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I. INTRODUCTION

One of the well-known paradoxes of infinity is the possibility that a
competitive program is inefficient, such inefficiency being linked to over-
accumulation of capital. Recognition of the serious implications of this
fact has led to attempts to derive conditions that can isolate completely
the set of efficient competitive programs. However, these conditions seem
to depend on rather specific properties of the technology, and even among
the simpler economic models there are basic qualitative differences in
the criteria for characterizing completely the set of efficient competitive
programs. Nevertheless, in order to gain a proper understanding of the
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role of prices in guiding resource allocation over time in a decentralized
or a centrally planned economy, it is essential that we have easily applicable
criteria identifying the efficient competitive programs, at least for the
more important models of intertemporal resource allocation. For the
neoclassical model a fundamental resuit has recently been established
by Cass [2], and his characterization has been extended to some uitisector
open models [3] (see also [18]). No parallel study has yet been undertaken
for closed multisector models, i.e., models in which all commodities are
producible. The first purpose of this paper is to point out that for a large
class of closed multisector models, a program is efficient if and only if
it satisfies the intertemporal profit maximization condition relative to
a nonnull sequence of ronrnegative' price vectors and the transversality
condition that the values of inputs at these competitive prices goes to zero.
It is immediately seen (in Sect. IV) that this characterization is quite
different from the one obtained by Cass. The Cass criterion does not
apply to our framework, just as our condition need not necessarily be
satisfied by an efficient program in an open model. The class of models
considered in this paper includes, in particular, those of Dorfman,
Samuelson, and Solow [5] and McKenzie [13], in which the technology
permits output substitution, as well as those of Samuelson and Solow {24],
Morishima [19], and Nikaido [20], in which there is the possibility of
input substitution. 1In view of the extensive use of such closed models in
theoretical and empirical literature on growth and planning (see, for
example, [4, 22, 26]), and the fact that our substitution assumptions are
perhaps the most commonplace ones in economic theory, as reflected
in the “usual” shapes of isoquants and production possibility curves,
a unified and systematic presentation providing a complete characteri-
zation of efficient programs in these models will hopefully be of some
interest.

It is known from [17] that a sufficient condition for efficiency is the
existence of a sequence of strictly positive competitive prices relative to
which the transversality condition holds. However, even in finite
dimensions and with output substitution in the technology an efficient
program need not have strictly positive competitive prices, and for infinite
programs even when the prices happen to be strictly positive, the trans-
versality condition does not necessarily hold in open models (recall the
“golden rule” examples!). The important fact that with substitution
possibilities in closed models, in which there is a strictly positive vector of
von Neumann stocks, nonnegative competitive prices together with the

L An m-vector x = (x?) is nonnegative (written x = 0) if x* = 0 for all 7, It is semi-
positive (written x > 0) if x = 0 and x == 0. It is srrictly positive (written x > 0) if
xi. 0forall i. A sequence p = (p,) of m-vectors is nonnull if p, 5= 0 for at least one 7.
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transversality condition are equivalent to efficiency, has not appeared
in the literature, although the adequacy of the transversality condition in
signalling capital overaccumulation has often been discussed (see [25,
p. 273]).

Assuming the strict positivity of competitive prices, Kurz {12, p. 281]
and Kurz and Starrett [13, pp. 575, 576] were able to show that the
Malinvaud prices associated with an efficient program must necessarily
satisfy the transversality condition when (a) the efficient program is
“locally contractable” or (b) “productive.” However, one can show that
an efficient program in a closed model can never satisfy the local contracta-
bility assumption and, as Kurz himself recognized, the condition of
productivity is too strong and is not implied by the substitution conditions
that we shall consider. In our proof of the necessity of transversality in
the closed model, we show the existence of the system of competitive
prices supporting the efficient program such that the present value of
any feasible program is finite and is maximized at the given efficient
program. Note that present value maximization is stronger than the
properties usually obtained in the more general framework of
Malinvaud [17].

