining Case 1 and Case 2 the left-hand side of the inequality is given by

/6 1 ((91 _ %M + maz{0F, 2 - el}> (1 — Fy(maz {0}, 2¢ — 0,})) f1(0:)d0,

2 (61)
1 2c GlH
) / [F2(2c — 01') — 1] (1 — Fy(61))dby + cF(2¢ — 6/)
92
1 2c 9{1
- 5/ Fy(2¢ — 01")2cf (61)db,
0%

+ 1(QL — 0 (1 = Fy(2c— 0{")) + ¢ — cF1(2c — 0]

/2c " [F2(2c — 0{") — 1] (1 — F1(61))d6: + ¢

N | —

2c—07
_ %/ Fy(2c — 07)2¢ £(0)d0; + <9L 01 (1 — Fy(20 — 01))
0%

The right-hand side of the inequality can be written as

03"
C/ / 1f1(91)f2(92)d91d(92
01 J maz{6F 2c—6,}

/ (1— Fy(maz{6%,2c — 0'})) £,(6,)d6,

Z3

2c— GH
/ (1 — F>(2c—07")) f(61)dor + / 1f(6,)db,
oL 2

H
c—01

20—9{1
(/ Lf(01)d0; — /9 F2(20—0f)f(01)d91>
( 20 9H

1- 5 (2¢ — QH)f(Ql)d91>
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The inequality can hence be written as

1 20—01H
5 /L [FQ(2C — 9?) — 1} (1 — F1<91))d(91 +c
65

1 2079{{ 1
_ 5/ Fy(2c — 61)2ef (61)d6y + 5 (6% — 611 — Fy (2 — 611)
0%

QC—Q{J
> c (1 — /9 Fy(2c — ef)f(el)del)

L
2

%/6 T [R2e - 01) —1](1— Fy(6)))d6, + % (0F — 07\ (1 - Fi(2 — 67))

L ~
2

~~

<0 <0
>0

The inequality cannot be fulfilled. The public good can therefore not be provided effi-
ciently.

Proof of Proposition 1.8.
Reminder: f, Fp are the density-, distribution function in the discrete environment. For
every individual, they are defined as follows:

0l+;+0l
fp(0) = fFohde', 6 e (6°,6°)
ol Lgl—1
fD(HO) :/ f(@l)dGI
0

fo(6) = / F(6")ae'

sygs—1
2

Without loss of generality (for / < 00), we consider a situation with one individual on
each side we take ¢ as given and calculate the ex ante expected payment. All arguments
also apply in case of more than one agent and taking expectation over (¢, d). The ex ante
expected payment is given by the following equation

By | (0. (0.0))] = 3 SO0 47 (0.0) = v(6'.q°(0.0)} }D‘i—gl(f)) |
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We neglect the first term for the moment and consider the second:

— Fp(6Y)
fo(0")

= {0(6",q(8.6)) — v(8', 4"(8.6))}(1 — Fp(6")

> FE (6, q7(6.8)) — v(8', 4" (6, oot

=5 WA =W TODD s gty 1 (o))

Adding types in every round k, yields that |§"*! — §'| — 0. Thus the difference quotient
of the value function converges to the partial derivative of v with respect to 6;.

I+1 x _ l
lim Zv(e ,» q (975)) U(e » q

|01+1—61|—0 ; pi+1 _ gl
Z 891

Since v is monotone we can change summation and take the infinum/supremum. The
limit of the upper- and the lower-sum of the above function coincide and Fp(#') —
F(6"), thus the integral exists and is given by?

. v . v
Wﬁ%@lﬁ (.1 Foe) =ty S (] - i)

ov
:/eo ] 1= F()ds.

Using integration by parts and Fubini’s Theorem (to change the order of integration),

D) gt g1 - (o)

(1= Fp(6") -

we get
” ov
x))dz
[o) o= ripar= [ 2 0~ Fw)
/ 81}
0 8
/ z)dzdx
8
/ / —| f(z)dzdz
2Reminder: We summarize over all possible types [ = 0, ..., s. This is not a summation over agents.
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For the neglected term Ey [v(¢', ¢*(6,0))] = Y, fp(6")v(8', ¢*(6,0)), we consider the
limes inferior and the limes superior and find, that it converges:

lim Zinf (v(0',q*(0",6))) = lim Zsup (v(0',q*(0",6)))

0110|061 |61+1=61—0 == g1

oo
:/e v(z,q"(2,0)) f(z)dz .

0

Z Ov

Combining the converged terms, this yields | 9905 (v( 2,q*(2,0)) = Jps 51

Ey[t(0, )], which gives the claimed result.

xdx) f(2)dz =

Proof of Corollary 1.1.

Let us assume for a moment that the mechanism that maximizes expected surplus subject
to (ICp) and (PC) satisfies the monotonicity constraint y; (6, J_;, 5;) > y;(0,0_;, 5§+1),
for all /. This will be verified below.

A necessary condition for the maximization of .S is that consumers’ transfers need to be
higher than firms’ revenues. The budget constraint (1.6) needs to hold with equality,
otherwise it was possible to decrease transfers without violating any constraints of the
surplus maximization problem. Hence,

n m

S(0,0) :=Egs) | > (00, 0i(0,0)) — 3 k(0;,,(0.9))

i—1 j=1

Now suppose that the solution to this problem involves overproduction,

Zqi(e,é) < Zyj(e,a).

Then increasing > ., ¢;(,9) involves no costs, i.e. firm profits remain unaffected, but
increases consumer surplus as Eg s[>~ v(6;,¢:(6,9))] goes up. This is a contradiction
to the assumption that the optimum involves underproduction. Hence, we need that

> ie1 4i(0,0) = Z;n:1 y;(0,6).
We can therefore once more rewrite the problem of choosing an optimal provision rule:
Choose (¢;)i-;, (y;)j~, in order to maximize

S(ea 5) = ]E(G,é) Z U(Qia qz<97 5)) - Z k(5j7 yj(‘gu 5)) ’

i=1 j=1

subject to 3", ¢i(0,6) = >_7%, y;(0,9). The solution to that problem is such that the
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following first order condition is satisfied:

sz 0;,q;(6,0)) Zkz 75 (0,0))

The first order condition implies that for every 4, ¢;(0_;, 0!) > q;(6_;,6°") and for every

—’L7 7 —17 7
yi(0-5,0%) > y; (0, 5;“). This implies that the monotonicity conditions, for all [, are
satisfied.
Now we construct the expected transfers of consumers such that all local downward

incentive compatibility constraints are binding and choose T'(?)"_, such that

Z§1:T(9?) =E(s| ; 1 (v(ez-, ¢; (0,0)) — {v(6,4; (8,0)) — v(0:,4; (6, 5))}]0(9;)) _ u)
_ P(5;)
_Z< 33,956, 0)) + (k{35 55(6,6)) = K57 0, )F 55 Mj)} |

It follows from Lemma 1.2 that for all consumers incentive compatibility constraints are
satisfied. Also it follows from Proposition 1.4, that the expected transfers are given by

E 0. ZW 5)] =

m

Eqs < 85,7 (0.8)) + [k (57,55 (0.5)) — k(57,42 (6. 5))}% )] Zfz.

| 7=1

It follows as well from Proposition 1.4 that maximal revenue that can be extracted from
consumers are equal to

n

oo |30 (#1006°0.9) ~ (o07.4:0.9) - o(Or 16,00} - )]

Consequently, a necessary condition for the implementability of (¢; )i, (y})j~, is that

Eos) [Z <v<ei,q;-*<e,6>> (67, 4(6,9)) v<ei,q;<e,5>>}1}(§ff”)] S

i=1

J=1

20 {Z (00353(6.0)) + (1(3355(6.0) ~ (05,356, )] Pl

Sufficiency of this condition can be shown by using once more, the construction in the
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Proof of Proposition 1.4. If the condition above holds and we let for all 1,

o0 - ([ 3 (00060.00) = (0007 60.0)) = o0 0,001 5~ )

Z( 85,95 (0,0)) + {k(d;,y;(6,0)) — k(65 ,y; (6, 5))}§(((§i’))+7rj>]>20,

we obtain a mechanism that achieves (¢ )i_,, (47 )}, satisfies all relevant constraints.

Proof of Corollary 1.2.

Suppose that the constraint in Corollary 1.1 is violated, then the inequality constraint
in Proposition 1.2 is binding, and the optimal provision rule maximizes the following
Lagrangian

E,5) [ — k(d5,y;(0,0)))

1=

:D—‘

v( —{v(0f, ¢ —v(0;i,q 71_F(0i>—u-
< L - 17% 9 5 ) { (91 7q2(975)) (927Qz<07 6))} f(ez) z)]
—E,) {

j=1

where ) is the Lagrangian multiplier which, at a solution to this maximization problem,

(005 3,00.00) + 04003 350.00) = K5 358,00} 52 w)] ) ,

has to be strictly positive, A > 0.

To complete the proof it remains to be shown that a solution to the maximization prob-
lem satisfies the monotonicity constraints.

To see that ¢;(6*,,6;) > ¢;(0_;, 6;), for all i and all [ holds, note that the monotone hazard
rate assumption implies that

f(0;)

is an increasing function. Consequently, the solution to the maximization problem is

such that ¢;(6",,60;,0) > q;(0_;,0;,9) , for all 4, 0_; and 6.

—7

To see that y;(0,0_;,0; ) > y;(0,9_;,0;), for all j , note that

Egs) Kuwi,qi(e,é» — {0(6F, 4(6,5)) — vwi,qi(e,a))}l‘—”‘“)] >0,

* P(6)
E0.6) Kk(aj,yj (0.0)) + {k(6;,y,(0,0)) — k’<5—’%<9’5))}p(5j) )} =0,

also is an increasing function. This implies that, for all j, §_; and 0, y;(0,0_;,0;) >
yj(ev 5—ja 5])
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APPENDIX 1.C APPLICATIONS

Here, we present a further application that highlight the difference between discrete
and continuous type settings. For the partnership dissolution framework of Cramton,
Gibbons, and Klemperer (1987), we demonstrate that irrespectively of the original dis-
tribution of shares in the partnership, this partnership can be dissolved efficiently for
examples with discrete types.

Partnership dissolution, Cramton, Gibbons, and Klemperer (1987). There are
I = {1,2} consumers, also referred to as partners, and no producers. They form a
partnership in which any one agent 7 initially holds a share e; € [0, 1], with e; 4+ e5 = 1.
The allocation problem is to change the ownership structure. Let s; be agent i’s share in
the partnership after the reassignment of shares. Let ¢; be the monetary payment of 7,
which is positive if 7 has to compensate others for receiving their shares and is negative if
1 sells some of her shares to other partners. Partner ¢ evaluates this outcome according
to the utility function 6; s; — ¢;. We can relate this setup to the general framework
developed in Section 1.4 by defining ¢; = s; — e; as the change of the shares held by
agent ¢. Partner ¢’s utility gain from the change of the ownership structure can then be
written as 6; ¢; — t;. A social choice function consists of a collection of consumption
functions ¢; : ©™ — R, i € I, so that, for all 0,

@1(0) +q1(0) =0 and, foralli, —e; < ¢;(0) <1—e¢,. (1.15)

The partners have to agree unanimously on the new ownership structure so that u;, = 0,
for all ¢. The surplus that is generated by the change of the ownership structure is, again,
given by Ey [01¢1(0) + 02¢2(0)].

A key insight by Cramton, Gibbons, and Klemperer (1987) is that the specification of
the initial ownership structure, i.e. the choice of ¢ = (ey, e3), has an influence on the
possibility to dissolve a partnership in a surplus-maximizing way. Below, we will show
that our discrete type specification allows us to communicate this insight in a very sim-
ply way, without having to invoke all the calculus that an analysis with an atomless
distribution would require.

In the following we assume that there are two types per individual, i.e. ©; = {6F 67}
and ©, = {0% 01}, We denote the probability of the event §; = 0F by fF and fH =
1—fL. For ease of notation we define the interim expected change of share in partnership
as:

Qu(07) = fra (0. 05) + flaa (07,65
and analogously Q1 (67), Q2(6%) and Q. (04)
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Proposition 1.9. Suppose that ¢, and q, are such that
QuBy) < Qu(01) <0, and  Qx(65) < Qu(85) <0,

then there exists (t1,t3) so that (qi1,qs,t1,t2) satisfies incentive compatibility, voluntary
participation and expected budget balance if and only if

Eo[01g1(61, 02) + 02q2(01,05)] — fL (077 — 07)Q1(07) — f37 (05 — 05)Q:(0) > 0 .

In a discrete type version of Cramton, Gibbons, and Klemperer (1987) an efficient dis-
solution of partnership is possible, even though the initial ownership is such that one
party owns everything and the other party nothing. This is different under a continuous
distribution of types. The possibility result relates to Observation 1.1. If initial shares
are distributed more equally between two parties, efficient dissolution of partnership is
possible with discrete and continuous distribution of types, as the following Proposition
highlights.

Proposition 1.10. Suppose that q, and g, are such that
QuOF) <0< Qu(B), and  Qx(67) = 0> Qa(65) ,

then there exists (t1,t2) so that (q1,qe,t1,t2) satisfies incentive compatibility, voluntary
participation and expected budget balance if and only if

Eg[0161(01,02) + 02G2(61,02)] > 0.

Proofs of Application.

Proof of Proposition 1.9.
For the given allocation function ¢ the incentive compatibility and participation con-
straints for individual ¢ are given by

07 Qs(0]) — T,(0)) > 07Q:(0]) — T,(6]") (1.16)
0'Qi(0/") — T,(0/") > 0/ Qi(0]) — T;(67) (1.17)
07Qi(67) — T,(67) > 0 (1.18)
07Q:(0]") — T,(0]") > 0. (1.19)

Additional we have the expected budget balance condition:

E) [t1(61,602) + t2(61,605)] = 0
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For standard arguments, we assume, that the participation constraint for the worst-off
type and the incentive compatibility constraint for the best-off are binding and solve the
relaxed problem under these conditions. Subsequently we show, that the found solution
fulfills the neglected conditions. Since )1(¢1;) < 0,5 € L, H we refer to individual 1 as
the seller and individual 2 as the buyer. Thus equations (1.17) and (1.18) are binding for
individual 2 and equations (1.16) and (1.19) are binding for individual 1.

Rearranging these conditions yields

»(0%

Ty(05) = 05 Q2(0%)
Ty (6{")

07 Q1(61")
Tz(ef) = 951622(951) (95 - 95)@2(95)
T1(07) = 07Q1(07) — (07 — 07)Q1(077)

Plugging these transfers into the neglected conditions:

0> 05Q(057) — (%{Qz(@f) G 95)@2(95)) & Q2(057) > Qa(65) (1.20)

05 Q2(05") — 05 Q(05") — (057 — 05)Q2(05) > 0. (1.21)

Equation (1.21) always holds. The constraints for player 1 are analogous. We check now
the budget balance condition

F(07Q(01) + £ (0701 (0F) — (0F — 67)Qu (6]"))
= — (FE05Qa(05)) + 1 (031 Q2(031) — (05 — 05)Q2(6%))) .

Thus, for Q;(67) > Q;(6F) we found the desired transfers, such that ¢1 (61, 05), t2(61, 02),
¢1(01, 62), q2(01, 02) fulfill incentive compatibility constraints, participation constraints,
if and only if

Eo[01g1(01, 02) + 02q2(01,05)] — fL (07 — 07)Q1(07") — f57 (05 — 05)Q:(0%) > 0 .

Proof of Proposition 1.10.

We solve the relaxed problem and check, whether the solution fulfill the neglected condi-
tions. Incentive compatibility and participation constraints are given by equations (1.16)
- (1.19).

We assume that the participation constraints are binding. Thus

T,(67) = 07 Qi(6})
T,(01") = 0/ Qi(6]")
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Check for the incentive compatibility constraints:

0> 6/Q:(0]") — 67 Q:(0!")
0> 67Qqi(0]) — 67 Qi(6F) .

Since Q;(0F) > 0 and Q;(#F) < 0, both incentive compatibility constraints hold. To
check budget balance, we plug the transfers into the budget balance condition and get
the desired result.

74
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APPENDIX 1.D FROM DISCRETE TO CONTINUOUS FOR THE
FIRM SIDE

Production Economy. We define a production economy (J, A, p, y) as the vector con-
sisting of producers j € J, the Cartesian product of type sets (one type set for every firm
7) A = Al x -+ x A™ with the corresponding density functions p’ : A; — [0, 1], where
p := (po,---,Pm), and the allocation rule y : A — R, that maps reported types into
allocations. Thus, a sequence of production economies is given by (Jx, Ak, Pk, Yk ) kens
where Jj, is a sequence of producer sets, A a sequence of type set-products, pj a se-
quence of density-function vectors and y; a sequence of allocation functions. We intro-
duce some additional definitions and notations:

Producer. We keep the set J = 1,...,my be the set of consumers in round k. For
ease of notation, we write J instead of J; and J. in every element of the sequence of
production economies.

Type sets. An element A; of the sequence (Ay)xen is given by the Cartesian product
over the type sets of the firms in round £. Since we assume symmetric firms, every firm
k € J has the same type set Ay,. Thus Ay = (A, )"

Density Functions. The sequence (py)ien consists of p, = (Pr1, - - -, Pkm, ), Where py; is
the density function over a finite type set, namely Ay, for all j < my; < o0o,j € J.
Allocation Functions.The sequence of allocations functions is given by (yx)ren : (Ak)ken
— (Tk)ken, Tx € R, where yi, : Ay — R. Remark: The definitions of convergence are
analogously to the consumption side. The revenues that we receive for a mechanism
(y,7) in a continuous environment, that fulfills incentive compatibility constraints and
participation constraints can be found in equation (1.10)

Proposition 1.11. Let (J, Ak, Pk, Yk )ken — (J, Asos Poo, Yoo )» for k — o0. Then it holds,
that for every producer j € J : Foreverye >03 K :Vk> K

B | (E0153036.0)) + {40110 (0.) = G 0,00} ) -

P (0o

—_— < €.
pOO(5OOj)

Ec.., [k(aooj, Yooy (6,0)) + k1 (g g (6:9)) déooj}

Proof of Proposition 1.11.
The arguments are similar to the ones used in Proposition 1.8 and therefore left to the
reader.
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APPENDIX 1.E  PROOF OF OBSERVATIONS

Proof of Observation 1.1.
In the direct mechanism, there are 4 states of the economy, namely: (07, §%), (97 §L),
(6%, 6M) and (0, 6%). Since q(0*,67) = 0, straightforward computations yield

O 15 0 -5+ 5 - 50
(01, 67) : +f1 1 [0" — 6"

fH
Iz

Hence, implementation of the social choice function is possible if and only if

(67,01) : +f1 1 [eL — (0" — o)L — (ﬂ >0

oH — gt
L
f Z@H_(gL'

Proof of Observation 1.2.
The expected surplus is

SO =f1 L [0% — 1] 4 fH T [0 — ot + fEfT [0t — 6%
R L E A

350
Hence d < 0.

The expected information rents are
IR() =f" f& [6" — 6" + 6" — 6"]
=frfr L+ d]

SIR()

5d > 0.

Hence

Proof of Observation 1.3.
From the proof of Observation 1.2, we know that

SO = L—d+1-fH.

Therefore, whenever 67 — 57 < %

28()
<o,
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1.E Proof of Observations

The expected information rents are

IR() = ff"[1—d] .

OIR()

afL <0.

So that

Proof of Observation 1.4

Consider the Mailath and Postlewaite (1990) setup for I = {1,2},0, = © = {6, 67}.
We assume, that 0.5 («9L + GH) > c. (For ease of notation: f(6L) = fL) Then g can be
implemented efficiently, if and only if

% Z Eg)[v(0:)g9(0)] > cEg)[g(0)] -

Since trade takes place, if at least one consumer has a high valuation, and g is either 0
or 1, the right-hand side of the equation equals

cEp)[g(0)] =c(1 — Prob(both have a low valuation))
=c(1=(f")) =c((+ 0= f5) =c(@+ ") .

The left-hand side is given by

LS B u(6)9(0)

i=1,2
1 — F(0Y)

(0™ — 6%) + 91

This yields that efficient implementation is possible, if and only if

L LoH L L c— 0"
08+ 407 = (1= fHe e fh 2>
Proof of Observation 1.5.
MS = — [OH—c—fL(c—QL)} —(1—fL)(9H—9L) <0.
S0) IR(,)

i) If fL is fixed, then %c() < 0.

ii) If ¢ is fixed, then aaic() <0,and 8{9_}2() < 0.
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Proof of Observation 1.6.
Consider the mechanism, in which the third type 6 and 6™ for each player is added by
cutting the existing intervals [#7, §X] and [§7, 67] into halves and set

M_l H oL 1— (6" —0")
) =3 ) 0 +—2 )

and

5 .

2 2

The mechanism works like the mechanism with outcome function f. We assume, that
the new middle type has probability, f7.

Efficient implementation is possible, whenever Corollary 1.1 applies.

If an additional type is introduced for the buyer and the seller, there are 9 states of the
economy. Trade is inefficient when the low valuation buyer faces the high cost seller.

9 . i fl
0 g [0 (2 0 - )]
L 1
(0", 6%) : fT AT [07 — 6]
r fH fH+fM
M My . M M | M H_ME_M H_Mﬁ
07, 0M): fi7 fi7 |0 (0 0 )flM 0+ (0 ) )flM

ML,ML_M_ H_ME_L
(07,0%)  fi" fr |07 — (07 —67) 0

i
R R el GG D]
(QL (SL) . flLle _QL _ (0M_9L)f1H+flj\/[ _5L:|
) : i flL

Hence, by using the definition for ] and §{ implementation of the social choice function

is possible if and only if
fEOF —8)") > o —or .

78



1.E Proof of Observations
If we introduce a third type for each player, so that 6/ < 6

Figure 1.9: 'Round 1’, Case b

o1 01 o1

Applying Proposition 1.4, efficient bilateral trade is possible if and only if
frOf —of) = o — o7

Proof of Observation 1.7.
By Observation 1.1, we know that implementation in 'round 0’ is possible if

fo>d.

By Observation 1.9, we know that implementation in round 1’ is possible if

L ot
fl HJV[_(;M'
1 1

Making use of Definition 1.2, implementation in ‘round 1’ is less costly than in 'round
0’, i.e., the minimal subsidy decreases, if

2f¢

L
> — -
2R

The monotone hazard rate assumption is satisfied if

A AT
M=t

When fM is sufficiently small, the monotone hazard rate assumption is violated and

0<

implementation can still be possible in "round 1.

Proof of Observation 1.8.

Consider the mechanism, in which the third type #* and 5™ for each player is added
such that 9} < §M. Efficient implementation is possible, whenever Corollary 1.1 applies.
If an additional type is introduced for the buyer and the seller, there are 9 states of the
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economy. Trade is efficient only in 5 of them.
r H | M
07 7Y : fHE o7 — (5H + (57— 5M)f1 f+Lf1 )}
i 1

015 A [0 = (5 0 -0 D )]
L 1
(07,85« i T[0T - 67]

RO R
L 1
’ . i flL

Hence, implementation of the social choice function is possible if and only if

oH — 9t
L
fl EGH—(SL

Proof of Observation 1.9.

Consider the Mailath and Postlewaite (1990) setup for I = {1,2},0; = © = {6L 6M ¢},
We assume, that 0.5 (#{" + 6{) > c. Then g can be implemented efficiently, if and only
if

% > B [v(0:)9(0)] > cEglg(0)]

i=1,2

Since trade takes place, if at least one consumer has a middle valuation, and g is either
0 or 1, the right-hand side of the equation equals

cEg)[g9(0)] =c(1 — Prob(both have a low valuation))
=c(1=(f1)?) =c(+ )0 = 1) = cl+ O+ A7)

The left-hand side is given by:

5 S B l(6)e(0)]

i=1,2
= M [FE (A + A)] +0F (F+ A7)
=0 fE (I + )+ 0F (F + £

This yields that efficient implementation is possible, if and only if

fL> C_ef
L7ogM _ ¢
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On the durability
of price and quantity mechanisms

2.1 INTRODUCTION

This chapter contributes to the theory of externalities. It looks at a model in which
productive activities by firms cause environmental damages, which are harmful to con-
sumers. Specifically, it compares different instruments a regulatory agency can use to
control the damages.

There is already a rich literature to this debate. A crucial question is to derive condi-
tions under which the regulation of externalities by means of a permit system is supe-
rior to taxation. Martin Weitzman (1974) set the starting point with his seminal paper
"Prices versus Quantities". He examined the welfare implication of price and quantity
instruments when avoidance costs and avoidance benefits are uncertain. Thus, there is
uncertainty about the state of the economy in which the chosen policy instrument will
influence the behavior of firms and consumers. Weitzman demonstrated that when the
regulator’s objective is to maximize the surplus of controlling the externality, the slopes
of demand (that is shaped by the distribution of preferences for externality reduction)
and supply (that is shaped by the distribution of costs) curves are important to deter-
mine which instrument leads to higher surplus. His basic reasoning is that the choice
of instrument depends on whether the regulator wants to get the amount of externali-
ties right or whether he wants to have certainty on the costs. Quantity regulation, via
tradable permits, assures that the desired externality reduction takes place, regardless of
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Chapter 2 On the durability of price and quantity mechanisms

costs. In contrast, price regulation, via corrective taxes, assures that the marginal costs
of externality regulation never exceed the tax, but the overall reduction of externalities
remains uncertain. In situations where it is crucial to get the amount of reduction right,
a quantity instrument should be preferred over a price instrument. And a price instru-
ment should be preferred when the marginal costs of reduction vary strongly with the
amount of reduction.

However, in Weitzman’s work and most of the literature that followed, incomplete,
but symmetric information was assumed; i.e., the regulating agency, as well as firms
and consumers are uninformed about the costs and benefits of externality regulation.
This literature does not model information problems that arise if firms privately observe
their avoidance costs, and consumers privately observe the harm that the environmen-
tal damage causes. But most likely firms have superior information than the regulatory
agency about the avoidance costs, and also consumers will have better information about
how much they benefit from reduced externalities. The literature that is based on the
assumption of symmetric information does not answer the question of how a regulator
would obtain the information about the costs and benefits that his intervention causes.
To obtain these information he would have to communicate with consumers and firms
in the economy. Both groups, on the other hand, may have an incentive to communicate
strategically, so as to influence the regulator’s perception of costs and benefits of exter-
nality reduction. Therefore, private information has a profound impact on the regulation
of externalities.

In this chapter, I study how price and quantity instruments should be designed if
information is private. For an assessment of the two instruments, I introduce an opti-
mal unconstrained mechanism to regulate externalities. Hence, a first contribution of
this chapter is to describe an optimal unconstrained mechanism when many firms can
reduce the externality. I show that the optimal amount of externality reduction is de-
termined according to the Samuelson rule (see Samuelson, 1954), so that the sum of
marginal benefits of the externality reduction is equal to the marginal costs. A second
contribution is to characterize price and quantity instruments under private informa-
tion. I show that both instruments fail to satisfy the Samuelson rule. Specifically, the
efficiency conditions, when price or quantity instruments are employed, are based on
the regulator’s expectations about consumers’ preferences and firms’ costs. Whenever
these expectations do not coincide with the realized preferences and costs, price and
quantity instruments fail to achieve efficiency. A third contribution of this chapter is
to analyze whether an unconstrained mechanism is able to Pareto improve upon price
and quantity mechanisms. I show that price and quantity mechanisms are durable, in the
sense that there is at least one type of consumer that achieves higher utility, respectively
profits under the already introduces mechanism.

The analysis of this chapter is based on the independent private values model, intro-
duced in Chapter 1, with the following features: On the one hand, there are firms that
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2.1 Introduction

can reduce externalities; they differ with respect to their costs. On the other hand, there
are consumers that benefit from the externality reduction; they differ in their valuation
for the externality reduction. Furthermore, consumers need to compensate firms for the
reduction. The regulator can either use a price or a quantity instrument to control the
externality, or he can use a mechanism design approach. The regulator needs to intro-
duce the instrument before uncertainty is resolved that is before consumers’ preferences
and firms’ costs are known. To understand the difference between the three policy in-
struments, I set my focus to the market of externality reduction. Specifically, I use a
partial equilibrium model to derive the optimal regulation of externalities. [ assume that
firms can reduce externalities by using available technologies, e.g. introducing filters to
cut emissions. Thus, I do not account for firms to reduce externalities by producing less
output.

The regulator faces the problem of preference and cost elicitation. He has to provide
incentives for a truthful revelation of privately held information. I impose that firms
need to reduce externalities voluntarily. Hence, firms cannot be forced by the regulator
to reduce externalities. As I excluded the possibility that firms can reduce externalities
by cutting production, I assume that it is not in the regulator’s interest that firms make
losses when reducing externalities, and with that eventually force firms out of business.
Contrary, I assume that the regulator can use his coercive power and force consumers
to pay for the externality reduction, even if that makes some consumers worse off com-
pared to the case where no externality reduction takes place. The reason for treating
consumers’ and firms’ participation differently is first, that this looks empirically plausi-
ble that if the regulator needs to use his coercive power, he uses it to force consumers to
pay a tax rather than risking that firms need to close. As consumers’ participation con-
straints need not to be satisfied, consumers can be forced to pay for externality reduction
although they might not benefit from it, and firms do receive monetary compensation.
Second, this framework is most closely related to Weitzman’s (1974) analysis, that does
not account for changes in the demand and supply of externality reduction due to the
introduction of price and quantity instruments.

The analysis proceeds as follows: First, I characterize an optimal unconstrained mech-
anism to control externalities as a benchmark case. I start the analysis by deriving the
unconstrained mechanism and show that the surplus-maximizing externality regulation
needs to fulfill the condition that the sum of consumers’ marginal benefits equals the
the firm’s marginal costs of externality reduction. This is the classical optimality con-
dition for a public good, derived by Samuelson (1954), when many firms provide the
public good. If one thinks about CO,-emissions as an externality, the amount of emis-
sions experienced by one consumer is not influenced by other consumers experiencing
it. Hence, such externalities have the characteristics of being non-excludable and non-
rivalrous; the characteristics of a public good.

Second, I describe how the government can regulate externalities with a price in-
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strument. Corrective pricing works such that a tax is introduced that is equal to the
marginal costs of externality reduction. I derive the optimal price instrument that max-
imizes expected surplus and show that the Samuelson rule is no longer satisfied. Under
the price regulation, a modified condition has to hold where the expected sum of con-
sumers’ marginal benefits equals the firm’s marginal costs of emission reduction; i.e.,
the Samuelson rule is only fulfilled in expectation. The regulator fixes the subsidy be-
fore uncertainty is resolved, so that the marginal costs of emission reduction are certain,
however, the amount of externality reduction is uncertain and varies with firms’ real
costs. The optimality condition for externality reduction, when a price mechanism is
used, states that the regulator should fix the marginal costs such that they coincide with
his expectation about marginal benefits. Whenever the regulators ex ante expectations
on preferences and costs differ from their ex post realizations, the price instrument fails
to reach efficient outcomes.

The third instrument, a regulator can use to reduce externalities, is a quantity in-
strument. The regulator demands a fixed amount of externality reduction. A relevant
question is how the government decides to what extend a single firm should reduce ex-
ternalities. I describe the quantity mechanism that maximizes expected surplus. I show
that a firm’s share of reduction is going to depend on its marginal costs of externality
reduction. To account for firms’ private information, I design the quantity instrument
such that no firm has an incentive to misreport its type. The regulator fixes the amount
of externality reduction, being uncertain about the preferences and costs. I demonstrate
that the quantity mechanism satisfies again only a modified Samuelson rule where the
sum of expected preferences times the marginal benefits of overall emission reduction
equals the expected sum of marginal costs. As under the price instrument, whenever the
regulator’s expectations about agents’ private information differ from their realization,
the quantity regulation fails to reach efficient outcomes.

A mechanism design approach that can make outcomes such as the transfers and
quantities depend on demand and supply for externality reduction, is more flexible than
price and quantity instruments. A mechanism designer specifies the efficient externality
level for every realization of costs and preferences. This observation is a challenge for
externality regulation by means of price and quantity instruments because the uncon-
strained mechanism leads to first-best efficient outcomes. One would therefore assume
that if the regulator proposes to switch from price and quantity instruments to an un-
constrained mechanism, Pareto improvements will be possible.

In order to check if an optimal unconstrained mechanism to control externalities can
Pareto improve upon optimal price and quantity instruments, I introduce the concept of
durable contracts, in the sense of Holmstrém and Myerson (1983). An optimal uncon-
strained mechanism that does not rely on a priori assumptions on the form of regulation
policy reaches surplus-maximizing outcomes. Hence, it leads to higher surplus than the
before introduced price and quantity instruments. I consider whether renegotiation is
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possible. The outcomes of the price and quantity regulation are the default options for
renegotiation. The optimally designed externality mechanism can only replace the price
or quantity instrument if all agents achieve higher or equal utility, respectively profits,
under the new unconstrained mechanism. If the optimal unconstrained mechanism is
not unanimously accepted, then price and quantity instruments stay in place. I show
that price and quantity instruments are durable; the unconstrained mechanism cannot
Pareto improve upon already installed price and quantity instrument.

