Mathematical
ECONOMICS

www.elsevier.com/locate/jmateco

NH
JOURNAL OF
7

ELSEVIER Journal of Mathematical Economics 38 (2002) 65-

Decentralized information and the Walrasian
outcome: a pairwise meetings market
with private values

Roberto Serrano
Department of Economics, Brown University, Providence, Rl 02912, USA

Received 18 September 2001 ; received in revised form 22 April 2002; accepted 14 May 2002

Abstract

| study a one-time entry market for a single indivisible good, where buyers and sellers, privately
informed regarding their valuation for the good, are randomly matched, bargain, and in the event
of agreement, trade and exit the market. Each agent’s search procedure is modeled as a sequence
of discrete double auctions. For each value of the discount factor, the equilibrium behavior of
traders satisfies a certain property of monotonicity within each side of the market—the lower a
trader’s potential surplus the tougher his market position. As discounting is removed, equilibria
with Walrasian and non-Walrasian features persist, although sufficient conditions are identified to
single out the Walrasian outcome.
© 2002 Elsevier Science B.V. All rights reserved.
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1. Introduction

Consider a market for an indivisible good. There is a continuum of buyers with different
valuations for the good and a continuum of sellers who can produce it at different unit
costs. It is realistic to assume that these values (buyers’ valuations and sellers’ costs) are
private information to each trader. Suppose also that knowledge of their own value does
not give them additional information about the values of each of the others. This is a
problem of independent private values asymmetric information, where, although the overall
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distributions of valuations and costs may be common knowledge among traders, they do
not know each other’s values when they meet to trade.

The question of how decentralized information of this kind may interfere with market
performance was first raised blayek (1945)Arrow (1959)andHurwicz (1973) among
others. The issue is an important one: when being asked to report it, traders may strategically
lie about their private information, thereby distorting the true demand and supply curves
and creating inefficiencies. The standard market solution to the problem, also for this setup,
is the competitive or Walrasian equilibrium, which succeeds yielding the efficient outcome.
However, this mechanism does not explain how prices are formed to overcome the problem
caused by private information.

The issue analyzed here is the presence of private values uncertainty in a decentralized
market. The paper studies a specific mechanism of trade, where prices are endogenously
determined by the actions of traders; to the best of our knowledge, this is the first study
where each agent faces an infinite sequence of bilateral double auctions. In the context of
models with pairwise meeting§ale (1987)was the first to ask questions related to the
ones heré.He studies various versions of a pairwise meetings procedure in a market for an
indivisible good and shows that in the limit as the discount fatgoes to 1, all equilibria
yield the Walrasian outcome. His procedure is based on a sequential bargaining game when
a pair meets. The analysis is carried out assuming complete information, but the conclusions
extend to the case of private values uncertainty.

On the other hand, we have the pioneering worldofinsky (1990)W in the sequel) in
studying a pairwise meetings market with common values asymmetric inforntaticend
Blouin and Serrano (2001BS in the sequel) establish that, for the case of common values
uncertainty, there seems to be little room for a positive result of information revelation and
efficiency of decentralized markets based on bilateral trade. In these papers, as frictions
are removed (a8 — 1), the quality of matches deteriorates: the informed agents leave
the market early and the equilibrium outcome is driven mainly by noise. In addition, BS
find fear-based equilibria with a small volume of trade; pessimistic beliefs lead uninformed
agentstorefuse to trade and market activity suffers as aconsequence. Overall, little supportis
found for centralized equilibrium paradigms, such as the rational expectations equilibrium.

The pertinent methodological question of what accounts for these differences is the one
asked here. The models described differ in three aspects. (1) The information asymmetries
are of the private values type @ale (1987and of the common values variety in W-BS. (2)

The trading procedure in each meeting in the Gale model is sequential, allowing perfection
arguments to refine the set of equilibria, while it is a simultaneous stage game in W-BS. (3)

1 samuelson (19923 the first model involving pairwise meetings and private values: his concern is to estab-
lish that delays may happen in equilibrium. See @sorano and Yosha (1996B)cLennan and Sonnenschein
(1991) discussed iDagan et al. (1998, 2000andMoreno and Wooders (2002psborne and Rubinstein (1990,
Chapters 6-10andGale (2000provide lucid presentations of models with pairwise meetings.

2 Exactly the same happens @Grle (1986a)lt is far more subtle, though, to see how the argumentBate
(1986b)would extend to incomplete information, given the difficulty of writing down equilibrium strategies in
this case. In general, existence of equilibrium in these models is not a trivial matter. The current paper deals with
this issue at length.

3 Serrano and Yosha (1993, 199&#)dy different aspects of W’s model, aBtbuin and Serrano (200¢lax
its strong steady-state assumption.
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While prices are “fully endogenous” in Gale’s procedure (the proposer in the bargaining
round is free to propose any price), the set of possible prices is exogenously fixed in W-BS.
One could argue that the modeling choices in W-BS, while driven by tractability consider-
ations, are nonetheless additional frictions imposed on the model. The present paper sheds
light on this debate by studying for the private values case a procedure that generalizes
that in W—BS, retaining its features (2) and (3). As in BS, | shall not rely on a steady-state
assumption in analyzing the procedure for the private values case, but its properties in this
context turn out to be much more promising. The model will always deliver a class of
equilibria with Walrasian features. Thus, the additional frictions (2) and (3) in the W—-BS
procedure are compatible with efficient equilibria in the private values case. In addition,
inefficient equilibria and the forces behind them are identified.

In specifying the trading procedure, | face the usual tradeoff between tractability and
realism. | enrich W’'s elegant model, also used in BS, by introducing more prices at which
trade may take place. Yet tractability restrictions cannot be ignored and the set of prices
allowed will be finite. A description of the model follows.

Fixed populations of buyers and sellers are present at the outset, and no other agents will
enter this market. Each agent is matched in each period to an agent of the opposite type.
When matched, traders bargain. If they agree on a price, they transact and leave the market;
otherwise, they remain in it to be matched again. Matches are random and anonymous.

As for the bargaining technology, each trader plays a sequediserdte double auctions,
one in each meeting. For simplicity of exposition, | write down the model, where (a) only
three positions can be adopted by a trader upon meeting another (tough, soft or very soft);
(b) at most one switch in these positions over time is allowed for each trader; and (c) the
middle position is associated with announcing the Walrasian ppit’e!

The “positions” are modeled asmultaneous announcements within each meeting. A
tough position means for a seller to ask for the highest pygt8 and for a buyer to offer
the lowest price g-). At the other extreme, a very soft position means for a seller to ask for
pt and for a buyer to offep". The middle ground is the soft position, where a seller can
ask for and a buyer can offer an intermediate price ;s4yTrade in a meeting takes place
if and only if the buyer’s offered price is at least as high as the seller’s asked price. If trade
occurs, the transaction is closed at the average of the two prices. An agent may play tough
forever, in which case he would only trade upon meeting a very soft agent of the opposite
side of the market. An agent playing soft forever will trade only with soft or very soft agents,
while an agent playing very soft will trade immediately, no matter his opponent’s position.
In addition, an agent can start exploring the market by playing tough and switch to either
a soft or very soft position to increase his chances of trade. This structure includes a rich
enough set of prices (a total of six, one of which is the Walrasian one), but it lends itself to
the analysis.

There is discounting across periods, representedl by 1, common to all agents. As
usual, the focus shall be primarily on the performance of the trading proceduresvidien
close to 1.

4 None of the results depend on these simplifying assumptions. See Remark 3 in the last section for a discussion
of the more general model, where a large finite set of prices is allowed and multiple changes in positions is
permitted, always from tougher to softer.
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For a fixeds, we find that the equilibrium behavior of agents can be neatly classSified.
Intramarginal traders, those found in the demand and supply curves beyond the competitive
output, always play tough. Marginal traders, those with values equal to the Walrasian price,
either always play tough or switch to soft at some point. Low surplus traders (buyers with
valuation in the intervalp'V, pH) and sellers with cost itpt, pV)) always find it optimal
to adopt the soft position at some point, but never a very soft one. Finally, high surplus
traders (buyers with valuations exceedip and sellers with cost lower thast) stand
more to lose by not trading, and may adopt in equilibrium either a soft or a very soft position
after having possibly gone through a tough phase.