A second purpose of the paper is to apply our result to characterize
Pareto optimal programs in a model with overlapping generations and to
relate the problem of Pareto optimal distribution over time to the problem
of efficient allocation of resources in this framework. Actually, following
Samuelson [23], it is conventional to examine the distribution question in
a “productionless” economy—where the agents have given endowments
for exchange. We introduce production in a simple way, and in the
extended model, our main result (under differentiability assumptions) is
that a program is long-run Pareto optimal if and only if it is short-run
Pareto optimal and efficient. Thus, roughly speaking, the problem of a
“proper” distribution of goods is essentially a short-run feature and the
only long-run problem~the only paradox of infinity—is one of inefficiency
or capital overaccumulation. This proposition was first proved by Bose [1]
for a neoclassical framework. Our exercise supplements his work and
indicates that the proposition is valid, for a more general class of models.

11. EFFICIENCY IN TECHNOLOGIES WITH OUTPUT SUBSTITUTION

Wa. The Model

The framework chosen here is the familiar closed model of production
(see, for example, [20] or [19, Chap. VI], for detailed interpretation).
Consider an economy in which there are m producible goods. The
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technology does not change over time, and is described by a set J in
the nonnegative orthant of R®"—a pair (x, y) is in  if and only if it is
possible to get the output vector y in period (¢ + 1) by using the input
vector x in period t. The foliowing assumptions on .7 are maintained
throughout this paper:

(A1) J is a closed convex cone in the nonnegative orthant of R*™
(continuity, convexity, and constant returns to scale).

(A2) (0,y)eT implies y = 0 (impossibility of free production).

(A.3) There is (X, ) € T with y > 0 (producibility).

(Ad) (x,)eT and x' =x, 0 <y <y imply (x',y)eT (free
disposal).

As usual, for any (x, y) €7 with x > 0, let A(x, y) = max{A: y = Ax}.
It is known (see [9 p. 338]) that under (A.l) through (A.4), there are
(£, 9) € 7, A > 0 (Ais finite), and a price vector § > 0 such that

A= XN&9), §=2A%f AZ=Xy,y») forall(x,y)ed withx >0,
y < Apx  forall (x, v) e T. (2.1)

We follow the usual convention of referring to p as a von Neumann price
vector, & as a vector of von Neumann stocks, and X as the von Neumann
growth factor. In what follows, we shall assume without loss of generality,
that A = 1, in order to simplify notation. Given any 7 satisfying the above
assumptions, one simply takes the corresponding present value technology
T = {(x,y): (x, \y) € T'}. 7 has the same structure as 7, and obviously
has a maximal Von Neumann growth factor equal to one which is
is achievable at any vector of input proportions at which A is achievable
in 7. The interested reader is referred to the paper by Winter [27,
p. 68-9] for details, and is invited to verify that the assumptions made
below are not in conflict with this convention. Keeping in mind that X = 1,
the next assumption can be stated simply as

(A.5) There is some £ > 0 such that (£, £) e T

In other words, we assume that there is a strictly positive vector of
von Neumann stocks. Next, we define a feasible production program from
X as a sequence (x, y) = (x;, Ji4y) such that

Xy = X, X < Yy forall t > 1,
(2.2)
(x:, Vi) e T forallr = 0.
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The consumption program ¢ = (¢,) generated by (x, y) is defined as:
¢ =1y, — x,(=0) forallt > 1. (2.3)

We refer to (x, v, ¢) as a feasible program from X, it being understood that
(x, ») 1s a production program and c¢ is the corresponding consumption
program. A feasible program (x*, y*, ¢*) from x is efficient if there is no
other feasible program (x, y, ¢) from x such that ¢, > ¢,;* for all ¢ and
¢, > ¢;* for some 1. A feasible program (x*, y*, ¢*) from x is competitive
if there is a nonzero sequence ( p,*) of nonnegative price vectors such that
for all t+ > 0 one has

0=pfay’y —px" = play —pSx forall(x,y)in7. (24)

In other words, the intertemporal profit maximization condition (2.4)
is satisfied for all 7. A competitive program (x*, y*, c*) satisfies the
transversality condition if p,*x,* goes to zero as t goes to infinity.