The remainder of the chapter is organized as follows: The next section gives a more de-
tailed literature review. Section 2.3 specifies the economic environment. Section 2.4 in-
troduces as a benchmark case an optimally designed unconstrained mechanism. Section
2.5 contains the description of the price and quantity mechanisms, under the assump-
tion that there is a social planner that maximizes surplus. Section 2.6 clarifies whether
a switch from a price or quantity mechanism to an optimally designed unconstrained
mechanism leads to Pareto improvements. Section 2.7 relates my results to Weitzman’s
results. The last section contains concluding remarks.

2.2 LITERATURE

This chapter is related to different strands of the literature. The main part of this chapter
builds on the analysis of Weitzman (1974). His paper had a profound impact on the
externality literature. The question if price or quantity instrument should be used has
mainly been studied in the context of environmental economics (see Cropper and Oates,
1992, for a survey). However, the question, which instrument to use when agents have
private information, has not been analyzed so far.

Second, this chapter draws on the literature that uses a mechanism design approach,
under the constraint that firms’ voluntarily reduce externalities. I do abstract from im-
posing the constraint that consumers’ participation in the mechanism is voluntary be-
cause the mechanism design literature has shown that, under the assumption of con-
sumers having private information about their preferences for externality reduction,
there exists no mechanism that assures efficient outcomes, see e.g., Rob (1989) and Mailath
and Postlewaite (1990).! Contrary, if the regulator can force consumers to pay for ex-
ternality reduction, although they may not benefit, then efficiency can be reached even
under the assumption that consumers have private information (see Arrow, 1979, and
D’Aspremont and Gerard-Varet, 1979). Most of the literature on externality regulation
assumes that there is one representative firm reducing the externality and the costs of
reduction is commonly known. Here, I apply the framework developed in Chapter 1 as it
allows me to study allocation problems where many firms that have private information

'Mailath and Postlewaite (1990) focus on limit results when the number of consumers goes to infinity
and assume that the there is a continuum of possible preference types. Chapter 1 shows that this
impossibility result holds as well under the assumption that the set of possible types is discrete.
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on their costs, provide shares of a public good.

Finally, this chapter builds on Holmstrom and Myerson (1983) in that it provides a dy-
namic formalization of the question whether price and quantity instruments are durable,
meaning that no other regulation can Pareto improve upon the two instruments. In par-
ticular, I want to compare the status quo results of a price or a quantity instrument with
the outcomes of the unconstrained mechanism. Two recent papers have linked external-
ity regulation and different outside options. Harstad (2012) analyzes a dynamic game in
which countries make decisions on how much greenhouse gases to emit and how much
to invest in technologies to reduce emissions. Further, countries can write incomplete
contracts, so as that they can contract on emissions but not on technology investments.
He finds that first-best implementation is possible in an incomplete contract model when
renegotiation is possible. However, Harstad abstracts from a production side, private
information and the possibility to opt out of climate agreements. This chapter is also
related to Griiner and Koriyama (2012). They analyze whether efficient emission reduc-
tion takes place when it is necessary that each consumer is made better off relative to
an outcome with majority voting about externality reduction, rather than the usual as-
sumption that the outside option is no externality reduction. They find that efficient
externality reduction is possible. My approach differs in that the threat point is either
an already installed price or an already installed quantity mechanism.

2.3 THE ECONOMIC ENVIRONMENT

2.3.1 FirMs

There is a set of firms J = {1, ..., m}. A firm’s payoff is given by

7 (05,75, ¢;) = 15 — 05¢(q5)

where ¢; is the externality reduction by firm j. Each firm receives a revenue r; for re-
ducing externalities. ¢ is an increasing and convex cost function that satisfies ¢(0) = 0,
lim, o ¢/(¢) = 0 and lim,_,~, ¢/(¢) = oo, where the Inada conditions avoid corner solu-
tions. The cost parameter ¢; is privately observed by the firm. From the perspective of
all other agents it is a random variable with support {4', ..., 6"}, and probability distri-
bution (p?, ..., p").  assume that &' < §'*'V [ € {1,...,r — 1}, so that firms with a lower
index have a lower cost type. The distribution is assumed to be common knowledge. I
denote by p' that §; = ¢’ and by P(6") the probability that §; > ¢'. The random vari-
ables (9;) jes are assumed to be independently and identically distributed (i.i.d.). I write
d = (61, ..., 6, for the vector of all cost parameters and J_; for the vector that lists all
cost parameters except d;. I impose a monotone hazard rate assumption: The function

h(d;) := 1;((5;)) is assumed to be non-decreasing.
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2.3.2 CONSUMERS

The set of consumers is denoted by I = {1,...,n}. The preferences of consumer i are
given by the utility function:

u; (05, Q. t;) = 0;6(Q) — t; ,

where () = Z;n:l g; € R, denotes the total externality reduction, ¢; is the monetary
payment of consumer ¢ to the firms and 6; is consumer i’s preference parameter that
belongs to a finite ordered set © = {6° 6' ..., 0°}. T assume that 0' < 0"V [ €
{0, ..., s — 1}, etc. The consumer privately observes 6;. From the perspective of all other
agents it is a random variable with support © and probability distribution (f°, ..., ). I
denote by f! that §; = 0 and by F(6!) the probability that §; > ¢'. This distribution is
assumed to be common knowledge. The random variables (6;);c; are assumed to be i.i.d..
[ write § = (64, ..., 0,,) for a vector of all preference parameters and 6_; for a vector that
lists all preference parameters except ¢;. I impose a monotone hazard rate assumption,

so that the function g(6;) = 1}59(_6)") is assumed to be non-increasing.

Firms’ cost parameters and consumers’ preference parameters are assumed to be stochas-
tically independent. I refer to a vector (,0) that lists all preference and technology
parameters as state of the economy. In the following, whenever I use the expectations

operator, this indicates that expectations are taken with the joint probability distribution
of 0 and 6.

2.3.3 MECHANISM

A mechanism design approach is used to characterize the reduction level and the pric-
ing of externalities. I restrict myself to direct mechanisms, by appealing to the revelation
principle (see Myerson, 1985), so that a truthful revelation of costs by firms and of pref-
erences by consumers is a Bayes-Nash equilibrium.

A direct mechanism is a collection of functions (g;, 7)., and (Q, t;)i-,, where g; :
O" x A™ — R, characterizes j’s externality reduction as a function of the vector of
agents’ reports of their types to the mechanism designer. Analogously, r; : ©" x A™ —
R determines j’s monetary revenue as a function of the vector of agents’ reports. And
the function ¢; : A™ x A™ — R specifies i’s payment as a function of the vector of
consumers’ preference parameters and firms’ cost parameters; () = Z;nzl q; specifies
the level of the overall externality reduction.

Incentive compatibility constraints. Truth-telling of firm 7 is a best response if, for all
[ and all &,

R;(8") = 8'C5(8") = R;(6%) — 0'C;(8"), (ICF)
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where R;(8') = Eg,s_,) [7;(0,6_;,0;)|6; = &'] is the expected revenue for firm j and
C;(8") = Eps_,lei(g;(0,0-5,0;))|0; = 6] are the expected production costs, in case
of reporting a cost parameter &', given that all other firms and consumers reveal their
private characteristics to the mechanism designer. Due to the assumption that firms’
cost parameters and consumers’ preference parameters are stochastically independent,
all firms have the same belief about §_; and 0. Thus, I can examine j’s expected transfers
and production level as a function that only depends on j’s announcement.
In the same way, truth-telling of consumer i is a best response if, for all / and £,

0'Bi(0') — T,(6") > 0'Bi(0") — T3(6"), (ICo)

where B;(6') = Ew_, s [bi(Q(H,i, 0;,0))|0; = 01} are the expected benefits of externality

reduction, when consumer i announces ' and 7;(6') = E(g_, ) [t:(0—:, 6;,6)|0; = 0'] are
the expected payments, in case of reporting a preference parameter of ¢'.

Participation constraints. A mechanism also has to satisfy participation constraints,
which ensure that firm profits from the externality reduction are bigger than a minimal
profit requirement.

The interim participation constraints for firms are: For all j, and all /,

R;(6') = 8'Cy(6") > my, (PCp)

where 7; denotes a lower bound for firm j’s profit in order to make it participate vol-
untarily in the mechanism. These constraints ensure that after all firms have discovered
their own cost parameter, no firm is worse off relative to a status quo situation in which
no externalities needed to be reduced and profits were 7;. An alternative interpretation
is that firms have veto rights that protect them from receiving revenues that do not cover
the costs of externality reduction. Consequently, a deviation from the status quo calls
for an unanimous agreement of all firms to reduce the externality. Additionally, these
constraints ensure that the number of firms on the interim stage is exogenously given
because no firm is forced out of business as it needs to reduce externalities.

For the consumers, however, I require no participation constraints. I assume that the
regulator can rely on his coercive power when financing the reduction of externalities.
I impose no participation constraints, as it has been shown by Mailath and Postlewaite
(1990) that with many consumers no externality reduction will take place if consumers’
participation is voluntary. The reason is that, with many consumers, a single consumer’s
influence on the externality reduction is close to zero. Due to voluntary participation
constraints, consumers can drive their transfers down to zero. Hence, insufficient trans-
fers are collected to finance the externality reduction.

Budget constraint. 1 assume that the direct mechanism has to satisfy a budget con-
straint. It requires that the consumers’ expected transfers are larger than the firms’
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expected revenues,

iti(é’, 5)

E >E

Zw(é’ﬁ)] - (BO)

Jj=1

2.4 OrpTIMAL MECHANISM DESIGN

Before I introduce price and quantity instruments to regulate externalities, an uncon-
strained mechanism to externality regulation will be defined as a benchmark. As a first
step, I provide a necessary and sufficient condition for a mechanism to be incentive-
compatible and budgetary feasible and in addition satisfies firms’ participation con-
straints.

Proposition 2.1. Let () be a reduction level with the property that for all i, and all l, the
monotonicity constraints B;(0') > B;(0'') are satisfied and q; be a production rule with
the property that for all j, and all k, the monotonicity constraints C;(6*~') > C;(6") are
satisfied. There exists a mechanism that is incentive compatible and that fulfills (PCF) if
and only if

E

>E

3 (@ n ];(ﬂ;i?’;) (4;(6,5))

j=1

+ sz .
j=1

A proof can be found in the Appendix. The term <5j + %) c(g;(6,9)) is known as
firm j’s virtual costs for the externality reduction. Virtual costs can be interpreted as the
minimal amount that type J, of firm j needs to receive for the externality reduction when
incentive compatibility and participation constraints need to be satisfied. In a setting
with complete information, the minimal amount would be the true costs ¢;. With private
information on costs this expression is increased by the hazard rate (%) c(q;(0,9)),
which can thus be interpreted as an information rent. That consumers do not achieve
information rents relies on the fact that their participation constraints do not need to be
satisfied; i.e., the regulator is able to force consumers to finance of externality reduction.
Proposition 2.1 says that Pareto-efficient externality reduction is possible if and only if
the expected benefits of externality reduction exceed the expected virtual costs. Propo-
sition 2.1 applies to any decision rule () such that B, is increasing for all ¢, and ¢; such
that C; is decreasing for all j.

There is one mechanism that is of particular interest, namely the mechanism that
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maximizes expected surplus?

S(0,0) =E | Y (0:b(Q( iacqjea))

The following Proposition introduces the optimal unconstrained mechanism given
that a mechanism design approach was chosen to regulate the externality.

Proposition 2.2. The optimal unconstrained mechanism that maximizes S(0,6), in the
following denoted by {(q;,775)jLy, (Q*, t7)i-, }, subject to the constraints in (ICr), (ICc),
(PCF) and (BC), has the following properties:

i) Consumer surplus under the optimal unconstrained mechanism is equal to

n

> (0:b(Q( zm:(sm (qje(s] zm:j.

i=1 j=1

U,6) =E

ii) Expected firm profits are

(0, 5) =

> 1l05)elg; (6.0)

J=1

iii) Output is undistorted. For every (0,0), the reduction level q;(0,0), for all firms j,
satisfies

0D q(0,8) ) =6;¢(g(6,9)) .
i=1 j=1

The mechanism designer can use his coercive power and force consumers to pay for
the externality reduction. Thus, the efficient regulation comes at costs for consumers.
Consumers’ transfers do not only need to cover the costs of reduction but as well firms’
information rents, due to the fact that firms have private information about their costs
and that their profits need to be at least as high as the minimal profit requirement r;. The
optimal unconstrained mechanism violates consumers’ participation constraints when
the virtual costs of externality reduction exceed consumers virtual valuation of the ex-
ternality reduction.” For consumers that benefit only little from externality reduction,
the participation constraints are always violated.

The Proposition demonstrates that first-best efficient externality reduction can be at-
tained if consumers and firms have private information on their characteristics. Exter-

2For a generalization of the surplus function, see Chapter 3.
3Similarly to firms’ virtual costs, consumer 4’s virtual valuation for externality reduction is given by
6, — = f;(‘g i) This term can be interpreted as the maximal amount that consumer i with type 6; will

pay when incentive compatibility constraints and participation constraints need to be respected.
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nalities should be reduced up to the point where the sum of marginal benefits equals the
marginal costs of externality reduction; this result has been established by Samuelson
(1954) for a model of public good provision, with no private information on consumers’
preferences and firms’ costs. A model of externality reduction can be translated into a
model of public good provision if one thinks about non-depletable externalities.* Propo-
sition 2.2 iii) is the classic optimality condition for public good provision; known as
Samuelson rule, given that many firms provide parts of the public good.

2.5 PRICE AND QUANTITY MECHANISMS UNDER ASYMMETRIC
INFORMATION

The regulating agency of the preceding section could make the externality dependent
on changes in costs and preferences. For every state of the economy (6, 0), the efficient
externality reduction takes place and the Samuelson rule is satisfied. However, in real-
world applications, externality regulation is not based on planning that conditions the
reduction on the future state of the economy. Rather, price and quantity instruments are
introduced before the uncertainty is resolved. Then, it becomes a relevant question to
ask whether asymmetric information has an impact on the regulating choice between
price and quantity instruments.

The discrepancy in efficiency between prices and quantities was firstly analyzed by
Weitzman (1974). In his seminal paper, "Prices versus Quantities", he shows that under
incomplete information both instruments differ with respect to efficiency. If a price in-
strument is chosen to regulate externalities, the regulator sets a price that a firm gets
per unit of reduction. Weitzman assumes that the regulator sets this price based on his
expectation about the future state of the economy. Further, he assumes that the reg-
ulator can commit to not change the price anymore. As the regulator fixes the price,
marginal costs of externality reduction are certain but uncertainty remains about the
marginal benefits. If instead the regulator fixes the quantity, then the marginal benefits
will be certain but uncertainty will remain about the marginal costs. Weitzman derives
a comparative advantage measure to show the efficiency gain of using one instrument
over the other. In section 2.7, I show how Weitzman’s setup relates to the one of this
chapter.

As Weitzman, [ am interested in a regulator that wants to maximize total surplus when
marginal costs and marginal benefits are uncertain at the moment the regulator needs
to decide whether to employ a price instrument or a quantity instrument to regulate
the externality. In contrast to Weitzman, I do assume that information is asymmetric
and agents may have an incentive to communicate strategically. The regulating agency

*An externality is said to be non-depletable if one consumer’s benefit of the externality reduction does
not diminish another consumer’s ability to benefit from the reduction; see e.g. Chapter 11 Mas-Colell,
Whinston, and Greene (1995).
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can either set a price that firms receive per amount of externality reduction or set the
quantity by fixing the overall amount of externality reduction. Price and quantity in-
struments are designed optimally under the assumption that the regulator remains un-
informed about the current state of preferences and costs.

The main insight of the analysis below is that optimally designed price and quantity
mechanisms fail to achieve first-best efficient outcomes; the Samuelson rule is no longer
satisfied. I will show that the Samuelson rule under price and quantity instruments is
only fulfilled in expectation.

2.5.1 PrICE REGULATION

One way for the regulator to control externalities is to impose a subsidy on the external-
ity reducing activity. This mechanism is known as Pigouvian taxation, see Pigou (1954).
I proceed in two steps: First, I take the marginal costs of externality reduction as given
and solve for the price instrument reaching that target, before I identify the optimal price
for externality reduction in a second step.

Reaching a given target. When a subsidy s is announced, every firm will decide how
much externality reduction to contribute. Every firm is maximizing its payoffs that is

(05, 8) = 5¢;(05,5) = 0;¢(g;(95, ) -
Every firm j therefore chooses ¢;(d;, s) according to the first order condition
s = 0;¢(q;(0,5)) <0,

with equality for ¢;(d;,s) > 0. These conditions determine the optimal amount
¢;(9;, s) every firm j reduces, which depends solely on the announced subsidy and firm
J’s cost parameter 9;. It is firm j’s reaction function to a subsidy s. The other firms’
cost parameters are not relevant for firm j’s externality reduction g;, which is different
under the unconstrained mechanism. Note that ¢;(d;, s) is maximizing firm j’s profit.
Whenever firm j deviates to ¢;(d%, s), profits are declining. Thus, firm j’s incentive
compatibility constraints in (/Cr) are satisfied.

Further, the price mechanism assures voluntary participation because firms would
decide to not reduce any part of the externality reduction if this had come along with
losses. The resource costs under a price instrument are the subsidies paid times the
expected sum of externality reduction and firms’ minimal resource requirement
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The optimal target. The subsidy s is determined by the regulator before consumers
learn their preferences and firms learn their costs. As under the unconstrained mecha-
nism, the regulator has no outside funding option, so that expected consumer transfers
need to cover the expected resource costs E [y | t;] > R(0, s). A given subsidy there-
fore induces a level of total surplus that equals

Zeb 4, 5)) —Z@C(qj(fsjas))] -

The following Proposition characterizes the surplus-maximizing price mechanism.

S(0,0,s)

Proposition 2.3. The surplus maximizing price mechanism has the following properties:

i) Expected consumer surplus is equal to

Zeb

U(o,é,s — R(0,s") .

ii) Expected firm profits are

I1(0, s*) = R(0, s

Z%‘C(qj(@, 5*))] :

iii) Externality reduction fails to satisfy the Samuelson rule. The subsidy s* satisfies the

Z 0:b'(Q(, S*))] :

Expected consumer surplus does not only depend on preferences and costs, as in

first order condition

Proposition 2.2. When a price mechanism is used to regulate emissions, the introduced
subsidy influences expected consumer surplus and expected firm profits.

The Proposition shows that the Samuelson rule is violated. Here the Samuelson rule
is only satisfied in expectation, as the marginal costs of externality reduction s need to
equal the expected sum of marginal benefits. When the marginal benefits differ from
the ex ante expectations, first-best efficient externality reduction cannot be achieved
with a price instrument. For )" 6,6'(Q(0,0)) > E[>_1, 6;,b'(Q(9, s*))], the subsidy
s* is lower than the subsidy that leads to ex post efficiency. Hence, ex post, there is not
enough reduction of externalities.

This expected Samuelson rule is well suited to describe how Weitzman’s (1974) anal-
ysis is related to my setup. As the regulator fixes the price, the marginal costs of ex-
ternality reduction are certain. Uncertainty remains about the amount of externality
reduction. If demand (that is shaped by consumers’ preferences for emission reduction)
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and supply (that is shaped by firms’ costs) differ from the expected demand and sup-
ply, only the amount of emission reduction can adapt to these changes. Contrary to the
unconstrained mechanism, the price cannot change, so that a surplus loss occurs. How
big the surplus loss under a price instrument is, depends on how much the ex ante ex-
pectations on costs and preferences differ from the ex post realization. The more these
values differ, the more severe is the surplus loss of a price instrument in comparison
to the unconstrained mechanism, and the higher is the misspecification of externality
reduction.’

2.5.2 QUANTITY REGULATION

Beside a price mechanism, the regulator can as well control externalities with a quantity
mechanism. That is, the regulator decides ex ante on the total amount of externality
reduction () and the production sector needs to provide this reduction. The quantity
mechanism should not be understood such that the regulator asks firms about their types
and decides by how much the externalities should be reduced by every single firm. The
timing is such that the regulator has expectations about firms’ cost parameters and con-
sumers’ preference parameters and decides on the ex ante stage how much externalities
should be reduced. The total amount of externality reduction is then subdivided into
parts and the fraction each firm reduces depends on its announced cost parameter. In
the following I seek to characterize the mechanism with this property. Again, I proceed
in two steps. First, I take the quantity goal as given, and solve for the quantity mecha-
nism reaching that target, before I identify the optimal externality reduction in a second
step.

Reaching a given target. I am interested in reaching the externality reduction that
maximizes expected surplus. Beside consumers’ and firms’ incentive compatibility con-
straints, firms’ participation constraints and the budget constraint, I impose a quantity
constraint, i.e., for all ¢,

m

Jj=1

so that the externality reduction of all firms need to add up to the set target Q.
The following Proposition characterizes the solution to this problem.

Proposition 2.4. Suppose that a monotone hazard rate assumption holds (h(9;) is a non-
decreasing function). The surplus-maximizing quantity mechanism that satisfies the con-

straints in (ICF), (PCr), (IC¢), (BC) and (QU), has the following properties:

SFor a detailed analysis, see Chapter 3.
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i) The expected consumer surplus under the optimal quantity mechanism is

3 (9,»1)(@*)) = > (05 + h(6;)e(q;(6,Q") ] Z

i—1 j=1

U9,6,Q") =

ii) Expected firm profits are

& [$ o 0)

j=1

+ Zﬂj .
j=1

Proposition 2.4 shows that the ex ante set amount of externality reduction influences
expected consumer surplus and expected firm profits, contrary to the unconstrained
mechanism, derived in Proposition 2.2, where outcomes depended only on preferences
and costs for emission reduction. Under the quantity mechanism, benefits of emission
reduction are certain, but consumer surplus and firm profits will vary with preferences
and costs, respectively.

The optimal target. Iassume that the externality target is formulated before the con-
sumers’ preferences and firms’ costs are drawn. The following Proposition shows what
the quantity mechanism looks like.

Proposition 2.5. The quantity mechanism that maximizes S (0, ¢, Q) subject to the con-
straints in (ICr), (PCr), (IC¢), (BC) and (QU) has the following property: Externality
regulation fails to satisfy the Samuelson rule. The externality reduction Q* satisfies the first

order condition . .
Z@] V(Q)=E|D 6 (g0, Q*))]
i=1 j=1

Ay dc(q; (8,0%)) g (8,Q*
where ¢ (q;(6, Q")) = ZL 08N H AT,

An optimal choice of externality reduction, under the quantity mechanism, requires
again that a Samuelson rule holds in expectation, i.e., that the sum of marginal benefits
times the expected preferences is equal to the sum of expected marginal costs of exter-
nality reduction. As Q* is fixed, marginal benefits are certain but uncertainty remains
about the marginal costs and consumers preferences. The price at which the reduction
is achieved can vary.

Again, the condition in Proposition 2.5 is well suited to describe the relation to Weitz-
man’s (1974) paper to my setup. The quantity restriction has the effect that the actual
level of externality reduction is not sensitive to changes in ¢ and 4 as it would be re-
quired by optimality (see Proposition 2.2 iii)). When the regulator’s ex ante expectation
on preferences and costs differ from the ex post realizations, the realized demand and
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supply will differ from the ex ante expected ones. A sensitive adaption of the quantity
restriction would therefore be optimal. However, as the quantity is fixed, the quantity
mechanism fails to achieve ex post efficient outcomes. How big the loss in efficiency is,
when using a quantity mechanism instead of the optimal unconstrained mechanism, de-
pends on how much the optimal externality level varies with the regulator’s expectation

about 0 and .

2.6 ON THE DURABILITY OF PRICE AND QUANTITY
MECHANISMS

The results of the previous sections have shown the following: An optimally designed
unconstrained mechanism can achieve ex post efficiency; for all possible states of the
economy, the mechanism specified the optimal amount of externality reduction and the
respective transfers. On the other hand, price and quantity mechanisms were less flexi-
ble. Once the regulator fixed the subsidy only the amount of externality reduction could
adapt to changes in the economy, and if the regulator fixed the quantity, only the costs
could adapt to changes. Therefore, whenever the regulator’s expectation on preferences
and costs differs from the realized values, ex post inefficient externality regulation oc-
curs. According to the Coase theorem, see Coase (1960), ex post inefficient price and
quantity mechanisms should not be observed when information is complete and when
bargaining is costless. All agents in the economy should be willing to switch to an uncon-
strained mechanism that leads to ex post efficiency. However, Holmstrom and Myerson
(1983) have shown that this concept does not necessarily translate to an environments
with private information. In the following I am interested in the question whether an
unconstrained mechanism can Pareto improve upon price and quantity mechanisms.

2.6.1 DURABILITY

In settings of complete information, the notion of Pareto efficiency is clearly defined.
If all consumers and firms consider the Pareto superior unconstrained mechanism to
regulate externalities to a status quo with price and quantity instruments, then an unan-
imous agreement to change from the status quo to the unconstrained mechanism should
be possible. Holmstrom and Myerson (1983) extend that concept to settings with private
information. They consider the following game where all agents vote simultaneously for
either the status quo or a given alternative; in the case of this chapter the unconstrained
mechanism. After the vote, the unconstrained mechanism will only be implemented if
all consumers and firms vote for it.

In the definition of Holmstrom and Myerson (1983), a price or quantity mechanism
is durable if and only if, when it is the status quo, for the unconstrained externality
regulating mechanism being the alternative, it is an equilibrium of the voting game that
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at least one type of consumer or one type of firm surely votes for the status quo, for all
possible states of the economy.

I will distinguish between two concepts of efficiency: ex post when all private in-
formation is common knowledge and interim, when consumers and firms have learned
their own types, respectively.

2.6.2 THE MAIN RESULT

To check whether price and quantity mechanisms are durable, I consider the following
setup: The regulating agency decides to either use a price or a quantity mechanism
to reduce externalities. Then, consumers and firms learn their types. To see whether
the unconstrained mechanism is able to interim Pareto improve upon the status quo,
the regulating agency asks all consumers and firms to vote simultaneously. I use the
initial price respectively quantity mechanism as the default option, so that consumers
as well as firms can reject the new unconstrained mechanism and with that the old
regulation persists. The new mechanism can therefore be interpreted as a take-it-or-
leave-it offer. This means that the new mechanism replaces the initial regulation if all
agents are at least as well off as under the initial mechanism but one agent is strictly
better off. To see whether the unconstrained mechanism interim Pareto improves upon
price or quantity mechanism, the regulating agency lets all consumers and all firms vote
when they learned their own types but remain uninformed about the outcomes of price
and quantity mechanisms. If a single agent votes for the status quo, then the price or the
quantity instrument stays in place. In order to see whether ex post Pareto improvements
are possible, the regulating agency lets all agents vote when all information is common
knowledge. The following Proposition summarizes the outcomes.

Proposition 2.6.

i) The unconstrained mechanism can neither ex post Pareto improve a quantity mech-
anism nor a price mechanism.

ii) The unconstrained mechanism can neither ex interim Pareto improve a quantity
mechanism nor a price mechanism.

The Proposition shows that although the unconstrained mechanism is efficient, it can-
not replace price or quantity mechanisms. Price and quantity mechanisms are hence
durable. To provide an intuitive understanding of this result, I discuss the main steps of
the analysis.

Ex post efficiency. For an arbitrary consumer ¢, I compare the ex post utility when

an unconstrained mechanism is used to the ex post utility when a price mechanism or a
quantity mechanism is used. Similarly, for any firm j, I compare the ex post profit of the
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unconstrained mechanism with the ex profit when a price or a quantity mechanism was
introduced. If one agent is worse off under the unconstrained mechanism, then the price
mechanism, respectively the quantity mechanism, is durable. Comparing Proposition
2.2 with Propositions 2.3 and 2.5, respectively, the total amount of emission reduction
under the unconstrained mechanism does not coincide with the total amount of emission
reduction when price and quantity mechanisms are used.

For the case where the unconstrained mechanism leads to more emission reduction
than the price or quantity mechanism, a consumer with low preferences for externality
reduction does not benefit from surplus-maximizing externality reduction. As price and
quantity mechanism satisfy production efficiency, the unconstrained mechanism cannot
achieve more emission reduction at lower production costs. If firms reduce more emis-
sions under the unconstrained mechanism, they need to receive higher transfers than
under the status-quo mechanism. In order to assure that the optimal unconstrained
mechanism assures budget balance, consumers’ transfers need to be higher under the
unconstrained mechanism than under the status quo. The disutility of higher transfers
therefore makes a consumer with low preferences for the externality reduction veto the
unconstrained mechanism.

Consider next the case where the optimal unconstrained mechanism leads to less ex-
ternality reduction than the price mechanism, as well as the quantity mechanism. This
implies as well that there is at least one firm that needs to reduce less emissions under the
unconstrained mechanism compared to the status quo. But firms’ profits are increasing
in the amount of reduction, so that it vetoes the unconstrained mechanism. This firm
prefers a larger fraction of externality reduction of a second-best price or quantity mech-
anism over a smaller fraction of the unconstrained mechanism that reaches first-best
efficiency.

Consumers’ realized preferences and firms’ realized technologies do not affect the de-
sign of the unconstrained mechanism. This may be questioned on the following ground:
The incentive compatibility constraints serve to ensure that consumers and firms an-
nounce their types truthfully. If the outcome of the price and quantity mechanisms are
known, then the regulator knows all private information. Accordingly, a mechanism
might be designed that makes use of the public information. However, if consumer and
firms predict this behavior of the regulator, they might refrain from communicating their
private information truthfully in the first place. Holmstrém and Myerson (1983) note that
if agents are selecting a decision rule after they have learned their private information,
then interim efficiency is a reasonable requirement.

Interim efficiency. To analyze whether an unconstrained mechanism can Pareto im-
prove upon price and quantity mechanism on the interim stage, the following sequential
structure is imposed: Consumers and firms have learned their own types but remain un-
certain about the other agents’ types. After having learned their own type agents need
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to vote for either the status quo, with the price or the quantity mechanism in place, or the
unconstrained mechanism. Proposition 2.6 ii) shows that there is at least one consumer
or firm that is better off under the status quo, so that price and quantity mechanisms
stay in place.

The main argument. To understand why Pareto improvements are not possible, I
discuss the main steps of the formal analysis. The expected profit of firm j, from an
interim perspective are derived as follows: when interim participation constraints are
respected, they get an information rent, which equals E [%6;))0(%)] Hence, a firm’s
expected profit is increasing in the share of externality reduction g. That implies, in
particular, that the willingness of firm j to switch from the quantity mechanism to
the unconstrained mechanism depends on its cost parameter. If a firm has low costs
of emission reduction, it expects more reduction under the unconstrained mechanism
than under the quantity mechanism and is hence voting for the unconstrained mecha-
nism, ceteris paribus. Contrary, a firm with high costs expects less reduction under the
unconstrained mechanism and therefore votes for the quantity mechanism. In order to
make firms with high costs not veto the unconstrained mechanism, transfers needed to
increase under the unconstrained mechanism. This is, however, not possible because a
consumer that benefits only little from externality reduction vetoes against mechanisms
where consumers’ transfers are increased. These derivations imply that there is at least
one agent that is better off under the already installed quantity mechanism. Hence, the
quantity mechanism is durable.®

The price mechanism is as well durable. On the interim stage, a firm j knows its profits
under the price mechanism. That is, only if all firms expect that they make at least as high
profits under the unconstrained mechanism, a switch from the price mechanism to the
unconstrained mechanism is possible. As production efficiency is given under the price
mechanism, the emission reduction cannot be achieved at lower costs. Profits under the
unconstrained mechanism can therefore only be higher if either less emission reduction
takes place and the expected revenues do not decline, or if the emission reduction level
stays the same but the expected revenues increases. In the latter case, this implies as well
that consumers need to pay higher transfers in order to finance the revenue requirement,
which implies as well an increase of consumers’ expected transfers. Knowing that firms
would only vote for the unconstrained mechanism if they expect at least as high profits
as under the price mechanism, a consumer with low preferences for emission reduction,
votes against the unconstrained mechanism. For the second case, where the revenue
requirement stays the same but less emission reduction is reduced, all consumers that
have high preferences for emission reduction would veto the unconstrained mechanism.

5The concept of durable mechanisms is restricted by the assumption that only one alternative will be
considered to the status quo, see e.g. Crawford (1985). Nevertheless, the unconstrained mechanism
always leads to ex post efficient results and is therefore a good focal point when agents can negotiate
efficiently.
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2.7 EXTENSION

In his seminal paper "Prices versus Quantities", Weitzman (1974) explored the question
of whether it is better to regulate externalities by the means of a price or a quantity in-
strument under the assumption that redefining instruments is not possible. He showed
that uncertainty concerning the marginal benefits and marginal costs of externality re-
duction affects the choice between the two regulatory instruments. In this section I will
discuss how "Prices versus Quantities” by Weitzman (1974) relates to this chapter’s setup.

