ResearchGate

See discussions, stats, and author profiles for this publication at:

Characterizing demand functions with price
dependent income

Article /1 Mathematics and Financial Economics - March 2014

DOI: 10.1007/s11579-013-0098-5

CITATION READS
1 45
1 author:

<) Birzeit University

22 PUBLICATIONS 261 CITATIONS

SEE PROFILE
All content following this page was uploaded by on 05 October 2015.
The user has requested enhancement of the downloaded file. All in-text references are added to the original document

and are linked to publications on ResearchGate, letting you access and read them immediately.


https://www.researchgate.net/publication/257696418_Characterizing_demand_functions_with_price_dependent_income?enrichId=rgreq-405764bfc79adb682db478bce47b3373-XXX&enrichSource=Y292ZXJQYWdlOzI1NzY5NjQxODtBUzoyODExMDE0NDk4NzU0NTZAMTQ0NDAzMTIxNjE4MA%3D%3D&el=1_x_2&_esc=publicationCoverPdf
https://www.researchgate.net/publication/257696418_Characterizing_demand_functions_with_price_dependent_income?enrichId=rgreq-405764bfc79adb682db478bce47b3373-XXX&enrichSource=Y292ZXJQYWdlOzI1NzY5NjQxODtBUzoyODExMDE0NDk4NzU0NTZAMTQ0NDAzMTIxNjE4MA%3D%3D&el=1_x_3&_esc=publicationCoverPdf
https://www.researchgate.net/?enrichId=rgreq-405764bfc79adb682db478bce47b3373-XXX&enrichSource=Y292ZXJQYWdlOzI1NzY5NjQxODtBUzoyODExMDE0NDk4NzU0NTZAMTQ0NDAzMTIxNjE4MA%3D%3D&el=1_x_1&_esc=publicationCoverPdf
https://www.researchgate.net/profile/Marwan_Aloqeili?enrichId=rgreq-405764bfc79adb682db478bce47b3373-XXX&enrichSource=Y292ZXJQYWdlOzI1NzY5NjQxODtBUzoyODExMDE0NDk4NzU0NTZAMTQ0NDAzMTIxNjE4MA%3D%3D&el=1_x_4&_esc=publicationCoverPdf
https://www.researchgate.net/profile/Marwan_Aloqeili?enrichId=rgreq-405764bfc79adb682db478bce47b3373-XXX&enrichSource=Y292ZXJQYWdlOzI1NzY5NjQxODtBUzoyODExMDE0NDk4NzU0NTZAMTQ0NDAzMTIxNjE4MA%3D%3D&el=1_x_5&_esc=publicationCoverPdf
https://www.researchgate.net/institution/Birzeit_University?enrichId=rgreq-405764bfc79adb682db478bce47b3373-XXX&enrichSource=Y292ZXJQYWdlOzI1NzY5NjQxODtBUzoyODExMDE0NDk4NzU0NTZAMTQ0NDAzMTIxNjE4MA%3D%3D&el=1_x_6&_esc=publicationCoverPdf
https://www.researchgate.net/profile/Marwan_Aloqeili?enrichId=rgreq-405764bfc79adb682db478bce47b3373-XXX&enrichSource=Y292ZXJQYWdlOzI1NzY5NjQxODtBUzoyODExMDE0NDk4NzU0NTZAMTQ0NDAzMTIxNjE4MA%3D%3D&el=1_x_7&_esc=publicationCoverPdf
https://www.researchgate.net/profile/Marwan_Aloqeili?enrichId=rgreq-405764bfc79adb682db478bce47b3373-XXX&enrichSource=Y292ZXJQYWdlOzI1NzY5NjQxODtBUzoyODExMDE0NDk4NzU0NTZAMTQ0NDAzMTIxNjE4MA%3D%3D&el=1_x_10&_esc=publicationCoverPdf

CHARACTERIZING DEMAND FUNCTIONS WITH PRICE
DEPENDENT INCOME

MARWAN ALOQEILI

ABSTRACT. We consider the demand function of consumer whose wealth de-
pends on prices. This extends the two traditional cases when the consumer
holds a goods bundle, so that his wealth depends linearly on prices, and when
his wealth is prescribed, independently of prices. We extend the Slutsky rela-
tions to this general case, and we show that they fully characterize the demand
functions, as in the traditional cases.

Keywords: Slutsky matrix, Demand function, Indirect utility, Mathematical in-
tegration, Economic integration.