As$§ — 1, the model retains equilibria yielding Walrasian and non-Walrasian outcomes.
In the equilibria supporting the Walrasian outcome, the high surplus traders do not use the
switch to a very soft position. Instead, they adopt a soft position after having possibly played
atough phase. Consequently, all trade takes plap¥atn addition, just enough marginal
traders to clear the market use a soft position, while the rest always play tough (recall that
these traders are indifferent between trading'¥tand not trading at all). But precisely if
these two types of traders choose to behave differently, non-Walrasian outcomes result in
equilibrium.

Accordingly, one can identify the forces that may prevent the Walrasian outcome. (1) If
there is a sufficiently high mass of marginal traders adopting a soft position and therefore
willing to trade, they may end up rationing other traders with positive surplus on the same
side of the market, who will be prevented from trading. (2) The high surplus traders may
fear going home without trading. This is possible if they never switch to very soft, given the
presence of intramarginal traders, who always play tough. Correspondingly, they may in
equilibrium choose to play very soft at some point, yielding non-Walrasian outcomes where
trade takes place at multiple prices and intramarginal agents get tdt(aylén addition,
due to the simultaneity of the bargaining game, one can identify other coordination failures.
In them, the competitive output is traded at the Walrasian price and no intramarginal agent
transacts, but delay elapses until trade begins. Efficiency may suffer as a result.

Having identified the effects that prevent the Walrasian price from occuring, one can
state sufficient conditions to eliminate them. On the one hand, the rationing created by
marginal traders disappears if their mass is negligible (for example, if the number of types
goes to infinity)’ On the other hand, one needs to rule out high surplus traders. Since these
are defined as the types that lie outside of the range of prices allowed by the model, they
disappear in situations where the highest price considered is the highest consumer valuation
and the lowest is the lowest cost. In sum, in markets approximating continuous demand and
supply curves where the range of prices in the procedure covers the entire range of values,

5 SeeMoreno and Wooders (200R)r related results in a model with one type of sellers and two types of buyers
(the trade patterns over time, and not so much the convergence question, is the main focus of their paper). The same
effect is found in the literature on bilateral bargaining with incomplete information@seerne and Rubinstein
(1990, Chapter 5and the references therein).

6 SeeChamberlin (1948)an early experimental paper, who reports similar phenomena in his experiment involv-
ing pairwise meetings. See alsiolt (1995, pp. 368—374pr a survey of experimental results on double auctions,
where the finding tends to be a strong support of the Walrasian outcome.

7 Aslight change in the model, as@ale (1987)so that the agents’ entry decisions are endogenous and require
a small positive entry fee, would also eliminate this effect.
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the outcome of this decentralized trade mechanism yields asymptotically the Walrasian
price and output exchanged. But it may or may not approach efficiency because of the
equilibria where the Walrasian output is only exchanged after considerable delay.

The approach itGale (1987)and the one in the current paper are quite distinct. Gale’s
arguments cleverly rely on the study of each agent’s value function. In the current study,
a useful characterization of traders’ equilibrium strategies is uncovered and new equilibria
appear. Nonetheless, after removing the finite sets of traders’ types and of allowed prices,
the present model confirms Gale’s one-price result and has a strong Walrasian flavor.

This paper is also related to the literature on optimal mechanisms and double auc-
tions when the number of traders is large (see for, @mgsik and Satterthwaite (1989)
Satterthwaite and Williams (1989andRustichini et al. (1999) This literature concen-
trates on the symmetric equilibria of their trading procedures and finds asymptotic conver-
gence to efficiency. The price is not chosen by the auctioneer to clear the market, but it is
centrally calculated by the entire strategy profile. In contrast, the current paper studies the
set of all equilibria by adopting the distributional approach, goes one step beyond in the
decentralization of prices and emphasizes the dynamics of trade over time.

Here is the plan of the pape&ection 2gives the specifics of the model. The equilibrium
notion is found inSection 3 The important problem of its existence is treate&attion 4
(which readers less familiar with technical arguments can skip without loss of continuity).
Section 5contains the characterization of equilibrium behaviegction 6is a collection
of examples of equilibria. The asymptotic result can be foun8dntion 7 andSection 8
concludes.

2. The model

There are two populations of agents in the economy: sellers and buyers. There is a single
indivisible good. Each seller has one unit of the good for sale, and each buyer is interested
in buying one unit. Each population is an atomless continuum of measure 1.

Time elapses discretely accordingrte= 0, 1, 2, . ... All agents enter the market at the
beginning of period 0. There is no entry of new agents in subsequent periods.

In period 0, each agent is randomly matched with one agent of the other population. The
pair then tries to agree on a price at which to transact the good. If there is agreement, the
transaction takes place, the two agents receive their payoffs and exit the market forever. If
there is disagreement, no transaction takes place and the two agents remain in the market.
In period 1, each of theemaining agents is again randomly matched with an agent of the
other population. The pair tries to agree on a price, etc. This cycle is repeated infinitely
many times, or until all agents have transacted and left the market. Note that there is always
an equal measure of sellers and buyers remaining in the market.

The payoffs to two agents reaching agreement depend on the price at which they transact
and on their own valuation for the good. Therefore, if a buyer of valuatjcand a seller
of costc; transact at pricg, the buyer obtains an instantaneous payoff,0f p, whereas

8 We are interested in analyzing a model where the matching friction is small. In our model, it is zero: a trader
gets matched every period that he remains in the market. Models with small but positive matching friction give a
similar prediction to ours, as the matching friction vanishes.
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the seller’s instantaneous payoffis- c¢;. The valuations; andc; are private information
to the two traders.

A fraction «; of the initial population of buyers has valuatiap for the good, where
i=12...,1anduy > up > --- > uy. Similarly, a fractiong; of the initial population
of sellers has cost;, wherej = 1,2,...,J andcy < ¢ < --- < ¢;. We assume that
«; > 0 for all i, and thatg; > O for all j. We shall assume that; > c;, and that
there existg andj such that; < c;. These assumptions ensure that, at the competitive
equilibrium, some but not all units are traded: this is the most general case. We shall denote
the competitive or Walrasian price iy . Finally, we shall be ultimately concerned with the
model wherd andJ are arbitrarily large integers, in an attempt to approximate continuous
demand and supply schedules.

Traders are immersed in a game that looks like a “war of attrition.” Each of them will
start by playing “tough” to the market, which will entail trade at a very advantageous price
or disagreement. After the “tough” phase, a trader can switch to either a “soft” phase or a
“very soft” one. A very soft position guarantees the trader to leave the market immediately,
trading at much less favorable prices. A soft position increases (with respect to the tough
phase) the trader’s probability to trade immediately, but this is not unity. Thus, a switch to a
soft position is a middle ground and actual trade may still take a while, even after the trader
has switched to soft. To simplify, the number of switches in each trader’s position is at most
one: a trader can switch from “tough” to “soft,” or from “tough” to “very soft.” Any other
switch is ruled out. Of course, a trader can choose to never switch positions, either because
he always plays “tough,” “soft” or “very soft.”

Thus, in each period bargaining between a seller and buyer proceeds as follows. The two
agents simultaneously take bargaining positions in a discrete double auction. Each of them
announces a price from the det-, p\V, pH}. Trade takes place if and only if the price
announced by the buyer is at least as high as that asked by the seller. The price at which
the transaction takes place is the average of the two prices announced. We shall say that the
buyer playgoughif he announcep', soft if he announcep"’ andvery soft if he announces
pH. Similarly, a seller playsough if he asks forp", soft if he asks forpV andvery soft
if he announceg’. Denote bypFC, the average opF and pC for F, G € {L, W, H}. We
assume that

O<cr<pt<ur<pW<ecy<ph<u. 1)

No specific assumptions are requiredY , pt or pWH. To understand the alternatives
offered to a trader in these rules, consider a buyer of valuatiokle can play very soft
from the outset. In this case, he will announcéand exit the market immediately, trading
at one of three possible prices? if he meets a tough sellep" if he meets a soft seller,
or ptt if he meets a very soft seller. Alternatively, this buyer can play soft from the outset
by announcingV. Then, in every period, he will leave the market if he meets a soft seller
(trading atp™V) or a very soft seller (trading at*), but he will disagree and be around
the next period when he meets a tough seller. Finally, this buyer can start by playing tough
(announcingp). For as long as he holds the tough position, he guarantees that trade will
take place only apt if he meets a very soft seller. If he encounters a soft or tough seller,
disagreement arises. A buyer can either play always tough, or eventually switch to either
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soft or very soft at some point. The reader is invited to run through similar considerations
for a typical seller.