In Section 2.5 I have introduced a model of asymmetric and incomplete information.
The setup of Weitzman (1974), however, differs from mine in that he does not consider
the agents to have private information. In his paper, uncertainty stems from incom-
plete information on marginal cost and benefit curves. In this chapter’s framework, the
marginal benefit curve is derived from consumers valuation for emission reduction and
the marginal cost curve is determined by the production sector that has to reduce emis-
sions. As Weitzman (1974), I assume that policy is defined on the ex ante stage, e.g. before
agents learn their types and only the ex ante likelihoods of # and ¢ are known by the
regulating agency. A consumer’s goal is to maximize expected utility, with expectation
about future types. Respectively, a firm’s objective is to maximize payoffs.

In the following, I will look at an example and assume that there is uncertainty on
the ex ante stage about the parameters that shape the marginal cost and benefit curves.”
As Weitzman (1974) I assume that (3 is a random variable whose distribution is known
to the regulating agency but whose realization is not observed at the time price and
quantity mechanisms are announced. Instruments are defined under the assumption that
zero possibility is assigned to the event that the parameter /3 is changing. Thereafter, I
check whether a price or a quantity instrument leads to higher surplus. Additionally to
Weitzman (1974), I depict how surplus is changing if 5 differs from the regulator’s ex
ante expectation.

Example: There is one firm to which is delegated the reduction of COs-emissions. The
emission reduction g; leads to costs 0;c(q;), where 0 is a cost characteristic of the firm that
belongs to the set A = {6*,6"} and c is a quadratic cost function, ¢(q;) = B5q;. The
probability that the firm has low costs is denoted by p* and accordingly p = 1 — pt
denotes that the firm has high costs. n consumers benefit form the emission reduction. The
benefit function b(Q) = ¢Q'/? is assumed to be concave, where () = Z;n:l q; denotes the
amount of emission reduction and ¢ is a random variable. The regulating agency knows the
distribution. 0; is consumer i’s preference parameter and belongs to the finite ordered set
© = {0 0"}, where fL denotes the probability that consumers have low preferences and

7 =1— fL denotes the probability that consumer have high preferences for the emission

’Functional forms where chosen such that the Weitzman (1974) assumptions of ” < 0 and ¢”’(¢;) > 0
are met.
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reduction.
The following Observation highlights that the cost parameter 3 plays a crucial role
when deciding which instrument leads to higher surplus.?

Observation 2.1. Consider the Example. Suppose that S(0, 0, Q, B) and S(6,6, s, 3) are
continuous functions on [0, 10]. Then, there exists a range 3 € [(3,10] such that a price
mechanism leads to higher expected surplus than the quantity mechanism. For 3 € [0, (]

a quantity mechanism leads to higher surplus than the price mechanism.

Figure 2.1: Prices versus quantities

3Bt

The parameter choices are [n(fr0r + fu0r)] = 30, pr, = pf = 0.5,6L =265 =4, 9 =1, B =
5. The straight blue line depicts the expected total surplus function under a quantity mechanism.
The dashed green curve shows the expected total surplus under a price mechanism.

Figure 2.1 illustrates the implication of a change in /3 graphically. If 5 coincides with
the regulator’s expected 5* = 5, the price instrument leads to the same surplus than the
quantity mechanism. The same holds true for a threshold-value of 5 = 1. However, for
B > 1aprice instrument leads to higher surplus. In comparison to Weitzman (1974), I do
not just consider a deviation from [ to some alternative 3’ but rather compare the com-
petitive surplus advantage of one instrument over the other for the range of 3 € [0, 10].
That one instrument is not outperforming the other, independently of the specification,
can be explained by the fact that the surplus function under a price mechanism’

% % 1 L H
S(0,5,5,8) = In(f161 + fubm)]""? [pL <Bs<5L> L <B§H> ] -3 <ﬁp<5L + Bpf5H> ,

8] have assumed that firms are able to reduce emissions and therefore are the ones that respond to
regulation. If instead I had allowed for consumers to be able to reduce emissions, e.g. via better heating
technologies, the parameter ¢ would become decisive.

See Chapter 3, for a derivation.
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is not monotonically increasing in 3. The higher 3, the less emissions a single firm
is reducing (%—qﬂj < 0), so that the expected costs of emission reduction are decreasing
in 3. But at the same time, the benefits are decreasing as the total amount of emission
reduction decreases. If 3 is marginally decreased from [3*, the lower cost outweigh the
lower benefits of emission reduction. If 3 is decreasing further, the loss in benefits is
higher than the reduced costs, so that surplus is decreasing. For g > B, costs of emission
reduction are getting bigger, and benefits in a different emission level are even smaller,
so that surplus is decreasing the bigger the difference between 3 and B.
Under a quantity mechanism, however, the expected provision level is certain and
with that the benefits of emission reduction

S(0,6,Q.8) = In(fuh + Fud)] QF — S8 6" + 5@

The lower f3, the lower are the costs of emission reduction under the quantity mecha-
nism, so that S(0, 9, Q, ) is strictly decreasing in f3.

For the parameters in Figure 2.1, if ( is close to the ex ante expected value, the price
instrument leads to higher expected surplus than the quantity mechanism. But if 3
differs strongly from the ex ante expected 3%, the quantity mechanism can lead to higher
expected total surplus.

2.8 CONCLUDING REMARKS

The analysis has combined the classical price and quantity instruments to regulate exter-
nalities with a mechanism design framework. I have shown that the presence of private
information made it impossible to reach efficient outcomes, when price and quantity
instruments were used to regulate externalities. The analysis has established a link be-
tween unconstrained mechanism design that reached efficient outcomes and price and
quantity instruments. I have shown that although price and quantity instruments lack
the flexibility of the unconstrained mechanism, they are durable. The unconstrained
mechanism was unable to Pareto-improve upon the classical instruments.

This chapter has abstracted from business-generating activities of firms. Instead, I
have isolated the interaction between externality regulation and the design of opti-
mal mechanisms. As a result, the analysis has shown that an optimal unconstrained
mechanism cannot improve upon existing price and quantity instruments. Further, I
did abstract from consumers responding to the externality. Such problems would likely
strengthen the regulation with an unconstrained mechanism, as uncertainty is even
higher to misspecify the instruments on the ex ante stage. It is beyond that chapter
to provide a game-theoretic analysis of the relationship between consumers and firms
when both groups are able to reduce externalities.
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APPENDIX 2.A PROOFS

Proof of Proposition 2.1. Only if — part. Given a provision rule, Lemmata 1.7-1.12 in
the Appendix 1.A imply that the minimal firm revenue that is possible in the presence
of firms’ interim participation constraints equals

Zm: 5; + h(6;))e(q; (0, 5))] .

If this expression is bigger than E [> """ | 6;b6(Q(0, 9))], budget balance cannot be achieved.
Thus, constraint efficiency cannot be achieved.

If — part.
Step 1. I need to show that if

E znjeib(@(e

Zm: 5; + h(8;))e(q; (0, 5))] ,

then, given the provision rule (g;)j.;, (7;)7L; can be chosen such that for all j, the
incentive compatibility constraints and interim participation constraints are satisfied.

By the arguments in the proof of Lemma 1.11 (see Appendix 1.A, Chapter 1), the
participation constraints are satisfied if /2;(0") > m;. Since monotonicity constraints
C;(6%) < C(6*7') are satisfied for all j and all /, Lemmata 1.8 and 1.9 in Appendix
1.A imply that incentive compatibility holds if expected transfers are chosen such that
all local upward incentive compatibility constraints are binding and that the expected
transfer of firm j are equal to

E[t;(0,0)] = E[(9; + h(d;))e(g;(6,0))] + =

Step 2. It needs to be shown that if

E > 0:b(Q(0,6 Z (05 + 1(d;))e(g;(8,9)) |

then, given the provision rule @, (¢1)_; can be chosen such that for all i, the incentive
compatibility constraints are satisfied.
Step 2.11introduce a pricing schedule in combination with a lump-sum tax (), so that
for each ¢ and /,
Ti(0') = 0+ s(Bi(6")) .

where s : R, — R, is a non-decreasing schedule with s(0) = 0. I will show that
this pricing mechanism satisfies incentive compatibility constraints. The proof follows
Bierbrauer (2011a).
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Suppose that the price schedule is not incentive compatible. Then, there exists ¢, [ and
k so that
0'B;(0") — T;(0") < 6'B;(6%) — T;(6") .

For each z € {B;(6°), ...., B;(6™)}, T;(x) = 7 + s(x), implies that
0'B;(0") — 7 — s(Bi(0")) < 0'Bi(0%) — 7 — s(By(6%)) .

This contradicts the assumption that B;(0") € argmaz,er, {6'c — 7 — s(x)}. Hence, the
assumption that a pricing schedule is not incentive compatible leads to a contradiction
and therefore, must be wrong.

Proof of Proposition 2.2.

Cost minimization without participation constraints. I first study the following
optimization problem: Given a provision rule (¢;)7., that satisfies the monotonicity
constraint C;(6'~") > C;(4"), for all j and all /, and given expected payments (R;(0"))7",

for firms with a 0" -costs, I seek to minimize expected costs E | > | d;¢(q;(0, 5))] subject
to the firms’ incentive compatibility constraints

R;(0) = 0'C;5(8") = R;(3%) — 0'Cy(0") ,

for all j, [ and k. For brevity I refer to this problem as AU X1. The following propo-
sition characterizes the solution to this problem.

Proposition 2.7. A solution (t;)L, to problem AUX1 has the following properties:

i) For all j and, the local upward incentive compatibility constraint,
R;(0"1) = 010561 = Ry(8) — 6" Ci(d")

is binding, and all other local upward incentive compatibility constraints are not bind-
ing.

ii) The expected payoffs equals

E > (65 + h(67))ei(q;(0,0)) | + > Ri(67) .
j=1 Jj=1
iii) The expected firm surplus equals
E > h(0)ei(q(0.0) | +> Ri(67) .
j=1 j=1
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The proof follows from Lemmata 1.7-1.12, see Appendix 1.A.

Cost minimization with participation constraints. I define problem AUX2 as fol-
lows: Given a provision rule (¢;)7", that satisfies the monotonicity constraint C;(6' ') >

C; ("), for all j and all /, I seek to minimize expected costs E [Z;nzl d;c(q;(0, 5))] subject

to the firms’ incentive compatibility constraints (/Cr) and the participation constraint
R;(67) = 0"Ci(0") = m;

for all j, and (.

Proposition 2.8. A solution (r;)j_, to problem AUX2 has the following properties:

i) It has the properties stated in Proposition 2.7.

ii) The participation constraint
R;(6") = 0"C5(0") = m;
is binding for every firm j, whereas all other participation constraints are not binding.

Note that if I modify problem AUX1 so that the payments (12;(d"))}~, can be freely
chosen subject to the participation constraint for §"-types, R;(6") < m, for all j, then
the solution will be such that R;(0")) = z;, for all j. To complete the proof it therefore
suffices to use the results of Lemmata 1.7-1.12, see Chapter 1.

From Lemma 1.2 in Chapter 1, I know that consumers’ incentive compatibility con-
straints in (/C) are satisfied if for all 4, B;(6') > B;(0'!), for all | > 1.

I consider the problem of maximizing expected surplus S(6,§) subject to firms’ and
consumers’ incentive compatibility constraints, firms’ participation constraints and the
resource requirement in (BC').

I will show that the solution to this problem fulfills property iii) stated in Proposition
2.2.

Step 1. At the solution to the problem, the budget constraint (BC') has to be biding.
Otherwise, expected payments of consumers could be decreased and thereby increasing
expected surplus S(6, §). Expected surplus can be written as

> o (f qu,a)) - iajdq(e,a))] ,

E

and the optimal provision rule (g;(¢, d)) L, maximizes this expression. The maximiza-
tion yields the Samuelson rule, property iii) in Proposition 2.2, when many firms reduce
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parts of the externality

i@ib/ (i q;(ﬁ,(;)) = 5jc/(q;(0,5)) .

Step 2. It is easily verified that externality reduction to the Samuelson rule implies that for
all i and all /, the monotonicity constraints B;(0') > B;(6'~!) are satisfied. This implies
that consumers’ incentive compatibility constraints are satisfied. Further, the Samuelson
rule implies that for all j, and all k, the monotonicity constraint C;(6*~!) > C;(6") is
satisfied. Therefore, (PCr) and (ICF) are satisfied, see Proposition 2.7 and 2.8.

i) Consumer surplus is

U0,6) =E | > (0:6(Q(6,9))) —Zti(& 5))] :

i=1

Consumers’ transfers need to cover firms’ expected payoffs, derived in Proposition 2.7
ii), so that

n

D (OH(Q(0,8) = D7 (6 + h(;))ela; 6.5)) ] S,

i=1 j=1

Ub,8) =E

ii) Expected firm profits are derived in Proposition 2.7 iii).

Proof of Proposition 2.3. Step 1. Externality reduction according to the first order
condition

s = 0;¢(¢5(0,5)) <0

implies that for all j, and all k, the monotonicity constraint C;;(6%) < C;(6*7!) is satis-
fied. T know that (/Cr) and (PCF) are satisfied, see Appendix 1.A.

Step 2. The mechanism designer has expectation about the amount every firm pro-
duces, given he announced s. The expected total amount of externality reduction is
determined as an increasing function of the sum of contributions:

=E | ()
j=1

The expected resource costs of externality reduction are R(9, s) = sE[QP (0, s)]+> "
Making use of (BC'), expected surplus can be written as

E jiaw@ws
=1

Jj= 1

— R(d,5) ,
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which establishes part i) of Proposition 2.3.
This implies as well that

R(6,s) — E

Z@c(qj(éj,s»] ,

which is the expression for firm profits in part ii).
Expected budget balance implies that expected surplus can be written as

E

Z 0:b(Q(9,5)) — Z d;5¢(q;(9;, S))]

and the optimal price s maximizes this expression. The solution s* to this problem is
such that the following first order condition is satisfied:

S0 (@05 20 3 g, 5,5 2200 g

E

Y T
i=1 = |
n 5 _
E | Y60 (. 2402 000
=1 |
E

Z@ib’ (Q(6, s))] =5

Proof of Proposition 2.4. The proof follows the proof in Proposition 2.2 i) and ii).

Proof of Proposition 2.5. I consider the problem of maximizing expected surplus
5(8,6, Q) subject to (ICy) (PC), (IC¢), (BC) and additionally taking the constraint

@=qu<5,c2>.

into account, i.e., the quantity goal needs to be met.
Step 1. At the solution to the auxiliary problem (BC) has to be biding. Otherwise,
expected payments of consumers could be decreased and with that surplus increased.
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Making use of (BC'), expected surplus can be written as

Z ezb (Z q; (67 Q)) - Z 51'0(%'(57 Q))] ) (B>

and the optimal provision rule Q = z;nzl q; (6, Q) maximizes this expression. This
implies that the objective in (B) can be rewritten as:

Z 0:b(Q) — Z d;¢(q;(d, Q))]

The maximization of expression (B) yields to a Samuelson rule that holds in expectation,

property iii) in Proposition 2.5, when many firms reduce parts of the externality

Z 0,b'(Q) =
=1

Step 2. It is easily verified that externality reduction to the Samuelson rule implies that for

- 0c(q(5,Q)) 45(5,Q)
d; -
jz 8%(5 Q) Q ]

all 7 and all /, the monotonicity constraints B;(0') > B;(6'~!) are satisfied. This implies
that consumers’ incentive compatibility constraints are satisfied. Further, the Samuelson
rule implies that for all j, and all k, the monotonicity constraint C;(6*~!) > C;(6") is
satisfied. Therefore, (PCr) and (ICF) are satisfied.

Proof of Proposition 2.6.

i) It follows from Propositions 2.2, 2.3 and 2.5 that the ex post efficient amount of
externality reduction under the unconstrained mechanism does neither coincide with
the introduced quantity nor the amount of externality reduction under the price mech-
anism. Further, under all mechanism marginal costs of emission reduction are equal,
so that emission reduction occurs at lowest costs. Hence, if more emission reduction is
optimal, then the costs of reduction need to increase as well.

Case 1 Consider the first the case where Q(6,§)* > Q. As more externality reduction
is optimal under the unconstrained mechanism, firms’ need to receive higher revenues in
order to make at least as high profits as under the quantity mechanism. Otherwise firms
will not agree to switch from a quantity mechanism to the unconstrained mechanism.
Therefore, it needs to hold that R(Q(6,6)*) > R(Q). The lump-sum component 7 under
the unconstrained mechanism is therefore higher under the unconstrained mechanism
than under the quantity mechanism. But then, the consumer with the preference pa-
rameter 6° will veto against the unconstrained mechanism, as u(6°, Q(6, §)* < u(6°, Q).
Thus, the unconstrained mechanism cannot replace a quantity mechanism.

Case 2 Consider the next the case where Q)(6,0)* < Q*. The costs of reducing the op-
timal amount of externalities are therefore lower than the costs of reducing the amount
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that is fixed by the quantity mechanism. The revenue requirement under the uncon-
strained mechanism is lower than the revenue requirement under the quantity mecha-
nism (R(Q*) > R(Q(6,4)*). But firm j’s profit is increasing in the amount of emission
reduction ;(8%, q;) > m;(0%, ¢}) for ¢; > ¢, so that firms prefer the quantity mechanism
to the unconstrained mechanism and would therefore veto against the unconstrained
mechanism. The arguments for the price mechanism are similar.

ii) Quantity: The optimal emission reduction is characterized in Proposition 2.2. In-
terim, a firm j expects to reduce

Eo,s_) [0;(0,0-5,0,)|6; = &"] .

If | = r, the optimal amount of expected emission reduction is lower under the optimal
unconstrained mechanism than under the quantity mechanism that is characterized in
Proposition 2.5

E,s_,) [a;(0,0-5,0,)|0; = 0'] <Eae_, [%‘(5—;'7 8;,Q)|0; = &'

Under the optimal unconstrained mechanism, as well as the quantity mechanism, firm
j’s expected profit I1;(&') is increasing in Q;(6'). A firm with high costs of emission
reduction, [ = r, vetoes the optimal unconstrained mechanism if

E(gygﬂ.) [T’j(g, 5_j, 5j)|5] = (51] < E(gygﬂ.) [Tj(5_j, 5]-, Q)|(5J = 5l

Increasing firms’ expected revenues is, however, not possible because a consumer with
low preferences, [ = 0, vetoes the optimal unconstrained mechanism if transfers under
the optimal unconstrained mechanism are higher than under the quantity mechanism

E_.6) [ti(0-:,0:,6)|0; = 0'] <Eo_, 5 [ti(5> Q)|6; = 0'

Price: In order to make the optimal unconstrained mechanism Pareto improve upon
the price mechanism, the expected profits under the unconstrained mechanism need to
be higher than the profits under the price mechanism

Eo,5 ;) [m5(0,0-5,0,)|0; = 8'] > 5°q;(8,5%) — 8;¢(a;(05, 5)) -
The unconstrained mechanism as well as the price mechanism achieve production ef-

ficiency. Thus, expected firm profits under the unconstrained mechanism can only be
higher than under the price mechanism if

Egoy | [a:0,5-5,8)10; = 8']| > Q(5,5") .
7=1
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Increasing firms’ expected revenues is, however, not possible because a consumer with
low preferences, [ = 0, vetoes the unconstrained unconstrained mechanism if transfers
under the unconstrained mechanism are higher than under the price mechanism

E(97i75) [tl(e,l, (91', 5)‘91 == Hl} < E(Q,iy(;) [tl(é, 3*)‘91 = Hl} .
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Externality regulation
and distributional concerns

3.1 INTRODUCTION

This chapter contributes to the theory of externality regulation. It looks at a model
in which firms can reduce environmental damages, which is beneficial to consumers.
The chapter assumes that firms privately observe their reduction costs and consumers
privately observe their benefits of environmental damage reduction.

A key question in the literature is to identify the conditions under which the regula-
tion via corrective taxation is preferable to quantity regulation, such as tradable permits.
In a world where all costs and benefits are known with certainty, price and quantity
mechanisms are equally efficient to regulate the externality. Yet, for the question to be
meaningful, this literature focuses on situations in which the policy is chosen under un-
certainty about the reduction costs of firms and the benefits of reduction to consumers.
Thus, there is uncertainty about the demand (as shaped by the distribution of prefer-
ences) and the supply (as shaped by the distribution of reduction costs) for externality
reduction. The chosen policy instrument will affect the total surplus, and the equiva-
lence argument does no longer apply.

Most of this literature, however, assumes that there is symmetric information; i.e.,
there is no explicit modeling of private information and no agent has better information
than others. By contrast, this chapter studies externality regulation under asymmetric
information. It is based on the assumption that such informational asymmetries are
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an impediment for the design of an optimal response to externalities. And information
asymmetries are present in the context of environmental externalities: A firm’s manager
or engineer can assess the avoidance costs that emissions will cause for the firm more
precisely than the regulatory agency. Further, consumers that are directly affected by
emissions can estimate, for example, their heath costs more accurately. This raises the
concern that an analysis which makes the assumption that information is symmetric
will suffer from an inaccurate assessment of avoidance costs and benefits.

This chapter formalizes a trade-off between the efficiency of regulating externalities,
on the one hand, and the distribution of consumer surplus and firm surplus, on the other
hand. As a main result, it is shown that if the regulator maximizes the surplus of con-
sumers, who are harmed by the externality, less externality reduction takes place com-
pared to the case when the regulator maximizes total surplus. Further, this paper asks
under what circumstances a price mechanism leads to higher surplus than a quantity
mechanism and whether this comparative advantage measure is affected by the mecha-
nism designer’s surplus measure.

The formal analysis is based on the independent private values model of mechanism
design that I introduced in Chapter 1. It has the following features: There are many
firms that can reduce emissions; they differ with respect to their technology. On the
other side, there is a number of consumers that benefit from the emission reduction,
but they differ in their preferences for externality regulation. Furthermore, consumers’
transfers need to cover firms’ revenues. I assume that the mechanism designer needs to
use either a price mechanism, or a quantity mechanism to regulate emissions. This stays
in contrast to the literature on the revelation of private information that avoids any a
priori assumption on the set of admissible policies. The mechanism designer needs to
introduce price and quantity mechanisms before private information is revealed. When
using a price mechanism, the mechanism designer introduces a subsidy that firms receive
per unit of emission reduction. The total amount of emission reduction is, however, still
responsive to changes in technologies because firms decide on their amount of emission
reduction after they have learned about their technology and the subsidy. On the other
hand, if a quantity mechanism is chosen for externality reduction, the total amount of
reduction is certain but uncertainty remains about the cost of reduction.

I impose incentive compatibility constraints and participation constraints for firms.
The first constraints assure that firms do not have an incentive to misreport their tech-
nologies. The latter constraints assure that no firm makes losses when reducing emis-
sions. I impose no participation constraints for consumers. I assume instead that the
regulator can make use of its coercive power and force consumers to pay transfers, even
if some consumers do benefit only little from emission reduction. The rationale for this
assumption is twofold: First, it has been shown by the literature that emissions will
not be reduced if consumers’ incentive compatibility constraints and participation con-
straints need to be respected simultaneously and the number of consumers is large (see
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e.g. Chapter 1 and Mailath and Postlewaite, 1990). If no externality reduction takes place,
the question of whether to use prices or quantities becomes meaningless. And second,
it looks empirically plausible that the regulating agency rather forces consumers to pay
transfers for externality reduction than letting firms go out of business.

As a benchmark case, I derive the optimal unconstrained mechanism to regulate ex-
ternalities, i.e., a mechanism that does restrict the set of admissible policies, when the
mechanism designer’s objective is to maximize consumer surplus. I show that less ex-
ternality reduction takes place, compared to the case where the mechanism designer
maximizes total surplus that consists of consumer surplus and firm profits. Put differ-
ently, less emissions are reduced when the mechanism designer puts more weight on
the surplus of the harmed agents. When total surplus is maximized, the optimal amount
of externality regulation has to satisfy an efficiency condition, which is known as the
Samuelson rule (Samuelson, 1954). Although consumers and firms have private infor-
mation, the unconstrained mechanism that maximizes total surplus reaches first-best
efficiency. When the mechanism designer puts all weight consumers in the surplus mea-
sure, the Samuelson rule no longer needs to be satisfied. Instead, an efficiency condition
needs to hold where not only firms’ costs of emission reduction enter the optimality
condition but also rents they need to receive in order to communicate their private in-
formation truthfully. These rents are part of the mechanism designer’s surplus measure
when he is interested in maximizing total surplus. By contrast, these rents reduce sur-
plus when the mechanism designer maximizes consumer surplus because they increase
consumers’ transfers. Thus, the optimal reduction level under consumer surplus maxi-
mization is distorted downwards, and the unconstrained consumer surplus maximizing
mechanism only achieves second-best results.

Next, I introduce a price mechanism. The mechanism designer announces a subsidy
that firms receive per amount of emission reduction. When choosing the subsidy, the
regulator remains ignorant about the state of demand and supply for externality reduc-
tion. The mechanism designer, however, has probabilistic beliefs about demand and
supply and hence can assess the performance of a price mechanism. If he acts in the
interest of consumers, the emission reduction should occur at lowest costs. The mech-
anism designer demands externality reduction from many firms. A market structure
arises that resembles a monopsony. The subsidy that is paid when consumer surplus is
maximized is lower than the subsidy that is paid when total surplus is maximized. As
under the optimal mechanism, less externality reduction takes place under the first sur-
plus measure. But as the subsidy is fixed, only the amount of externality reduction can
adjust to changes in the economy. In comparison to the unconstrained mechanism that
maximizes consumer surplus, a surplus loss occurs when the mechanism designer uses a
price mechanism. Thus, a price mechanism that maximizes consumer surplus only leads
to third-best efficiency, compared to the unconstrained consumer surplus maximizing
mechanism.
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Thereafter, I introduce a quantity mechanism that maximizes consumer surplus. The
mechanism designer sets the total amount of emission reduction before he knows con-
sumers’ preferences and firms’ costs. As he acts in the interest of consumers, the quan-
tity mechanism should achieve emission reduction at lowest costs. As firms have private
information about their costs, incentive problems can occur: A firm with a better tech-
nology tends to overstate its costs to reduce emissions because it profits more from an
increase in the revenue requirement. Because incentive constraints and firms’ volun-
tary participation needs to be assured, the optimality condition for emission reduction
accounts for firms’ rents. In comparison to the optimal consumer surplus maximizing
mechanism, the ex ante introduced quantity restriction appears in the optimality con-
dition. That is, the quantity regulation is less flexible to react to changes in costs and
preferences. As the price mechanism above, the quantity mechanism that maximizes
consumer surplus only achieves third-best efficiency.

While price and quantity mechanisms are often used in real-world applications, they
lead to a surplus loss in comparison to an unconstrained mechanism. This raises the
question how severe this surplus loss is, and which parameters influence it. Further,
if only price and quantity mechanisms are considered, the question, which mechanism
leads to higher surplus, becomes important. I show that the mechanism designer’s sur-
plus measure affects the comparative advantage of the price mechanism over the quan-
tity mechanism. I present a numerical example to highlight that, in particular, the dis-
tribution of firms’ cost parameters is crucial to evaluate not only the efficiency but also
the distribution of consumer and firm surplus.

The remainder of this chapter is organized as follows: The next section gives a more
detailed literature review. Section 3.3 specifies the economic environment. Section 3.4
describes, as a benchmark case, the optimal mechanism that maximizes consumer sur-
plus under the assumption that firms and consumers have private information. Further,
I describe the price and the quantity mechanism that maximize consumer surplus. Sec-
tion 3.5 compares price and quantity mechanisms under efficiency and distributional
considerations. The last section contains concluding remarks.

3.2 RELATED LITERATURE

My research lies at the intersection of two different strands of the literature: On the one
hand, the analysis of externality regulation under informational constraints; and on the
other hand, the traditional regulation of externalities by means of price and quantity
instruments.

Mechanism Design. This chapter builds on the independent private values model of

mechanism design theory that was introduced in Chapter 1. I apply this framework to
study externalities.
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Traditionally, the literature on externality regulation is related to the literature on
public good provision and assumes that consumers have private information about their
preferences for public good provision. In order to reach surplus-maximizing outcomes,
the mechanism designer needs access to consumers’ private information. Arrow (1979)
and D’Aspremont and Gerard-Varet (1979) show that it is possible to get consumers to
reveal their preferences if the mechanism designer’s goal is to reach efficient outcomes.
If additionally consumers’ voluntary participation needs to be assured, then public good
provision goes to zero, as the number of consumers get large, see e.g. Rob (1989) and
Mailath and Postlewaite (1990). For the context of this chapter, this would mean that ex-
ternalities are not regulated if a consumer cannot be forced to contribute to the financing
of externality reduction, in case that this makes him or her worse off.

I allow not only consumers but also the production sector to have private information
and thereby build on results of Baron and Myerson (1982), Bierbrauer (2011a) and Chap-
ter 1. The first paper shows how to regulate a monopolist with unknown costs. The
second paper looks at a single firm providing an excludable public good. In contrast to
this chapter, these papers do not examine how high the share of public good provision
should be for a single firm when multiple firms can provide the public good.

To my knowledge, only one previous paper studies the effects of asymmetric infor-
mation on the regulation of externalities. Lewis (1996) reviews the literature on incen-
tive regulation and suggests strategies for dealing with asymmetric information in the
context of environmental regulation. He looks at a group of firms that differ in their
profitability but are equal in the way they pollute the environment. He concludes that
firms’ private information leads to a pollution level that is different from the efficient
one and that taxes should be implemented that vary across firms.

Prices versus Quantities. Several papers in environmental, political and financial
economics have described externality regulation and whether to employ price or quan-
tity instruments. My analysis is guided by this literature. The question of prices versus
quantities goes back to Weitzman (1974). He showed that both instruments differ in effi-
ciency if information is incomplete but symmetric, i.e., when there is uncertainty about
the true demand and supply functions and all agents have the same information. As
Weitzman (1974), I analyze price and quantity instruments but assume that uncertainty
stems from private information. With that I provide an extension of Weitzman’s results
to an environment with asymmetric information.

The question of prices versus quantities has especially been applied in the context of
environmental economics, see Cropper and Oates (1992) for a survey' and in political

'!Many authors have expanded Weitzman’s framework. Yohe (1978) adds output uncertainty, Hoel and
Karp (2001) consider multiplicative uncertainties. Stavins (1996) shows that a positive correlation be-
tween benefit shocks and environmental costs, favor quantity instruments in a setting with environ-
mental externalities. Goulder et al. (1999) and Pizer (2002) look if a combination of both instruments
leads to efficiency improvements in comparison to either prices or quantities alone. Montero (2002)
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economy models.? Recent papers analyze price and quantity instruments to deal with
externalities that arose with the financial crises.* As Weitzman (1974), most of these
papers assume that uncertainty is due to incomplete information. However, information
advantages of a single financial institute with respect to the regulating agency have so
far not been examined. The setup of this chapter can be a starting point to investigate
incentive effects of bankers, who are better informed about the risk than the government.
Overall, the literature on price and quantity regulation uses total surplus as the effi-
ciency criterion. In this chapter, I additionally consider consumer surplus as efficiency
measure and thereby follow the literature on regulation, see Baron and Myerson (1982)
and Laffont and Tirole (1993). I will show that the two surplus criteria will lead to differ-
ent levels of emission reduction and affect the comparison of prices versus quantities.

3.3 THE ECONOMIC ENVIRONMENT

3.3.1 FIrms

There is a set of firms, J = {1, ..., m} that can reduce emissions. The emission reduction
¢; leads to costs 0;¢(q;), where J; is a cost characteristic of the firm that is unknown to
the mechanism designer. ¢; belongs to the finite ordered set A = {4, ..., 6"} of possible
cost parameters. I assume that §' < 61,V [ € {1,...,7 — 1}, so that firms with a lower
index face lower costs. The profit of firm j is given by

(65, t5,q5) = 15 — 0;¢(q;)

where ¢(+) is an increasing and convex cost function, satisfying ¢(0) = 0lim, ¢ '(¢) =
0 and lim,_,, ¢’(¢) = oo, where the Inada conditions avoid corner solutions. 7; is firm
j’s revenue.

Each firm privately observes its type ¢;. For all other agents 9, is a random vari-
able with support A and probability distribution (p', ..., p"). I denote by p' that §; = ¢’

compares both instruments when enforcement is incomplete and Kelly (2005) studies price and quan-
tity regulations in a general equilibrium model.

2Boyer and Laffont (1999) recast the question of instrument choice in a formal political economy model
of environmental economics and examine the influence of voting rules on the environmental policy.
There exists as well a strand of the policy literature that studies the instrument choice in environmental
settings. If rent seeking might occur, then taxes are rarely applied in environmental policies (see e.g.
Dijkstra, 1998). Damania (1999) shows that emission taxes are more likely when parties act in the
interest of the environment, whereas quantities are likelier when interest groups are present. And
Alesina and Passarelli (2014) show that a majority might prefer a different instrument than the social
planner.