Part 1. Introduction

The economics of efficient group behavior has recently attracted renewed atten-
tion from economists.! One basic framework can be described as follows. Con-
sider a K-person group in a n-commodity framework. The group is endowed with
some aggregate income y, which by homogeneity can be normalized to be 1; this
income can be used to purchase some (aggregate) bundle X under the budget con-
straint p’X = 1. All commodities are privately consumed; following the standard,
‘collective’ approach, we assume that the internal decision process always gener-
ates efficient outcomes. What does theory predict regarding the group’s behavior?
Specifically, is the efficiency assumption testable? More generally, is it possible to
find necessary and sufficient conditions for efficiency?

The answer to that question obviously depends on the type of data available.
One polar case obtains when only the group’s aggregate demand X (p) is observable.
In this case, a result by Chiappori and Ekeland (2009) states that the efficiency
assumption is testable if and only if the size of the group is smaller than the number
of commodities; the authors derive conditions on X (p) that fully characterize the
efficiency assumption. This result has been widely applied empirically, in partic-
ular to the analysis of household behavior.However, an increasing number of data
sets provide much richer information than the sole aggregate consumption at the
group (or household) level. An opposite, and increasingly interesting polar case is
therefore one in which individual consumptions within the group are fully recorded;
i.e., one can observe the vector % (p) for k = 1,..., K. In such a framework, what
are the implications of efficiency? For instance, in an efficient household, what
properties (if any) should individual demand functions satisfy?

Surprisingly enough, the answer to that question is still an open problem. The
difficulty, here, comes from the following issue. From the second welfare theorem,

I would like to thank I. Ekeland and G. Carlier for helpful discussions during my visit to the
University Paris-Dauphine in September 2010 where the major part of this article was written.
ISee [7] for a recent survey.
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any efficient allocation can be decentralized: there exists functions w! (p) , ..., w™ (p),
with Y, w* (p) = 1, such that z* (p) maximizes member k’s utility under the bud-
get constraint p'z* (p) = w* (p). We are thus left with the following question: can
we find necessary and sufficient conditions for a function z* (p) to solve a maxi-
mization problem of this type? In the particular case in which w* (p) is constant,
the answer has been known since the pioneering work of Antonelli [3] and Slut-
sky [11]: individual demand functions are fully characterized by the fact that the
associated Slutsky matrices are symmetric and negative definite. This is quite an
important property. On the one hand, since demand functions can be observed, the
Slutsky relations provide a testable consequence of utility maximization; empirical
tests have been carried out, and provide a validation of current theory (see [4]). On
the other, the preference relation can be recovered from the demand function, and
this has obvious policy and welfare implications. Another particular case, which
has been recently studied, obtains when w” (p) is linear - i.e., w* (p) = p'w* where
w¥ is a positive initial endowment. Then z* (p) is an individual excess demand
function, whose properties have been fully characterized by Chiappori and Ekeland
[8].

The problem is that these cases are extremely specific. Assume that the intra-
household allocation of income - the w¥* (p) functions - stem from some (efficient)
bargaining process. Then it is very unlikely that the outcome will involve either
fixed or linear allocations; actually, the empirical literature suggests much more
complex forms for the sharing rule. The problem is particularly acute when intra-
group production is taken into account - an aspect which is important in developed
economies and absolutely crucial in developing ones. Generally speaking, whenever
production is involved, individuals receive income from production activities; since
production functions are typically nonlinear, this will result in nonlinear effects,
and individual shares will be nonlinear functions of prices.

In such a general context, where w"* (p) is a known but arbitrary function of
prices, little is known about the structure of individual demands. The goal of the
present note is precisely to fill this gap, and to study the properties of individual
demands stemming from the maximization of individual utility when the individual
budget set is given by:

By (p):={x>0|pr <w(p)}

where w (p) is a prescribed function of the prices p.

The rest of the article is organized as follows. The model is introduced in the
next section. In section 2, some preliminary results are given. The main results
are given in section 3. In section 4, the problem of characterizing homogeneous
demand functions is considered. In the last section, two particular cases are given
in which the individual income is price dependent. Namely, we consider an exchange
economy and an economy with production.

1. THE MODEL

We consider the individual problem in which the agent’s income is a function of
the price vector p € R, . The consumer faces a problem of the following form

(73){ max U(x)

p'z = w(p)
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This kind of problems arise in many economic contexts. Two examples of such
models will be given in the last section. We need to adopt some assumptions to
insure existence and differentiability of demand functions. We suppose that the
utility function is smooth, increasing and concave in a strong sense, namely:

Assumption 1. We assume that the function U(x) satisfies the following condi-
tions:

e the function U is of class C® on Ry, .
e the gradient VU (x) belongs to R’} .
e the Hessian matriz of U is negative definite on {VU}+.