There is discounting. We shall assume that all traders have a common per period discount
factors, 0 < § < 1. Perpetual disagreement entails a payoff of zero.

We turn now to individual agents’ strategies. There are two things to consider. The first
is anonymity. An agent never knows the identity of his opponent and can never tell his
opponent’s valuation or cost. He must treat all opponents the same way. Second, we assume
that an agent observes only his own history, but he is ignorant about the other agents’
histories. An agent can have two types of histories: either he has played tough until now
(and met a sequence of tough and soft agents), or he switched to soft a number of periods
ago (and since then has only met tough agents). In any event, since personal histories are
private, equilibria in this model will have to be history independent.

It follows from these considerations that an agent’s equivalence class of strategies for
the game can be represented by a non-negative integer and one of two possible stopping
rules (enhancing this set by the singlefon}). That is, a strategy will specify the number
of periods he is prepared to play tough, along with the final decision to switch to either soft
or very soft. He can therefore calculate right at the start of the game how long it will be
optimal to play tough and when it will be optimal to switch to either soft or very soft. In
other words, he can decide from the outset how long to hold out for the most advantageous
price, and when and how to give in. Thus the strategy spatessNsU Nys U {oo}, where
ts € Ns = {0Os, 1s, 2s, . . . } means to play tough farperiods and switch to soft in peried
Similarly, tys € Nys = {Oys, 1vs, 2vs, ... } means to play tough farperiods and switch
to very soft in period. An agent playingo plays tough all the time.

It is easy to see that any Nash equilibrium outcome in our model can be supported by a
perfect Bayesian equilibrium, where beliefs are as follows: each agent believes on and off
the equilibrium path that a full measure of agents continues to play the given equilibrium
(see, for example)sborne and Rubinstein (1990, Chapter 8herefore, we seek a Nash
equilibrium, a profile of strategies where each agent is maximizing his expected payoff,
given the strategies of the other agents. All parameters are common knowledge, as are all
equilibrium strategies.

We shall denote the game described in this sectiofl by

3. Equilibrium, expected payoffs and trade statistics

An agent will in principle act differently as a function of his valuation or cost. There
are thusl/ + J types of behavior to account for: buyers of valuationi = 1, ..., I and
sellersofcost;, j =1,..., J.LetK bethe setof + J possible types of agents. We shall
denote an arbitrary type of an agent by the letteSimilarly, typei will denote a buyer
with valuationu;, while typej will denote a seller of cost;.

Agents belonging to the same type solve the same problem. However, they will not
necessarily adopt the same strategy, as several strategies may be optimal. For any subset
of possible strategieX c A, we denote byp*(X) the fraction of the initial population
of type4 agents who in equilibrium play strategies containedXinFor simplicity we
write ¢¥(1s) = ¢*({ts}) and¢* ([as, bs]) = ¢*({as, . . ., bs)), for all as, bs € Ns. Also,
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P*(tvs) = ¢*({rvs)) ande* ([avs, bvs]) = ¢*({avs, ..., bys)), for all ays, bvs € Nys.
We shall use the shorthag® («) to denote the total fraction of the initial set of buyers who
play strategy, i.e. ¢B(a) = Zi’:l a;¢' (a). Similarly, we usepS(a) for the sellers side:
¢S(a) = YI_1 B¢ (@).

The set functiorp* has all the features of a probability measure, and we will treat it as
such. The set of probability measures4mvill be denoted®. Candidates for equilibrium
will take the form¢ = (¢*)regx € @117

The functionz* (a; ¢) will be the expected payoff to a typeagent from playing strategy
a € A (i.e. playing tough: times and playing either soft in periadf a = as, or very soft
in perioda if a = ays) or never switching itz = oo, given that other agents’ strategies
conform tog. Often we will omit strategies from the argument and write simplya).

Definition 1. A Nash equilibrium of the gamé consists ofp = (¢*)rex € @'/ such
that, for alla € A and for allk € K:

#*(a) >0 implies a € arg bn;gx;r"(b; ?). 2)

We now calculate expected payoffs for each type of agent. Agents know the distributions
of equilibrium strategies for the types they are likely to be paired with, and use these to
calculate the probability of meeting a tough, soft or very soft opponent in any given period.

DeﬁneatVS to be the proportion of sellers active in perio@ho play very soft in that
period. LetalS be the proportion of sellers active in perioatho play soft in that period. Of
course, afraction X o,YS — 5.5 of the sellers active in periagplay tough in that period. The
fractionsp,’S, p> and 1— p'S — pS are similarly defined for the active buyers in period

For examplegy’> = ¢3(Ovs), o = ¢°(0s), > = ¢®(Ovs), andpg = ¢°(0s).

To calculate the same proportions for periods 0, one has to take into account the size
of the market in that period and the traders’ probability of having traded prior to that date.
Recall in this respect that the proportiasfsare defined over the initial population, whereas
0'S, a5, p’S andp? are proportions of the active traders in periott can be checked that
the size of the market in periadi.e. the mass of traders remaining in peridd each of
the two sides of the market is:

N, =[P (15 = tvs) + 6P (15 > t5) + $°(00)]
x [¢3(tys = tvs) + ¢ (15 > ts) + ¢>(c0)]
+¢2([0s, (t — DsD[o (15 > tvs) + 5§ > t9)
+¢5(00)] + ¢3([0s, (t — DD (#)s = tvs) + @B (1§ > ts) + B (c0)].

Using this, we can write as an example

vs _ $5(ys)[1 — ¢®(Ovs)]
o = A S

¢S(1s)[1 — #B(Ovs)] + ¢S(0)[1 — ¢B(Ovs) — ¢B(0s)]
N1 ’

S_
Gl—
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and so on. In the earlier expressions, the numerators detail the mass of sellers playing “very
soft” or “soft” in period 1. Fortunately, much of the analysis will be executed with little
need to carry over these messy expressions.

Next we proceed to write the expected payoffs for the different traders. Consider first a
buyer of valuation:;. His expected payoff to playing strategys (playing “tough” in all
periodst < a and switching to “very soft” in period), as (playing “tough” in all periods
t < a and switching to “soft” in period), or oo (always playing “tough”) is*

a—1
mi(avs) =Y 8" SII_5(1— oY) u; — pb) + 81123 (1 — 0,®)
t=0
x [0S u; — p*) + 02w — pMN + 1 - 05 — D) — p],

a—1
ni(as)=28' VSIT'Z5(1 — 05 (u; — pb) + M*25 (1 — 0,Y5)
=0

x [Zn' L1-06YS - 658" (0 5w; — p™W) + 0 (u; — pW))],
wi(00) =y 8'0SIIZ5(1 - oS (i — pY).
=0

Similarly, for a seller of cost;, his expected payoff to playing strategiggs, as or oo
is:

miays) =Y 8 p’SITZ5A - pYS) (M = ) + 8T g (1 — pY¥) oy >(p™ — c))
t=0

o3P —cj) + A= p)® = pD (P — )],
) a—1
mi(ag) =Y 8'pYSIIZ5(1— pYS)(p™ — ¢j) + M5 — pY®)

[Zﬂ‘ s(1—pYS p,S)S’(p,VS(pW”—c,-)+p§(pw—c,-))],

t=a
) o
mi(00) =Y 8" S IZ5(1— p)S)(p™ = ¢j).