3Keen (2011) considers failure externalities and bail-out externalities and evaluates price and quantity
instruments. Perotti and Suarez (2011) discuss both instruments when liquidity regulation generates
negative systemic risk externalities. Stein (2012) examines monetary policy instruments to regulate
negative externalities in the financial sector in order to help assuring financial stability. Acharya et al.
(2010) study Pigouvian taxation to internalize systemic risk-taking behavior of banks.
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and by P(0') the probability that ; > ¢'. This distribution is assumed to be common
knowledge. The random variables (J;);c; are assumed to be independently and iden-
tically distributed (i.i.d.). The vector of all firms’ technology parameters is denoted by
d = (01, ...,0,,) and 0_; lists all technology parameters except J;. I impose a monotone
hazard rate assumption: The function

5j —> h(éj) =
is assumed to be non-decreasing.

3.3.2 CONSUMERS

There is a finite set of consumers, I = {1,...,n}. The preferences of consumer i are
given by the utility function

ui (05, Q. t;) = 0;6(Q) — i ,

where ) = Z;n:l ¢; € Ry denotes the overall emission reduction. The utility depends
on a taste parameter 6; that describes consumer i’s marginal valuation for emission re-
duction. For each i, §; belongs to a finite ordered set © = {6°,6',...,0°}, with ° = 0. I
assume that ' < 0'*1V [ € {0, ..., s — 1}, etc. The monetary transfer of consumer i is
denoted by ;.

Each consumer i privately observes his preference parameter ;. From the perspective
of all other agents it is a random variable with support © and probability distribution
(f°, ..., f*). I denote by f! that ; = 6~ and by F'(6!) the probability that §; > ¢'. The
random variables (6;);c; are i.i.d. The vector of all consumers valuation parameters is
denoted by 6 = (61, ...,0,). 0_; lists all taste parameters except 6;.  impose a monotone
hazard rate assumption, so that the function

;> g(6;) = 120 - gffi)

is assumed to be non-increasing.

3.3.3 MECHANISM

I use a mechanism design approach to characterize the amount and the pricing of emis-
sion reduction. A social choice function or direct mechanism consists of a transfer and
production rule for each firm j and a level of externality reduction and transfer rule for
each consumer 7. r; : ©" x A™ = R specifies j’s revenue as a function of the vector of
agents reports; analogously the function ¢; : ©" x A™ = R characterizes j’s emission
reduction. ¢; : A" x A™ +— R characterizes consumer ¢’s payment as a function of

117



Chapter 3 Externality regulation and distributional concerns

the vector of consumers’ preference parameters and firms’ cost parameters. Consumers
benefit from the total emission reduction Q(0,0) = > 7", ¢;(0,9).

By referring to the revelation principle (Myerson, 1985), I focus on direct mechanisms
so that the truthful revelation of preferences for externality reduction by consumers, and
technologies by firms, is a Bayes-Nash equilibrium.

Incentive compatibility constraints. Truth-telling is a best response for firm j if for all

o€ Aand all 6 € A
Rj(él) — 5lC’j(5l) > Rj(ék) — 5le(5k), (ICp)

where R;(0%) = Es_,)[r;(0,0_;, 5;“)} is the expected transfer for firm j, in case of
reporting 0%, given that all other firms and consumers reveal their preferences to the
mechanism designer. Analogously, C;(6*) = E,s_,)[c(q;(0,0_;,6%))] are the expected
production costs of firm j when announcing §*. The expectation operator E,s_;) indi-
cates that the realization of 9, is known when deriving this expectation.

In the same way, truth-telling is a best response for consumer i if for all #' € © and

all 9 € ©
0'B;(6') — T,(6") > 0'B;(6"%) — T;(6%), (ICe)

where B;(0%) = E(_, 5 [b(Q(0_;, 07, 0))] is the expected benefit of emission reduction,
conditioning on consumer i reporting 6*, given that all other consumers and firms reveal
their preferences to the mechanism designer and T;(6%) = Ey_, 5 [t:(0_;, 0, 6)] are the
expected payments, in case of reporting a preference parameter of 6*.

Participation constraints. A direct mechanism is individually rational if for each firm j

and for all 6' € A
R;(8") = 0'Cy(8") = m;, (PCr)

where 7; denotes a lower bound for the profit of firm j. The interpretation of these par-
ticipation constraints is as follows: One can think of the direct mechanism as a mech-
anism that replaces a status quo outcome. The mechanism designer requires an unani-
mous consent of all firms. Hence, 7; can be understood as firm j’s payoff in the status
quo.

I assume that the mechanism designer can make use of its coercive power and force
consumers to pay a transfer for the externality reduction. Thus, voluntary participa-
tion for consumers is not required. I make this assumption because the literature has
shown that no externality reduction takes place if consumers’ incentive compatibility
constraints and participation constraints need to be respected simultaneously. Thus, the
question of which mechanism to use for externality regulation would become meaning-
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less without assuming coercive power.

Budget constraint. Furthermore, the mechanism designer’s budget constraint needs to
hold, where consumers expected transfers need to cover firms’ expected revenues

E iti(e,a) >E Emjrj(e,a) . (BC)

J=1

The objective function. 1 will consider two alternatives in what follows. Expected total
surplus that is generated by a social choice function is given by

S((rj)jers (@5)jes, ti)ier) = T((r5) e, (45)jes) + U(Q, (ti)ier)

where firms’ expected revenues are

m

T((r))jes: (45)jes) = B | D (r(6,6) — 8;c(q5(6,9))) |

i=1
and expected consumer surplus is

n

U(Q, (t:)ier) =E Z (6:b(Q(6,0)) — t:(0,6))

7

In Chapter 2, I derived results when the regulator is interested in maximizing total sur-
plus. This surplus measure is a target that is mostly used when comparing the efficiency
of price and quantity mechanisms. Expected total surplus, however, does not account for
distributive consideration. The assumption that a consumer’s utility is linear in transfer
t; and a firm’s profit is linear in the revenue r; gives rise to an externality reduction
level that does not depend on which agent should be able to realize which surplus level.
The criterion of total surplus maximization pins down () and (¢;)je;s. This criterion,
however, takes a particular stand on distributive concerns: Firm profits and consumer
surplus receive the same weight in the mechanism designer’s objective function, hence
distributive concerns are neglected.

A possibility to formalize distributive consideration is to look at an objective function
that maximizes the surplus of one group in the economy. A key question of this chapter
is to specify the mechanism that maximizes consumer surplus and comparing it to the
outcomes of expected total surplus maximization.*

*T do not consider the case of maximizing firm profit because it would no longer be desirable to restrict
firms revenues, and the regulation of externalities would become uninteresting. As consumers’ par-
ticipation constraints are neglected, firms’ revenues can be made arbitrarily high, such that a firm’s
profit maximization problem does not have a solution.
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3.4 EXTERNALITY REGULATION UNDER ASYMMETRIC
INFORMATION

In response to the non-optimality of the market equilibrium in the presence of emissions,
various instruments have been proposed to correct for the distortions. In this section I
introduce an unconstrained mechanism and two specific mechanisms that are widely
used in real-world applications: A quantity mechanism; that is to say a mechanism that
achieves the same level of emission reduction, independently of the realized demand and
supply of emission reduction, and a price mechanism that achieves the same marginal
costs of emission reduction for any realization of supply and demand.

To evaluate the efficiency of price and quantity mechanisms, an unconstrained mech-
anism to regulate emissions is derived. The advantage of that mechanism is that it spec-
ifies the emission level for every realization of firms’ technologies and consumers’ pref-
erences. This makes the unconstrained mechanism more flexible than price and quantity
mechanisms, that fix either the price paid for emission reduction or the total emission
level before uncertainty is resolved.

In this section, I compare the outcome that is obtained if total surplus is maximized to
the outcome that is obtained if consumer surplus is maximized. As will become apparent,
with a regulator that is interested in maximizing consumer surplus less emissions are re-
duced than when he is interested in maximizing total surplus. This result is independent
of the mechanism being used.

3.4.1 OPTIMAL MECHANISM DESIGN AS A BENCHMARK CASE

As a benchmark case, I first introduce the unconstrained mechanism. There is an ex
ante stage. At this stage the mechanism designer wants to define the mechanism for
emission reduction. The mechanism designer acts in the interest of consumers. He has
information about the distribution of preferences and technologies. He does, however,
not know the private information of a single firm or a single consumer. The designer
employs firms’ incentive compatibility and participation constraints, so as to truthfully
elicit firms’ private information. Additionally, he requires that the budget is balanced in
expectation, so that consumers’ expected transfers cover firms’ expected revenues.

Formally, I require that a social choice function is chosen with the objective to maxi-
mize consumer surplus subject to the incentive compatibility constraints in (/Cr), firms’
participation constraints (PCr) and the budget constraint in (BC'). I first consider the
problem to derive the mechanism that reaches the emission reduction at minimal costs,
and additionally respecting firms’ constraints. In a second step, I derive the emission
level that maximizes consumer surplus. Proposition 3.1 specifies the solution of the first
problem.

120
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Proposition 3.1. Suppose that the monotone hazard rate assumption holds (h is a non-
decreasing function). The optimal mechanism that reaches emission reduction at minimal
costs and that satisfies (ICr), (PCr) and (BC), leads to the following resource require-

ment . .
E > (6;+h(8;))c(g;(6,0)) Z
Jj=1 Jj=1

For a formal proof of this argument, see Chapter 1.° As firms have private information
about how costly it is to reduce emissions, and as the expected profit of a single firm is
not allowed to be negative, firms can achieve information rents. These information rents
enter the resource requirement. The cost function of a complete information environ-
ment is replaced by firm j’s virtual cost function (9, + h (6;)) ¢ (¢;(6,0)) for emission
reduction. Virtual costs can be interpreted as the minimal revenue that type ¢; of firm
J needs to receive for the emission reduction in an environment where information is
asymmetrically distributed. The costs for emission reduction are increased by the hazard
rate h(d;) that accounts for firms’ private information.

After having solved the problem of reaching emission reduction at lowest costs for
consumers, I specify now the optimal level of emission reduction.

Proposition 3.2. For any reported preferences 6 and technologies , the emission reduction
level of firm j, that maximizes consumer surplus U, which I denote by q;*(0,0), has to
satisfy the following first order condition, for all firms j

Ze v (Z (0 5) = (6; + h(8;)) ¢ (4;*(0,0)) .

Proposition 3.2 shows that in order to maximize consumer surplus, the sum of marginal
benefits of emission reduction needs to be equal to the virtual marginal costs. For the
determination of the optimal emission reduction @**(6,0) = > "", ¢;*(6,9), firms’ in-
formation rents play a major role. This is different when the regulator is interested in
maximizing total surplus, as the following Remark shows.*

Remark 3.1. For any reported preferences 0 and technologies 9, the optimal emission

reduction, that maximizes total surplus S(0,0), which I denote by q;(0,9), has to satisfy
the following first order condition, for all firms j

i&ib' (i qj(@,é)) = ;¢ (q}‘(&,é)) :

3See Appendix 1.A, for a formal proof.
See Appendix 2.A, for a formal proof.
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Under the total surplus maximizing mechanism, a condition needs to be satisfied that
is an adaption of the Samuelson rule, see Samuelson (1954), to my setup. It states that
the the Pareto-efficient emission reduction is reached when the sum of marginal bene-
fits equals the marginal costs of emission reduction. Although firms’ costs are private
information, first-best efficiency can be reached. The total surplus maximizing emission
level is undistorted.

Proposition 3.2 illustrates that under consumer surplus maximization, however, a
Samuelson rule no longer holds and first-best results are out of reach. Firms’ information
rents are no longer part of the mechanism designer’s surplus measure. The consumer
surplus maximizing mechanism distorts the externality reduction level downwards, in
order to realize surplus gains for consumers from redistribution surplus from firms to
them. There is a trade-off between higher marginal benefits if emission reduction is ex-
panded and higher costs that incorporate both marginal costs and information rents of
the production sector. Only second-best efficiency can be reached.

3.4.2 PRICE REGULATION

One way to regulate externalities, in real-world applications, is to impose a subsidy to
correct the non-optimality of the market equilibrium. Under a price regulation, a subsidy
to reduce emissions is fixed before uncertainty about preferences and costs is resolved.
I seek to determine the optimal subsidy that maximizes consumer surplus. The analysis
is divided into two parts. I begin by introducing the profit maximization problem of
a single firm. In a second step, I solve for the optimal consumer surplus maximizing
subsidy.

Optimal emission reduction. The regulator specifies a subsidy s and every firm j
maximizes its payoffs, that is

(65, 8) = 8q;(05,8) — d5¢(q;(5,8)) ,

where ¢;(0;, s) is the amount of emissions firm j reduces if subsidy s is announced and if
its technology parameter is ¢;. Firm j, therefore, chooses ¢;(9;, s) according to the first
order condition s —§;c(¢;(d;, s)) < 0, with equality for ¢;(d;, s) > 0, so that the subsidy
is equal to the marginal cost of emission reduction for all j. This shows, in particular,
that marginal costs of emission reduction are the same for all firms. This will be different
under the quantity mechanism, as we will see in the following subsection.

Note further, that participation and incentive constraints in (PCr) and (/Cr), are sat-
isfied. If firm j had deviated from reducing ¢;(d;, s), its profits would decrease. Further,
voluntary participation is fulfilled, as each firm can decide to not provide any emission
reduction if this leads to negative profits.
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With a price mechanism, the resource constraint takes the following form
R((Sv S) = S]E [Q (57 S)] _I_ Zﬂj )
j=1

where E[Q (d,5)] = E [E;ﬂ:l q;(6;, s)} denotes the total expected emission reduction,
when subsidy s is paid.
The production sector’s profits from emission reduction, when a price regulation is

used, are
m

> 8ie(q; (85, 9))

=1

m

+Zﬂj.

j=1

I1(6,s) = sE[Q (6,s)] — E

Derivation of the optimal price. The price mechanism needs to maximize consumer
surplus, subject to the revenue constraint. I denote the consumer surplus maximizing
subsidy by s**.

Proposition 3.3. For any 6 and 0, the optimal subsidy s**, that maximizes consumer
surplus U(6, 0, s), has to satisfy the following first order condition

& / Kok o 8Q<57 S**)
{;@b (Q(d,5™)) —s }W

The expression in the curly bracket of Proposition 3.3 is known from the total surplus

E = E[Q(5,s™)] .

maximizing subsidy.” If this expression is zero, the modified Samuelson rule is satis-
fied. Under consumer surplus maximization the first order condition changes. Here, the
difference between the expected sum of marginal benefits and the subsidy has to be mul-
tiplied by the marginal change of total emission reduction at s** if the subsidy changes.
This expression has to be equal to the total level of emission reduction. The following
example introduces some further assumptions, so that a comparison to the total surplus
maximizing subsidy is simplified.

Example: Assume firms with a quadratic cost function, c(q;) = %q]?, and consumers with
a concave benefit function, b(Q)) = \/Q. Then, every firm j decides to reduce q; = 5%’

m m 0 4,8 m
that E[Q(, s)] = E [ijl q;(9;, 5)] = sk [ijl %] Hence, % =K [23:1 %]
The first order condition in Proposition 3.3 then simplifies to

(Z ei> v (Q (6, s**))] — 25** .

SO

E

’See Remark 3.2 below.
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It is instructive to look at an equivalent formulation in terms of quantity choices. A
first order condition can be derived by thinking about the regulator as a monopsonist that
decides on the level of emissions it wants to reduce E[Q (4, s)] > 0, letting the subsidy
at which it can buy this amount be given by the inverse supply function s = (E[Q]) ™"
Using the inverse supply function, the monopsonist’s demand function can be stated as

max g K
i=1

> 9&(@)] — s (E[Q)) E[Q] .
The optimal emission level must hence satisfy the first order condition

E

(Z @-) b’(@] = 5 (E[QDE[Q] + s(E[Q]) -

The left-hand side of the equation above is the marginal benefit of a differential in-
crease in emissions at E[Q)], while the right-hand side is equal to the marginal resource

costs from a differential increase in E[Q)], which is equal to the derivative of the re-

d[s(E[QDE[Q]
dE[Q]

at the monopsonist’s optimal emission level. This implies first, that we must have that
s(E[Q]) < ¢(E[Q]), so that the subsidy under the monopsony is lower than the marginal

source costs . Thus, marginal resource costs must equal marginal benefits

costs. And second, that the optimal emission level is below the total surplus maximiz-
ing emission level. The cause of that quantity distortion is the regulator’s monopsonistic
power and the recognition that a reduction in the bought quantities allows it to decrease
the subsidy paid on its remaining reductions. This subsidy decrease has an influence on
costs and it is captured by the term s'(E[Q])E[Q] + s(E[Q)).

In order to compare this price with the consumer surplus maximizing subsidy in
Proposition 3.3,] show how the optimal price mechanism looks like if the regulator wants
to maximize total surplus.®

Remark 3.2. For any ¢ and 0, the optimal subsidy s* that maximizes total surplus
S(0,9, s) has to satisfy the following first order condition

(Z el-> v (Q (6, s*))] =5

E

This condition is a modified Samuelson rule, where the marginal cost of emission re-
duction s, need to equal the sum of expected marginal benefits. Note that this condition
does not coincide with the optimal emission reduction in Remark 3.1. The modified
Samuelson rule, needs to be fulfilled only in expectation. The optimal price mechanism

8See Chapter 2, for a formal proof.
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does not lead to first-best efficient outcomes whenever the regulator’s ex ante expecta-
tions about preferences and technologies do not coincide with the ex post realization.

The subsidy that is paid when the regulator maximizes consumer surplus is lower
than the subsidy paid when the regulator maximizes total surplus. Therefore, the ex-
pected total emission reduction is lower under the first surplus measure. Proposition 3.2
highlights, that the regulator’s monopsony power has two effects. First, it redistributes
surplus away from firms to consumers. Second, it reduces the aggregate expected to-
tal surplus, consisting of expected firm profits and expected consumer surplus, as con-
sumers’ expected surplus gain is smaller than firms’ expected profit loss; a surplus loss
that can be understood as a dead weight loss of monopsony.

That is, under a consumer surplus maximizing price mechanism, expected consumer
surplus is even lower than under the second-best optimal mechanism, that was intro-
duced in Proposition 3.2. As the price mechanism fixes the subsidy ex ante, it cannot
react to changes in preferences and costs by changing the price. The expected consumer
utility under a price mechanism is therefore lower than the expected consumer surplus
under the optimal mechanism. Thus, the subsidy that satisfies the condition in Proposi-
tion 3.3 only leads to 'third-best efficiency’.

3.4.3 QUANTITY REGULATION

Instead of a price mechanism, the regulator can use a quantity mechanism to regulate
externalities. I think of the quantity mechanism that the regulator chooses the total
amount of emission reduction based on his probabilistic beliefs about demand and sup-
ply for externality reduction. After the regulator sets the quantity, every firm decides
how much it wants to contribute to the total emission reduction. At that point every
firm knows its cost parameter. I am interested in the quantity mechanism that maxi-
mizes consumer surplus. As consumers’ transfers need to cover the expected resource
requirement in expectation, and firm profits are not part of the surplus measure, the
regulator wants to reach the emission target at minimal resource costs.

Again, I proceed in two steps. First, I treat the optimal quantity as given and solve
for the optimal quantity mechanism reaching that aim. In a second step, I solve for the
optimal quantity.

Reaching a given target. A quantity mechanism specifies for each firm j a function
gj : 0 X Q — q; (9, Q) which gives firm j’s contribution to the overall optimal emis-
sion reduction as a function of the vector ¢ of firms’ technology parameters and total
emission reduction Q In addition, a quantity mechanism specifies, for each firm j, a
revenue 7; : § X Q — 7;(9, Q), which compensates firm j for its cost of emission reduc-
tion. Additional to the constraints that were employed under the optimal mechanism,
a quantity constraint needs to be satisfied, that comes from fixing the emission level
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before uncertainty is resolved, i.e., for all 9,

Z q]‘((S, Q) - Q . (QU)

The following Proposition characterizes the solution to this problem.

Proposition 3.4. Suppose that a monotone hazard rate assumption holds (h is a non-
decreasing function). The quantity mechanism, which reaches the emission target at mini-
mal resource costs to the regulator, has the following properties

i) Virtual marginal costs are equalized: For all §, and for all firms j and j',
(0; + h(d;)) ¢ (Qj (5, Q)) = (07 + h(y)) ¢ (qg'/ (5, Q)) :

ii) The resource requirement of the regulator equals

i (05 4 h(d;)) <Qj (5; Q))

J=1

R(5,Q) =E

+ iﬂj .
j=1

iii) The production sectors’ expected payoff are
m

> noe (a5 (6.Q))

j=1

m

—l—ZEj.

j=1

1(5,Q) =E

The Proposition establishes the properties of an optimal quantity mechanism when
the emission reduction needs to be reached at lowest costs for consumers. Consumers’
transfers not only need to cover the costs of emission reduction but as well firms’ in-
formation rents. The resource requirement and firm profits depend not only on the cost
vector but also on the ex ante introduced quantity goal. Under the quantity mechanism,
the amount of emission reduction is fixed ex ante and cannot adapt if preferences or
costs are different than ex ante expected. Therefore, the quantity mechanism is less flex-
ible than the optimal mechanism, introduced in Proposition 3.2, where the total amount
of emission reduction depends on the realization of preferences and costs.

The term (0, + h(d;))c’ (qj (5, Q)) is firm j’s virtual marginal costs of emission re-
duction under the quantity mechanism, when the regulator decides to reduce emissions
by the amount (). Remember that the virtual marginal costs can be interpreted as the
minimal amount that firm j of type  needs to receive as a transfer from the regulator
in order to reduce its emissions by the amount g; (5, Q), in the presence of incentive
compatibility and participation constraints and the quantity constraint. The fact that
virtual costs are equalized among firms guarantees that firms with the same technology
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need to reduce emissions by the same amount but firms with better technology reduce
more emissions than firms with bad technology. The emission reduction is undistorted
for the firm with the best technology. But emissions are distorted downwards for firms
with bad technology due to the hazard rate. Firms with good technology can make use
of their information advantage, so that they need to reduce less emissions compared to
a case where the regulator had complete information about technologies. A regulator
that is interested in reaching the emission reduction at minimal costs for consumers
should therefore demand for equal virtual costs of firms. If instead marginal costs where
equated, expected costs would increase and with that consumers’ transfers.

The optimal target. I assume that the externality target is formulated before con-
sumers’ preferences are drawn. I also assume that any resource requirement, that the
regulator faces, has to be met by taxing consumers and abstracts from outside founding
options. The regulator has expectations about consumers preferences and defines the
optimal amount of emission reduction on basis of its expectation. The true position of
the benefit function is, however, uncertain ex ante.

The regulator chooses a mechanism (g;, 7;)72; to maximize expected consumer sur-
plus subject to firms’ incentive compatibility (/Cr) and participation constraints (PCr),
the quantity constraint (QU ), and subject to the budget constraint (BC'). The following
Proposition characterizes the solution to the problem.

Proposition 3.5. Forany® and any , the provision level Q** that maximizes U, subject to
the constraints in (ICf), (PCr), (QU) and (BC) , has to satisfy the following first order
condition

E

i ei] y (Q) _E

_ 0c(q;(6Q") 94,(5.0™")
9,00™)  9Q

i (0 + h(0;) ¢ <qg' (5, Q**>>] ,

j=1

where c'(g;)

The first order condition states that the sum of expected preferences times the marginal
benefits of emission reduction needs to equal the sum of expected virtual costs when the
regulator uses a quantity mechanism to reduce emissions. As the regulator only fixes
the quantity, there is still uncertainty about the realization of preferences and costs. For
a better comparison, the following Remark shows the first order condition when the
regulator is interested in maximizing total surplus.’

Remark 3.3. For any 6 and ), the provision level Q* that maximizes S(8,9, Q) subject
to the constraints in (ICr), (PCr), (BC) and (QU), has to satisfy the following first order

?See Chapter 2, for a proof.
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condition

E

W UCEEE

Z 6J'C/<qj (57 Q*))] ’

— ac(qj (57Q**) aqj (579**)
9q;(6,Q**) oQ '

where ¢/ (q;)

As under the price mechanism that maximized total surplus, a modified Samuelson
rule holds. But now the sum of expected preferences times the marginal benefits of
emission reduction needs to be equal to the expected marginal costs. Hence, under a
quantity mechanism marginal benefits of emission reduction are certain, but marginal
costs and the realization of consumers’ preferences remain uncertain.

The amount Q**, that is implemented if consumer surplus is maximized, is lower than
Q*, the emission reduction under total surplus maximization because the sum of ex-
pected virtual costs in Proposition 3.5 exceeds the sum of expected marginal costs in
Remark 3.3. In contrast to the total surplus maximizing emission level, the consumer
surplus maximizing emission reduction Q** fails to satisfy a Samuelson rule even in ex-
pectation. Under consumer surplus maximization firms’ information rents are no longer
part of the surplus measure and less emission reduction is optimal. As under the price
regulation, consumers prefer less emission reduction than the reduction that is opti-
mal from total surplus maximization. Thus, the consumer surplus maximizing quan-
tity mechanism only leads to ’third-best efficiency’ as the consumer surplus maximizing
price mechanism above.

3.5 PRICES VERSUS QUANTITIES UNDER ASYMMETRIC
INFORMATION

With the results from the previous section, I can now compare the unconstrained mech-
anism with price and quantity mechanisms, when agents are privately informed about
their characteristics. First, I compare all mechanisms ex ante, that is before any un-
certainty is resolved and do comparative statics. Second, I compare price and quantity
mechanisms ex post, that is when all information is publicly known.

To establish functional forms, it provides helpful to introduce some further assump-
tions on the economy.

Assumption 3.1. There is one firm J = {1}. The cost parameter &, belongs to the binary
set Ay = {0, 6"}, The cost function is quadratic, ¢(q,) = 343.

I denote by p” the probability of a low cost realization, p* := Prob{d; = 6*} and

pff = 1 — p! for a high cost realization, accordingly.

Assumption 3.2. There is one consumer [ = {1}. The preference parameter 0 belongs to

the binary set ©, = {6, 01}, The benefit function is assumed to be concave, b(Q) = /Q.
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I denote by f1 the probability of a low preference realization, f* := Prob{f, = 0*}
and f = 1— f* for a high preference realization, accordingly. These assumptions help
to illustrate important aspects of the model. In the following, I skip the index 1, for ease
of notation.

Optimal mechanism. The given assumptions yield a model for externality regula-
tion that can be solved analytically. Using Proposition 3.2 and Remark 3.1, the follow-
ing Corollary derives optimal emission reduction levels when first, consumer surplus is
maximized and second, total surplus is maximized, for a given state of the economy, or
equivalently, for given values of 6 and ¢. It also gives explicit formulas for the expected
consumer surplus and the expected total surplus.

Corollary 3.1. Suppose that Assumptions 3.1 and 3.2 hold. The regulator uses an uncon-
strained mechanism to regulate externalities.

i) If U is maximized, the optimal emission reduction, for a given state of the economy,
is given by

Wl

If S is maximized, the optimal emission reduction, for a given state of the economy,

Q'(0,6) = (;g) .

ii) If U is maximized, the expected consumer surplus is

R )
1" (g f%H)f A (wf?(;))é] o
iii) If S is maximized, the expected total surplus is
S(0,6) = [;é — ;gl [prL ((9(34>§ + ffp* ((9;)4);’
L L ((?}3) 4 i ((e;r*ﬂ |

Part i) of Corollary 3.1 shows that for a given state of the economy, emission reduction

is given by

under total surplus maximization is higher than under consumer surplus maximization,
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whenever the hazard rate h(9) is different from zero. Emissions are distorted down-
wards under consumer surplus maximization. When the regulator puts all weight on
the consumers in the surplus function, firms’ information rents are no longer part of the
surplus measure. The requirement that emission reduction needs to be obtained with
lowest transfers for consumers leads to losses in total surplus. The difference between
S(0,0) and U(8,6) can hence be interpreted as efficiency loss that occurs due to dis-
tributive considerations.

Price mechanism. The following Corollary derives the optimal subsidies for both
surplus measures. It also gives explicit formulas for expected consumer surplus and
expected total surplus.

Corollary 3.2. Suppose that Assumptions 3.1 and 3.2 hold. Suppose further that the regu-
lator uses a price mechanism to regulate externalities.

i) The subsidy under consumer surplus maximization and total surplus maximization
are, respectively

o (R0 + g9 N )

= - , and st = -
L H '\ 3 L H\ 3
(5 + ) (5 + )

ii) If U is maximized, then expected consumer surplus is

#x\ _ (rLoL HoH\ [, L (572 H (52 w2 (p= | pf
U(0,0,5%) = (10" + 1107) [p (57)° + 07 (57)* | =52 (% + 27) — ;.
iii) If S is maximized, the expected total surplus is
S(0,6,57) = (FL0¢ + fHOH) [pL (;_L)% 4 pH (;_H>%] L (%*%) '

Similar to the unconstrained mechanism in Corollary 3.1, if consumer surplus is maxi-
mized, less emissions are reduced than when total surplus is maximized because the paid
subsidy is lower under consumer surplus maximization. The monopsonistic power of the
mechanism designer leads to an increase of expected consumer surplus and a reduction
of expected firm profits. The imposition of the price constraint, makes the consumer
surplus maximizing price mechanism achieve 'third-best’ efficient results.

Quantity mechanism. Analogously, I derive functional forms for the quantity mech-
anism, using Proposition 3.5 and Remark 3.3.

Corollary 3.3. Suppose that Assumptions 3.1 and 3.2 hold. Suppose further that the regu-
lator uses a quantity mechanism regulate externalities.
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i) The externality reduction under consumer surplus maximization and total surplus
maximization are, respectively

2
A L H :
Q= [3Ur0" + 170" (i + i)

and
H

& = [srrer+ o) (s 8]

ii) If U is maximized, the expected consumer surplus is

U(975’ Q**) :(fLOL + fHQH) (Q**)E
1

— 5 0+ 1Y) + 0 + (") (@7) - x,

iii) If S is maximized, the expected total surplus is

1 2

S(0.0.Q") = (76 + £107) (@) = (0H(0%) + 00" ()

As firms information rents are no longer part of the surplus measure and as these in-
formation rents render emission reduction costly for consumers, the emission reduction
under expected consumer surplus maximization is distorted downwards in comparison
to expected total surplus maximization. If a quantity constraint is introduced, the ex-
pected consumer surplus falls short compared to the expected consumer surplus that
can be generated under the unconstrained mechanism. The difference between the ex-
pected consumer surplus under the second-best unconstrained mechanism U (6, §) and
the third-best quantity mechanism U (0, 6, Q**) can hence be interpreted as the efficiency
loss from imposing a quantity constraint.

3.5.1 EX ANTE COMPARISON

I now turn to the question, which mechanism leads to highest expected total surplus.
First, I derive comparative static properties of externality regulation under the three
mechanisms, before I clarify conditions under which the price mechanism is better than
the quantity mechanism, in the sense that it yields higher expected total surplus. This
comparison is in the spirit of Weitzman (1974). He compares price and quantity mecha-
nisms under uncertainty. Contrary to Weitzman, I assume that uncertainty stems from
private information, whereas he assumes that uncertainty is driven from incomplete
information.' I analyze the effects of changing the technology parameter and the pref-

OFor a comparison of price and quantity mechanisms under incomplete information, see Chapter 2.7.
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Chapter 3 Externality regulation and distributional concerns

erence parameter, on the comparative advantage measure. Further, I clarify how the
analysis changes if expected consumer surplus is maximized, opposed to total surplus.

Total surplus maximization. The following Proposition derives how the three mech-
anisms are affected by changes in expected preferences and costs for emission reduction.

Proposition 3.6. Suppose that Assumptions 3.1 and 3.2 hold.
) E[Q(9,9)] #E[Q(8,6,57)] = Q.
ii) S(6,0) > S(0,6,s*) and S(0,8) > S(0,5,Q*) .

iii) An increase of f* has the following implications

d5(8,0) 958,96, s%) d5(6,0,Q%)
—— >0 — >0 d ————>0.
o7 >0, o >0 an o7 >
iv) An increase of p* has the following implications
d5(6,9) 95(8,6,5%) d5(6,0,Q%)
Dyt >0, It >< (0 and At >< 0.

The Proposition has several implications that are worth to mention: First, the expected
total emission reduction under the price mechanism and the quantity mechanism are
equivalent. Since both mechanism account for consumer ¢’s expected preferences and
firm j’s costs ex ante, the expected reduction levels coincide. However, ex post, less
emissions are reduced under the price mechanism than under the quantity mechanism
if firm j has high costs (§ = 6*/) and accordingly, more emissions are reduced when firm
J has low costs. The total reduction level does, however, not coincide with the expected
emission reduction under the unconstrained mechanism."!