These assumptions guarantee the existence, uniqueness and differentiability of
the solution z (p) € R’ . The constraint is binding:

p'z(p) =w(p)
and there is a Lagrange multiplier A (p) > 0, so that the problem (P) can be
restated as:

max {U (z) + A (p) (w (p) — p'z)}
We prove now the following preliminary result

Lemma 1. If the utility function U(x) satisfies the conditions of Assumption (1)
and if w(p) is of class C* then the map p — x (p) and the function p — X (p) are
of class C?.

Proof. We apply the implicit function theorem. The functions x(p) and \(p) are
defined implicitly by the n + 1 conditions
D, U@x)—Xp = 0
Pz —w(p) =
Let F: R® x R" x R — R""! be defined by F(p,z,\) = (Fi(p,z,\), Fa(p,x, \))
where Fy(p,xz,\) = D, U(z) — A\p € R™ and Fy(p,z,\) = p'x — w(p) € R. To apply
the implicit function theorem, it suffices to show that the matrix

D F= Dg;Fl D)\Fl o Din(x) —p
AT\ DyFy DiFy ) P’ 0

is nonsingular. Let ¢ = (¢",¢') € R® x R. We will show that the linear sys-
tem (DgzAF)¢ = 0 has only the zero solution. This system can be written in an
equivalent form as

DI U(z)¢" —p¢t = 0
pP¢to= 0
It follows that (" € {p}+ = {VU}+. Multiply the first equality by " we get
(DU @))C" =0

Since ¢" € {VU}* and D2, U is negative definite on this subspace, we conclude
that (" = 0 and therefore ( = 0 is the only solution. So the matrix D, zF' is
nonsingular and we can apply the implicit function theorem which guarantees that
z(p) and A(p) are of class C?. The proof is complete.

O
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Introduce the indirect utility function

(1) V(p) = U (z(p)) + X(p) (w (p) — p"z(p))

The envelope theorem implies that the derivative of the function V' with respect to
p; is given by

) S =20 (Ge—a') . i=1en

Some properties of the indirect utility function V is given by the following theorem

Theorem 1. Let V(p) be the indirect utility function defined by (1). Then V(p)
has the following properties:

a: Positively homogenous of degree zero if w(p) is positively homogeneous of
degree one.
b: Quasiconvex if w(p) is convex.

Proof. (a) Suppose w(p) is positively homogenous of degree one. Then, for all
t > 0, changing p to tp does not change the budget set in problem (P), so that
x (tp) = z(p) and V (p) = U (z(p)) is unchanged. To prove (b), we argue as in
Varian [12]. Suppose that V(p) < wu and V(p) < u. Let p=tp+ (1 —t)p. We want
to show that V(p) < max{V(p), V(p)}. Introduce the following sets

S={e|pe<w®)}), S={z|pr<wp@)} S={r|f<w(p)

We claim that S ¢ SUS. Indeed, if this is not the case then there exists z
such that p'z > w(p) and p'z > w(p) whereas p'z < w(p). It follows that for any
t € (0,1), tp'x > tw(p) and (1 — )p'z > (1 — t)w(p). Adding up the last two
inequalities and using the convexity of w, we get

Pa=(tp + (1 =)p)z > twp) + (1 - tw(p) > w(tp+ (1 - 1)p) = w(p)
Hence p'z > w(p) which is a contradiction, so S c SUS as announced. This result
implies that

V(p) = maxU(a) < max U(x) = max(V(p). V(5)}

Which means that V' (p) is quasiconvex. The proof is complete. ([l

The indirect utility function can be written as V(p) = V(p, w(p)). The envelope
theorem implies that

2%

(3) 5 P 0(P) = Alp)

Using equation (2) and the fact that Dyw(p) — z(p) = p'Dpx(p), we get

oV (p,w(p))/Opi
IV (p,w(p)jow P Lre )

which is a generalization of Roy’s identity in the standard individual model. If
the income is price independent, w(p) = y, then p’D,z(p,y) = —z(p,y), so we
get Roy’s identity. The above equality means that a change in p; by dp; can be
compensated, to keep individual’s utility constant, by a change in income which
equals to dw = p'(Dp,x(p))dp;.
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2. MATHEMATICAL TOOLS