We can also determine the profile of trade. In each periedN atVS,otVSNt units are
traded at pricg"", 5VSpSN, units atp ,oVS(L—pYS — o S)N; units atp o, ptVSNt
units are traded at prlquH, 1-0'S -0 )p,VSN, units atp™, ando,Sp >N, units atp'V
The rest of units are not traded in period

9 Throughout the paper, | adopt the conventions E@o(') =0 andﬂt;lo(-) =1.
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Therefore, the following statistic defines the volume of units traded:

V=> 16"+ p11 = 0,5 + 0 pPIN;.
teN

We shall also be concerned with the following ratio, which, in a given equilibrium,
measures the proportion of trade that takes place at the Walrasiarppfice

_ 2 teN GtsptSNt
=

To fix ideas, we shall concentrate most of the time on a market for which there is a unique
competitive pricepV = u;, for somei (this is one of the two generic cases, and it is
without loss of generality}® Denote byQ"W the mass of units exchanged at the competitive
equilibrium. We shall say thahe market yields the Walrasian outcome whenever:

i) Vw=1,
(i) v =20%;
(i) sellers with costc; trade if and only ifc; < pW. Buyers with valuation; trade if
u; > pV and do not trade if;; < p". As for those buyers with valuatian = p",
just enough of them trade so that the total mass of trag®s

(iv) sellers with cost; who trade obtain an expected payoff o — ¢ ;» and buyers of
valuationu; who trade obtain an expected utility of — W

Vw

4. Existence of equilibrium

In this section we establish existence of a Nash equilibrium in the gafaeany value of
the discount facto$ € (0, 1). The arguments adapt results from the literature on existence
in anonymous games and follow closely thos@lauin and Serrano (2001)

Proposition 1. There exists a Nash equilibrium¢ € ®/*/ of thegame I.
Proof. The proof is a variation oBlouin and Serrano (2001jvhich follows Mas-Colell

(1984) itself a reformulation oSchmeidler (1973)
Recall thatA = Nys U Ns U {oo}. We define the following metrid on A:

|x — ¥l
d(xvys, =d , X =d(xs, =d(ys, xg) = —— for
(xvs, yvs) (yvs, xvs) (xs, ¥s) (ys. xs) A+ 001
xvs, yvs € Nys,  xs,ys € Ng;
d( ) = d( ) =d( ) =d( ) = + ! for
xvs, ys) = d(ys, xvs) = d(xs, yys) = d(yvs, xs) = itx T14y

xvs, yvs € Nys, x5, ys € Ng;

10 The other generic case is when the unique competitive prip&is= c¢j for somej. The non-generic case
happens when the set of equilibrium prices is the intenvald;] for somei and ;.
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1
d(xys, 00) = d(00, xys) = d(xs, 00) = d(00, xs) = Trx for

xvs € Nys, xse€Ng;
d(o0o, 00) = 0.
This metric generates the following topolo@yor A.

T={X C A|if oo € X, then
{tvs, ¢t + Dvs, ...} C X forsomeys € Nysand
{t5, (1" + s, ...} C X forsomer € Ng}.

Note that all subsets dfys U Ng are elements of. We assume throughout thatis
endowed with this topology. Since every subsetdois either open or closed, the Borel
sigma—algebra ofi simply consists of all subsets d@f. SinceA is a metric space, it is
normal.

Claim 1. Aiscompact.

Proof. Consider any open cover ¢f. One of the sets in the cover must incluseand
therefore must also include the 4@js, (r + 1)vs, ...} for somerys € Nys and the set
of points{rg, (' + 1)s, ...} for somerg € Ns. So the other sets in the cover need only
cover a finite number of points iA. Hence the open cover has a finite subcover, Arnsl
compact. O

The set is the set of (Borel) probability measures 4nSinceA is metric and compact,
@ is metrizable and weakly compact (déédenbrand, 1974, p. 49Note thatd is a subset
of ¢1, a Hausdorff topological linear space. It is straightforward to showdhist convex.
Of course® 't/ shares all these properties.

Claim 2. For any k € K, themapping 7% : A x @/*/ — R is continuous over A.

Proof. Consider a buyer of valuatiar. Fix any¢ € @/*7/. Let C be any open subset of
R. If 7% (c0; ¢) ¢ C, thenthe inverse image 6f (projected onta) is a subset alys UNs,
hence an element G hence open. Now supposé(oo; ¢) € C. A glance at the definition
of 7' shows that
lim 7i(ays) = lim 7'(as) = 7' (c0).

ays— 00 as— o0
It follows that forzys andzg large enoughy (avs; ¢) € C andr’(a’s; ¢) € Cforalla > ¢
and for all'a > ¢’. Consequently the inverse image®{projected ontd) contains the set
of points{rys, (t + 1)vs, ...}, and the set of pointgg, (' + 1)s, ...} as well asxo, and
therefore is an element @fand an open set. The same holds for the other types of agents.
This establishes continuity over. O

For allk € K, define the best-response correspondeffte @'/ = A asy*(¢) =
argmaxe X (b; ¢). SinceA is compactand* is continuous oves, we have by Weierstrass’
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theorem that for any € @'+, y*(¢) is nonempty. For alt € K, definet* : '/ = @
astk(¢p) = {u € @ | w(¥*(¢)) = 1}. To be an element @ (¢), a probability measurg

must put positive mass only on best-response stratefigs) is in a sense a set of optimal
mixed strategies (which also includes pure strategies). We must keep in mind, however,
that these “probabilities” are really fractions of the initial typg@opulation. Since/* (¢)

is nonempty for any € ®'*/, soish¥(¢). It is straightforward to show that (¢) is also
convex-valued.

Claim 3. For all k € K, the correspondence 6% (¢) is upper-hemicontinuous.

Proof. Consider a sequendg, }°° , such thay, € ®'*/ for all n and¢, > ¢ (where->
signifies weak convergence). Consider another sequgngé” ; such thatu, 0% ()

for all n and,un—uiﬁ. Since® is weakly compact, we knoywt € @. We need to show
i€ 6(g), i.e. sk (@) = 1.

SinceA is normal andu, (¥*(¢,)) = 1 for all n, i(lim sup,¥*(¢,)) = 1 (seeKhan,
1989, Lemma 2

If we fix a € A and letg vary, 7% (a; ¢) becomes a bounded linear functional®dft
hence an element of the dual spa@d*7/)’. Sincep,— ¢, we haver (a; ¢,) — 7¥(a; $)
foralla € A.

Suppose:r € A\y*(¢). ThennX(a; ¢) < 7*(b; ¢) for someb € A. There must ben
such thatr* (a; ¢,) < 7*(b; ¢,) for all n > m. This means that € liminf, (A\v*(¢,)),
and thus (A\y*(®)) c liminf,(A\v*(¢,)). And since liminf,(A\v*(#,)) N
lim sup, ¥ (¢,) = ¥, it follows that lim supy*(¢,) C ¥*(@).

By monotonicity of probability measureg,(lim sup, v*(¢,)) < i(¥*(¢)). Conse-
quentlyz(y*(¢)) = 1. O

Finally, defined : @'t/ = &'+/ aso(¢) = xrex0*(¢). We know that* is upper-
hemicontinuous, convex-valued and nonempty-valued, fok afl K. These properties
extend to9. Also, /1 is a nonempty, weakly compact subset of a Hausdorff topological
linear space. Henaemeets the conditions of the Fan—Glicksberg fixed point theoFem,(
1952; Glicksberg, 1952and there exist$ € ®/*/ such thatp € 6(¢). Such ap satisfies
(2) and is therefore a Nash equilibrium of the game

5. A partial characterization of equilibrium behavior

Having already established existence, in this section we present a partial characterization
of equilibrium behavior for a fixed value of the discount factoit turns out that traders
can be classified in four groups within each side.

(i) Intramarginal traders: buyers with valuation < p'V and sellers with cost; > p™.
They would not trade at all in the competitive mechanism.

(i) Marginal traders: buyers and sellers with values exactly equalfoSince they are
indifferent between not trading and trading;8¥, some of them should not trade in
the competitive mechanism.
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(iiiy Low surplus traders: buyers with valuation € (p'V, p™) and sellers with cost; €
(pt, pW). Inthe competitive mechanism, they would trade at the equilibrium price, but
at a “low” surplus. For them, trade at some prices in the gaAhmeay be unprofitable.

(iv) High surplus traders: buyers with valuatien > p™ and sellers with cost parameter
cj < pb. These are the traders behind the first units in the demand and supply curves,
respectively. They would never lose by trading at any price in the market gaamel
they would not gain by not trading.

Our next result shows that for fixeld J andé, the equilibrium behavior of these types
of traders can be neatly identified.
Proposition 2. Fix I, J and §. Every Nash equilibrium ¢ of the game I" is outcome
eguivalent to one in which:

(i) For intramarginal traders of type k,

argmax X (a; ¢) = {o0}.