Second, there is a measure for how severe the efficiency loss is under the constrained
price and quantity mechanisms, compared to the unconstrained mechanism. I can eval-
uate the impact of price and quantity constraints by comparing the difference between
expected total surplus under price and quantity mechanism with the expected surplus
under the unconstrained unconstrained mechanism.

Third, I can analyze how an increase of expected preferences and expected costs affects
the expected total surplus under the three mechanisms. If one focuses on an increase
of consumer’s expected preference, this leads to higher expected total surplus under
all three mechanisms. If a reduction in expected costs is considered (p” increases), the

2 2 .

M Whenever (2(6%)F + £7(0")F) (" (5)° + 0" () ) > @ = E[Q(0,6,5")), the uncon-

strained mechanism leads to more emission reduction ex ante than the price and the quantity mecha-
nism.
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3.5 Prices versus quantities under asymmetric information

expected total surplus is affected differently under the three mechanisms. Under the
unconstrained mechanism a decrease in expected costs leads to higher expected total
surplus. By contrast, if a quantity mechanism is used, expected total surplus is lower
when the cost parameters are uniformly distributed, compared to the case where the
probabilities are distributed unevenly between the two possible realization of the cost
parameter. If firm j has high costs, ex post, it needs to reduce more emissions than
the efficient amount. Contrary, if firm j has low costs, it reduces less than the efficient
amount. As costs of emission reduction are convex, this misspecification is more costly
when cost parameters are equally distributed than when they are distributed unequally.
The impact of an increase of p* on expected total surplus when a price mechanism is used
is as follows: If p is increased, the expected amount of emission reduction is increased
and the expected costs of emission reduction are increased. If p* is marginally increased
from 0, then the second effect dominated the first under some parameter constellations.
If p* is increased even further, the first effect dominates the latter.

The following Figure depicts a numerical example for how a change in p’ affects the
expected total surplus.

Figure 3.1: Expected total surplus under the three mechanisms
S
14:

12

10

0.0 0.2 0.4 0.6 0.8 10

The parameter choices are: 0 = 5, 07 = 15, f£ = f# = 0.5, 5% = 1 and 6" = 10. The blue
linear curve is the expected surplus when the unconstrained mechanism is used, the red dotted
curve is the expected surplus when a price mechanism is used and the green dashed curve depicts
the expected surplus when a quantity mechanism is used.

Figure 3.1 shows that the unconstrained mechanism leads to higher expected total
surplus than the price and quantity mechanism, for all possible values of p*. When
pl = 0 or when p7 = 1 — p’ = 0 (so that there is certainty on firm j’s expected
total costs), the price mechanism and the quantity mechanism lead to the same expected

total surplus. As there is still uncertainty about consumer ¢’s preferences for emission
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reduction, price and quantity mechanisms lead to less expected total surplus than the
unconstrained mechanism. For the given numerical values, an inspection of Figure 3.1
reveals that under the given functional forms and the given numerical values, the price
mechanism leads to higher expected total surplus than the quantity mechanism.

I now turn to the question how the variance of the preference and cost variable affects
the expected surplus under the three mechanisms. The following Figures illustrate a
change in the variance for a numerical example.

Figure 3.2: Changing the variance of the Figure 3.3: Changing the variance of the
preference parameter cost parameter
S S

101 8r
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1
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Numerical examples: The parameter choices are f* = f# = p* = p = 0.5. In Figure 3.2, on the
left, §¥ = 5 and 6" = 15 and E[#] = 10. In Figure 3.3, on the right, 0* = 5, % = 15 and E[§] =
5.5. The blue solid curve is the expected total surplus function when the unconstrained mechanism
is used, the red dotted curve is the expected total surplus function when a price mechanism is used
and the green dashed curve depicts the expected total surplus function when a quantity mechanism
is used.

A change in the variance of preferences does not have an influence on expected sur-
plus when either the price mechanism or the quantity mechanism is used by the regu-
lator, as illustrated in Figure 3.2. The reason is that the preferences enter in such way
into the expected surplus function that only the expected value but not the variance
affects surplus (see Corollaries 3.2 iii) and 3.3 iii)). The expected surplus under the un-
constrained mechanism increases in the difference of 6% and 0%, keeping the expected
preferences constant. The preference parameters enter the expected surplus function in
a convex way, so that the higher the variance of 6, the higher is the expected surplus.

Figure 3.3 illustrates that an increase in the variance of the cost parameter affects
price and quantity mechanisms in different ways. The higher the variance of the cost
parameter, the lower is the expected surplus under the quantity mechanism. As the
quantity level is fixed, the emission reduction is very costly if firm j has high costs ex
post. Due to the convexity of the cost function this increase in costs is more severe than
the lower costs in case where firm j has low costs. The price mechanism allows for an
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3.5 Prices versus quantities under asymmetric information

adaption of the quantity, so that an increase in the variance does lead to an increase in
the expected total surplus.

Prices versus quantities. Inow turn to the question whether the price mechanism or
the quantity mechanism leads to higher expected total surplus. I define the difference be-
tween expected total surplus between the price mechanism and the quantity mechanism
as

Ys = 5(9757 S*) - 5(9757 Q*) .

Corollary 3.4. Suppose that Assumptions 3.1 and 3.2 hold. Then v > 0 if

L(1\3 4  H(1\3
N (50)2 + 0" (57)> 1l s (1_(pL5L+pH5H) (?iJr];g)) .
_|_

Corollary 3.4 provides a condition for the price mechanism to lead to higher expected
total surplus than the quantity mechanism. As the price mechanism leads in expecta-
tion to the same emission reduction than the quantity mechanism, the ex ante benefits
of emission reduction are equal; hence, consumer ¢’s preferences do not influence the
comparative advantage measure 5. From Proposition 3.4 it is know that g = 0 for
pY = 0 and for p* = 1. For the given functional forms of Assumptions 3.1 and 3.2,
the marginal benefit curve is relatively flat compared to the marginal cost curve. It is
therefore not surprising that the price mechanism leads to higher expected surplus than
the quantity mechanism, for all numerical values in Figure 3.1.

Consumer surplus maximization. [ now turn to the question how the mechanism
respond to changes in parameters when consumer surplus is maximized.

Proposition 3.7. Suppose that Assumptions 3.1 and 3.2 hold. The regulator wants to max-
imize U.

i) E[Q(0,0)] #E[Q(6,0,5™)] # Q™ .
i) U0,8)™* > U(0,5,s*) and U(0,0)* > U(6,8, Q) .

iii) An increase of f! has the following implications

U (6, 6) U (6,6, s*) ou(0,s,Q*)
—_— _ d ————— .
afi >0, of1 > an afi >0
iv) An increase of p© has the following implications
U (0,0) U (6,6, s*) ou(6,0,Q%)
Byt >0, Byt >< 0 and apt ><0.
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When expected consumer surplus is maximized, the emission reduction under the
quantity mechanism and the price mechanism do no longer coincide. When the mech-
anism designer uses a quantity mechanism, virtual costs of firms are equal. Contrary,
under a price mechanism, marginal costs are equal. When consumer surplus is maxi-
mized, both mechanisms account differently for firms private information, so that the
expected emission reduction differs.

As in Proposition 3.6, the unconstrained mechanism is more efficient than the price
and the quantity mechanism. Further, an increase of !/ leads to an increase of expected
consumer surplus under all three mechanisms. And again, an increase of p” leads to an
increase of expected consumer surplus under the unconstrained mechanism, whereas
under the price and quantity mechanism, this relation is not linear, as the following
Figure illustrates.

Figure 3.4: Expected consumer surplus under the three mechanisms
U

14;

12}

10}

0.0 0.2 0.4 0.6 0.8 10

The parameter choices are: 0L = 5,07 =15, fL' = fH = 0.5 6 = 1 and 67 = 10. The
blue continuous curve is the expected surplus when the unconstrained mechanism is used, the red
dotted curve is the expected surplus when a price mechanism is used and the green dashed curve
depicts the expected surplus when a quantity mechanism is used.

Prices versus quantities. Inow turn to the question whether the price or the quantity
mechanism leads to higher expected consumer surplus. Similar to the case above, I define
the difference between expected consumer surplus between the price mechanism and the
quantity mechanism as

v =U(0,0,s*) —U(0,8,Q%) .
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3.5 Prices versus quantities under asymmetric information

Corollary 3.5. Suppose that Assumptions 3.1 and 3.2 hold. vy > 0 if

L gt N (et (E)" RO
4 \oL = oH oL | pH\2
T+TH)
P et N1 186"+ he) + 67+ h(6))
0L + h(6L) ~ OH + h(6H) 2 2

pL pH -t
(5L+h(5L) + e )

The Corollary establishes under which parameter constellations the price mechanism
leads to higher expected consumer surplus than the quantity mechanism. The distri-
bution of firm j’s technology is decisive to evaluate whether the price or the quantity
mechanisms leads to higher expected consumer surplus because it affects not only the
expected reduction costs but also expected information rents under the quantity mech-
anism. If high information rents need to be paid when a quantity mechanism is used,
in comparison to subsidy payments, the price mechanism is likely to lead to higher ex-
pected consumer surplus than the quantity mechanism. The Corollary shows that when
there is certainty on the costs (p* = 0 or p = 1), the comparative advantage is different
from zero (yy # 0).

Figure 3.5 and 3.6 illustrate the implications of a change in p’ on the comparative
advantage measure when either expected consumer surplus is maximized or expected
total surplus is maximized. The numerical parameter values are identical for both cases.

Figure 3.5: Comparative advantage under Figure 3.6: Comparative advantage under
total surplus maximization consumer surplus maximization

7s Y

0.2 0.4 0.6 0.8 10

The parameter choices are: 87 = 5, 07 = 15, §& = 1, 6% = 10 and f-' = f¥ = 0.5. The
figures show that for the given functional forms and numerical values, the price mechanism leads
to higher expected total surplus than the quantity mechanism. Under expected consumer surplus
maximization, however, the quantity mechanism is better if the probability on the low cost firm is
low:.
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When expected total surplus is maximized, the price mechanism is better than the
quantity mechanism. This unambiguousness vanishes if instead expected consumer sur-
plus is maximized. Here, for low values of p*, the quantity mechanism leads to higher
expected consumer surplus than the price mechanism. Hence, if more weight is put on
consumer surplus, having certainty on the amount of emission reduction becomes more
important and the price mechanism leads to higher surplus for less situations.

3.5.2 EX POST COMPARISON

Price and quantity mechanisms not only differ under the employed surplus measure but
also whether the comparison takes place ex ante or ex post. I denote in the following
the ex post realization of consumer ¢’s preference parameter with 0, and the ex post
realization of firm j’s cost parameter with 0.

Suppose that Assumptions 3.1 and 3.2 hold. Under the price mechanism, ex post total

Aa As*% 15*2
(0,0, ) =60 =) —=—.
6.42-0(5) 35

Under the quantity mechanism, ex post total surplus is

surplus is

(0.5.0°) = 8@ -5 () @

I define the ex post difference in total surplus as 7%, so that

~

’yg = s(é,é, s*) — 3(@,5,@*) )

Whenever v% is positive, the price mechanism leads to higher total surplus than the
quantity mechanism.

Example: Suppose that ¢ = 5, 07 = 12, ¥ = 1 and 6% = 3. Also assume that
ft' = f% = p¥ = pH = 0.5 . For these numerical values, the unconstrained quantity
mechanism fixes an emission level Q* = 2.00 , the unconstrained price mechanism fixes
a subsidy s* = 3.00 . When the price mechanism is used, total surplus is given by

s(0F, 6%, s*) = 4.15, s(07, 61, 5%) =16.29, s(0F, 61, s*) =3.49, s(07,67,5*) =10.50.
When the regulator uses the quantity mechanism, total surplus is given by
s(0F, 6%, Q*) = 5.07, s(07, 6L, Q*) = 14.98, s(6L, 67, Q*) = 1.06, s(0",67,Q*) = 10.97 .
This leads to a comparative advantage of

~EOF, 61y = —0.92, (07, 6%) =1.31, L0, 67) =243, L0, 6%) =047
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3.5 Prices versus quantities under asymmetric information

Ex ante, the price mechanism leads to higher expected total surplus than the quantity
mechanism.'” Nevertheless, ex post, the quantity mechanism can lead to higher total
surplus than the price mechanism. An inspection of these numbers reveals that there
are two states of the economy, (0%, %) and (0¥, ), where the quantity mechanism
leads to higher total surplus than the price mechanism, for p” = 0.5 . For the two other
states, (07, 6%) and (0%, §1), the price mechanism leads to higher total surplus.

The comparative advantage is, among other things, driven by the distribution of firm
J’s cost parameter. The following Figure illustrates the impact of a change in the distri-
bution of costs on the comparative advantage measure. I focus on a change in p” because
this change influences price and quantity mechanisms in different ways. In particular, it
demonstrates that the comparative advantage measure, for the four states, is differently
affected by a change of the technology distribution. Based on the numerical values, for
all values of p, there is at least one state of the economy where the quantity mechanism
leads to higher ex post surplus, although the price mechanism leads to higher expected
surplus ex ante.

Figure 3.7: Comparative advantage — ex post

The parameter choices are as in the Example above. The black decreasing curve, is the comparative
advantage function for the state where the consumer has a high valuation for emission reduction
and the firm has low costs, v% (87, 6). The blue dotted curve is the comparative advantage mea-
sure for the state v5 (0%, 1), and v% (0%, 67 is represented by the red dashed function. The green
dashed-dotted function represents v% (9, §17).

Pys = 1 (v5 (0%, 0%) + 45 (0%, 6%) + 4§ (07, 6%) + 15 (0, 67)) > 0.
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3.6 CONCLUDING REMARKS

This chapter has provided a way to deal with asymmetric information in models of ex-
ternality regulation, in which the restriction to price and quantity mechanisms makes it
impossible to reach efficient outcomes. Looking at the case of emission reduction where
firms have private information about their technology, conditions have been shown to
see whether the price or the quantity mechanism leads to higher efficiency. Different
surplus notions have been compared. The analysis has established a link between the
surplus measure and the level of emission reduction. An interesting insight of this anal-
ysis was that the regulator should reduce less emissions if consumer surplus had been
maximized, compared to the case where total surplus maximization was the regulator’s
target. I have argued that this result is independent from the mechanism being used.

I have demonstrated that distributive considerations have a great significance for the
regulator’s choice between price and quantity mechanisms. This observation suggests
that when regulatory agencies decide on externality regulation, they first need to ad-
dress, which distributive goals they want to achieve, before comparing both mechanisms
with respect to efficiency.

The analysis has abstracted from the origin of the externality and assumed that only
firms respond to regulation. Another important extension of my research would study
a firm sector that not only reduces externalities but also engages in a profit maximiz-
ing activity. This would require a good understanding of how different sectors can deal
with higher environmental standards. Further, the model could be extended so that con-
sumers can as well reduce externalities. This considerations are of obvious importance.
However, I think that my framework is suited to combine the independent private values
model of mechanism design with externality regulation by means of price and quantity
mechanisms.
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APPENDIX 3.A PROOFS OF PROPOSITIONS
Proof of Proposition 3.2.

The regulator needs to maximize the consumer surplus subject to the condition that
consumers transfers need to cover the resource requirement.

n

i=1

mar E

subject to a budget constraint

E > R(0,9) .

iti(& 5)

The budget constraint is fulfilled with equality, as otherwise the aggregated expected

consumer surplus could be increased by reducing consumers’ transfers, without violat-
ing the constraint. Using the result of Proposition 3.1, the regulator’s objective function
can be written as

> _(0ib <Z qj<e,5>>] -2 5 E

If the surplus function is maximized with respect to ¢j(#,d), this yields the following

maxr E

Z (6; + h (5;)) ¢ (q;(0,9))

first order condition, for all firms 7 = {1, ..., m}
Ze v (Z ) (6, + h(5)) ¢ (¢;7(0,9)) .

Proof of Proposition 3.3.

The regulator needs to maximize the consumer surplus subject to the condition that total
costs need to be covered .

n

Z(sz (Q(07 57 5)) - ti(97 57 5))] )

i=1

mar E

subject to a budget constraint

E i tz(g, 5, S)
i=1

> R(0,6,s) .
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The budget condition needs to hold with equality, as otherwise the aggregated expected
consumer surplus could be maximized by reducing the consumers’ transfers without
violating the constraint. The surplus function can therefore be simplified such that

}:eb Q(0,6,s)) —s@@és] 55].

Jj=1

mar E

If the surplus function is maximized with respect to s, the following first order condition
needs to hold

O0s

E E 9&’(@(9,5,5”)) 8Q(9’578 ) 0s**
S
=1

:EWWJJMH+§W{@%&ii2].

Proof of Proposition 3.4.

ii) Suppose there is some exogenously given amount R(0, Q) coming from the regulator
in order to finance the externality reduction, R(6, Q) > E [2211 7;(0, @)] :
The objective is to choose ¢; : § X Q — qj(5,Q) and r; : § X Q — 7;(0, Q) so as to

minimize
m

30| = im ).

subject to the constraints (/Cr), (PCr) and (QU).

I work with interim participation constraints; these depend on the parameter ;. I will

min E

argue later that this model is flexible enough to cover the case of ex ante participation
constraints, which will be satisfied if the parameter 7; takes appropriate values.

Step 1: 1 treat the provision rule (g;),c; as exogenously given and solve the cost mini-
mizing transfer scheme that implements this provision rule.

By Proposition 3.1, I can derive

5.0) = Y PR ()
=Snem S nne(n (07))|

Step 2: To complete the proof, I need to show that the solution to the cost minimizing

problem in Step 1 satisfies all the participation constraints in (PCF) and all locally-
downward binding incentive compatibility conditions.

Suppose that emission reduction is such that the following monotonicity constraint
holds: for all I, C;(8') > C;(6'™). I show that under this assumption there is a mecha-
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nism such that R(5,Q) = E [Z] 165+ h(d;))c; (q](é Q**))} + DL, 7, satisfies all
the participation constraints in (PCF) and all incentive compatibility conditions.

With the help of Lemma 1.11 in Chapter 1, I find that if the firms’ participation con-
straints holds for § = ¢", then it holds for all § # §".

Justification of interim participation constraints.

To justify interim participation constraints, I want to state the following on the ex ante
participation constraint: Under the cost-minimizing mechanism the expected interim
payoff of a lowest technology firm equals 7 and the expected interim payoffs of firms
with better technology equal (due to the binding incentive compatibility constraint)

Rj((5l) — 5le((Sl) = ﬂj + ] Cj<5l) .

Ex ante expected payoffs are
T

m1~|— P(Sl (Wzmg
S5 S -Sn,+

Zm: h(s;)c (qj (5, Q))] .

j=1

Ex ante participation constraints are satisfied if

szﬂj +E
j=1

where 7, is the minimal ex ante payoff. This constraint ensures that the provision of the

m

> nop)e (a5 (0.Q))

Zﬂjv

emission reduction by the firms leads to an Pareto-improvement if considered behind a
"veil of ignorance’” where firms can form an expectation about how costly the provision
will be, but they are not yet fully informed about their technologies.

iii) As I have shown, the resource requirement of the regulator is

Zﬂ' +E Z 0, —|—h(5j))c<qj (6,@))] ,

whereas the costs that the production sector face are equal to

(Y (5,@)>] .
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The difference is the production sectors’ expected payoffs

S ise(u (50))] -

i) It remains to be shown that marginal virtual costs are equalized. The regulator needs

11(5,Q) = R(5,Q) — Zw +E

to decide how much of the emission reduction is done by firms that differ in their tech-
nology. Therefore, the mechanism designer needs to look at firm j’s virtual marginal
costs. The intersection of the virtual marginal transfer curve for firm j with technology
&' with the expected marginal benefit curve (E[M B(Q)]) of total emission reduction
leads to amount ¢;(¢') firm j needs to reduce. The emission reduction ¢;(¢") needs to
satisfy the following condition, for all

~

ac(Qj(&Q)) aqj (61(2))
8C(!I] (5,Q)) 3!1;‘(5@)'

9;(6Q)  9Q
When the regulator decides on the emission reduction of each firm, the marginal benefit

E[MB(Q)] = E | (0 + h(41))

For ease of notation, I write: ¢'(¢;(6, Q)) :=

curve stays fixed and hence, the virtual marginal cost curves all face the same marginal
benefit curve. Therefore, virtual marginal costs need to be equalized, for all 4, and for
all firms j and all j

(0 + h(6;)) ¢ (5 (6,Q) ) = (05 +nEx) ¢ (a7 (6.Q) ) -

Proof of Proposition 3.5.

As consumers’ transfers are used to pay firms’ transfers, the surplus maximization prob-
lem can be stated as follows
Choose a provision rule Q(

o)
Ju

—E ( (5'+h(5j))0(%(57@)] :

The solution to this problem is such that, for every (9, Q), the following first order con-

S =14 (o, Q) in order to maximize

> (65 4 h(8)elg; (6, Q))]

J=1

=1
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dition is satisfied

n

Ze,-] V(Q™) =E Zm:((sj—i-h((Sj))aC(qj(é’Q))Zm: 0g;( Q)]

E %,
= = 04;(0.Q) = 9Q™(6.Q)

n

E zei] H(Q"(5.Q) = E Z<6j+h<6j>>c/<qj<a,@>>] -

i=1

Lj=1

The first order condition implies that, for every 6, Q**(ék, Q) > Q* (&, Q), for k # 1.
This implies that the monotonicity constraint C;;(6') > C;(6"*), for all [, is satisfied.

Proof of Proposition 3.6

i) When subsidy s* is introduced, then every firm j reduces ¢; = fs— Making use of the
J

expression derived in Corollary 3.2 i), the expected amount of emission reduction under

the price mechanism is

B0, 57)] = [(r40t + 0 (% + 4] =@

The expected emission reduction under the price and quantity mechanism coincide. To
derive the expected emission reduction under the unconstrained mechanism, the pos-
sible states of the economy need to be weighted. Using Corollary 3.1 i), the expected
emission reduction under the unconstrained mechanism is

B[Q(0, ) = (531017 + 710" (o () + 07 (1)) -
ii) The expected total surplus under the unconstrained mechanism is

113 13

(1t () e (S5 o () e () )-

The expected total surplus under the price mechanism is

1 LL% H{ 1\2 7 s 1
5(6,0,57) = [%3], ) et —%3] (reot+ from)yt (2 o)

The expressions in the first brackets is bigger under the unconstrained mechanism than

1 1

7)o i)
(1),

the latter brackets is bigger for the unconstrained mechanism than for the price mech-

under the price mechanism because < 1. Further, the expressions in
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anism.
Under the quantity mechanism, the expected total surplus is

A 15 %LL wemy (PP LyL Homyd (P pH%
5(0,6,Q") = |5 —5 (6" +p7d )(5—L+5—H> (f70" + f707): <5—L+5—H> :
The expression in the first bracket is bigger under the unconstrained mechanism than
under the quantity mechanism as (p“d% + pf§H) (f;—i + g—ﬁ) > 1. Due to Jansen’s
inequality the expressions in the latter brackets is lower than under the unconstrained
mechanism, so that expected total surplus under the quantity mechanism is lower than
under the unconstrained mechanism.

iii)

- () -8 ) o (50 - () o

08(0,0,57) _ | 110" (5)* + 0" (37)* 13
ofH 2 L oa\: 2
(5 + )
AT 1
(g— + ?—) (L= fM8" 4 f1eM)5 (6" —6%) > 0.

95(0,6,0* 15 13 L pH
( Q):[ _ pL5L+pH5H)(%+]§_H>]
L

(p ¥ Jf)é (1= F8 4 F8 0"~ 6) > 0.
iv)
(58 () ) () -(5))

Price and the quantity mechanism are not monotonically increasing in p, see numerical
Example in Figure 3.1.

Proof of Proposition 3.7

i) When the subsidy s** is introduced, the expected emission reduction under a price

. . L H . . . . . .
mechanism is s** <§—L + g—H). The emission reduction under the quantity mechanism is
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higher than under the price mechanism if

3 (i) = (—

p* N pt 21 +pH
ST h(65) T GF 1 h(0H) = 2 \ oL T oA

)]

Using Corollary 3.1 i), the expected emission reduction under the unconstrained con-
sumer surplus maximizing mechanism is

E[Q(0,8)] = (2)5 (F1(01) + £7(6™)3) (pL (ﬁ) +pt (ﬁ” |

ii) The expected consumer surplus under the unconstrained consumer surplus maximiz-
ing mechanism is

15 13 oLy4 3 gH 4 3
=[5 5] (ro (m) 0 (5

(9L)4 3 (9H)4 %
Y <5H +h(6H)) A <5H +h(5H)) ) '

The expected consumer surplus under the price mechanism is

Ul6.0,57) = [iw“ 5] (F0k + fHo) ' ()

The expressions in the first brackets is bigger under the unconstrained mechanism than

1 1
1,L( 1L \2 4 H(_ 1 )2 4
. . ip +p 4
under the price mechanism because 1 ? (i >L — <‘1‘H ) _ 1% < 1. Further, the expres-
P p 2
(6L tom )

sions in the latter brackets is bigger for the unconstrained mechanism than for the price
mechanism. The expected consumer surplus under the quantity mechanism is

) . pL pH 3
U(0,6,Q) = (F-0" + f1o') <5L +h(m) "o h(éH)>

U 1% st sty + H<6H+<h<5H>>>)< L )
2 2 P P 6L + h(6L) * 6H 4 h(6H) :

The expression in the first bracket is bigger under the unconstrained mechanism than

under the quantity mechanism as y + 5w f:( 5 H)> > 1. Due to Jansen’s inequality

pL
SL4n(sL
the expressions in the latter brackets is lower than under the unconstrained mechanism,

so that expected total surplus under the quantity mechanism is lower than under the
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unconstrained mechanism.
iii) By Assumption 3.2, 1 — f = fL. An increase of the expected valuation therefore
leads to an increase of expected consumer surplus under all three mechanisms.

(i) - (i) )~

Price and the quantity mechanism are not monotonically increasing in p, see numer-

iv)

wl—
W

w

ical Example in Figure 3.4.
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APPENDIX 3.B PROOFS OF COROLLARIES
Proof of Corollary 3.1

i) The optimal emission level under consumer surplus maximization needs to satisfy
the condition in Proposition 3.2. Using Assumptions 3.1 and 3.2 gives the following
expression

wino

The optimal emission reduction under total surplus maximization needs to satisfy the
condition in Remark 3.1. Making use of Assumptions 3.1 and 3.2, yields the following

Q*(6,0) = (%g) .

ii) Using Assumptions 3.1 and 3.2, together with the expressions derived in part i), lead

expression

to the expected consumer surplus stated in the body of the text.
iii) Using Assumptions 3.1 and 3.2, together with the expressions derived in part i), lead
to the expected total surplus stated in the body of the text.

Proof of Corollary 3.2.

i) The expected emission reduction is E[Q(d, s)] = s (g—i + %). In case of consumer
surplus maximization, emission reduction is given by
1 *k\]— *ok 8E 57 S** *k
(500t + sromsiQe, s - s ) OB g s,
Hence, ,

1
(#5)
In case of total surplus maximization, emission reduction is given by
1
S(H0% + FIOMEQ(S, 5770 = 5"

Hence,

(%(fLeL + fHeH))%

1
L H\ 3
(5+5)

*

149



Chapter 3 Externality regulation and distributional concerns

ii) The expected emission reduction is given by

L H
E[Q(5, )] = 5™ (% + ?7) .

Expected consumer surplus is therefore

U(0.6.57%) = (108 + 119%) [pF (57)° 40 ()] = o2 (B ) =,

iii) Expected total emission reduction is

Q6. = (500" + 50 (5 + ]g—i)) |

Expected total surplus is given by

s = 13 e () e (52

() e (5]

Proof of Corollary 3.3.
Expected consumer surplus is
pH (8" + h(6"))a(8", Q)

) i
— 5 P07 +h(87)g" (6,Q)° —x; .

U(8,0,Q) =(f6* + f16")Qz —

N —

Making use of the fact that expected virtual marginal costs need to be equal, this can be
expressed as

U#,6,Q) = (fLo" + f19™MQz — ~Q* — =, .

1
2
The first order condition is

L bit 2

Q" = [(f KRR (5L +ph(§L) s h(éH))]

Expected total surplus is

S(6,8,Q) = (fro" + f1oM)Q2 — %pLéquL, Q) — % p"o"q(s",Q)* .
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Making use of the fact that expected marginal costs need to be equal, this can be ex-
pressed as

. .1 1 A L pH
560.0.0) = (749 + 110mQ3 - 30° (B + 7 )

The first order condition is

win

N 1 L pH

Proof of Corollary 3.4 If the subsidy s* that maximizes total surplus is plugged in
the expression in Corollary 3.2 iii), this yields

LoopHNS | 13pE (L)2 4 pH (1)7 13
* 4 p p 13p +p 13
s60.0.57) = (40 + 503 (B + 0 ) |5 @) 40" ()" 1
p_+z>_>
oL T oH

If the subsidy (* that maximizes total surplus is plugged in the expression in Corollary
3.3 iii), this yields

A 4 L HY 3 1% 1% L H
S(0,6.Q%) = (f0F + f"o™)s (§L+]5)_H> [_ — o (et 4y (p—ﬁ’—)] .

Comparing these expressions and rearranging terms yield the expression for the com-
parative advantage measure when total surplus is maximized.

Proof of Corollary 3.5 If the subsidy s** that maximizes total surplus is plugged in
the expression in Corollary 3.2 ii), this yields

1l L L% H L% lé L H\ 3
U(9,6,s) = (fLoF + fHoMys 1P (52)° +p (151{) __*(p_LJFpH)
4 pL pH 6 4 (5 5
5—L+a—>

If the subsidy Q** that maximizes total surplus is plugged in the expression in Corollary
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3.3 ii) yields

L H

U(o,o, Q**) = (fLeL + fHeH)g (5L +ph(5L> - SH —fh(5H)) 3

1 4
13 3

1
2 2

(p" (5" + h(6")) + p" (8" + h(5™)) (5L +ph(5L) Rz fWH))] |

Comparing these expressions and rearranging terms yield the expression for the com-
parative advantage measure when consumer surplus is maximized.
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Robust Mechanism Design
and Social Preferences

4.1 INTRODUCTION

Inspired by Wilson (1987), Bergemann and Morris (2005) have provided a formalization
of mechanisms that are robust in the sense that they do not rely on a common prior
distribution of material payoffs. We add another dimension in which we seek robust-
ness. A mechanism that works well under selfish preferences might fail under social
preferences. Indeed, behavioral economics has shown that many agents behave socially.
One challenge is, though, that social preferences can differ with respect to their nature
and intensity, leading to different kinds of social preference models, including altru-
ism, inequity-aversion, and intentionality (Cooper and Kagel, 2013). Because we want
a mechanism to work not only for selfish preferences but also for a large set of social
preferences, we introduce the notion of social-preference-robust mechanism: a mecha-
nism must not depend on specific assumptions about the nature and intensity of selfish
and social preferences. The following quote of Wilson (1987), which can also be found
in Bergemann and Morris (2005), suggests that our approach is a natural next step:

"Game theory has a great advantage in explicitly analyzing the consequences
of trading rules that presumably are really common knowledge; it is deficient
to the extent it assumes other features to be common knowledge, such as one
player’s probability assessment about another’s preferences or information
(Emphasis added). I foresee the progress of game theory as depending on suc-
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cessive reductions in the base of common knowledge required to conduct useful
analyses of practical problems. Only by repeated weakening of common knowl-
edge assumptions will the theory approximate reality."

While Bergemann and Morris (2005) have focused on common knowledge assumptions
regarding the information structure, we seek robustness with respect to common knowl-
edge assumptions on the content of preferences. To this end, we study two classic ap-
plications of mechanism design theory, the bilateral-trade problem due to Myerson and
Satterthwaite (1983) and a specific version of the optimal income tax problem due to Mir-
rlees (1971). We show, and provide complementary laboratory evidence, that solutions
to these problems, which are derived under the assumption of selfish preferences, are not
robust to the possibility that individuals are motivated by social preferences. We then
introduce the notion of a social-preference-robust mechanism, and derive mechanisms
that are optimal in this class. Finally, we use laboratory experiments to compare the
optimal mechanisms under selfish preferences and the optimal social-preference-robust
mechanisms.