In this section, we give some theorems from exterior differential calculus (see [7],
part 2, for a primer, and [5] for a full exposition). The question to be answered
is the following. Given a vector field in a space of dimension n, when can it be
decomposed as a linear combination of k gradients, with k& < n ? This question is
best rephrased in the language of exterior differential calculus: given a 1-form

n
w= Z widp;
i=1

on a space of dimension n, when can one find functions v/ (p) and v; (p), with
1 < j <k < n such that:
k
w = Z u’ dv;
j=1
We refer to [7] and the literature therein, notably [1], [2], [8] for the mathemat-

ics and the economics of this question. The answer is provided by the following
theorems, which go back to Darboux:

Theorem 2. Let w be a 1-form defined in a neighbourhood U of p in R™. Suppose
that, we have
(4) WA (dw) "1 #£0, (dw)*=0 on U
Then there is a neighbourhood V C U of p and smooth functions vi and (uj,vj),
2 < j <k, such that the dv; and the du’ do not vanish, and

k: .
(5) w:dvl+Zu7dvj on V

j=2

Conversely, if w decomposes in the form (5) onU, and the dv; and the du? do not
vanish, then it satisfies condition (4) on U.

Proof. The case k = 1 states that w = dvy if and only if dw = 0, which is the
well-known Poincaré Lemma. For k& > 1, the converse is easy to prove. Indeed, if
w decomposes in the form (5), we have:

k
dw = Zduj A dv;

=2
and
(dw)* ™" = (k — 1)ldu® A dvg A ... A dub A duy,

Then (dw)® = 0 follows immediately (note, however, that w A (dw)*~* # 0). For
the direct part, we refer to [5]. O

We have also the following problem

Theorem 3. Let w be a 1-form defined in a neighbourhood U of p in R™. Suppose
that, on U, we have

(6) WA (dw) 1 #£0, (dw)*#0, wA(dw)* =0
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Then there is a neighbourhood V C U and smooth functions (uj,vj), 1<5<k,
such that the dv; and the du? do not vanish, and:

k
(7) w= Zujdvj on V
j=1
Conversely, if w decomposes in the form (7) on U, and the dv; and the du? do
not vanish, then it satisfies condition (6) on U.

Proof. Again, the converse is easy. If the decomposition (7) holds, then:
(dw)™ = Kldu' A dvy A .. A du® A doy,
and w A (dw)® = 0. For the direct part, we refer to [5] O

Another result, due to Ekeland and Chiappori in the analytic case (the coeffi-
cients w’ of the 1-form w are supposed to be analytic functions of p), and to Ekeland
and Nirenberg [9] in the general case, addresses the problem of finding such decom-
positions when the functions v; are required to be convex and the u® positive. We
state it as follows:

Theorem 4. Let w be a smooth 1-form in the neighbourhood of some point p.
There exist 2k functions u', ..., u* vy, ..., vy such that w can be decomposed as w =
utdvy +uldvg +- - - +uFdvy, where the functions u® are positive and the v; are convex
if and only if
(1) wA (dw)k = 0.
(2) There is a k-dimensional subspace S of T = {a | a Aw A (dw)¥~1 = 0} con-
taining w(p) such that on S*, the matriz w;;(p) is symmetric and positive
definite.

3. THE NON-HOMOGENEOUS CASE

In this section, we assume that the income function w(p) is not positively ho-
mogeneous of degree one which means that the demand function and the indirect
utility function are not homogenous of degree zero. In particular, w (p) cannot be
constant. The case of homogeneous demand functions will be treated in the next
section.

We are given a smooth map x (p) from a neighbourhood of p in R} to a neigh-
bourhood of z (p) in R, and a smooth function w (p) = p’x (p), which is not
1-homogeneous. We ask whether it is an individual demand function, that is,
whether there exists U (z) such that = (p) is the solution of problem (P).

Define the differential 1-form w as follows:

(8) w= Zx%p)dpi

Using equation (2), the 1-form w can be decomposed as

(9) w = pdV + dw
where 1
p)=———<0
n(p) )

Notice that w has a decomposition of the form (5) and that dw = duAdV, wAdw =
dwANduNdV # 0 and dwAdw = 0. Therefore, the necessary and sufficient condition
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for this decomposition is fulfilled. However, in our setting the income function w(p)
can be found from w(p) = p’xz(p) once z(p) is given.

The problem of mathematical integration consists in finding p (p) and V' (p) such
that the decomposition (9) holds. The problem of economic integration consists in
finding such a decomposition with p (p) < 0 and V (p) quasi-convex (see [7]).