IIb. Technologies with Output Substitution

We now introduce the concept of output substitution. Essentially it is
required that if it is possible to produce y from x with y* > 0, then
for any commodity j (s£ ) it is also possible to produce more than y?
of it from x with a suitable reduction of y%, keeping the outputs of all
other commodities unchanged. More formally, we have

(A.6) Suppose that (x,y)e T with y* > 0 for some i. Given any
j # i and any 9, satisfying 0 < 6; < y%, there exists 8; > O such that
(x,yYe T where y? =y — 8;, y7 =y 4+ 8;, and y'* = y* for all
k #1i,].

Note that §; in general depends on §; as well as on the (x, y) under
consideration. In Fig. 1, technologies (a) and (b) satisfy output substi-
tution, while (¢) does not. Using convexity, one can show thatif (x, y) € 7,
y>=y >0, and y >y’ for some i, then by (A.5) there exists 3’ with
(x,y)eZ and y > y?2 Two examples of technologies with output
substitution will be given.

EXAMPLE 2.1. The polyhedral 7 defined as 7 = {(x, y): 4z <X,
Bz > y,z > 0} where A4 is an n X n strictly positive matrix and B is the
n X nidentity matrix, satisfies (A.6). In general, however, if 7 is a poly-
hedral convex cone output substitution may not be possible.

2 Since the argument is used repeatedly in our proofs, we spell it out completely.
Choose 0 < §; < 3 — y'. For each j # i, there exists 8; > 0 such that (x, y — §,0; -+
8;w;) € 7, where w, is a vector with a one in the ith place, zeros elsewhere. By convexity,
(x,») = (1fm — 1)) Zjur (x,y — 8;; + S0;) €7, and y' > y.
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{a) (b) (c)

FIGURE 1

ExampLE 2.2, Let F be a nonnegative real-valued function on the
nonnegative orthant of R*"~! such that it is continuously differentiable,
concave, and homogeneous of degree one. Define

T = {(x,y): 0 < ym < F(xL,...,x" yL..., y" D

This is the well-known neoclassical transformation process of Dorfman,
Samuelson, and Solow [5]. F( ) gives the maximum value of the output
of the mth good given the values of its arguments. It will be assumed that
oFjoxt > 0 for i = 1....,m and 8F/0y* < Ofori=1,2,..,m — 1, and
verification of the properties listed above is easy.

While the requirement that the technology satisfies (A.6) may be strong,
it is clear that (A.6) does not guarantee that for an efficient consumption
program,?® the associated prices (p,) are strictly positive. The following
theorem settles the question of relating efficient to competitive programs,
when the technology satisfies (A.1) through (A.6):

THEOREM 2.1.  Under (A.1) through (A.6) a feasible program (x*, y*, ¢*)
from x > 0 is efficient if and only if there exists a nonnull sequence (p;*)
of nonnegative price vectors satisfying for all t = 1,2,...,

%

0 =playia —p*x* 2 play —pix  forall(x, ) ed (2.5)

and
]jp;n pix* = 0. (2.6)
Proof. (Sufficiency). Suppose that (x*, y*, ¢*) is a feasible program

from x such that there exists a nonnull sequence (p,*) of nonnegative
price vectors satisfying Eqs. (2.5) and (2.6). We have to prove that

3 Consider the example of Arrow (see [8, p. 88, Footnote 52]) where 7 = {(x, y) > 0:
0" + (2 < [min(x!, x2)]°}. However the (productive) efficient point y* = (1, 0)
produced from x* = (1, 1) can be supported only by the price system p,1 = 1 and
Py = 0.

642/13/1-3
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(x*, y*, ¢*) is efficient. To this effect we start by showing that for any
feasible program (x, y, ¢) from x one has

pre* = po¥x. 2.7)
Po

18

Y pie <
i

.
[

1

Feasibility of (x, y, ¢) from x and Eq. (2.5) guarantee that for any T > 1,

T
Sr = Z pi¥ey < po*x. (2.8)

t=1

Nonnegativity of p, and ¢, implies that S is a monotonically nondecreasing
sequence which by (2.8) is bounded above. Hence, limy_,, S, exists and
clearly

lim Sy = Z pe¥ey < po*x. (2.9)

To=x =1

For the particular program (x*, y*, ¢*) under consideration, one has
Ztrzl pi¥e® = po*x — pr¥xr*. Using Eq. (2.6) and taking limits one has
Eq. (2.7).