The bilateral trade problem. The bilateral-trade problem provides us with a simple,
and stylized setup that facilitates a clear exposition of our approach. Moreover, it admits
interpretations that are of interest in public economics, environmental economics, or
contract theory. The basics are as follows: A buyer either has a high or low valuation
of a good produced by a seller. The seller either has a high or a low cost of producing
the good. An economic outcome specifies, for each possible combination of the buyer’s
valuation and the seller’s cost, the quantity to be exchanged, the price paid by the buyer
and the revenue received by the seller. Both the buyer and the seller have private infor-
mation. Thus, an allocation mechanism has to ensure that the buyer does not understate
his valuation so as to get a desired quantity at a lower price. Analogously, the seller has
to be incentivized so that she does not exaggerate her cost in order to receive a larger
compensation. This environment can be reinterpreted as a problem of voluntary public-
goods provision in which one party benefits from larger provision levels, relative to some
status quo outcome, and the other party is harmed. By how much the first party benefits
and the second party loses is private information. The allocation problem then is to de-
termine the public-goods provision level and how the provision costs should be divided
between the two parties. It can also be reinterpreted as a problem to control externali-
ties. One party can invest so as to avoid emissions which harm the other party. The cost
of the investment to one party and the benefit of reduced emissions to the other party
are private information. In a principal-agent-framework, we may think of one party as
benefiting from effort that is exerted by the other party. The size of the benefit and the
disutility of effort are, respectively, private information of the principal and the agent.
Our analysis proceeds as follows: We first characterize an optimal direct mechanism
for the bilateral trade problem under the standard assumption of selfish preferences,
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i.e. both, the buyer and the seller, are assumed to maximize their own payoff, respec-
tively, and this is common knowledge. We solve for the mechanism that maximizes the
seller’s expected profits subject to incentive constraints, participation constraints, and
a resource constraint. We work with ex post incentive and participation constraints, i.e.
we insist that after the outcome of the mechanism and the other party’s private infor-
mation have become known, no party regrets to have participated and to have revealed
its own information.

Our reason for imposing these constraints is twofold: First, as has been shown by
Bergemann and Morris (2005), they imply that a mechanism is robust in the sense that
its outcome does not depend on the individual’s probabilistic beliefs about the other
party’s private information. Second, we use the arguments in Bergemann and Morris
(2005) for our experimental testing strategy. In their characterization of robust mecha-
nisms complete information environments play a key role. In such an environment, the
buyer knows the seller’s cost and the seller knows the buyer’s valuation, and, more-
over, this is commonly known among them. The mechanism designer, however, lacks
this information and therefore still has to provide incentives for a revelation of privately
held information. Bergemann and Morris provide conditions so that the requirement of
robustness is equivalent to the requirement that a mechanism generates the intended
outcome in every complete information environment, which in turn is equivalent to the
requirement that incentive and participation constraints hold in an ex post sense.'

In our laboratory approach, we investigate the performance of an optimally designed
robust mechanism in all complete information environments. This approach is useful be-
cause it allows us to isolate the role of social preferences in a highly controlled setting,
which eliminates complications that are related to decision-making under uncertainty:.
For instance, it is well-known that, even in one-person decision tasks, people often do
not maximize expected utility (see Camerer, 1995), and that moreover, in social contexts,
social and risk preferences may interact in non-trivial ways (see, e.g., Bolton and Ock-
enfels, 2010, and the references therein). The complete information environments in our
study avoid such complicating factors.?

The robust mechanism which maximizes the seller’s expected profits under selfish
preferences has the following properties: (i) The trading surplus is allocated in an asym-

'"Throughout we focus on social choice functions, as opposed to social choice correspondences. Conse-
quently, by Corollary 1 in Bergemann and Morris (2005), ex post implementability is both necessary
and sufficient for robust implementability. Moreover, if agents are selfish, then our environment gives
rise to private values so that incentive compatibility in an ex post sense is equivalent to the require-
ment that truth-telling is a dominant strategy under a direct mechanism for the given social choice
function.

2Thus, for our experimental testing strategy, we take for granted the equivalence between imple-
mentability in all complete information environments and implementability in all incomplete infor-
mation environments. We explicitly investigate the former and draw conclusions for the latter. We
also take for granted the validity of the revelation principle. That is, we only check whether individ-
uals behave truthfully under a direct mechanism for a given social choice function. We discuss the
advantages and limits of this approach in our concluding section.
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metric way, i.e. the seller gets a larger fraction than the buyer; (i) Whenever the buyer’s
valuation is low, his participation constraint binds, so that he does not realize any gains
from trade; (iii) Whenever the buyer’s valuation is high, his incentive constraint binds,
so that he is indifferent between revealing his valuation and understating it. Experimen-
tally, we find that under this mechanism, a non-negligible fraction of high valuation
buyers understates their valuation. In all other situations, deviations — if they occur at
all — are significantly less frequent.

We argue that this pattern is consistent with models of social preferences such as Fehr
and Schmidt (1999), and Falk and Fischbacher (2006), among others. The basic idea is the
following. A buyer with a high valuation can understate his valuation at a very small
personal cost since the relevant incentive constraint binds. The benefit of this strategy
is that this reduces the seller’s payoff and therefore brings the seller’s payoff closer to
his own, thereby reducing inequality. In fact, as we will demonstrate later, many social
preference models would predict this behavior.

We then introduce a class of direct mechanisms that “work” if the possibility of social
preferences is acknowledged. Specifically, we introduce the notion of a direct mechanism
that is externality-free. Under such a mechanism, the buyer’s equilibrium payoff does
not depend on the seller’s type and vice versa; i.e. if, say, the buyer reveals his valuation,
his payoff no longer depends on whether the seller communicates a high or a low cost
to the mechanism designer. Hence, the seller cannot influence the buyer’s payoff.

Almost all widely-used models of social preferences satisfy a property of selfishness in
the absence of externalities, i.e. if a player considers a choice between two actions a and
b, and moreover, if the monetary payoffs of everybody else are unaffected by this choice,
then the player will choose a over b if her own payoff under a is higher than her own
payoff under b. Now, suppose that a direct mechanism is ex post incentive-compatible
and externality-free. Then truth-telling will be an equilibrium for any social preference
model in which individuals are selfish in the absence of externalities.

We impose externality-freeness as an additional constraint on our problem of robust
mechanism design, i.e. we have to design the mechanism so that it has the following
property: Suppose that the traded quantity goes up because we move from a state of
the world in which the seller’s cost is high to a state in which the seller’s cost is low.
Then, there has to be an accompanying change in the price the buyer has to pay. This
change needs to be calibrated in such a way that the buyer’s trading surplus remains
unaffected. We then characterize the optimal robust and externality-free mechanism and
investigate its performance in an experiment. We find that there are no longer deviations
from truth-telling. We interpret this finding as providing evidence for the relevance of
social preferences in mechanism design: If there are externalities a significant fraction of
individuals deviates from truth-telling. If those externalities are shut down, individuals
behave truthfully.

Externality-freeness is an additional constraint. While it makes sure that individu-
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als behave in a predictable way it reduces expected profits relative to the theoretical
benchmark of a model with selfish preferences. This raises the question whether the
seller makes more money if she uses an externality-free mechanism. We answer this
both theoretically and empirically: The externality-free mechanism makes more money
if the number of individuals whose behavior is motivated by social preferences exceeds
a threshold. In our laboratory context, this number was below the threshold, so that the
“conventional” mechanism made more money than the externality-free mechanism.

Based on these observations, we finally engineer a mechanism that satisfies the prop-
erty of externality-freeness only locally. Specifically, we impose externality-freeness for
those action-profiles where deviations from selfish behavior were frequently observed
in our experiment data. We show theoretically that local externality-freeness is a con-
straint that can be satisfied without having to sacrifice performance: If all agents are
selfish then there is an optimal mechanism that is locally externality-free. In our ex-
periment data, however, an optimal mechanism that is locally externality-free performs
significantly better than an optimal mechanism that is not externality-free. Hence, if one
knows precisely which deviations from selfish behavior are tempting, one can design a
mechanism that performs strictly better than both the optimal mechanism for selfish
agents and the optimal globally externality-free mechanism.

Redistributive Income Taxation. The bilateral trade setup is one in which external-
ities are at the center of the allocation problem. Therefore, the requirement of externality
-freeness may appear demanding. In settings different from the bilateral trade problem,
externality-freeness may arise naturally. E.g., price-taking behavior in markets with
a large number of participants gives rise to externality-freeness. If a single individual
changes her demand, this leaves prices unaffected and so remain the options available
to all other agents.®> Another setting in which externality-freeness may appear natural is
the design of tax systems. Here, ex- ternality-freeness requires that income taxes paid by
one individual depend only on this individual’s income, and not on the income earned
by other individuals. Thus, when formalizing the modern approach to optimal income
taxation, Mirrlees (1971) and his followers have looked exclusively at externality-free
allocations.

However, as has been shown by Piketty (1993), for an economy with finitely many
individuals and a commonly known cross-section distribution of types, an optimal Mir-
rleesian income tax system can be outperformed by one that is not externality-free.
Specifically, Piketty shows that first-best utilitarian redistribution from high-skilled in-
dividuals to low-skilled individuals can be reached, while this is impossible with a Mir-
rleesian approach. A crucial feature of Piketty’s approach is that types are assumed to
be correlated in a particular way. For instance, if there are two individuals and it is com-
monly known that one of them is high-skilled and one is low-skilled, then the individu-

SMarket behavior is therefore unaffected by social preferences, see Dufwenberg et al. (2011).
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als’ types are perfectly negatively correlated: If person 1 is of high ability, then person 2
is of low ability and vice versa. Piketty’s construction of a mechanism that reaches the
first-best utilitarian outcome heavily exploits this feature of the environment.*

Piketty’s analysis resembles the possibility results by Crémer and McLean (1985, 1988)
in auction theory. Crémer and McLean have shown that, with correlated values and
selfish agents, there exist Bayes-Nash equilibria that achieve first-best outcomes. These
findings have then be generalized to other types of allocation problems, see e.g., Kosenok
and Severinov (2008). Importantly, the mechanisms that achieve first-best outcomes in
the presence of correlated types give rise to payoff interdependencies or externalities
among the players. Therefore, they raise the question whether social preferences might
interfere with the possibility to achieve first-best outcomes. Piketty’s treatment of the
income tax problem is an example that allows us to get at this more general question in
a particular context.

We run an experiment and show that Piketty’s mechanism indeed provokes deviations
from the intended behavior, and again, we argue that these deviations can be explained
by models of social preferences. We then compare Piketty’s mechanism to an optimal
Mirrleesian mechanism. The latter is externality-free and we find that it successfully
controls behavior; there are no longer significant deviations from truth-telling. We also
find that the level of welfare that is generated by the Mirrleesian mechanism is sig-
nificantly larger than the level of welfare generated by Piketty’s mechanism. This last
observation makes an interesting difference to our findings for the bilateral trade prob-
lem. Remember that, for the bilateral problem, imposing externality-freeness helped to
control behavior, while the optimal mechanism for selfish agents still outperformed the
optimal externality-free mechanism because, in our experiment data, the deviations from
selfish behavior were not frequent enough. With the income tax problem, by contrast,
imposing externality-freeness is also good for the performance of the mechanism.

Outlook. The next section discusses related literature. Section 4.3 describes the eco-
nomic environment. Section 4.4 contains a detailed description of the bilateral trade
problem that we study. In addition, we elaborate on why models of social preferences
are consistent with the observation that individuals deviate from truth-telling under a
mechanism that would be optimal if all individuals were selfish, and with the observa-
tion that they do not deviate under a mechanism that is externality-free. Section 4.5
describes our laboratory findings for the bilateral trade problem, and in Section 4.6, we
clarify the conditions under which an optimal externality-free mechanism outperforms
an optimal mechanism for selfish agents and relate them to our experiment data. Section
4.7 looks at an engineering approach that does impose externality-freeness only locally.
Section 4.8 contains our analysis of the income tax problem. The last section concludes.

*If individual types are the realizations of independent random variables, then the optimal mechanism
is externality-free, see Bierbrauer, 2011b.
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4.2 RELATED LITERATURE

Our work is related to different strands of the literature. The main part of our analysis
builds on the model of Myerson and Satterthwaite (1983). They establish an impossibility
result for efficient trade in a setting with two privately informed parties.” We embed this
problem into a model of robust mechanism design, see Bergemann and Morris (2005).
Other contributions to the literature on robust mechanism design include Ledyard (1978),
Gershkov et al. (2013) and Borgers (2015).

We also consider a problem of income taxation. The classical reference is Mirrlees
(1971). We relate the Mirrleesian treatment to an alternative one that has been proposed
by Piketty (1993). The mechanism design approach to the problem of optimal income
taxation is also discussed in Hammond (1979), Stiglitz (1982), Dierker and Haller (1990),
Guesnerie (1995), and Bierbrauer (2011b).

There is a large experimental economics literature testing mechanisms. Most labo-
ratory studies deal with mechanisms to overcome free-riding in public goods environ-
ments (Chen, 2008), auction design (e.g., Ariely, Ockenfels, and Roth, 2005, Kagel, Lien,
and Milgrom, 2010), and the effectiveness of various matching markets (e.g., Kagel and
Roth, 2000, Chen and Sonmez, 2006). Roth (2012) provides a survey. Some studies take
into account social preferences when engineering mechanisms. For instance, it has been
shown that feedback about others’ behavior or outcomes, which would be irrelevant if
agents were selfish, can strongly affect social comparison processes and reciprocal in-
teraction, and thus the effectiveness of mechanisms to promote efficiency and resolve
conflicts (e.g., Chen et al., 2010, Bolton, Greiner, and Ockenfels, 2013, Ockenfels, Sliwka,
and Werner, 2014; Bolton and Ockenfels, 2012 provide a survey). Social preferences are
also important in bilateral bargaining with complete information, most notably in ul-
timatum bargaining (Giith, Schmittberger, and Schwarze, 1982; Giith and Kocher, 2014
provide a survey). In fact, this literature has been a starting point for various social
preference models that we are considering in this chapter — yet the observed patterns
of behavior have generally not been related to the mechanism design literature. This
is different with laboratory studies of bilateral trade with incomplete information, such
as Radner and Schotter (1989), Valley et al. (2002) and Kittsteiner, Ockenfels, and Trhal
(2012). One major finding in this literature is, for instance, that cheap talk communica-
tion among bargainers can significantly improve efficiency. These findings are generally
not related to social preference models, though.

There is a large literature on mechanism design with interdependent valuations, see
e.g. the survey in Jehiel and Moldovanu (2006). In principle, models of outcomes-based
social preferences such as Fehr and Schmidt (1999) or Bolton and Ockenfels (2000) can
be viewed as specific models with interdependent valuations.® By contrast, models with

>Related impossibility results hold for problems of public-goods provision, see Giith and Hellwig, 1986
and Mailath and Postlewaite, 1990.
SWhen it comes to frequently used functional forms there is a difference though. The literature in mech-
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intentions-based social preferences such as Rabin (1993) or Falk and Fischbacher (2006)
cannot be viewed as models with interdependent valuations. In these models, prefer-
ences are menu-dependent, see Sobel (2005) for a discussion. Such a menu dependence
does not arise in the literature on mechanism design with interdependent valuations.
Thus, there are both similarities and important differences between these literatures.
Our approach ensures that the social choice functions can be implemented irrespectively
of the nature and the intensity of the individual’s social preferences. It is not meant to
take account of all the allocative and informational externalities that have been the focus
of the literature on mechanism design with interdependent valuations.

Our study contributes to the literature by linking prominent models of social prefer-
ences with the mechanism design literature mentioned above. Bierbrauer and Netzer
(2012) explore the implications of a specific model of social preferences, namely the one
by Rabin (1993), for a Bayesian mechanism design problem — as opposed to a problem of
robust mechanism design. They show that, to any mechanism that is incentive compat-
ible, one can construct an “essentially” equivalent version which is externality-free and
therefore should generate the intended behavior even if individuals have social prefer-
ences. Bartling and Netzer (2014) use this observation to construct an externality-free
version of the second-price auction. They show experimentally that there is signifi-
cant overbidding in a standard second-price auction. Overbidding disappears with the
externality-free version. The work of Bartling and Netzer is related to this chapter in
that it also makes use of externality-freeness. There is, however, an important differ-
ence. Since we work with ex post — as opposed to Bayesian — incentive and participa-
tion constraints, the equivalence result in Bierbrauer and Netzer (2012) no longer holds,
i.e. externality-freeness becomes a substantive constraint. A contribution of this chap-
ter is the characterization of a mechanism that is optimal in the set of those which are
externality-free and ex post incentive-compatible.

4.3 THE BILATERAL TRADE PROBLEM

There are two agents, referred to as the buyer and the seller. An economic outcome is
a triple (q, ps, pp), where ¢ € R is the quantity that is traded, p, € R is a payment
made by the buyer, and p, € R is a payment received by the seller. Monetary payoffs are
Ty = 0pq—py, for the buyer and 7, = —0:k(q) +ps, for the seller where k is an increasing
and convex cost function. The buyer’s valuation 8, either takes a high or a low value,
0, € 6, = {0, 9_1,}. Similarly, the seller’s cost parameter #, can take a high or a low
value so that 6, € ©, = {0,,0,}. A pair (6,,0,) € O, x O, is referred to as a state of

anism design often focuses on preferences that are quasi-linear in money and models interdependence
as arising solely through the valuations of the allocated objects. Consequently, the individuals’ mon-
etary payments do not give rise to an interdependence. By contrast, the literature on outcomes-based
social preferences focuses on inequity concerns that take account of the individuals’ monetary pay-
ments.
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the economy. A social choice function or direct mechanism f : O, x ©, - Ry x R xR
specifies an economic outcome for each state of the economy. Occasionally, we write
f=(q, p,{ , pl) to distinguish the different components of f.”

We denote by

ﬂ-b(ebvf( g)? ;)) = ebqf< gn é) _le:< ;;7 ;)

the payoff that is realized by a buyer with type 0, if he announces a type 6} and the
seller announces a type 6/, under direct mechanism f. The expression 74(6s, f(0;,0%)) is
defined analogously.

We assume that the buyer has private information on whether his valuation 6, is high
or low. Analogously, the seller privately observes whether 6, takes a high or a low value.
Hence, a direct mechanism induces a game of incomplete information. Our analysis in
the following focuses on a very specific and artificial class of incomplete information
environments, namely the ones in which the types are commonly known among the
players but unknown to the mechanism designer. In total there are four such complete
information environments, one for each state of the economy.® It has been shown by
Bergemann and Morris (2005) that the implementability of a social choice function in
all such complete information environments is not only necessary but also sufficient for
the robust implementability of a social choice function, i.e. for its implementability in all
conceivable incomplete information environments. Thus, our focus on complete infor-
mation environments is not only useful to cleanly isolate the effect of social preferences,
but also justified by the robustness criterion.

Suppose that individuals are only interested in their own payoff. Then truth-telling is
an equilibrium in all complete information environments if and only if the following ex
post incentive compatibility constraints are satisfied: For all (6, 0;) € O, x O,

7rb(6b, f((gb, (95)) > Wb(eb, f(@l’,, 95)) for all (91/) €0, , (4.1)

and
7s(0s, f(0p,05)) > (0, f(0,,0)) forall 0, €0O,. (4.2)

Moreover, individuals prefer to play the mechanism over a status quo outcome with no
trade if and only if the following ex post participation constraints are satisfied: For all

(9b708) € @b X @s,

7Tb<0b7 f<0b7 95)) > 7, and Ws(gsa f<9b7 85)) > Ts (4-3)

"Our setting differs from the one originally studied by Myerson and Satterthwaite (1983) in that we have
a convex cost function for the seller and allow for quantities in R. In the original paper, the seller’s
cost function is linear and quantities are in [0, 1].

8“Complete information” refers to a situation in which the players’ monetary payoffs are commonly
known. Information may still be incomplete in other dimensions, e.g., regarding the weight of fairness
considerations in the other player’s utility function.
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where 7, and 7 are, respectively, the buyer’s and the seller’s payoffs in the absence of
trade.

Throughout, we limit attention to direct mechanisms and to truth-telling equilibria.
For models with selfish individuals, or more generally, for models with outcome-based
preferences — which possibly include a concern for an equitable distribution of payoffs —
this is without loss of generality by the revelation principle. For models with intention-
based social preferences, such as Rabin (1993) or Dufwenberg and Kirchsteiger (2004),
the revelation principle does not generally hold, see Bierbrauer and Netzer (2012) for a
proof. Still, it is a sufficient condition for the implementability of a social choice function
that it can be implemented as the truth-telling equilibrium of a direct mechanism. We
focus on this sufficient condition, and note that it is also necessary if preferences are
outcome-based.

Another property of interest to us is the externality-freeness of a social choice function
f- This property holds if, for all 8, € ©,,

T5(0b, f (00, 0,)) = 7 (0, f (00, 05)),

and if, for all 0, € O,

773(037 f(Qba 95)) = 7]-3(657 f(e_ln 85))

If these properties hold, then the buyer, say, cannot influence the seller’s payoft, provided
that the latter tells the truth. Le. the buyer’s report does not come with an externality
on the seller. As we will argue later in more detail, many models of social preferences
give rise to the prediction that externality-freeness in conjunction with ex post incentive
compatibility is a sufficient condition for the implementability of a social choice function.

4.4 MECHANISM DESIGN WITH AND WITHOUT SOCIAL
PREFERENCES

This section contains theoretical results which relate mechanism design theory to mod-
els of social preferences. Throughout, we use the bilateral trade problem to illustrate
the conceptual questions that arise. We begin with the benchmark of optimal mecha-
nism design under the assumption that individuals are purely selfish. We then show
that many models of social preferences give rise to the prediction that such mechanisms
will not generate truthful behavior. However, while maximizing expected payoffs is a
well-defined goal, there are many ways to be socially motivated. In fact, one of the most
robust insights from behavioral economics and psychology is the large variance of social
behaviors across individuals (e.g., Camerer, 2003). As a result, there is now a plethora of
social preference models, and almost all models permit individual heterogeneity by al-
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lowing different parameter values for different individuals (e.g., Cooper and Kagel, 2013).
This poses a problem for mechanism design, because optimal mechanisms depend on the
nature of the agents’ preferences. Our approach to deal with this problem is neither to
just select one of those models, nor are we even attempting to identify the best model.
We will also not assume that idiosyncratic social preferences are commonly known. All
these approaches would violate the spirit of robust mechanism design and the Wilson
doctrine. Rather, we restrict our attention to a property of social preferences which is
shared by almost all widely-used social preference models and which is independent of
the exact parameter values: individuals are selfish if there is no possibility to affect the
payoffs of others. As we will show, this general property of social behavior is already
sufficient to construct "externality-free" mechanisms which generate truthful behavior,
regardless of what is known about the specific type and parameters of the agents’ social
preferences.

Our approach may come at a cost. While we will be able to better control behavior
than when we assume selfish preferences, not knowing the exact details of preferences
may impair the profitability of the mechanism. As we show in Section 4.6, for the bi-
lateral trade problem, the optimal robust and externality-free mechanism outperforms
the optimal robust mechanisms only if the probability of behavior that is motivated by
social concerns is sufficiently high.

4.4.1 OPTIMAL MECHANISM DESIGN UNDER SELFISH PREFERENCES

A mechanism designer wishes to come up with a mechanism for bilateral trade. Design
takes place at the ex ante stage, i.e. before the state of the economy is realized. The
designer acts in the interest of one of the parties, here the seller. The designer does not
know what information the buyer and the seller have about each other at the moment
where trade takes place. Hence, he seeks robustness with respect to the information
structure and employs ex post incentive and participation constraints. The designer as-
sumes that individuals are selfish so that these constraints are sufficient to ensure that
individuals are willing to play the corresponding direct mechanism and to reveal their
types. Finally, he requires budget balance only in an average sense. (Possibly, the mecha-
nism is executed frequently, so that the designer expects to break even if budget balance
holds on average.) The flexibility provided by the requirement of expected budget bal-
ance is important for some of the results that follow. With a requirement of ex post
budget balance there would be less scope for adjusting the traded quantities and the
corresponding payments to the privately held information of the buyer and the seller.’

*We do not wish to argue that the requirement of expected budget balance is, for practical purposes,
more relevant than the requirement of ex post budget balance. This will depend on the application.
The mechanisms that we study in this paper are primarily meant as diagnostic tools for the relevance
of social preferences in mechanism design. In this respect, the requirement of expected budget balance
proved useful.
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Formally, we assume that a social choice function f is chosen with the objective to
maximize expected seller profits, > ¢ o 9(0h,05)7s(0, f(6h,05)) , where g is a proba-
bility mass function that gives the mechanism designer’s subjective beliefs on the likeli-
hood of the different states of the economy. The incentive and participation constraints
in (4.1), (4.2) and (4.3) have to be respected. In addition, the following resource constraint

has to hold
ST 9000, 009](0,05) > > 9(0s,0)pL (65,6, . (4.4)

Oy x4 Oy X0

To solve this full problem, we first study a relaxed problem which leaves out the incen-
tive and participation constraints for the seller. Proposition 1 characterizes its solution.
This solution to the relaxed problem is also a solution to the full problem if it satisfies
all constraints of the full problem. For reasons of brevity, we do not present another
Proposition that clarifies the conditions under which this is the case. Instead, Exam-
ple 4.1 below provides an illustration that is based on particular functional forms and
parameter values.

Proposition 4.1. A social choice function f solves the relaxed problem of robust mecha-
nism design if and only if it has the following properties:

(a) For any one 0, € Oy, the participation constraint of a low type buyer is binding:
(G, (0, 05)) = 7 -
(b) For any one 0, € Oy, the incentive constraint of a high type buyer is binding:

(0, (05, 05)) = 7 (O, f(6,,65)) -

(c) The trading rule is such that, for any one 0, € Oy, there is a downward distortion at
the bottom

g(aln 95)
g(Qlw 95)

¢’ (0y,0,) € argmax, (Qb - (6, — Qb)) q—0:k(q) ,

and no distortion at the top
qf (§b7 Qs) < argmaxq abq - st(Q) :

(d) The payment rule for the buyer is such that, for any one 0,

pl{(Qb’ ‘95) - quf(Qba 08) )

and

L (05, 05) = Ouq? (B, 05) — (B — 0,)q” (65, 0s) -
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(e) The revenue for the seller is such that

> 900, 0.)p] (65, 0) = D g(0h,0:)pL (05, 65) -

[SICH OpxBOs

A formal proof of Proposition 4.1 is in part 4.B of the Appendix. Here, we provide a
sketch of the main argument: Since we leave out the seller’s incentive constraint, we
can treat the seller’s cost parameter as a known quantity. Hence, we think of the relaxed
problem as consisting of two separate profit-maximization problems, one for a high-cost
seller and one for a low-cost seller, which are linked only via the resource constraint.
In each of these problems, however, the buyer’s incentive and participation constraints
remain relevant. Therefore, we have two profit-maximization problems. The formal
structure of any one of those problems is the same as the structure of a non-linear pricing
problem with two buyer types. This problem is well-known so that standard arguments
can be used to derive properties (a)-(¢e) above.'

The solution to the relaxed problem leaves degrees of freedom for the specification of
the payments to the seller. Consequently, any specification of the seller’s revenues, so
that the expected revenue is equal to the buyer’s expected payment, is part of a solution
to the relaxed problem. If there is one such specification that satisfies the seller’s ex post
incentive and participation constraints, then this solution to the relaxed problem is also
a solution to the full problem. In the following we provide a specific example in which
these payments are specified in such a way that they satisfy not only these constraints,
but also give rise to ex post budget balance, i.e. in every state (6, 0;), the price paid by
the buyer equals the revenue obtained by the seller,

Pl (64,05) = pl(64,0,) . (4.5)

Example 4.1: An optimal robust social choice function. Suppose that §, = 1,

9, = 1.30, 0, = 0.20, and A, = 0.65. Also assume that the seller has a quadratic cost

function k(q) = %q2. Finally, assume that the reservation utility levels of both the buyer

and the seller are given by 7, = 7, = 2.68. For these parameters, an optimal robust
social choice function f looks as follows: The traded quantities are given by

¢’ (0,,0,) = 3.50, ¢/(8,,0,) = 1.08, ¢/ (6,,0,) =6.50 and ¢’ (6,,0,) = 2.00.

The buyer’s payments are

pl(8,,0,) = 3.50, pl(8,,0,) = 1.08, pl(6;,0,) =7.40 and p](6y,6,) = 2.28 .

S

1A classical reference is Mussa and Rosen (1978), see Bolton and Dewatripont (2005) for a textbook
treatment.
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Finally, the seller’s revenues are
pi(8,,0,) = 3.50, pl(6,,0,) = 1.08, pl(6s,0,) =740 and pl(6;,0,) =2.28.
By construction, f is ex post incentive compatible and satisfies the ex post participation

constraints. However, it is not externality-free. These properties can be verified by
looking at the games which are induced by this social choice function on the various
complete information environments. For instance, the following matrix represents the
normal form game that is induced by f in a complete information environment so that
the buyer has a low valuation and the seller has a low cost.!!

Table 4.1: Low valuation buyer and low cost seller

The game induced by f for (6, 605) = (0,,0,).

(ﬂ-l])c’ 7Tf) Qs 98

0, | (2.68,5.52) | (2.68,3.88)
B, | (1.56,6.65) | (2.33,5.03)

The first entry in each cell is the buyer’s payoff, the second entry in the cell is the seller’s payoft.
If both individuals truthfully reveal their types, the payoffs in the upper left corner are realized.
Note that under truth-telling both payoffs are weakly larger than the reservation utility of 2.68 so
that the relevant ex post participation constraints are satisfied. Also note that the seller does not
benefit from an exaggeration of her cost, if the buyer communicates his low valuation truthfully.
Likewise, the buyer does not benefit from an exaggeration of his willingness to pay, given that
the seller communicates her low cost truthfully. Hence, the relevant ex post incentive constraints
are satisfied. Finally, note that externality-freeness is violated: If the seller behaves truthfully, her
payoff is higher if the buyer communicates a high willingness to pay.

For later reference, we also describe the normal form games that are induced in the
remaining complete information environments.

More precisely, this and the following normal form games are generated by an approximation f® of f
which is such that, whenever an incentive constraint is binding under f, a deviation from truth-telling
has a small cost of two cents under f*. Our laboratory experiments used f* rather than f. Thus, under
f¥ it is less tempting to deviate from truth-telling and we can be more confident that the deviations
from truth-telling that we observe reflect social preferences, as opposed to an arbitrary selection from
a set of best responses.
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Table 4.2: Low valuation buyer and high cost seller

(7Tb7 7Ts) QS (93
0, (2.68,2.08) | (2.68,3.56)
O (1.56, —5.23) | (2.33,3.90)

Table 4.3: High valuation buyer and low cost seller

<7Tb7 s Qs 08
0, | (3.97,5.52) | (3.06,3.88)
[ (3.99,6.65) | (3.08,5.03)

Table 4.4: High valuation buyer and high cost seller

(71'[), 7Ts) QS 95
0, (3.97,2.08) | (3.06,3.56)
0, (3.99, —5.23) | (3.08,3.90)

An inspection of Tables 4.1 trough 4.4 reveals the following properties of f: (i) Under
truth-telling the seller’s payoff exceeds the buyer’s payoff in all states of the economy,
(ii) if the buyer’s type is low (Tables 4.1 and 4.2), then his payoff under truth-telling is
equal to his reservation utility level of 2.68, i.e. the participation constraint of a low type
buyer binds, (iii) if the buyer’s type is high (Tables 4.3 and 4.4), then the buyer’s incentive
constraint is binding in the sense that understating comes at a very small personal cost
(the payoff drops from 3.99 to of 3.97).

4.4.2 AN OBSERVATION ON MODELS OF SOCIAL PREFERENCES

We now show that the social choice function in Proposition 4.1 is not robust in the fol-
lowing sense: It provokes deviations from truth-telling if individuals are motivated by
social preferences. To formalize a possibility of social preferences, we assume that any
one individual i € {b, s} has a utility function U;(6;, 7, 7%, r%

1

) which depends in a para-
metric way on the individual’s true type 6; and, in addition, on the following three argu-
ments: the individual’s own report r;, the individual’s (first order) belief about the other
player’s report, r?, and the individuals’ (second order) belief about the other player’s
first-order belief, r?. Different models of social preferences make different assumptions
about these utility functions.
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Intention-based social preferences. Second-order beliefs play a role in models with
intention-based social preferences such as Rabin (1993), Dufwenberg and Kirchsteiger
(2004) or Falk and Fischbacher (2006). In these models, the utility function takes the
following form

Ui(Os, riy i, 1) = w0, [ (ras 1)) + i ki vy i r?) w5 (i) (4.6)

The interpretation is that the players’ interaction gives rise to sensations of kindness or

unkindness, as captured by y; x;(r;, 7, 7%) r;(r?, ). In this expression, y; > 0 is an

79" RIS

exogenous parameter, interpreted as the weight that agent 7 places on kindness consid-

erations. The term r;(r;, 7%, r?) is a measure of how kindly 7 intends to treat the other

agent 7. While the models of Rabin (1993), Dufwenberg and Kirchsteiger (2004) and Falk
and Fischbacher (2006) differ in some respects they all make the following assumption:
Given r? and 7, for any two reports 7} and 7, 7;(0;, f(r},r?)) > m;(0;, f(r!,r?)) im-
plies that r; (1}, r0 r?) > k;(r!, r?, rfb) i.e. the kindness intended by i is larger if her
report yields a larger payoff for j. Second-order beliefs are relevant here if player i ex-
presses kindness by increasing j’s payoff relative to the payoff that, according to the
beliefs of 7, 7 expects to be realizing. The latter payoff depends on the beliefs of < about
the beliefs of j about ¢’s behavior.