3.1. Mathematical integration. A necessary condition can be obtained directly
from equation (2).

Lemma 2. Suppose z(p) is an individual demand function. Then D,z (p) is the
sum of a symmetric matriz and a matrix of rank one.

Proof. Recall that

z(p) = u(p)DpV (p) + Dyw(p)
Differentiating both sides of this equation with respect to p, the matrix D,z (p) can
be decomposed as

Dy (p) = u(p) D,V (p) + Dppw(p) + Dpp(p) (D, V ()’
Using the fact that D,V (p) = A(p)(D,w(p) — x(p)), we get
Dypps(p)

(10) Dya(p) = u(p) Dy, V (p) + Dpyw(p) + W(x(p) = Dpw(p))’
The first two terms are symmetric while the last term is a rank one matrix as
required. (I

It follows from the last result that the restriction of D,z (p) to a subspace of
codimension one is symmetric. More precisely, let € {D,w(p) — z(p)}* then:

1
(11) n' Dypz(p)n = —mn’Df?pV(p)n +1'D2,w(p)n

which means that the restriction of D,x(p) to {D,V (p)}*, which is a subspace of
codimension one, is symmetric.

The following result provides a necessary and sufficient condition, that is, a full
characterization.

Theorem 5. Let w be the 1-form associated with = (p) by (8) and w(p) = p'z (p).
Then, w can be decomposed as w = pdV + dw on some neighbourhood of p if and
only if the matriz

(12) S =Dz + o ((Dpz)" = Dpx)pp’ (Dpx)

1
(Dpz)p
is symmetric on some neighbourhood of p.

Proof. Suppose that w = pudV + dw, so that w — dw = udV. The last condition is
equivalent to:
(w—dw)ANdw =0
This, in turn, is equivalent to saying that there exists some 1-form 3 such that
(13) dw =B A (w— dw)
We shall determine the 1-form § (mod w — dw) by applying the vector field
n 6
14 - ——
(14) § Zp ap;

i=1
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to both sides of equation (13). This gives

(15) dw(§,.) = B A (w—dw)(E,.)
Expanding the right-hand side we find that
BA(w—dw)(§,.) =< B,¢> (w—dw) - f(w—p'Dw)
Equation (15) becomes
dw(&,.) =< B, > (w—dw) — B(w — p'Dw)
Solving for 3, we get
1
p= m(—dw(&-ﬂ‘ < B, &> (w— dw))
Note that the denominator does not vanish, since w (p) has been assumed not to
be homogeneous. Plugging this value of 8 into equation (13), we obtain
-1

1 = —-—— . —

(16) dw wfp’Dwdw(f’ YA (w — dw)
However, a direct computation gives:

oz’ Ox) >
2 (819] api )

i<j

(17) . Z Opr pk p] Z 8 pkdpj

Performing the exterior product in equation (16), we get:
. Ow o0z’ . Ow
dw = E E - —)— — "——) ) dp; Ndp;
YT wo p’Dw <6 pr(@ 8pi) 8pkpk(m 8p»)> Py 12 oP

Let I = (w — p'Dyw(p ))_ . This equation takes the equivalent form

k

oxt 9 9 Oz 9
Z(m aﬁ)dpj/\dpz—fz:( N (A B
1<J v

Op; D; Op;” Opy Opi
z<j
oz . Ow oxt . OJw
- (2! — — J dp; Nd

o, pr(z 8pj) + 8pkpk($ op; )) pj A dp;
We conclude from the last equality that the matrix s defined by

Ox? 1 oxk oz’ . Ow

18 = —  — — Jj_ 2=

N e (Gom-2om) @ - 34

is symmetric.

We now recall that w (p) = p’x (p). Differentiating with respect to p;, we get
ox* ow
Opi 52%‘

(19)
k
It follows that

(20) 5}91 Z

k l

=—p'D,,x
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Multiplying the last equation by p; and adding up yields
(21) w — p'Dyw = —p'(Dpx)p
Using (20) and (21), we can write (18) as

ox’ 1 " /9xk Ozt
S = - ( — ) 'D,.x
T Op; P/ (Dpr)p ,; opi ~ opg ) P D)

and this matrix should be symmetric.