(i) For marginal traders of type k with valuation or cost equal to p",

argmaxz¥(a; ¢) € Ng U {00}.

(i) For low surplustraders of typek,

argmaxrX(a; ¢) C Ng.

(iv) For high surplus traders of typek,

argmax X (a; ¢) < NysU Ng.
a

Proof. The proof is organized in several lemmata. O

Lemmal.

(a) If buyerswith valuation u; < p" trade, they do so at p” with probability 1.
(b) If sellerswithcost ¢; > p" trade, they do so at p# with probability 1.

Proof. We prove (a) and omit the identical proof of (b). Suppose not. That is, suppose
that for these buyers equilibrium trade takes place after they switch with ex ante positive
probability. Then, we shall show that infinity is for them a better response than switching.
We establish this in two simple steps.

(i) 7i(nvs; ¢) < mi(ns; ¢). To see this, note that the payoff to both strategies during
the “tough” phase is identical. On the other hand, conditional on reaching peréaod
switch to “very soft” in period: entails trading ap“"' with probability oS, at p'WH
with probabilityo;> and atpt with probability 1— oS — ¢.. If instead, conditional on
reaching period, a buyer switched to “soft” in period, he would trade ap™V with
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probability oS, at p*V with probability o>, while he would disagree in periadwith
probability 1— o,YS — af‘. But after disagreeing, he would keep trading after petiod
upon meeting a “soft” or “very soft” seller, and these trades would take place at prices
as high agp"V instead of ap! (the price at which he would have traded in period
upon meeting a “tough” seller). Therefore, the expected payoff to playdrexceeds
the one from playingys.

(i) 7i(ns; ¢) < mi(co; ¢). To see this, note that by switching to soft at some point,
this buyerwould trade only either at" when meeting a soft seller or at"W when
meeting a very soft seller. By never switching and maintaining the tough position, he
would avoid the loss when meeting a soft seller and trage-atpon meeting a very
soft one. O

Therefore, we have shown that any Nash equilibrium of the game is outcome equivalent
to one where every intramarginal trader plags

Lemma 2.
(a) Consider a buyer with valuation u; € [p", pf). Then,
nvs ¢ argmaxr' (a: ¢)

for any nys € Nys.
(b) Consider asdler withcost ¢; € (pL, p"]. Then,

nvs ¢ argmaxw’ (a; ¢)

for any nys € Nys.

Proof. Recall that we have assumed that the set of intramarginal traders is nonempty.
Then, given that they play infinity and that they are present in both sides of the market,
the probability that the traders in the statement of the present lemma reach anynspisriod
positive if they play strategyys. Then, the rest of the proof is identical to argument (i) in
the proof ofLemma 1 O

Lemma 3.

(a) Consider a buyer with valuation u; € (p", p”]. Then,

o0 ¢ argmaxr' (a; ¢).

(b) Consider aseller with cost ¢; € [pL, pV). Then,

oo ¢ argmaxr’ (a: ¢).

Proof. We prove part (a) and omit the identical proof of (b). The proof follows from the
fact thatz! (-; ¢) is continuous ato.
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By contradiction, suppose infinity is one of their best responses. We first show that
{oo} £ arg may, 7' (a; ¢). Note that
lim 7' (ns; ¢) — 7' (c0: ¢)
n— o0
o0
n'—5(1—oY%) x [Z mzr1-6YS - 658 (6, Sw; — p*V)

t=n

= lim
n—oo
+05u; — pW))i| =0+.

(To get this expression, just recall the equationssfy. This implies that somes big
enough must also be a best response for these buyers.

The argument in the previous paragraph also implies that for everg Ns, there
existsn’ > n such thai's € arg may, ' (a; ¢). Without loss of generality, suppose that
{ns, (n+1)s, ..., 00} C arg may, 7' (a; ¢) for somens € Na. It follows that for every >
n, there existg’ > r such thatrt‘,’SJrof > 0:to makes a best response and compensate for
discounting, matchings where trade takes place after switching are required. Since the very
soft sellers exit as soon as they switch (unlike the soft selle}§°),—> 0 ast — oo much
faster tharvS. It follows that for everyr > n, there exists’ > ¢ such thabf > 0. Also,
becausex is a best response for these buyers, it follows that for every:, there exists
1 > 1 such thatll’_,(1 — 0,YS — o) > 0. But then, recalling that these buyers’ valuation
strictly exceedsaW, we have that the sign of’ (5 @) — 7' (00; ¢) is equal to that of:

o
m'—41-o"S) [Z m'-}a o5 — 038" 0y S — p™)+oui— pW)):| >0
h=t'
for large enough’, which is a contradiction. O

Lemma4.
(a) Consider a buyer with valuation u; > p*. Then,

oo ¢ argmaxn’(a; ¢).

(b) Consider a seller with cost ¢; < pL. Then,

oo ¢ argmaxzt (a: ¢).

Proof. We prove part (a) and omit the identical proof of (b). We show ihabo, ¢) <

i (avs; ¢) for some large enough Note thatr! (co; ¢) results from a trading probability
which is bounded above b9"V, since it is guaranteed that, upon meeting an intramarginal
seller, no trade will result. Onthe other hand, by playiggfor anya, the trading probability

is 1. It therefore suffices to choogdarge enough so that the payoff from the “tough” phase
is close enough to the payoff from playing. When this difference has been made very
small, this buyer can switch to “very soft” and trade at a positive surplus. We first show a
preliminary step.
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Claim. Thereexistst large enough such that ¢ (,5 > tvs) = 0 and ¢5 (1}, > tvs) = 0.

To prove the claim, first recall that, by the previous lemmas, the only traders playing a
“very soft” strategy are at most those sellers with cost no greaterthamd those buyers
with valuation no lower thap™. We argue by contradiction: suppose not, and without loss
of generality, assume that for all ¢S(rys) > 0 and¢B(rys) > 0.1 This implies that

aVS >0 and,o,VS > 0 for all t. Also, “very soft” traders exit the market as soon as they

switch, while this is not the case for the rest of traders. Hence, market demographics implies
that traders playing a “very soft” strategy exit at a much faster rate than that of reduction
of market size. It follows that for every > 0, there exists large enough so thai;VS <€
andp,’S

Consider now a typical seller with cast < pt (these are the only sellers who could be
playing very soft) and write the difference of payoffs:

7 ((t + Dvs) — 7/ (tvs)
=825~ p e —¢)) + 8 = p">) (5P —¢p)
+A = 2" =) — PP —cp) + L= 5Pt =N <0

becausé < 1 is fixed. Therefore, no seller from any of these types would like to play
(t + 1)ys contradicting thatS((r + 1)vs) > 0. This establishes the claim.

To finish the proof of the lemma, write down the payoff difference between playjsg
and playingoo for a buyer with valuation; > pH':

7! (ays) — 7' (00) = Zs [Z5(L— 0,90, (ui — pb) + 8“5 (L= 0,®)
t=a
x [0S (ui—p*)+0Sw; — p"M) + (1 — 65 — 65 (ui—pM],
which, using the earlier claim, is greater than 0 for some large en@ugh
This ends the proof dProposition 2

Notice the “monotonicity” in the behavior of traders in the game. Take the buyers’ side,
for example. The intramarginal buyers would always play tough and therefore trade only at
the lowest possible pricg". The low surplus buyers play soft at some point: hence, they
trade atp" during their tough phase and at prices as high'#safter they switch. Marginal
buyers, instead, either play soft or may find it worthwhile never to switch to a soft or very
soft position. Finally, the high surplus buyers have more flexibility and always switch to
either a soft or a very soft position: they may end up trading at any price allowed in the game.

6. Examplesof equilibria

The previous section has offered a useful characterization of equilibrium behavior for a
fixed value of the discount factér To explore the possibilities offered by the model, this

11 The other cases in which there existich thaS(#, > tvs) = 0, while¢B(x,) > 0 for all#’ or vice versa
are clearly impossible, since these traders have no incentive to keep playing tough once the other side does not
play very soft at all.
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section is devoted to the study of some examples, describing equilibria that exisé vghen
arbitrarily close to 1. The first yields the Walrasian outcome, while the others do not.