Whether or not ¢’s utility is increasing in x; depends on 7’s belief about the kindness
that is intended by player j and which is denoted by ;. If k; > 0, then ¢ believes that j is
kind and her utility increases, ceteris paribus, if j’s payoff goes up. By contrast, if x; < 0,
then i believes that j is unkind and her utility goes up if j is made worse off. Rabin (1993),
Dufwenberg and Kirchsteiger (2004) and Falk and Fischbacher (2006) all assume that the

b’ .bb bbb

function k; is such that, for given second-order beliefs 7%, r;(r?’, r?) > r;(r?", r)

whenever 7;(0;, f(r?, 7)) > m;(6;, f(r?", r)). Second-order beliefs play a role here
because, in order to assess the kindness that is intended by j, ¢ has to form a belief about

j’s belief about i’s report.

Outcome-based social preferences. In models with outcome-based social prefer-
ences such as Fehr and Schmidt (1999), Bolton and Ockenfels (2000), or Charness and
Rabin (2002) second order beliefs play no role and individuals are assumed to care about
their own payoff and the distribution of payoffs among the players. For instance, with
Fehr-Schmidt-preferences, the utility function of individual ¢ reads as

Ui(eiarzarfargb) = Wi(eivf(riarg))
—Qy maX{ﬂj(Qj, f(?”i,r?)) - 7Ti(eiu f(r%r?))’ 0} (47)
— B max{m;(0;, f(ri, 7)) — m;(0;, f(ri;1})), 0},

where it is assumed that «; > [3; and that 0 < (; < 1.
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Implications for the social choice function in Proposition 4.1.  Many models
of social preferences give rise to the prediction that a social choice function that would
be optimal if individual were selfish will trigger deviations from truth-telling. Specifi-
cally, for our bilateral trade problem, high valuation buyers will understate their valua-
tion. Models of outcome-based and intention-based social preferences provide different
explanations for this: With outcome-based social preferences, the buyer may wish to
harm the seller so as to make their expected payoffs more equal. The reasoning for
intention-based models, such as Rabin (1993), would have a different logic. For the game
in Table 4.4, the buyer would argue as follows: My expected payoftf would be higher if
the seller deviated from truth-telling and communicated a low cost. Since the seller does
not make use of this opportunity to increase my payoff, he is unkind. I therefore wish
to reciprocally reduce his expected payoff.

Whatever the source of the desire to reduce the seller’s payoff, a high valuation buyer
can reduce the seller’s payoff by understating his valuation. Since the relevant incentive
constraint binds, such an understatement is costless for the buyer, i.e. he does not have
to sacrifice own payoff if he wishes to reduce the seller’s payoff.

The following observation states this more formally for the case of Fehr-Schmidt-
preferences. In Appendix 4.A, we present analogous results for other models of social
preferences.

Observation 4.1. Consider a complete information types space for state (0,,0;) and sup-
pose that 0, = 0. Suppose that f is such that

(05, £ (0, 05)) > 7s(0s, £ (84, 05) > 700y, [ (04, 05)) = my(Or, f(0,05))  (4.8)

Suppose that the seller behaves truthfully. Also suppose that the buyer has Fehr-Schmidt-
preferences as in (4.7) with o, # 0. Then the buyer’s best response is to understate his
valuation.

The social choice function in Example 4.1 fulfills Condition (4.8). Consider Tables
4.3 and 4.4. The buyer’s incentive constraint binds. Moreover, if the buyer understates
his valuation, this harms the seller. The harm is, however, limited in the sense that the
seller’s reduced payoff still exceeds the buyer’s payoff. For such a situation the Fehr-
Schmidt model of social preferences predicts that the buyer will deviate from truth-
telling, for any pair of parameters (o, ) so that a;, # 0. Put differently, truth-telling is
a best response for the buyer only if a;, = 0, i.e. only if the buyer is selfish.

4.4.3 SOCIAL-PREFERENCE-ROBUST MECHANISMS

The models of social preferences mentioned so far differ in many respects. They are,
however, all consistent with the following assumption of selfishness in the absence of
externalities.
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Assumption 4.1. Givenr? and r®, if v} and v are such that 7;(0;, f(r},r?)) =

1)

mi(0;, F(r!, %)) and 7;(0;, f(rl,70)) > mi(0;, f(rY,70)), then U;(6;, 7,70, 72%) >

171 1701 1971 KA S A )

Us (05,77, 7%, r?).

1)1

Assumption 4.1 holds provided that individuals prefer to choose strategies that in-
crease their own payoff, whenever they can do so without affecting others. This does
not preclude a willingness to sacrifice own payoff so as to either increase or reduce the
payoff of others. It is a ceteris paribus assumption: In the set of strategies that have
the same implications for player j, player ¢ weakly prefers the ones that yield a higher
payoff for herself. Assumption 4.1 has the following implication: In situations where
players do not have the possibility to affect the payoffs of others, social preferences will
be behaviorally irrelevant, and the players act as if they were selfish payoff maximizers.

The following observation illustrates that the utility function underlying the Fehr
and Schmidt (1999)-model of social preferences satisfies Assumption 4.1 for all possi-
ble parametrization of the model. Appendix 4.A. confirms this observation for other
models of social preferences.'?

Observation 4.2. Suppose the buyer and the seller have preferences as in (4.7) with param-
eters (o, fBp) and (o, B5), respectively. The utility functions Uy, and U satisfy Assumption
4.1, for all (ay, ) so that ay, > [y and 0 < [, < 1 and for all (o, B5) so that as > [
and 0 < B < 1.

We now define a mechanism that is robust in the following sense: For any individual
i, given correct first- and second-order beliefs, a truthful report maximizes U;, for all
utility functions satisfying Assumption 4.1.

Definition 4.1. A direct mechanism for social choice function f is said to be social-prefer-
ence-robust if it satisfies the following property: On any complete information environment,
given correct first- and second-order beliefs, truth-telling by any player i € {b, s} is a best
response to truth-telling by player j # i, for all utility functions U; satisfying Assumption
41

Social-preference-robustness of a mechanism is an attractive property. It is robust
against widely varying beliefs of the mechanism designer about what is the appropriate
specification and intensity of social preferences across individuals. As long as prefer-
ences satisfy Assumption 4.1, we can be assured that individuals behave truthfully under
such a mechanism.

12 Assumption 4.1 is also satisfied in models of pure altruism, see Becker (1974). All parameterized versions
that Bolton and Ockenfels (2000) propose for their model are consistent with Assumption 4.1, too,
although we note that it is theoretically possible to construct preferences that are consistent with
their general assumptions and may still violate Assumption 4.1. Such preferences would be the only
possible exception that we encountered among prominent social preference models.
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The following Proposition justifies our interest in externality-free mechanisms. If we
add externality-freeness to the requirement of incentive compatibility, we arrive at a
social-preference-robust mechanism.

Proposition 4.2. Suppose that f is ex post incentive-compatible and externality-free. Then
f is social-preference-robust.

Proof. Consider a complete information environment for types (6;,6;). Suppose that
player i believes that player j acts truthfully so that r? = 6; and that he believes that
player j believes that he acts truthfully so that r?* = 6,. By ex post incentive com-
patibility, ;(0;, f(r;,r?)) is maximized by choosing r; = 0;. By externality-freeness,
/ "

r! € ©,;. Hence, by Assumption 4.1,

27 "1

(0, f(ri;r7)) = m;(0;, £ (r{, r})) for any pair r

771
r; = 0; solves max,,co, U;(0;,71;, rb rl?b), 0

1771

4.4.4 OPTIMAL ROBUST AND EXTERNALITY-FREE MECHANISM DESIGN

We now add the requirement of externality-freeness to our mechanism design problem.
To characterize the solution of this mechanism design problem it is instructive to begin,
again, with a relaxed problem in which only a subset of all constraints is taken into
account. Specifically, the relevant constraints are: the resource constraint in (4.4), the
participation constraints for a low valuation buyer,

(0y, f(0,,05)) > 7, forall 6, € O,
the incentive constraint for a high type buyer who faces a low cost seller,

ﬂ-b(e_baf<9_b>gs)) > 7T-b(e_b?f(gbvgs)) )

and, finally, the externality-freeness condition for a high valuation buyer

To(0p, [ (05, 0,)) = m(Os, (05, 05)) .

Again, we do not provide a complete characterization of the conditions under which the
solution to the relaxed problem and the solution to the full problem coincide. Example
4.2 below provides an illustration of such a case.

Proposition 4.3. A social choice function f’ solves the relaxed problem of robust and
externality-free mechanism design if and only if it has the following properties:

(a)’ For any one 05 € Oy, the participation constraint of a low type buyer is binding:
(0 (04, 05)) = 7 -

(b)’ For0, =0

Z8?

the incentive constraint of a high type buyer is binding.
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(c)’ The trading rule is such that there is a downward distortion only for state (6,,0.);

Zs

s A B
' 0,0,) € argmasx, (eb S B-8)) 0~ 6.k(0)

where g™ (0y) := g(0y,0,) + g(0y, 0,). Otherwise, there is no distortion.

(d)’ The payment rule for the buyer is such that, for any one 0,

pl (8,,6,) = 0,47 (8,,6,) .

In addition
pl{ (eb,Qs) = ebqf (ebvgs) - (eb - Qb>qf (Qb7Qs) )

and
ol (0y,0,) = 0uq” (0, 0,) — (0 — 0,)q” (6,,0,) |

(e)’ The revenue for the seller is such that

S 9000, 000] (0005 = S 9(0, 0,07 (65,6,) -

Oy xO4 OpxBOs

A formal proof of the Proposition is relegated to part 4.B of the Appendix. It proceeds
as follows: The first step is to show that all inequality constraints of the relaxed problem
have to be binding. Otherwise, it would be possible to implement the given trading rule
¢'" with higher payments of the buyer. This establishes (a)’ and (b)’. Second, we solve
explicitly for the payments of the buyer as a function of the trading rule ¢/ — this yields
(d)" — and substitute the resulting expressions into the objective function. This resulting
unconstrained optimization problem has first order conditions which characterize the
optimal trading rule, see the optimality conditions in (c)’.

After having obtained the solution to the relaxed problem, we need to make sure that
it is also a solution to the full problem. For the buyer, it can be shown that the neglected
participation, incentive and externality-freeness constraints are satisfied provided that
the solution to the relaxed problem is such that the traded quantity increases in the
buyer’s valuation and decreases in the seller’s cost. If there is a solution to the relaxed
problem that satisfies the seller’s incentive, participation and externality-freeness con-
straints, then this solution to the relaxed problem is also a solution to the full problem.
The social choice function f” in Example 4.2 below has all these properties.

The substantive difference between the optimal robust mechanism in Proposition 4.1
and the optimal robust and externality-free mechanism in Proposition 4.3 is in the pat-
tern of distortions. The optimal robust mechanism has downward distortions whenever
the buyer has a low valuation. The optimal robust and externality-free mechanism has
a downward distortion in only one state, namely the state in which the buyer’s valua-
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tion is low and the seller’s cost is low. This distortion, however, is more severe than the
distortion that arises for this state with the optimal robust mechanism.

Example 4.2: An optimal robust and externality-free social choice function.
Suppose the parameters of the model are as in Example 4.1. The social choice function
f’, specified in Proposition 4.3, solves the problem of optimal robust and externality-free
mechanism design formally defined in the previous paragraph: The traded quantities are
given by

¢’ (0,,0,) = 2, ¢’ (0,,0,) = 1.54, ¢/'(05,0,) =6.5 and ¢’ (6,,0,) =2.
The buyer’s payments are

Py (00,8,) =2, 0] (6, 0) = 1.54, p] (61,6, =7.85 and p] (0, 0.) =2.
Finally, the seller’s revenues are

p!'(6,,0,) =252, p!'(6,,0,) =1.99, pf'(6,,0,) = 6.35 and p! (6,,0,) =2.52.

To illustrate the property of externality-freeness, we consider, once more, the various
complete information games which are associated with this social choice function.

Table 4.1’: The game induced by [’ for (6,,0,) = (6,,0,).

=S

(7Tb7 7Ts> QS 05

0, | (2.68,5.33) | (2.68,4.86)
0, | (0.97,5.33) | (2.66,5.31)

Along the same lines as for Table 4.1, one may verify that the relevant ex post incentive and partic-
ipation constraints are satisfied. In addition, externality-freeness holds: If the seller communicates
her low cost truthfully, then she gets a payoff of 5.33 irrespectively of whether the buyer com-
municates a high or a low valuation. Also, if the buyer reveals his low valuation, he gets 2.68

irrespectively of whether the seller communicates a high or a low cost.

Again, we also describe the normal form games that are induced by f’ in the remaining
complete information environments.
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Table 4.2’: The game induced by f’ for (6, 0,) = (6,,0,).

(7Tb, 7Ts) QS gs
0, (2.68,4.19) | (2.68,4.21)
0, (0.97,—6.57) | (2.66,4.21)

Table 4.3’: The game induced by f’ for (6, 6,) = (65, 0,).

Zs

<7Tb> Ts QS 55
0, | (3.41,5.33) | (3.24,4.86)
[ (3.43,5.33) | (3.43,5.31)

Table 4.4’: The game induced by f’ for (6,,0,) = (6,,0,).

(ﬂ'b, 7Ts) QS 05
0, (3.41,4.19) | (3.24,4.21)
0, (3.43,—6.57) | (3.43,4.21)

On top of externality-freeness, the social choice function f’ in Tables 4.1’ to 4.4° has
the following properties: (i) The seller’s payoff under truth-telling is higher than the
buyer’s payoff under truth-telling, (ii) a low type buyer realizes his reservation utility
(see Tables 4.1" and 4.2°), and (iii) the buyer’s incentive constraint binds if the seller’s
cost is low, but not if the seller’s cost is high (see Tables 4.3’ and 4.4°).

4.5 A LABORATORY EXPERIMENT

We conducted a laboratory experiment with five treatments. The first treatment is based
on the optimal mechanism f under selfish preferences in Example 4.1 (T1), and the sec-
ond treatment is based on the optimal externality-free mechanism f’ under social pref-
erences in Example 4.2 (T2). The three additional treatment variations (T3-5) will be
described in subsequent sections. All treatments were conducted employing exactly the
same laboratory procedures which are described below.
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Laboratory Procedures. The experiments were conducted in the Cologne Laboratory
for Economic Research at the University of Cologne. They had been programmed with
z-Tree developed by Fischbacher (2007), and participants were recruited with the on-
line recruitment system ORSEE developed by Greiner (2004). In total, we recruited 632
subjects who participated in twenty sessions, four for each of the five treatments. Each
subject was allowed to participate in one session and in one treatment only (between-
subject design). We collected at least 63 independent observations for each treatment
and player role. Subjects were students from all faculties of the University of Cologne,
mostly female (380 subjects), with an average age of 24 years. A session lasted 45-60
minutes. Average payments to subjects, including the show-up fee, was 10.76 Euro.

Upon arrival, subjects were randomly assigned to computer-terminals and received
identical written instructions, which informed them about all general rules and proce-
dures of the experiment. All treatment- and role-specific information was given on the
computer-screen (see Appendix 4.C for instructions and screenshot). We used neutral
terms to describe the game; e.g., player-roles were labeled Participant A (B) and strate-
gies were labeled Top (Left) and Bottom (Right) respectively. **

Subjects then went through a learning stage, with no interaction among subjects and
no decision-dependent payments. In the learning stage, subjects had to choose actions
for each player role in each complete information game and then to state the resulting
payoffs for the corresponding self-selected strategy combination. Subjects had to give
the right answer before proceeding to the decision stage. This way we assured that all
subjects were able to correctly read the payoff tables, without suggesting specific actions
which might create anchoring or experimenter demand effects.

Then subjects entered the decision stage and were informed about their role in their
matching group. The matching into groups and roles was anonymous, random and held
constant over the course of the experiment. Within the decision stage, subjects had to
choose one action for each of the four complete information games of their specific treat-
ment.'* The order of the four games was identical to the order in Table 4.5. Only after
all subjects submitted their choices, feedback was given to each subject on all choices
and resulting outcomes in their group. Finally, one of the four games was randomly
determined for being paid in addition to a 2.50 Euro show-up fee.

Results. Table 4.5 (on page 163) summarizes the decisions made in the experiment.
Sellers report their true valuation in almost all cases. Buyers with a low type also make
truthful reports in both treatments. This is different for high type buyers in T1, though.
Here, 13% (16%) of the buyers understate their true valuation when facing a seller with

BIn the following we refer to the specific roles within the experiment as buyers and sellers, to make this
section consistent with previous ones.

4 As mentioned before, our experimental testing strategy takes for granted the equivalence between im-
plementability in all complete information environments and implementability in all incomplete in-
formation environments; see Section 4.9 for discussion.

175



Chapter 4 Robust Mechanism Design and Social Preferences

a low (high) valuation.

This pattern of buyer and seller behavior is in line with models of social preferences.
In particular, for T1, which is based on an optimal mechanism for selfish agents, these
models imply that high type buyers cannot be expected to always make truthful reports.
By contrast, for 72, which is based on an optimal externality-free mechanism, these
models unambiguously predict truthful behavior. We observe significantly higher shares
of truthful high type buyer reports in T2 in comparison to T1 (two-sided Fisher’s exact
test, p = 0.017 for the games with a low type seller and p = 0.014 for the games with a
high type seller).

Table 4.5: Choice Data T1 and T2

Buyer Seller

Game induced by 0, 0, 0, 0,

T1 f for (8b7es> 63 0 63 0

optimal mechanism under f tt:or (%lﬂ gs) 63 0 0 63
selfish preferences [ for (_b7:s) 8 55 63 0

[ for (6y,6;) 10 53 1 62

T2 ffor (0,,0,) 64 0 62 2
externality-free f" for (Qm 0s) 64 0 0 64
mechanism [ for (angs) 63 64 0

f! for (0, 065) 2 62 0 64

4.6 WHICH MECHANISM IS MORE PROFITABLE?

We now turn to the question which of the two mechanisms the designer would prefer.
We first clarify the conditions under which the optimal mechanism for selfish agents
outperforms the optimal externality-free mechanism in the sense that it yields a higher
value of the designer’s objective, here, maximal expected profits for the seller. We then
check whether these conditions are satisfied in our experiment data.

Based on our experiment results, we introduce a distinction between different behav-
ioral types of buyers. There is the “truthful type” and the “understatement type”."> The
former communicates his valuation truthfully in all the complete information games in-
duced by the optimal robust mechanism f. The latter communicates a low valuation in

15We refer to behavioral types because we wish to remain agnostic with respect to the social preference
model that generates this behavior. Truthful behavior, for instance, can be rationalized both by selfish
preferences and by preferences that include a concern for welfare. In the latter case, understatement
is not attractive because it is Pareto-damaging.
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all such games. We assume throughout that the seller always behaves truthfully, which
is also what we observed in the experiment. We denote the probability that a buyer is of
the “truthful type” by . We denote by I1/ (o) the expected profits that are realized under
f. We denote by I1/’ the expected profits that are realized under the optimal externality-
free social choice function f’, under the assumption that the buyer and the seller behave
truthfully in all complete information games.

Proposition 4.4. Suppose that 117(0) < I1/". Then there is a critical value & so that
11/ (¢) > 117" if and only ifo > 6.

Proof. We first note that

W(o) = 3 9(60,0.) {o o] (04.0.) — 0.k(a’ (8,0.)))
[SICH

(1= 0) (B (8, 0) — 0k (a’ (6,0,)) }
= oIl/(1) + (1 — o)I1/(0) .

We also note that T1/(1) > II/" since I1/(1) gives expected profits if there are only
truthful buyer types, which is the situation in which f is the optimal mechanism. The
term o117 (1) + (1 — o)I17(0) is a continuous function of . It exceeds I1/" for o close to
one. If T1/(0) < T17", it falls short of II/" for & close to zero. Hence, there is & € (0, 1) so
that I17(¢) = oI17(1) + (1 — o)I1/(0) exceeds I1/" if and only if o exceeds &. O

Our experiment data revisited. For the Examples 4.1 and 4.2 on which our experi-
ments were based, the premise of Proposition 4.4 that I1/(0) < I1/" is fulfilled. Specifi-
cally,

I17(0) = 4.54 , T/ (1) = 4.91 , I (0) = 4.91 — 0.370 , I¥ = 4.77 and 6 = 0.622

Thus, the fraction of deviating buyers must rise above 0.38 if the optimal external- ity-
free mechanism is to outperform the optimal robust mechanism. In our experiment data,
however, the fraction of deviating buyer types was only 0.14. As a consequence, actual
average seller profits are smaller under the externality-free mechanism (4.77) than under
the optimal robust mechanism (4.82). This difference was not found to be statistically
significant, though (two-sided t-test based on independent average profits, p = 0.143).1¢

One might have expected more deviations from truth-telling. For instance, the social
preference model by Fehr and Schmidt (1999) is consistent with truthful buyers only for

®Tntuitively, the sellers matched with the low valuation buyers dampen the effect of the deviant high
valuation buyers on the performance measure.
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one special case, namely the case in which buyers are completely selfish so that oy, = 0,
and Fehr and Schmidt estimate that often roughly 50% of subjects behave in a fair way.
This would have been more than enough to make the externality-free mechanism more
profitable. However, the degree of selfishness may vary with the framing of the context,
size of payments, etc., and moreover not all social preference models predict deviations.
For instance, according to the model of Charness and Rabin (2002), individuals have a
concern for welfare, so that an efficiency-damaging action such as communicating a low
valuation instead of high valuation seems less attractive. This uncontrolled uncertainty
about the mix of preferences among negotiators in a specific context justifies our ap-
proach to not further specify (beliefs about) social preferences.

That said, an important insight is that the ability to control behavior is not the same as
the ability to reach a given objective, here maximal seller profits. Under an externality-
free mechanism deviations from truth-telling are no longer tempting, i.e. this mechanism
successfully controls behavior. One may, however, still prefer to use a mechanism under
which some agents deviate if the complimentary set of agents who do not deviate is
sufficiently large.

4.7 FINDING A SUPERIOR MECHANISM: AN ENGINEERING
APPROACH

Our laboratory findings suggest that the requirement of externality-freeness is more
than what is really needed to control behavior. Under the optimal mechanism for self-
ish agents only particular deviations from truth-telling were observed frequently: Some
of the high valuation buyers understated their valuation. However, when we impose
externality-freeness we also ensure that low valuation buyers do not overstate their val-
uation, that high cost sellers do not understate their costs, and that low cost sellers do not
exaggerate their costs. While such deviations could possibly be rationalized by models
of social preferences, they seem empirically less likely.

In the following, we therefore consider a mechanism design problem in which the
requirement of externality-freenes is imposed only locally, namely such that the buyer
is unable to influence the seller’s payoff. Formally, we require that, for all , € O,

(05, £(8y,05)) = (05, (65, 65)) - (4.9)

We do not attempt to provide an axiomatic foundation for these constraints. The moti-
vation for imposing them comes exclusively from the behavior that we observed in our
laboratory tests of the mechanisms in Examples 4.1 and 4.2. This is why refer to this
approach as “engineering” (see Roth, 2002 and Bolton and Ockenfels, 2012).

Remember that the optimal social choice function that we characterize in Proposi-
tion 4.1 leaves degrees of freedom for the specification of the payments to the seller.
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For instance, these payments can be chosen so that, in each state, the payment of the
buyer equals the seller’s revenue, as stipulated by (4.5). Alternatively, the payments can
be chosen so that the local externality-freeness condition (4.9) is satisfied; i.e. there is
an optimal mechanism that satisfies (4.9). Hence, local externality-freeness can be en-
sured without having to sacrifice performance. This is stated formally in the following
Proposition that we prove in part 4.B of the Appendix.

Proposition 4.5. There is a solution to the relaxed problem of robust mechanism design,
characterized in Proposition 4.1, that satisfies (4.9).

Proposition 4.5 shows that if everybody is selfish then an optimal mechanism that sat-
isfies ex post budget balance (as in Example 4.1 above) and an optimal mechanism that
satisfies local externality-freeness (as in Example 4.3 below) are equivalent in terms of
the expected profits that they generate. However, if the locally externality-free mech-
anism eliminates deviations that occur under ex post budget balance, it will perform
strictly better. To see whether this is indeed the case we ran another laboratory treat-
ment (T3), employing the same procedures as outlined in Section 4.5, yet based on the
following Example.

Example 4.3: An optimal robust and locally externality-free social choice func-
tion. We illustrate Proposition 4.5 in the context of our numerical example. The payoff
functions, parameter values, and traded quantities are as in Example 4.1. We denote the
optimal mechanism that is locally externality-free by f”. Under f”, payments to the
seller are given by

p!"(0,,0,) = 4.065, p!"(6,,0,) = 1.250, p!" (6,,6,) = 6.985 ,p!" (6,,0,) = 2.110 .

S S

Part 4.D of the Appendix contains a detailed description of the normal form games
that f” induces on the four different complete information type spaces. It also contains
a detailed description of the experiment results. They can be summarized as follows:
As predicted, all low valuation buyers communicated their types truthfully, just as in
T1. For the states with high valuation buyers the locally externality-free mechanism has
less deviations from truth-telling than the mechanism in Example 4.1. The difference is
significantly different from zero for the states with a low type seller (two-sided Fisher’s
exact test, p = 0.033). It therefore also generates higher expected seller profits (II/" =
4.90) than both the mechanism in Example 4.1 (II/ = 4.82) and the globally externality-
free mechanism in Example 4.2 (I = 4.77). Both welfare comparisons are statistically
significant (two-sided t-test, p,, .. ., = 0.037 and p,,,. ;. < 0.001).
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4.8 REDISTRIBUTIVE INCOME TAXATION

As in our analysis of the bilateral trade problem, we consider an economy with two
individuals, / = {1,2}. Individual ¢ derives utility from private goods consumption,
or after-tax-income, ¢;, and dislikes productive effort. Individual i’s productive effort is
measured by fj’)—i, where y; denotes the individual’s contribution to the economy’s output,
or pre-tax-income, and w; is a measure of the individual’s productive abilities. Thus,
an individual with high productive abilities can generate a given level of output with
less effort than an individual with low productive abilities. We assume that individual
preferences can be represented by an additively separable utility function

where v is an increasing and concave function, and v is an increasing and convex func-
tion. Both functions are assumed to satisfy the usual Inada conditions. Note that the
individuals’ preferences satisfy the single-crossing property: For any point in a (y, ¢)-
diagram the indifference curve of an individual with low abilities through this point is
steeper than the indifference curve of an individual with high abilities.

We assume that w; is the realization of a random variable that is privately observed by
individual 7. This random variable either takes a high value, wy,, or a low value, w;. A state
of the economy is a pair w = (wy, wy) which specifies the productive ability of individual
1 and the productive ability of individual 2. The set of states is equal to {w;,w,}?. A
social choice function or direct mechanism consists of functions ¢; : {w;,ws }* — Ry
and y; : {w;, wp}? — R, which specify, for each state of the economy, and for each
individual, a consumption and an output level.

An important benchmark is the first-best utilitarian welfare optimum. This is the
social choice function which is obtained by choosing, separately for each state w, ¢; (w),
ca(w), y1(w) and yo(w) so as to maximize the sum of utilities,

uter) = o (2 s - o (22)

w1 W2

subject to the economy’s resource constraint,
c1(w) + (W) <y (w) +4a(w) -

For a state where one individual is high-skilled and one is low-skilled this has the fol-
lowing implication: Both individuals get the same consumption level because marginal
consumption utilities ought to be equalized. However, the high-skilled individual has
to deliver more output than the low-skilled individual because marginal costs of effort
ought to be equalized as well.
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It will prove useful to have specific notation which refers to the first-best utilitarian
welfare maximum for an economy with one highly productive and one less productive
individual. The former is assigned an income requirement of y/; and a consumption level
of c;. The latter gets a lower income requirement, denoted by ¥/, but receives the same
consumption level ¢; = ¢j.

This social choice function raises questions of incentive compatibility. Clearly, the
high-skilled individual would prefer the outcome intended for the low-skilled individual
since the latter has the same consumption level but a smaller workload. As we will
describe in the following, whether or not the first-best utilitarian welfare optimum can
be reached in the presence of private information on productive abilities depends on
the economy’s information structure and on whether or not we impose a condition of
externality-freeness.

Information structure. We assume that it is commonly known that, with probability
1, one individual is high-skilled and one individual is low-skilled.”” Ie. only the states
(wy,wp) and (wp, w;) have positive probability, whereas the states (w;, w;) and (wy,, wp,)
have probability zero. This implies that any one individual knows the other individual’s
type: If individual 1 observes that the own productive ability is high, then she can infer
that the productive ability of individual 2 is low and vice versa. Put differently, each
possible state of the economy gives rise to a complete information type space, with the
mechanism designer as the only uninformed party.

The Mirrleesian approach. A Mirrleesian analysis imposes externality-free- ness
and anonymity. Externality-freeness requires that the outcome for any one individual
depends only on that individual’s productive ability and not on the productive ability
of the other person. Anonymity requires that these outcomes are identical across in-
dividuals, so that e.g., the outcome specified for person 1 in case that w; = wj, equals
the outcome specified for person 2 in case that wy, = w;. Consequently, a social choice
function can be represented by two bundles (y;, ¢;) and (ys, ¢,) so that, for all 4,

(i, 1) whenever w; = w; ,
(yi(w), ci(w)) =
(Yn, cn) whenever w; = wy, .

Incentive compatibility then requires that an individual with low productive ability
prefers (y;, ¢;) over (yp, ¢i), and that an individual with high productive ability prefers

This setup is due to Piketty (1993). We investigate the Mirrleesian approach under the same information
structure.
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(Yn, cn) over (y;, ¢;).'* Formally,

u(e)—v <%) > u(cp)—v (%) and  u(cy)—v (Z—’;) > u(c)—v <i—;) . (4.10)

Obviously, these Mirrleesian incentive constraints are violated by the first-best util-
itarian welfare maximum. An optimal Mirrleesian allocation is obtained by choosing
(¢, y1) and (¢, yp) so as to maximize the sum of utilities

u(e) — v (%) +ulen) — (i—i) ,

subject to the incentive constraints in (4.10) and the resource constraint ¢; +c¢, < y;+ys.

Piketty’s approach. Piketty (1993) constructs a mechanism which achieves the first-
best utilitarian outcome in dominant strategies. This mechanism is anonymous, but not
externality-free. The construction is illustrated in Figure 4.1.

Figure 4.1: First-best utilitarian welfare maximum

C

k
G = ¢

The Figure illustrates how the first-best utilitarian welfare maximum can be achieved with a mech-
anism that is not externality-free. I} is the less able individual’s indifference curve through A =
(v, ¢f). Analogously, I} is the more able individual’s indifference curve trough B = (y;, ¢};). The
less able individual’s indifference curve through B is denoted by I}, and the more able individual’s
indifference curve through A is denoted by I,

In this Figure, point A is the outcome for any one individual if it reports w; and the other
individual reports wy,. Point B is the outcome for an individual that reports wy, if the

18 According to the Taxation Principle, see Hammond (1979) and Guesnerie (1995), these incentive con-
straints are equivalent to the possibility to reach a social choice function by specifying a tax schedule
T : y — T(y) so that any one individual ¢ chooses ¢; and y; so as to maximize utility subject to the
constraint that ¢; < y; — T'(y;).
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other individual reports w;. Point C' is the outcome for an individual that reports wy, if
the other individual also reports wj,. Analogously, D is the outcome for an individual
that reports wj if the other individual also reports w. It can easily be verified that truth-
telling is a dominant strategy for selfish individuals if (i) point C' lies above point A and
between the two individuals’ indifference curves through A, and (ii) point D lies below
point B and between the two individuals’ indifference curves through B. Also note
that this is incompatible with externality-freeness which would require that A = D and
B=C.

Social preferences. Models of social preferences can rationalize deviations from this
dominant strategy equilibrium. Consider first a model with intentions, such as Rabin
(1993). The high-skilled individual might reason in the following way: The other indi-
vidual could have reported a high ability type, in which case I would have gotten point
C'. This would have been good for me. So, the other individual is unkind since she did
not make use of this possibility to increase my payoff. I am therefore willing to give up
own payoff, so as to reciprocally harm the other individual. So, I should declare to be of
the low ability type. In this case we both get D. This clearly harms myself and the other
person. However, the point D is not that much worse for me, so the possibility to harm
the other person is worse the sacrifice. Alternatively, we may consider a model with in-
equity aversion such as the Fehr-Schmidt-model. In this case, the same deviation could
be rationalized by the observation that if both get D, their outcomes are equal, whereas
they are very unequal in the dominant strategy equilibrium. Again, if point D is suffi-
ciently close to B achieving this gain in equity is not too costly for an individual with
high ability. With the Mirrleesian approach, by contrast, models of social preferences
would predict truthful behavior. Since the Mirrleesian mechanism is externality-free,
Proposition 4.2 implies that it is social-preference-robust.