Conversely, let there be a function x(p) such that S;; is symmetric, and set
w(p) = p'z (p). Differentiating, we get equations (20) and (21) so that S = 5’ is
equivalent to s = s’. But the symmetry condition s = s is equivalent to (w — dw) A
dw = 0. Therefore, there exist two functions u(p) and V(p) such that w—dw = pdV'.
This completes the proof. O

This solves the mathematical integration problem. The necessary and sufficient
condition for mathematical integration is the symmetry of the matrix

(22) S =Dz + o ((Dpz)" = Dpx)pp’ (Dp)

1
(Dpz)p
It is the natural generalization of the Slutsky matrix. Indeed, in the case when the
income is independent of prices, w (p) = y, the Marshallian demand has the form
z (p,y). Relation (19) becomes:

Oxk i
A Op;

and since z (p, y) is positively homogeneous of degree zero:

oz’ ox'
> "~ pr+ =0
k

I'L
Opy dy

Its follows that p’D,z(p) = —x(p) and p’D,yz(p)p = —y. Consequently, the sym-

metry condition S;; = S;; is equivalent to
oxt 1 A , ozl 1 017 ;
Si; = ——(—z'+——y)(—2))=Sji=— — — (-2 + —y)(—2'

Canceling similar terms from both sides, we end up with

ozt Oxt B oxd Ol

+ a2 = + 5
Ipj Oy dpi Oy
which are the standard Slutsky conditions. By comparing the matrix S with the
Slutsky matrix one can argue that the second part of the matrix S given by

1
m((Dpx)/ — Dpx)pp(Dp)
is the income effect. When the price of some good changes, the income effect
represents the change in demand that results from the change in real income of
the consumer. Notice that demand functions are homogeneous of degree zero when
income is price independent. Moreover, zero homogeneity implies that the price
vector belongs to the null space of the Slutsky matrix.

%
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Demand functions that we consider in this section are not homogeneous of degree
zero. Consequently, Sp # 0. More precisely

Sp = (Dpx(p))'p # 0

We conclude that the price vector doesn’t belong to the null space to our extended
Slutsky matrix unless income is price independent or demand functions are homo-
geneous of degree zero.

3.2. Economic integration. We begin, as above, by a simple necessary condition

Lemma 3. Let z(p) be an individual demand function with convex income function
w(p). Then, the matriz Dyz(p) — Dgpw(p) is negative semidefinite on the subspace

{Dpw(p) — =(p)}+.
Proof. Using equation (10), we can write

1 1 )
(23)  Dpz(p) — Dy,w(p) = —mDipV(p) + m(DpA(p))(Dpw(p) —2(p))

Since the indirect utility function is quasiconvex, Dng is positive semidefinite on
the subspace
1 1L
{DpV(p)}~ = {Dpw(p) — 2(p)}

It follows that for any vector n € {D,w(p) — z(p)}*, we have

n'Dy(p)n — 1’ Dy ,w(p)n < 0
which is the desired result. (I

We conclude from the last inequality that Dpxz(p) could be either positive or
negative semidefinite on {D,w(p) — z(p)}*. Moreover, if the income is price in-
dependent, the last theorem states that the Jaccobian matrix Dyx(p) is negative
semidefinite on {z(p)}* which follows from the negative semidefiniteness of the
Slutsky matrix.

We shall rewrite this condition under a form that involves the partial derivatives
of z(p) only. To this end, we define the matrix 7" whose ij-entry is given by

0?zk (‘)xj
(24) -2 _
op0p" " om
Corollary 1. Let x(p) be an individual demand function such that the income

function w(p) is convex. Then the restriction of the matriz T on the subspace
{p'Dpz(p)}+ is symmetric and positive semidefinite.

Proof. Differentiating the budget constraint we get
Ox* _ ow

8 api

(25)

k

We write this equation in matrix form as D,w(p) — z(p) = p'Dpx(p) from which
we conclude that {D,w(p) — z(p)}*+ = {p'D,x(p)}+. Differentiating both sides of
equation (25) with respect to p;, we get

Z 92k 6xj n oxt B 0w
Op; api api dp;  Op;Opi
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Using matrix notation, this becomes:
T (p) + Dpa(p) = Dpyw(p)
It follows that we can write (23) in the following form

1, 1 , ,
(26) T= WDppV(p) - @(Dp/\(p))(p Dyz(p))

The result follows from the last equality. O
Note an immediate consequence:
Corollary 2. The restriction of Dyx(p) to {p'Dpz(p)}~* is symmetric.

To find a necessary and sufficient condition for economic integration, we apply
the results of Chiappori-Ekeland and Ekeland-Nirenberg [9].

Theorem 6. Let x(p) and w(p) be given functions that satisfy the following con-
ditions:

(a): p'z(p) = w(p).

(b): w(p) is convex.