Example 1. Consider the profile of strategigs where

(i) ¢'(0s) = 1 for everyi such thai; > p*;
(i) ¢'(c0) = 1 for everyi such thaiu; < pW;
(iiiy #7(0s) = 1 for every, such thapV > ¢;;
(iv) ¢/ (o0) = 1 for every; such thapV < c;;
(v) ¢'(0s) = u andg’(co) = 1 — u for thosei with u; = pW, wherey plus the mass of
buyers in (i) equates the mass of sellers in (jii).

We shall argue that there existsclose enough to 1 such that the profflds a Nash
equilibrium of the gamd™ for everys’ > § and for everyl andJ.

By Proposition 2those buyers in part (ii) of the strategies in the statement and those
sellers in part (iv) are at a best response. They never trade and their equilibrium payoff
is 0.

Buyers in part (v) obtain an equilibrium payoff exactly equal to O (they are indiffer-
ent between not trading and trading @/, the only price at which transactions take
place in equilibrium). It is easy to see that no unilateral deviation pays for these agents,
either.

Finally, for § close enough to 1, buyers in (i) and sellers in (iii) obtain an equilibrium
expected payoff arbitrarily close g — pWV andpWV — ¢ i, respectively. To show this, it
suffices to show that their trading probability, given the proposed equilibrium strategies,
is 1. Since this probability is independent of the discount factor (because the strategies do
not vary with it), ass goes to 1, we have that for a&ll> 0, we can find a periodsuch that
the sum of expected payoffs over the firgteriods is within are-ball arounds; — pW for
the buyers and within as-ball aroundp™V — c; for the sellers.

Therefore, we need to prove that, given the proposed strategies, the trading probability
for a buyer in (i) is 1 (the argument for sellers in (iii) is identical and will be omitted). Note
that, every period exactly a mass-W of sellers play “tough.” However, this becomes an
increasing proportion of the market, whose siz&jsn periodz. Therefore, the probability
of “no trade” for a buyer in (i) is:

1-o%W

00
PNT = 11,
N

We need to show thaint = 0. To see this, observe that, given the proposed strategies,
the law of motion of the size of the market is:

[N, — (1— Q™)]?

Nt+1 =N; — N
t

That is, the buyers who remain in the market from one period to the next are those who
do not trade. The ones who trade are found amongihe (1 — @W). Each of them trades
if and only if he is matched to a soft seller. This event in periadcurs with probability
[N; — (1 — 0™)]/N;. Hence the above expression.
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Operating, we can express the law of motion\pfas follows:

(1-0W)2

Ney1 =21 - Q%) - ~
t

We next proceed to a change in variablesMet= N, /(1 — QW). Therefore:

Mosr — 2 1 2M, -1
t+1 = M, = M, .
We also have that:
1 3M, -2
Miy1 2M; -1

M2 = 2—

and so on, so that:

(n+ 1M, —n
Miyy=—""—.
HTAM, — (n — 1)
Note that the probability of “no trade” is
1 .1 My 2Mp—1 nMg—(n-—1
PNT = My = lim =2 ot L
M; n—ooMqy2Mg— 13Mg— 2 m+1)Mo—n

Given the multiple cancellations, we have that:

. 1/n
= lm ——M = Ilim
n—>oo(n+]_)M0—n n—oo Mg — 1

PNT

Therefore, the probability of trade, given the proposed strategies for a buyer in part (i)
(and for a seller in part (iii)) is 1. Thus, their equilibrium payoffs, diarge enough, are
“close” tou; — p"V and pW — ¢;, respectively. It follows that no unilateral deviation is
profitable for these agents. Switching to “very soft” entails immediate trade, but at less
favorable prices. Switching to “tough” only produces delay since no agent on the other side
plays “very soft.”

Therefore, we have constructed an equilibriumd&darge enough that yields (approxi-
mately) the Walrasian outcome. All transactions take plage’gta measure@"W of units
are traded and (asymptoticas> 1) efficiency obtains: all traders with positive gains from
trade at the competitive price end up trading and getting their competitive surplus.

We turn now to the other possibilities offered by the model. The other equilibria we
present in this section, which also remainsas> 1, yield non-Walrasian outcomes. But
these are of very different nature. While lixample 2the main theme is rationing due
to the existence of a finite number of types of trad&ssample 3concerns the inefficient
equilibria that can be created by the large degree of flexibility in the hands of high surplus
traders. Finally, a coordination failure underliesample 4 based on delay.

Example 2. Denote byi* the type of buyer for whom;« = p". Suppose that for all
i <i*
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oW w W WH W H
i=1%i

Consider the profile of strategies where

(i) ¢'(0s) = 1 for everyi such thai; > pW;
(i) ¢'(c0) = 1 for everyi such thaw; < pW;
(iii) ¢/(0s) = 1 for every; such thaip‘c’v > ¢
(iv) ¢/(oc0) = 1 for every; such thap' < c;.

We shall argue that there existlose enough to 1 such that the profflas a Nash
equilibrium of the gamd™ for everys’ > §.

The arguments to show that the buyers in (ii) and the sellers in (iv) are best-responding
when using their proposed strategy are identical to those outlin@ddposition 2 For
sellers in (iii), as their trading probability continues to be 1, the argument is provided in
Example 1 The only change now is that the trading probability for buyers in (i) is no
longer 1. In order to exactly quantify it, we go through similar steps &xample 1

Given the proposed strategies, the law of motion of the size of the market is:

[N, — L= OMIIN, — A= Y )]

Niy1 = N; — N
t

That is, the buyers who remain in the market from one period to the next are those who
do not trade. The ones who trade are found amongvihe (1 — Zfll a;) who play “soft”
in periods. Each of them trades if and only if he is matched to a soft seller. This event in
period: occurs with probability j; — (1 — 0W)]/N;. Hence the above expression.
Operating, we can express the law of motiom\gfas follows:

i* 1_ W 1_ 1*_ i
Nt+l=(1—QW)+(l—;O{i)—( Q )(Nt Zt—la).

Proceeding to the. same change in variables &xample 1let M, = N,/(1 — oW).
Also, letw = (1 — Y"1 )/ (1 — QW). Therefore:
o A+w)M; —w

Mt+1:1+w_ﬁ— 7
t t

We also have that:

o L+ o+ )M, — (0 + &)

Mio=1+w— =
e M1 A+ o)M; —w

s

and so on, so that:

_ 1+ o+ 0?+ "M, — (0 + 0? + &™)
T At o+t HYM, — (0 + 0?2+ oY)’

t+n

Recall that the probability of “no trade” is
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. 1 M 1 Mo —
pNT =11°0— = lim — 0 A+ o)Mo—ow
=M, n>coMg(l+w)My—w 1+ w+ w?)Mg— (0 + w?)
A4+o+?+- 4" HMg— (@ + -+ "D
A+ +o"HMy— (@+ -+ ") '
Given the multiple cancellations, we have that:
1 l 1-w _ Zleai_QW'

pNT = lim =,m - ‘
n=00(1+ -+ + WMo — (@+ -+ + ") n—00 Mo—w D1

Hence, the trading probability for buyers in (i) @V, Zf;l «;. It follows that their
expected payoff to playing strategy ﬁpproacheszg—w_(ui — pWyass — 1. ltcan be

checked that the best alternative to this strategy;:ils to playidstead, whose expected
payoff is QW (u; — pW + (1 — OW)(u; — p™). Given the inequality assumed at the
beginning of the example, these buyers are also at a best response for some largg enough

The equilibrium identified irExample 2provides a subtle reason for a non-Walrasian
outcome. Note that in the equilibrium: (a) the output excharigesthe Walrasia®'V; and
(b) all trade takes place at the Walrasian ppé i.e. Viy = 1. However, the outcome is not
Walrasian as there is a loss of asymptotic efficiency. Namely, some buyers with valuation
u; > p" do not trade as they are crowded out by other buyers with valuatiea pW.
The latter are indifferent between not trading and doing g8"atWhen choosing to trade
in the above equilibrium, rationing must take place since there are@lynits for sale.
Given the private values problem (the planner does not identify valuations), the mentioned
inefficiency arises. note finally that this inefficiency is an artefact of there being “many”
traders with valuation exactly equal to the competitive price.