An experiment. In the following we report on a laboratory experiment so as to check
whether Piketty’s approach does indeed provoke more deviations from truth-telling,
and, if, yes, what this implies for the levels of utilitarian welfare that are generated by
the two mechanisms. The experiment was based on functional form assumptions and
parameter choices that are detailed in the following example.

Example 4.4. We impose the following functional form assumption on preferences:

In addition, we let w; = 4 and wj, = 6. Under these assumptions, the optimal Mirrleesian
allocation is given by (M yM) = (3.45,2.47) and (¢}, yM) = (6.23,7.21). The normal
form game that is induced by the Mirrleesian mechanism on a complete information type
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space so that individual 1 is of low ability and individual 2 is of high ability is summarized
in the following table. The entries in the matrix are the players’ utility levels under the
assumption of selfish preferences.

Table 4.6: The game induced by the Mirrleesian mechanism for (wy,ws) = (wy, wp).

(Ub Us) wi Wh
wy (3.26,3.70) (3.26,3.72)
Wh, (1.99,3.70) (1.99,3.72)

To see that incentive compatibility holds note that first that player 1 does not benefit from claim-
ing to be of high ability if player 2 behaves truthfully. His payoff would drop from 3.26 to 1.99.
Analogously, if player 1 behaves truthfully, player 2 does not benefit from understating her abil-
ity, her payoff would drop from 3.72 to 3.70. In addition, externality-freeness holds: If player 1
communicates her low type truthfully, then she gets a payoft of 3.26 irrespectively of whether
player 2 communicates a high or a low type. Also, if player 2 reveals his high type, he gets 3.72
irrespectively of whether player 1 communicates a high or a low valuation.

Piketty’s mechanism is characterized by four points A, B, C' and D, as illustrated in
Figure 4.2. Points A and B coincide with the first-best utilitarian welfare maximum, so
that

A= (cd,y’)=(553,340) and B = (c;,y;) = (5.53,7.66) .

There is a degree of freedom for the location of the points C' and D. To have a completely
specified example we need to determine these points in a specific way. We do this so as
to capture the desire for welfare-maximizing redistribution which is the basic premise
of an analysis of optimal income tax systems. In particular, suppose that there is a small
probability, possibly zero, that both types have low abilities. In this case truth-telling of
both individuals yields point D. Also suppose that there is an equally small probability
that both types have high abilities, which would yield point C. We now allow for the
possibility to redistribute resources away from the lucky state in which everybody is
of high ability to the unlucky state in which everybody is of low ability. Moreover, we
maximize this level of redistribution subject to the constraint of satisfying the principles
of Piketty’s construction. More formally, we choose point C' = (y°,c®) so that we
extract a maximal tax payment subject to the constraint that C' lies above point A and

between the two relevant indifference curves through A." We then choose point D =

YFormally, it is obtained as a solution to the following problem: Maximize y© — ¢ , s.t.

u(c€) — v (i) > u(ct) — v <§£) and u(cC) — v (i) <u(ct) —v (f:) .
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(y”, cP) so as to maximize u(c?) — v (fﬂ—D) subject to the constraint that ¢ — y” =
1

y“ — ¢ and subject to the requirement that point D lies below point B and between the
two relevant indifference curves through B. This construction is illustrated in Figure
4.2. It yields the following numerical values

C =y ") =(645777) and D = (y°,c”) = (4.62,3.30) .

Figure 4.2: Piketty mechanism

The Figure illustrates a specific Piketty mechanism. Point C' is chosen so as to extract maximal tax
revenues which yields the tangency condition that is shown in the Figure. These tax revenues are

then used to make point D as attractive as possible, so that D is determined by the intersection of
c

indifference curve I} and a line with slope 1 and intercept y© — ¢©.

The normal form game that is induced by this version of a Piketty mechanism on a

complete information type space, so that individual 1 is of low ability and individual 2

is of high ability, is summarized in Table 4.7. Again, the entries in the matrix are the
players utility levels under the assumption of selfish preferences.
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Table 4.7: The game induced by the Piketty mechanism in Figure 4.2 for (w1, w2) = (w, wp).

(Ula U2) Wy Wh
o | (2.32,3.06) | (3.98,3.08)
wn | (LO4,4.38) | (2.94,4.40)

Truth-telling is a dominant strategy equilibrium under the assumption of selfish preferences. Exter-
nality-freeness is violated: If player 1 truthfully communicates a low ability type, his payoff de-
pends on what player 2 communicates. Likewise, if player 2 communicates her high ability type
truthfully, then her payoff depends on the type declared by player 1.

We conducted two laboratory treatments, one for the Mirrleesian approach and one
for Piketty’s approach.”’ As expected, we find hardly any deviations from truth-telling
with the Mirrleesian approach: 124 of 126 low skilled individuals and 122 of 126 high
skilled individuals truthfully report their ability. With Piketty’s approach we also find
almost no deviations from truth-telling for low skilled individuals, 121 of 126 reports
are truthful. This changes with high skilled individuals in Piketty’s approach where we
observed 21 of 126 individuals to understate their skill level. This is a significantly larger
proportion of deviations than with the Mirrleesian approach (two-sided Fisher’s exact
test, p<0.001). As a result, the Mirrleesian approach reaches an average welfare level
that is with 6.93 significantly larger than the average welfare level of 6.78 which results
from Piketty’s approach (two-sided t-test, p = 0.014).

4.9 CONCLUDING REMARKS

This paper shows how social preferences can be taken into account in robust mechanism
design. We have first characterized optimal mechanisms for a bilateral trade problem and
a problem of redistributive income taxation under selfish preferences. We have argued
theoretically that such a mechanism will not generally produce the desired behavior if
individuals have social preferences, and we have illustrated in a laboratory experiment
that deviations from the intended behavior indeed occur. We have then introduced an
additional constraint on mechanism design, which we termed externality-freeness. We
have shown theoretically that such a mechanism does generate the intended behavior if
individuals are motivated by social preferences, without a need to specify (beliefs about)
the nature and intensity of social preferences. We have finally confirmed in a series of
experiments, taking other assumptions in mechanism design for granted (see below),
that an externality-free mechanism does indeed generate the intended behavior.

2In Piketty’s approach only states with a low and a high skilled individual have a positive probability in
theory. Despite this, we asked subjects to report actions for all four skill combinations in order to use
the same procedures as in our other treatments. The results reported in this section are based on the
two states with positive probability. The full experiment data can be found in Appendix 4.D.
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4.9 Concluding remarks

These observations raise the question whether externality-freeness is a desirable prop-
erty. In our analysis of the bilateral trade problem mechanisms were designed with
an objective of profit-maximization. In our experiment data, profits were higher with
the mechanism that was derived on the assumption that individuals are selfish. The
externality-free mechanism would have been more profitable only if more individuals
had deviated from truth-telling. This shows, the ability to make money is not necessarily
the same as the ability to predict behavior. For a problem of welfare-maximizing income
taxation, by contrast, an externality-free Mirrleesian income tax system not only con-
trolled behavior better but also generated more welfare than an alternative mechanism,
proposed by Piketty (1993), that would give rise to first-best outcomes if all individuals
were selfish.

These observations reflect that externality-freeness is a sufficient but not a necessary
condition for the ability to predict behavior. Its advantage is that it successfully controls
the underlying motivations across a wide variety of social preferences discussed in the
literature, as well as the frequently observed large heterogeneity in parameter values
across individuals. A fully fledged mechanism design exercise would require to elicit
not only the monetary payoffs of individuals but also the precise functional form of their
social preferences. We conjecture that with such a more fine-tuned mechanism design
approach, there would no longer be a tension between the ability to predict behavior
and the ability to reach a given objective. However, a need to specify the details of the
nature and intensity of social preferences, which typically differ across individuals and
contexts, would work against our goal to develop robust mechanisms in the spirit of the
Wilson doctrine. We leave the question what can and what cannot be reached with a
fine-tuned approach to future research.

As an alternative to such an axiomatic approach one might simply try to identify the
relevant deviations from selfish behavior empirically, e.g., with a laboratory experiment,
and then impose externality-freeness conditions only locally so as to eliminate the spe-
cific deviations that pose problems for the mechanism design problem at hand. This
approach has the advantage that it does not impose as many additional constraints on
the mechanism design problem. The disadvantage is that it does not eliminate all the de-
viations from selfish behavior that can be rationalized by models of social preferences.
Thus, it is not as robust as an externality-free mechanism. We demonstrated the attrac-
tiveness of such an engineering approach in the context of the bilateral trade problem.
Imposing externality-freeness only locally enabled us to find a mechanism that outper-
formed both an optimal mechanism for selfish agents and an optimal externality-free
mechanism.

Adding behavioral aspects to the mechanism design literature is a promising line of
research. That said, we caution that our study cannot, of course, capture all behavioral
aspects that seem relevant. For instance, our experiments do not shed light on social
preference robustness with incomplete information about monetary payoffs. As a first

187



Chapter 4 Robust Mechanism Design and Social Preferences

step, we rather take the theoretically predicted equivalence of implementability in all
complete information environments and implementability in all incomplete informa-
tion environments, as well as the revelation principle, for granted. This way, we can
focus on the role of social preferences under certainty in mechanism design, abstracting
away from other potential influencing behavioral factors which may arise in cognitively
and socially more demanding environments. For instance, recent evidence and theory
suggest that some patterns of risk-taking in social context are not easily explained by
either standard models of decision making under uncertainty nor standard models of
social preferences (e.g., Bohnet, Hermann, and Zeckhauser, 2008, Bolton, Ockenfels, and
Stauf, 2015, Saito, 2013, Ockenfels, Sliwka, and Werner, 2014). The implications of such
findings for robust mechanism design need further attention. By the same token, our
approach leaves open the question whether we can generate the behavior that is needed
to implement a given social choice function also with an indirect mechanism, which
may be empirically more plausible, than a direct revelation mechanism, e.g. one that
simply asks individuals whether they are willing to trade at particular prices. These are
fundamental questions, and their answers likely generate more important insights on
how motivational and cognitive forces affect the behavioral effectiveness and efficiency
of economic mechanisms. We are planning to check robustness along those lines in
separate studies.
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4.A Other models of social preferences

APPENDIX 4.A OTHER MODELS OF SOCIAL PREFERENCES

In the body of the text, we have shown that the model of Fehr and Schmidt (1999) pre-
dicts deviations from truth-telling in certain situations (see Observation 4.1). Below, we
present analogous findings for two other models of social preferences, Rabin (1993) and
Falk and Fischbacher (2006). The Rabin (1993)-model is an example of intention-based
social preferences, as opposed to the outcome-based model of Fehr and Schmidt (1999).
The model by Falk and Fischbacher (2006) is a hybrid that combines considerations that
are outcome-based with considerations that are intention-based. We show that these
models also satisfy Assumption 4.1, i.e. selfishness in the absence of externalities.

Similar exercises could be undertaken for other models, such as Charness and Rabin
(2002), and Dufwenberg and Kirchsteiger (2004). Whether or not these models would
predict deviations from truth-telling under the optimal mechanism for selfish agents
depends on the values of specific parameters in these models. To avoid a lengthy ex-
position, we do not present these details here. The preferences in Charness and Rabin
(2002), and Dufwenberg and Kirchsteiger (2004) do, however satisfy the assumption of
selfishness in the absence of externalities (Assumption 4.1).

Rabin (1993). The utility function of any one player ¢ utility takes the form in (4.6). Ra-
bin models the kindness terms in this expression in a particular way. Kindness intended
by ¢ towards j is the difference between j’s actual material payoff and an equitable ref-

erence payoff,

Q) =),

The equitable payoff 7’ (%) is to be interpreted as a norm, or a payoff that j deserves

Ki(rs, 2, 1)

17

= (i, T
from ¢’s perspective. According to Rabin (1993), this reference point is the average of
the best and the worst player 7 could do to player j, i.e.

(maxTiEEij(H)ﬂ-j(eﬁ f(riv Tf)) + min"'ieEij (ri)Tj (9j7 f(”f’i, Tf))) )

N | —

where E;;(r;) is the set of Pareto-efficient reports: A report r; belongs to £;;(r;) if and
only if there is no alternative report r} so that m;(r},7%) > m;(r;,7%) and 7;(r},r?) >
m;(r;,7?), with at least one inequality being strict. Rabin models the beliefs of player i

about the kindness intended by j in a symmetric way. Thus,

= mi(r?, r?) — 7 (rPh).

177 7 K3

K; (7’17 rl?b)

1771

Observation 4.3. Let f be a social choice function that solves a problem of optimal robust
mechanism design as defined in Section 4.4.1. Consider a complete information types space
for state (03, 0,) and suppose that 0, = 0,. Suppose that f is such that

T (Ob, f(05,0,)) = m (O, f(0,.0,)) > m(On, f(00,05)) = m (B, £(8,,0,)) . (4.11)
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Suppose that the buyer’s and the seller’s first and second order beliefs are as in a truth-
telling equilibrium. Also suppose that the buyer has Rabin (1993)-preferences with vy, # 0.
Then the buyer’s best response is to truthfully reveal his valuation.

The social choice function in Example 4.1 fulfills Condition (4.11). Consider Table 4.3.
The buyer’s incentive constraint binds. Moreover, if the buyer understates his valuation
this harms the seller. Since the seller’s intention, when truthfully reporting his type,
is perceived as kind, the buyer maximizes utility by rewarding the seller. By (4.8), the
buyer will therefore announce his type truth-fully for all y,,.

Observation 4.4. Let f be a social choice function that solves a problem of optimal robust
mechanism design as defined in Section 4.4.1. Consider a complete information types space
for state (0y,0,) and suppose that 0, = 0,. Suppose that f is such that (4.11) holds. Sup-
pose that the buyer’s and the seller’s first and second order beliefs are as in a truth-telling
equilibrium. Also suppose that the buyer has Rabin (1993)-preferences with y, # 0. Then
the buyer’s best response is to understate his valuation.

The social choice function in Example 4.1 fulfills Condition (4.11). Consider Table 4.4.
We hypothesize that truth-telling is an equilibrium and show that this leads to a con-
tradiction unless the buyer is selfish: The buyer’s incentive constraint binds. Moreover,
if the buyer understates his valuation this harms the seller. Since the seller’s intention,
when truthfully reporting his type, is perceived as unkind, the buyer maximizes util-
ity by punishing the seller. By (4.8), the buyer will therefore understate his type for all
yp» # 0. Hence, the Rabin model predicts that the buyer will deviate from truth-telling,
for all y, # 0. Put differently, truth-telling is a best response for the buyer only if 3, = 0,
i.e. only if the buyer is selfish.

Finally, we note that the utility function in the Rabin (1993)-model satisfies Assump-
tion 4.1 for all possible parametrization of the model. The reason is that two actions
which have the same implications for the other player generate the same kindness. The
one that is better for the own payoff is thus weakly preferred.

Observation 4.5. Suppose the buyer and the seller have preferences as in (4.6) with pa-
rameters y, and ys, respectively. The utility functions Uy, and U, satisfy Assumption 4.1, for

all y, # 0 and for all y; # 0,

Falk and Fischbacher (2006). We present a version of the Falk-Fischbacher model
that is adapted to the two player simultaneous move games that we study. The utility
function takes again the general form in (4.6). The kindness intended by player 7 is now

given as

ni(ri,rf,rfl’) = Wj(rivri’)») - Wj(r?,T?b) )

Moreover, ;(r?, 7) is modeled by Falk and Fischbacher in such a way that

1771

Ky (rf ) <0, (4.12)

171
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whenever 7;(r?, r?) — 7;(r?, r%) < 0. More specifically, the following assumptions are

imposed:

(a) Ifﬂ-l(rb 'rl.)b) — ﬂ'j(’}”b T’Z?b) = 0, then Hj(?"(? rb ) = 0.

171 171 177

(b) The inequality in (4.12) is strict whenever 7;(r?, r?) — 7;(r?, 7) < 0 and there

171 RS
- bb b ,.bb
exists r; so that m;(r;, 77°) > (1], r;°).

A R

(c) I mi(rb, r®) — 7;(r,r?) < 0 and there is no r; so that m;(r;, r?) > m(rb, %),

ir'q RN 7 R

then x;(r?, ") may be zero or positive.

2771

The case distinction in (c) is decisive for the predictions of the Falk-Fischbacher model. If
ki (r?, r?) > 0, then Observation 4.1 for the Fehr-Schmidt-model also holds for the Falk-
Fischbacher model. If, by contrast, x; (Tf, rfb) = 0, then Observations 4.3 and 4.4 for the
Rabin-model also hold for the Falk-Fischbacher model. In any case, the Falk-Fischbacher

satisfies Assumption 4.1, the assumption of selfishness in the absence of externalities.

Observation 4.6. Suppose the buyer and the seller have preferences as in the model of
Falk and Fischbacher (2006) with parameters vy, and ys, respectively. The utility functions
Uy and Uy satisfy Assumption 4.1, for all y, # 0 and for all y5 # 0.

This follows since m;(r;, r?) = m;(r},r) implies that r;(r;, 72, r?) = r;(r}, v, rt?).

R 27 "1 RE A A
Consequently, two actions that yield the same payoff for the other player generate the

same value of r;(r;, 70, r2)k; (r?, rb?).

1771 1771

APPENDIX 4.B PROOFS

Proof of Proposition 4.1. The relaxed problem imposes only the buyer’s ex post par-
ticipation and incentive constraints, as well as the constraint that the expected payments
to the seller are equal to the expected payments of the buyer, with expectations com-
puted using the designer’s subjective beliefs. Thus, the problem is to choose, for every
state (0, 0,) € Oy x O, ¢/ (0,0,), p{:(ﬁb, 0,) and p! (6, 0,) so as to maximize

Z g(eln 93) <p£<9b7 93) - esk(qf(eln 98)))
OpxOs

subject to the following constraints: (i) the resource constraint

Z Q(Qbaes)pz{(eba@s) > Z g(eb7es)p£(ebves) ) (4-13)

@bX@s @bXGS

(ii) the incentive and participation constraints for the buyer that are relevant if the seller
is of the high cost type,
0y ¢ (85, 0:) — 2} (6,,0:) > 0, (4.14)
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0y 7 (0y,0,) — p{:(@b,@s) >0, (4.15)
Qb qf<Qbags) - pl{(Qm@s) Z Qb qf(gmgs) - p£(§b7§s> 9 (416)

and
0 ¢7 (04,05) — pl (0s,05) > 0, ¢*(0,,05) — pL(0,,05) , (4.17)

and finally (iii) the incentive and participation constraints for the buyer that are relevant
if the seller is of the low cost type. These constraints have the same structure as those
in (4.14)-(4.17), except that 6, is everywhere replaced by 6..

Obviously, the resource constraint will be binding, so that the objective becomes to
maximize

= 9(6.0.) (L (61 6.) = 0.k(a’ (6.6.)) )
[SIECH

subject to the constraints in (ii) and (iii). The solution can be obtained by solving a sepa-
rate optimization problem for each seller type. Thus, optimality requires that ¢/ (8,, 0,),
¢! (64,0,), pi (8,,0,), and p}c (6, 0,) are chosen so as to maximize

> 9(61.8.) (£](60,0.) — 0.k(a/ (61.5.))

subject to the constraints in (ii); likewise ¢/ (8;,8.), ¢/ (85, 6.), pl(8,,6,), and p?(@b, 6,)

—S

are chosen so as to maximize

S 9(00,8.) (P(61.0.) — 0.k (a’ (61,0.)
Oy

subject to the constraints in (iii).
The solution to these problems is well-known, see e.g., Bolton and Dewatripont (2005).
Thus, at a solution, the high-valuation buyer’s incentive constraint and the low-valuation

buyer’s participation constraints bind and the other constraints are slack. E.g., if s = 6,
then (4.14) and (4.17) bind, and (4.15) and (4.16) are not binding. The optimal quantities
are then obtained by substituting

pl(0,.05) = 0,47 (0, 0,)

and
Pl (00, 05) = 0q’ (01, 05) — (0, — 0,)¢’ (6,,05)

into the objective function which yields
9(0,,0.) ( (0, — 22590, — 0,)) o' (0, 0.) — Duk(e! (0,,0.))

+9(05,05) (0607 (05, 05) — 05k (g7 (65, 65))) -
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Choosing ¢/ (8,,0,) and ¢/ (6}, 6,) to maximize this expression yields the optimality con-
ditions that are stated in Proposition 4.1 in the body of the text. U

Proof of Proposition 4.3. For the relaxed problem of optimal externality-free mech-
anism design the objective is, again, the maximization of

Z g(eb, 95) (pg(eba 05) - st(qf(eba 65))) .
[SI R

The resource constraint in (4.13) is binding at a solution to this problem, so that the
objective can be equivalently written as

Z g(@b, 95) (pl]:(elh 95) - esk(qf(elh 95)))

®b><95

The constraints are the low valuation buyer’s ex post participation constraints,
0,97 (65, 8,) — pZ(Qb,QS) >0, (4.18)

and
0,47 (0,,05) — pzj)c(Qba 05) >0; (4.19)

the incentive constraint for a high type buyer who faces a low cost seller,

abqf<§b7 Qs) - pl{ (@1” Qs) Z gbqf (Qb; Qs) - pl]:(va Qs) ) (420)
and the constraint, that the seller must not be able to influence the high valuation buyer’s
payoff,

Oua’ (01, 0,) — ] (0.0,) = g’ (04,0,) — pf (00, 0s) - (4.21)

Zs

Note first that the constraint in (4.19) has to bind at a solution to this problem. The
payment p{: (6,,0,) enters only in this constraint. Hence, if we hypothesize a solution to
the optimization problem with slack in (4.19), we can raise pg (0, 58) without violating
any constraint, thereby arriving at a contradiction to the assumption that the initial
situation has been an optimum.

Second, the constraint in (4.18) binds as well. Suppose otherwise, then it is possible
to raise p{ (0,,6,) by some small ¢ > 0, without violating this constraints. If at the same
time, pj (65, 6,) and p{ (8, 0,) are also raised by &, then also the constraints in (4.20)
and (4.21) remain satisfied. These increases of the buyer’s payments raise the objective
function, again contradicting the assumption that the initial situation has been optimal.

Third, the constraint in (4.20) has to be binding. Otherwise, it would be possible to
raise p! (65,8, ) without violating this constraint. If at the same time, p; (8, ) is raised
by ¢, then also (4.21) remains satisfied. One more time, this contradicts the assumption
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that the initial situation has been optimal.
These observations enables to express the buyer’s payments as functions of the traded
quantities, so that

and
Pl (0,,0,) = 04q” (8, 0,) — (0, — 0,)¢7 (6, 6.,) .

Substituting these payments into the objective function yields
9(6,,8.) (0 — "0 8, — 6,)) o/ (6,.6.) — B.k(0” (6,.0,) )
+9(00,8,) (0607 (65, 8,) — 8,k(¢” (65, 6,)))
+9(0y, 05)(0407 (05, 05) — Ok (g (6, 05)))

+g(§ba gs)(abqf<§ba gs) - 9sk/l(qf(gba gs)))) .

Choosing ¢/ (0,,0.), ¢ (04, 0.), ¢/ (8,,0,) and ¢/ (05, 0,) so as to maximize this expression
yields the optimality conditions stated in Proposition 4.3. U

Proof of Proposition 4.5. We need to show that there is a solution to the optimization
problem in Proposition 4.1 that satisfies

p£<Qb7Qs) - st<qf<Qb7Qs)) = pg(glhgs) - st(qf(glhgs)) )

and

or, equivalently,
p£<Qb7 Qs) - pg(gln Qs) = st(qf(gbu Qs)) - st(qf(gba Qs)) 3 (422)

and
p£<Qb758) - p£(§b758) = ask(qf(gbaas» - st(qf(gbaas» . (4.23)

The right-hand-side of equations (4.22) and (4.23) is pinned down by the characterization
in Proposition 4.1. However, this solution leaves degrees of freedom with respect to the
specification of the seller’s payments. It only requires that the resource constraint binds
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which implies that

Z g(gb, 98>p£(0b) 98) = Z g(eba es)pl];(eba 95) . (4'24)

Op X0, OpxOs

Again the right-hand side of this equation is is pinned down by the characterization in
Proposition 4.1. Thus, the four payments to the seller p/ (8,,6.), p! (05, 80.), p{(8,,0,) and
pf (0, 0,) need to satisfy the three linear equations in (4.22), (4.23) and (4.24). Obviously,
there will be more than one combination of payments to the seller that satisfy all of these

conditions. O
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APPENDIX 4.C INSTRUCTIONS

The instructions are a translation of the German instructions used in the experiment, and
are identical for all participants. The original instructions are available upon request.

Instructions — General Part

Welcome to the experiment!

You can earn money in this experiment. How much you will earn, depends on your de-
cisions and the decisions of another anonymous participant, who is matched with you.
Independent of the decisions made during the experiment you will receive 7.00 € as a
lump sum payment. At the end of the experiment, positive and negative amounts earned
will be added to or subtracted from these 7.00 €. The resulting total will be paid out in
cash at the end of the experiment. All payments will be treated confidentially.

All decisions made during the experiment are anonymous.

From now on, please do not communicate with other participants. If you have any ques-
tions now or during the experiment, please raise your hand. We will then come to you
and answer your question.

Please switch off your mobile phone during the experiment. Documents (such as books,
lecture notes etc.) that do not deal with the experiment are not allowed. In case of vio-
lation of these rules you can be excluded from the experiment and all payments.

On the following page you will find the instructions concerning the course of the exper-
iment. After reading these, we ask you to wait at your seat until the experiment starts.

First Part — Presentation of decision settings, reading of payoffs

The purpose of this part of the experiment is to familiarize all participants with the de-
cision settings. This ensures that every participant understands the presentation of the
decision settings and can correctly infer the resulting payoffs of specific decision com-
binations. None of the choices in the first part are payoff-relevant.

In the course of this part, eight different decision settings will be presented to you. In all
of them two participants have to make a decision without knowing the decision made by
the other participant. The combination of the decisions determines the payoffs of both
participants. [These eight decision settings refer to the four complete information games of
the respective social choice function of their specific treatment. Each game was presented
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twice: First in the original form and then in a strategically identical form where the payoffs
of Participant A and B were switched. This explanation is, of course, not part of the original
instructions. |

Figure 4.3: Exemplary Decision Setting

Participant B
Left Right
Payoff 2 Payoff 4
Top
Payoff 1 Payoff 3
Participant A
Payoff 6 Payoff 8
Bottom
Payoff 5 Payoff 7
Note: Within the experiment payaffs are replaced by specific Euro amounts

Participant A, highlighted in green, can decide between Top or Bottom. Participant B,
highlighted in blue, can decide between Left and Right. The decision of Participant A
determines whether the payment results from the upper or lower row in the table. Ac-
cordingly, the decision of Participant B determines whether the payment results from
the left or right column. Both decisions combined unambiguously determine the cell of
the payoff pair.

Each cell contains a payoff pair for both participants. Which payoff is relevant for which
participant, is highlighted through their respective color. The green value, which can be
found in the lower left corner of every cell, shows the payoff for Participant A. The blue
value, which can be found in the upper right corner of every cell, shows the payoft for
Participant B.

Please familiarize yourself with the payoff table. Put yourself in the position of both
participants and consider possible decisions each participant would make. After a short
time for consideration, you can enter a choice combination. The entry can be modified
and different constellations can be tried. After choosing two decisions, please enter the
payoffs which would result from this constellation. Your entry will then be verified. If
your entry is wrong, you will be notified and asked to correct it.
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Second Part — Decision Making

At the beginning of the second part you will be assigned to a role which remains con-
stant over the course of the experiment. It will be the role of either Participant A or
Participant B. Which role you are assigned to, will be clearly marked on your screen.
Please note that the assignment is random, both roles are equally likely. It will be as-
sured that half of the participants are assigned to the role of Participant A and the other
half to the role of Participant B.

Simultaneously to the assignment of roles, you are matched with a participant of a dif-
ferent role. This matching is also random. In the course of the remaining experiment
you will interact with this participant.

The second part of the experiment consists of four decisions settings. Exactly one de-
cision setting is payoff relevant for you and the other participant matched with you.
Which decision setting that is, is determined by chance: Every decision setting has the
same chance of being chosen. Hence, please bear in mind that each of the following
decision settings can be payoff-relevant.

All decision settings are presented similarly to those of the first part. The difference with
respect to the first part is, that you can only make one decision, namely that for your
role. Thus, you do not know the decision of the participant matched with you.

Only after you have made a decision for each of the four settings, you will learn which
decision setting is relevant for your payoff and the payoff of the participant assigned
to you. In addition you will learn the decisions of the other participant in all decisions
settings.

After the resulting payoffs are displayed, the experiment ends. A short questionnaire
will appear on your screen while the experimenters prepare the payments. Please fill
out this questionnaire and wait at your seat until your number is called.

If you have any questions, please raise your hand.

Thank you for participating in this experiment!
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APPENDIX 4D SUPPLEMENTARY MATERIAL

4D.1 THE EXPERIMENT REPORTED ON IN SECTION 4.7

Table 4.1”

Table 4.2”

Table 4.3”

Table 4.4”

: The game induced by f” for (6,,05) = (6,,0,).

6

—S

0

(2.68, 6.09)

(2.68,4.05)

(0.97,6.09)

(2.66, 4.86)

: The game induced by f” for (6, 05) = (6,,0s).

o

—S

05

(2.68,2.65)

(2.68,3.73)

(0.97, —5.79)

(2.66,3.73)

: The game induced by f” for (6;,0,) = (60, 0,).

0

=S

0

(3.41,6.09)

(3.24, 4.05)

(3.43,6.09)

(3.43, 4.86)

: The game induced by f” for (6;,0,) = (0, 0,).

6

—S

05

(3.41,2.65)

(3.24,3.73)

(3.43, —5.79)

(3.43,3.73)
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4D.2 CHOICE DATA T3

Table 4.8: Choice data T3

Buyer Seller
Game induced by 0, 0, 9, 0,
T3 f'for (6,,0,) 63 0 62 1
" n
locally externality-free f” for (glﬂ 0s) 63 0 0 63
mechanism f" for (Qb: Qs) 1 62 63 0
f" for (604, 05) 7 56 0 63
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4.D.3 NORMAL FORM GAMES WHICH ARE INDUCED BY THE MIRRLEESIAN
MECHANISM

The game induced by the Mirrleesian mechanism for (wy, ws) = (wy, wy).

(Ub Us) wi Wh
wy (3.26, 3.26) (3.26, 1.99)
wh, (1.997 3.26) (1.99, 1.99)

The game induced by the Mirrleesian mechanism for (wq, ws) = (wy, wp,).

(U1, Us) wy Wh
W | (3.26,3.70) | (3.26,3.72)
wn | (1.99,3.70) | (1.99,3.72)

The game induced by the Mirrleesian mechanism for (wq,ws) = (wp, w;)-

(U17 UQ) Wi Wh
w | (3.70,3.26) | (3.70,1.99)
wn | (3.72,3.26) | (3.72,1.99)

The game induced by the Mirrleesian mechanism for (wy, ws) = (wp, wp).

(U1, Us) wi Wh
wp (3.70,3.70) (3.70,3.72)
wh, (3.72,3.70) (3.72,3.72)
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4.D.4 NORMAL FORM GAMES WHICH ARE INDUCED BY THE PIKETTY
MECHANISM

The game induced by the Piketty mechanism for (wy,ws) = (w;, w;).

(Ub Us) wi Wh
wy (2.32, 2.32) (3.98, 1.04)
wh, (1.04,3.98) (2.94,2.94)

The game induced by the Piketty mechanism for (w1, ws) = (w;, wp)-

(U1, Us) wy wh
o | (2.32,3.06) | (3.98,3.08)
wn | (1.04,4.38) | (2.94, 4.40)

The game induced by the Piketty mechanism for (wy,ws) = (wp, w;).

(U, Us) wy wp,
W | (3.06,2.32) | (4.38,1.04)
wh | (3.08,3.98) | (4.40,2.94)

The game induced by the Piketty mechanism for (w1, ws) = (wp, wp)-

(U17 UQ) W Wh
W | (3.06,3.06) | (4.38,3.08)
wh | (3.08,4.38) | (4.40,4.40)
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4D.5 CHOICE DATA T4 AND T5

Table 4.9: Choice data T4 and T5

Individual 1 Individual 2
Game induced by w} wi w? w?

T4 (wl, wl) 62 1 62 1
Mirrleesian (wi, wn) 62 1 2 61
approach (wWh, wy) 2 61 62 1
(Wh; Wh) 61 2 61

s (wi, wy) 57 6 55 8
approach (wh,wr) 7 56 61 2
(wh, wh) 61 9 54
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