(c): The matriz S given by (22) is symmetric.

(d): The restriction to {p' Dyx(p)}* of the matriz T given by (24) is positive

definite.
Define w = >_ z'dp;. Then, locally there exist two functions \(p) and V (p) such

that w = XAV + dw where A(p) is positive and V (p) is quasiconvez.

Proof. We apply theorem (4). Let us define the differential 1-form Q by
Q=w-—dw

By Theorem 5, d2 = dw and Q A dQ) = 0. Using the notation of theorem (4), we
have k =1, T = {a|la AQ = 0} and S = span{Q}. Its clear that Q € Z and that
S+ = span{p'D,z(p)}+.

Consider the matrix:

_ O 0w
Y 9p;  Op;op;

The restriction of (£2;;) to a subspace of codimension one is symmetric and negative
definite according to (24) and hypothesis (d). It follows from the Ekeland-Nirenberg
Theorem that there exist two functions p(p) and v(p) such that p(p) > 0, v(p) is
concave and 2 = udv. It follows that w = udv + dw which gives

ov ow
Op; Op;

Q

' (p) = p(p)

Setting A(p) = M%) > 0 and V(p) = —v(p), V(p) is convex since v(p) is concave,

we have:
ov ow i
=0 (e ')

where V (p) is convex and therefore is quasiconvex. The function V (p) is an indirect
utility function and A(p) is the Lagrange multiplier. From V, we can find the
direct utility function U(x) for the individual whose demand function is z(p). This
completes the proof. O
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4. THE HOMOGENEOUS CASE

In this section, we adopt the additional assumption that the income function
w(p) is homogeneous of degree one. Therefore, the demand function z(p) and the
indirect utility function V(p) are homogeneous of degree zero. We proceed now
as in the previous section while performing the necessary modifications implied
by the homogeneity conditions. The following theorem solves the mathematical
integration problem in the homogeneous case.

Theorem 7. Let w be a differential 1-form defined as above where x(p) is a solution
of problem (P) such that p'z(p) = w(p) and w(p) is conver and homogeneous of
degree one. Then, w can be decomposed as w = udV + dw in the neighbourhood of
a point p if and only if there is some Z—form B =" Bidp; satisfying

sz =1

such that, for all i j, we have:

i 3&6] ox*

87]
in a neighbourhood of p.
Proof. As above, the necessary and sufficient condition is:
(28) dw =B N (w— dw)

Let us apply the vector field £ = pia%i to both sides of this equation. Notice

first that, since w(p) is homogeneous of degree one and z(p) is homogeneous of
degree zero, we have from Euler’s identity

" Jw " Ozl _
6 A Pi —’LU(p) and ;67]72171 :Oa J :1,...,?7,

It follows that:
(29) dw(€,.) =< 5,& > (w—dw) — f <w—dw,§ >
But
<w—dw,E>=<w,{>—<dw,E>=w—w=0.
Therefore, equality (29) reduces to dw(&,.) = < 5,€ > (w — dw). Recall that

oz’
dw(€,.) = o, ——pjdp; — Za pzdp]

The first term vanishes because a:(p) is homogeneous of degree zero. We end up
with

oz’
dw(é,.) = — Z gpidpj =< B,€ > (w— dw)
ig Y
This equation can be written under the form

(30) dw(g,) =< B,€ > Z (x] 2;‘;) dp;

Differentiating the budget constraint once, we get x(p) — Dpyw(p) = —p'Dpz(p).
Equation (30) can be written as dw(&,.) = < 8, > dw(E,.). We conclude that the
differential 1-form 8 must satisfy < 5,£ > = 1.
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We now go back to (28). Set 8 = >, #/dp;. Using the fact that z(p) —
D,w(p) = —p'Dyx(p), equation (28) can be written as

ozt Ox i ox*
;( : ap) dp; Ndp; == (BJ Tpk_ﬁ Z%pk> dp; A dp;

ap] 1<J

This equality is satisfied if and only if

oz’ . oxk 0z’ . ozk
31 N = i
(31) a; Ek: o o B Ek: o Lt
Where ( is any differential 1-form that satisfies the condition < 8,& > = 1. The
proof is complete. O

Its clear that the price vector p belongs to the null space of the matrix obtained
in theorem (7). Notice that the demand function can be written under the form
x(p,w(p)) and the budget constraint is p’x(p, w(p)) = w(p). Differentiating both
sides with respect to w, we get

Then, we can take 8 to be the 1—f0rm defined by
g = Z dpk

Its clear that § satisfies the condition < B8,& > = 1. By taking ' = %%’7 the
symmetry condition (31) takes the form

(32)

oz Ot oxk Oxd Ol ok
dp; Ow 2. 2

Another possible choice for S is
1
o > pidp;
J

Its clear that [ satisfies the condition < [,£ >= 1. For this choice of 3, the
symmetry condition (31) takes the form

Oz’
Zapj kT 7_728101

We have the same symmetry and negative semidefiniteness as before. We state the
following theorem for which we omit the proof.