Example 3. For simplicity, supposé = J = 2 and consider the following values of the
parameters, which fall under our general assumptiops: u> = pWV ande1 < pW < co.
In addition, we shall assume to simplify computations that the model is symmetric in some
respects, i.e. let; = B1 = ¢, and assume that payoffs satisfy that- p- = p"H—c1 = D1,
ug — pti = ptH — ¢1 = Dy andug — pH = pb — ¢1 = D3. With this specification, the
competitive output is a measu@” = 4. Any price in the intervalijo, c,] is Walrasian.
For the sake of argument, suppose that at least the extreme prices utilized in theptodel,
andp, do not fall on this interval. In the competitive equilibrium, all buyers with valuation
u1 should trade with all sellers of cost at one of the competitive prices, while the other
agents do not trade.

We make the dependence of the game on the discount factor explicit because the strategies
will be non-constant functions &. Consider the following strategies played in the game
re):

(i) ¢'(avs) = ¢(a) > 0,0< a < T(8) and¢’([Oys, T(8)vs]) = 1 for every buyer of
valuationu; = uy;
(i) ¢'(co0) = 1 for every buyer of valuation; = uy;
(i) @/ (avs) = ¢p(a) > 0,0< a < T(8) ande’ ([Oys, T (8)vs]) = 1 for every seller of
costc; = cy;
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(iv) ¢/ (c0) = 1 for every seller with cost; = c».

According to these strategies, symmetric for the two sides of the market, a measure
1 — (1 — ¢)2 of units are traded. A measutg of them are traded agt'H, a measure
g(1 — ¢) at pH and a measure(1 — ¢) at p-. Clearly, this outcome is far from being
Walrasian.

Recall thaw' (a) is the fraction of initial buyers who play strategysimilarly for ¢/ (a)
and sellers. Note that' (co) = 1 — ¢ and¢’ (c0) = 1 — ¢ according to these strategies.

To see that this strategy profile is an equilibrium, consider the following construction. We
must create market conditions so thag0. .., T (8)ys are all best responses for buyers of
valuationu1 and sellers of cost;. Given these strategiesg’S = ,0(\)/5 = ¢(0). Moreover,
we get that(1 — 03%)0,"S = (1 — pg>)pyS = ¢(1), and so on. This fact will simplify
the next equations, which can be shown to be implied by the equality of expected payoff
to these traders from playing,8 and 1;s, and so on, until the payoff equality between
playing (T (§) — 1)ys and T (8)vs. We suppress the subscript VS in the equations , since
no traders play soft according to the proposed strategy profile.

PQ)D2+[¢(t = 1) + ¢(00)] D3 = ¢(0) D1+ 8¢(1) D2 + 5[ (t = 2) + ¢(00)] D3

¢ (T (8)—1) D2+[p (T (8))+¢ (00)] D3 = ¢(T (8)—1) D1+ 8¢(T (8)) D2 + 8(L — ) D3
¢(0. T =gq.

Lets be big enough so thdds < § D». It will be convenient to write the typical equation
(t=1,...,T(5))inthe above system as:

¢(t — 1)(D2 — D1) + ¢(t)(D3 — 8D2) + (L = 8)[p(t' = t + 1) + $(00)] D3 = 0.(*)

Also, to be an equilibrium, these traders must prefer weakly to playys to their best
deviation, which turns out i&" () +1)ys—deviating to a “soft” strategy or to infinity yields
trade with probability less than 1. These considerations yield the following inequality:

¢(T(8)(D2—D1) +(1—-8)(1—-¢)D3 =0. )

Therefore, choosé (T (§)) small enough so that (**) holds, and for each such value of
¢ (T (8)), find from (*) the unique value o (T (8) — 1), and so on, all the way back to
period 0. Note that, fo large enough, the values ¢f¢) are quite small. To see this, notice
for example that ity (7' (§)) = 0, we getthap (T (8) —1) = ((1—-8)(1—¢q)D3)/(D1— D>).
If § is close to 1, all these fractions are small. In addition, all the functions in these equations
are continuous so that a solution to the system is found.

Note that,a$ — 1,¢(r) — Oforallz =0, ..., T(§), which implies thaf (§) — oc.

In Example 3the non-Walrasian outcome is a consequence of the actions of the high
surplus traders. Their surplus is sizeable enough so that it is in their interest to make a
gamble. They are willing to eventually switch to a very soft position and avoid the “no
trade” outcome (recall that the intramarginal traders always play tough) as long as they are
compensated with trade at favorable prices, at least with some probability. It is therefore
necessary that a fraction of traders of the opposite side also play very soft. Note finally how
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the example can be extended to an arbitrary number of typesuld then be the fraction
of high surplus traders on each side of the market.

Example 4. Consider the profile of strategies where

(i) ¢'(t(8)s) = 1 for everyi such that; > pW;
(i) ¢'(c0) = 1 for everyi such that; < pV;
(i) ¢/ (1(8)s) = 1 for every; such thapyW > cj;
(iv) ¢’ (c0) = 1 forevery; such thap™W < c;;
(V) ¢'(1(8)s) = n and¢’ (oc0) = 1 — u for thosei with u; = pV, wherep plus the mass
of buyers in (i) equates the mass of sellers in (iii).

Following arguments identical to those EExample 1 one can argue that the limiting
equilibrium payoff of those agents who trade is Jimys’® wu; — p") for buyers and
lims_18"®(p"W — ¢;). Choose (8) for eachs such that for high surplus buyers we have
thats’® (u; — pW) > u; — pH; while for high surplus sellers we have t6&f) (pW —c;) >
pt— cj. These conditions deter deviations tgs0on the part of these traders. Since this
would be their optimal deviation, the profieis an equilibrium. But note how different
choices of the sequeneé&’) asé — 1 will determine whether or not the corresponding
equilibrium sequence is asymptotically efficient.

In Example 4 all transactions take place atV, the output exchanged 8" and trade
occurs only among those agents that trade in the competitive equilibrium. There is a co-
ordination failure in the choice of “switching to soft” time. Substantial delay may happen
affecting traders’ payoffs.

7. The Asymptotic results

In this final section we identify conditions under which all equilibria of the model yield
the Walrasian price. First, we shall concentrate on the model when it becomes frictionless (as
8 — 1) in order to make a fair comparison with the centralized paradigm. But this will not
suffice, asExamples 2 and 8emonstrate. Correspondingly, we introduce two conditions
to eliminate equilibria like the ones found in those examples: (1) we shall assume that
there are no high surplus traders in at least one side of the market; and (2) we shall let the
numbers of types of tradedsandJ increase to infinity?> Also, denote byl (8, I, J) the
game with discount factay, I types of buyers and types of sellers, by (3, I, J) the set
of its Nash equilibrium payoffs, and By (6, 1, J) andWw (8, I, J) the statisticd/ andViy
corresponding to an equilibrium af(s, 1, J).

Proposition 3. Supposethere areno high surplustradersin at least one side of the market.

Then,

12 |n fact, it is not required that andJ — oo. It suffices with the weaker condition stating that the mass of
marginal traders becomes negligible.
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lim lim v$, 1, J)=0% and lim lim vy, 1,J) =1

|
8—1I1,J—00 8§—1I1,J—00

Proof. Suppose that the sellers’ side is the one without high surplus traders. It follows
from Proposition 2hat for fixeds, I andJ, the fractionsp (ays) = 0 for all ays € Nys.

Also by Proposition 2asJ — oo the sum of measures of sellers who playfor some

as € Ng approache®", while a measure approaching-10"W playsoo. For any buyer

with valuationu; > pW, playing & yields over time trade with probability approaching 1,
by arguments similar to the onesliixample 1 Moreover, ag — 1, itis easy to see thag

(for somens € Ng) are the only best responses for these buyers. This in turn implies that
for all sellers with cost; < pW, the only best responses are aidgfor somen’s € Ns.
Therefore, exacth®"V units are traded in equilibrium, and all of themy&l . Furthermore,

no intramarginal trader gets to trade. O

8. Concluding remarks

1. There is another sense in whi¢hand / — oo is not needed for the Walrasian
price—output result. For example, suppose there is only one type of seller with cost
cj = pW. It can be shown that in this model all equilibria yield the Walrasian price as
3 — 1. This is so even for a fixedd To see how the proof goes, note that, applying
Proposition 2 sellers will play eitheus or co. However, an equilibrium where sellers
play infinity is impossible, due to arguments related to the Coase conjecture. That is, if
sellers played always tough, they would trade only with high surplus buyers, and they
would realize that it pays to switch to soft at some point to be able to trade with the
low surplus buyers. Anticipating this fall in prices asked by the sellers, the high surplus
buyers would not agree to pay high prices for high values &eeSerrano and Yosha
(1996b)for the details of this result in a related model.