(33)

Theorem 8. If z(p) is a solution of problem (P) that is homogenous of degree zero,
then D,x(p) is symmetric and negative semidefinite on the subspace {p'D,x(p)}+.

Notice that all results of the previous section, except theorem (5), hold including
theorem (6) that solves the economic integration problem.
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5. TWO PARTICULAR CASES

5.1. Case 1: An exchange economy. In this section we consider a simple ex-
change economy in which the income of the consumer is simply the value of his
endowment e € R’} so that the income function w(p) = p'e is a linear function of p.
In this case we have Dyw = p and D2w = 0. It follows that equality (11) becomes

n' Dpa(p)n = %T/ng(p)ﬁ +17 ng)p) (z(p) —e)'n

This condition means that the Jacobian matrix of x is negative semidefinite on the
space orthogonal to the Span{e — x}. In other words, if we define the differential
1-form p as

n
p=> (x'(p) — ¢')dp;
i=1
then the first order conditions for constrained maximum imply that p = ﬁ;)dv
which is equivalent to p A dp = 0. Using the constraint p’z(p) = p’e, we have

q;k . .
SO = —(@i () - )

In this case, the symmetry condition (32) can be written as

ox'  Ox' . . Oz  OxF

8pj+8w(x e)iapi—'_@w( ¢

This is indeed the Slutsky matrix in an exchange economy. It is symmetric and
negative semidefinite.

In this simple economy, the initial endowment of the consumer is given which
determines, in turn, the income function of the consumer. Notice again that if
the consumer’s income is price independent; that is, w(p) = y that ¢! = 0 for
t = 1,...,n and the above symmetry condition means that the Slutsky matrix
S = Dpx + (Dyx)z’ is symmetric.

5.2. Case 2: An economy with production. We give now another example of
an economy in which the income of the consumer depends on prices. This is an
economy with production.

Consider a private ownership economy in which consumers own shares in firms
whose profits are distributed to shareholders. For any firm j, consumer i’s owner-
ship is represented by a number 0 < 6% < 1. We require that ), 6% = 1 for any
firm j. We assume that there are J firms in this economy.

Let Y be the total production set of the economy. ThatisY = Y'+4...+Y "/, where
Y7 is the production possibility set for firm j. We assume that the total production
set is closed, strictly convex and satisfies the free disposal property. The strict
convexity assumption rules out constant and increasing returns to scale economies.
Under these assumptions, the profit function and the net supply function are well
defined and satisfy a set of important properties.

Denote by y;(p) the net supply function of firm j which is simply the function
that associates to each vector p the profit maximizing net output vector at those
prices. The vector-valued function y;(p) is homogeneous of degree zero, Dpy; is
symmetric and positive semidefinite and (D,y;)p = 0.
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It follows that the profit of firm j is w;(p) = p'y;(p), where y; = (yj, ..., y}) € R™.
The negative entries of the vector y; should be interpreted as demand for inputs.
The profit function w;(p) is convex, homogeneous of degree one and D,w; = y;(p).
For more details and proofs, see Mas-Colell et al [10].

In this setting, a typical consumer’s income can arise from two sources, from
selling an endowment of commodities ¢ € R} and from shares in the profits of
any number of firms. Let p € R}, be the vector of prices, the consumer’s budget
constraint is

pat <plet+ ) 07w;(p)
7

where 2 € R} is a commodity bundle and w;(p) is the profit function of firm j. It
follows that consumer ¢ solves the following problem
max,: U'(x?)
p'at =ple’ + 370 w;(p)

So we have an income function for consumer i that takes the form w(p) = p’e’ +
> 0"w;(p). This income function is homogenous of degree one and convex. If we
omit the index 4, the consumer’s objective in this economy is to maximize the utility
function U(x) subject to the constraint p'x = w(p) where w(p) is homogeneous of
degree one and convex. That is; we have an individual problem of the type (P)
for which the solution and the value function (the indirect utility function) are
homogenous of degree zero and the indirect utility function is quasiconvex.
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