2. Onthe other hand, the non-Walrasian result fourgkimano and Yosha (1996hgs been

recovered here in amore general model involving an arbitrary finite number of types. The

reasons for the non-Walrasian result are three-fold: (a) the rationing imposed on positive
surplus traders by the marginal traders of the same side; (b) the fear of high surplus
agents of not trading, which makes them settle at less favorable terms, thereby yielding
an inefficient outcome where some intramarginal agents get to trade; and (c) coordination
failure that may create asymptotic inefficiency through delay. Note finally how if there
are no intramarginal traderV = 1) the fear force disappears: by holding a soft
position, the probability of trade is 1 because there are no traders playing infinity. Then,
there is no need to adopt a very soft position and the Walrasian price obtains once again.

The model that we have studied in detail makes some simplifying assumptions. We next

discuss how the analysis would extend to a more general model. Consider a large finite

set of prices in the intervat{, u1]. Let A be the cardinality of this set. Each trader can
announce one of thegeprices in a meeting. The only restriction we impose is that of
monotonicity: that is, denoting a buyer’s announcements in periaddr + 1 by p8(r)

and pB(t + 1), we impose thapB(r) < pB(r + 1) for all . With similar notation for

sellers, we impose thatS(r) > pS(t + 1) for all . That is, positions are not becoming
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tougher over time, and there is no restriction to the number of position switches other
than . The rules of trade continue to be that exchange takes place at the average of
the announced prices if the seller's announcement is no greater than that of the buyer’s.
There is no trade otherwise. We can model this game as each agent having the set of
strategiesA*~1, whereA = N U {oc}, i.e. number of periods playing the toughest posi-
tion followed by number of periods playing the second toughest, and so on, all the way
to number of periods taking the second softest position (as soon as a trader adopts the
softest position, he exits the market trading at that price). If one of these numbers is in-
finity, the next numbers become irrelevant. For example#f 3 as in the model written

in the body of the paper, a strategy likei, n2) means holding the toughest position

for n1 > O initial periods, the soft position foro, > 0 and switching to the very soft
position in periotk1 + np. Payoff functions would be extremely cumbersome to write
because they would hold multiple summations. The existence regtibposition land

its proof would still go through essentially without making any changes (only replacing

A with A*~1). The results oProposition 2Znonotonicity in the toughness would extend,
although its statement would be considerably more messy: if one compares two buyers
with different valuations, the one with the higher one should always find it optimal to
play “at least as tough” as the other one, and similarly for sellers. It is easy to see that the
equilibrium supporting the Walrasian outcome still exists, using the same arguments as
in Example 1 Similar non-Walrasian equilibria are found, and the effects behind them
are the same (a)—(c), as listed in the previous paragraph. And if in any equilibrium all
trade takes place at one price, this must be the Walrasian price.

Acknowledgements

| am indebted to Oved Yosha, whose input was crucial in the conception and first stages
of this project. The comments of an anonymous referee, Max Blouin, Diego Moreno, Al
Roth, Hyun-Song Shin and John Wooders were of great help to improve the paper. | thank
Younghwan In for invaluable typesetting assistance. | also gratefully acknowledge research
support from the National Science Foundation, the Alfred P. Sloan Foundation and from
Brown University through a Salomon research award.

References

Arrow, K., 1959. Towards a theory of price adjustment. In: Abramovitz, M. (Ed.), The Allocation of Economic
Resources, Stanford University Press, Stanford.

Blouin, M., Serrano, R., 2001. A decentralized market with common values uncertainty: non-steady states. Review
of Economic Studies 68, 323—-346.

Chamberlin, E., 1948. An experimental imperfect market. Journal of Political Economy 56, 95—-108.

Dagan, N., Serrano, R., Volij, O., 1998. Comment on McLennan and Sonnenschein “sequential bargaining as a
noncooperative foundation for Walrasian equilibrium”. Econometrica 66, 1231-1233.

Dagan, N., Serrano, R., Volij, O., 2000. Bargaining, coalitions and competition. Economic Theory 15, 279-296.

Fan, K., 1952. Fixed-point and minimax theorems in locally convex topological linear spaces. Proceedings of the
National Academy of Sciences USA 38, 121-126.

Gale, D., 1986a. Bargaining and competition. Part I. Characterization. Econometrica 54, 785-806.



R. Serrano/ Journal of Mathematical Economics 38 (2002) 65-89 89

Gale, D., 1986b. Bargaining and competition. Part II. Existence. Econometrica 54, 807-818.

Gale, D., 1987. Limit theorems for markets with sequential bargaining. Journal of Economic Theory 43, 20-54.

Gale, D., 2000. Strategic Foundations of General Equilibrium: Dynamic Matching and Bargaining Games.
Cambridge University Press, Cambridge.

Glicksberg, I.L., 1952. A further generalization of the Kakutani fixed point theorem, with application to Nash
equilibrium points. Proceedings of the American Mathematical Society 3, 170-174.

Gresik, T., Satterthwaite, M., 1989. The rate at which a simple market becomes efficient as the number of traders
increases: an asymptotic result for optimal trading mechanisms. Journal of Economic Theory 48, 304—332.

Hayek, F., 1945. The use of knowledge in society. American Economic Review 35, 519-530.

Hildenbrand, W., 1974. Core and Equilibria of a Large Economy. Princeton University Press, Princeton.

Holt, C.A., 1995. Industrial organization: a survey of laboratory research. In: Kagel, J., Roth, A. (Eds.), Handbook
of Experimental Economics. Princeton University Press, Princeton.

Hurwicz, L., 1973. The design of mechanisms for resource allocation. American Economic Review 63, 1-30.

Khan, M.A., 1989. On Cournot—Nash equilibrium distributions for games with a nonmetrizable action space and
upper semicontinuous payoffs. Transactions of the American Mathematical Society 315, 127-146.

Mas-Colell, A., 1984. On a theorem of Schmeidler. Journal of Mathematical Economics 13, 201-206.

McLennan, A., Sonnenschein, H., 1991. Sequential bargaining as a noncooperative foundation for Walrasian
equilibrium. Econometrica 59, 1395-1424.

Moreno, D., Wooders, J., 2002. Prices, delay and the dynamics of trade. Journal of Economic Theory 104, 304-339.

Osborne, M.J., Rubinstein, A., 1990. Bargaining and Markets. Academic Press, San Diego.

Rustichini, A., Satterthwaite, M., Williams, S., 1994. Convergence to efficiency in a simple market with incomplete
information. Econometrica 62, 1041-1063.

Samuelson, L., 1992. Disagreement in markets with matching and bargaining. Review of Economic Studies 59,
177-185.

Satterthwaite, M., Williams, S., 1989. The rate of convergence to efficiency in the buyers-bid double auction as
the market becomes large. Review of Economic Studies 56, 477—498.

Schmeidler, D., 1973. Equilibrium points of nonatomic games. Journal of Statistical Physics 4, 295-300.

Serrano, R., Yosha, O., 1993. Information revelation in a market with pairwise meetings: the one sided information
case. Economic Theory 3, 481-499.

Serrano, R., Yosha, O., 1996a. Welfare analysis of a market with pairwise meetings and asymmetric information.
Economic Theory 8, 167-175.

Serrano, R., Yosha, O., 1996b. Decentralized Information and the Walrasian Outcome: A Pairwise Meetings Market
with Private Values. Brown University, Mimeo.

Wolinsky, A., 1990. Information revelation in a market with pairwise meetings. Econometrica 58, 1-23.



	Decentralized information and the Walrasian outcome: a pairwise meetings market with private values
	Introduction
	The model
	Equilibrium, expected payoffs and trade statistics
	Existence of equilibrium
	A partial characterization of equilibrium behavior
	Examples of equilibria
	The Asymptotic results
	Concluding remarks
	Acknowledgements
	References