Next, an important property of the competitive prices (p,*) satisfying
Eq. (2.5) is noted:

" = O implies pfy = 0 for all t = 0; hence p,* > 0; p,* > 0. (2.10)

This conclusion does not depend on the transversality condition Eq. (2.6).
To establish Eq. (2.10) note that if (a) p;* = 0 for some T > 1, and
Pra > 0, Eq. (2.5) implies that pf ,y — pr*x < 0 for all (x,y)e 7.
By (A.3), pf.1 7 > 0 = p,*X, a contradiction. If (b) p,* = Oand p,* > 0,
we have again by Eq. (2.5), p*y — py*x < 0 for all (x, y) € 7. By (A.3)
there is some 8 > Osuch that (x, f¥) € 7. Hence, 0 < p,*By < po*x = 0,
a contradiction. By (a) and (b}, p,* = 0 implies p/, = 0 for all ¢ > 0.
Since the sequence (p*) is not null, p,* > 0. Finally, since p,*x > 0,
we have by Eq. (2.5), p*»1* = po*x > 0 which means that p,* = 0,
completing the proof of Eq. (2.10).

We now come to the proof of the result. Suppose that (x*, y*, ¢*) is
not efficient. This means that there is a feasible program (&, ¥, ¢) from
x suchthaté, > ¢,*forallt >> 1and & > ¢, *forsomet,sayt = ¢’ > 1.
Either p} = 0 (Case I) or pf > 0 (Case 11). We examine each case in turn
for a contradiction.

Case 1. Consider the last period =, 1 << = < ¢/, for which p.* > 0.
Since F, = & > cf =0, (A.2) implies $,_, > & _, > 0. Repeating
this process, we finally get #, > 0. Construct a feasible program (z”, 5", ¢")
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from x with & = ¢, for t <7, &, =¢,+ &, and & = 0 for 1 > 7.
By (A.6), one can construct a feasible program (&', ', &) from x such that
& =¢ for t 7 and & > c¢.*. Then using (2.10), Y5, p*é =
Sooipte) > Yapret = . pi¥e*, a contradiction of (2.7).

Case 11.  Using (A.5), one can construct a program (&, 7', &) from
x such that ¢/ = ¢, for ¢t # ¢’ and & > ¢} . Since p, > 0, this implies
Seap*é > Yo pXe*, contradicting (2.7). Thus, the sufficiency part
of the theorem is proved.

(Necessity). An important consequence of (A.5) and (A.6) is that
the von Neumann price vector p is strictly positive. (2.11)

Since p is semipositive, for some j one has # > 0. Suppose that for some i,
p* = 0. By (A.5) we have (&, £) € 7 where £> 0. By applying (A.6) we
have (£, y)eJ where y* > &, 3/ < & and y* = & for k == i,j. But
Py — p& = piy? — p'&* > 0, contradicting the definition of  (see Eq. (2.1)
keeping in mind that A = 1). This establishes Eq. (2.11).

Since by (A.5), (£, £)€J and £ > 0, the following useful property is
obvious:

There exists 6 > O such that (£, 6w) € T where w = (1,..., 1) € R™
(2.12)

Define G = {c = (cp):c;, =y, — x; forallt > I, xy = x, (x;, 1) €T,
for all t+ > 0}. Clearly, G contains all feasible consumption programs
¢ = (c¢;), which satisfy these properties and the additional requirement
that ¢, > 0 for all ¢. By Eq. (2.1) for any feasible consumption program
¢ = (c¢,) one has for all T > 0

e

pe, < px — pxr < px. (2.13)
1

o+
il

Since p > 0 (by Eq. 2.11), for any feasible consumption program ¢ = (c,)

[ee) m
lell= 3 le] <opx,  where |e,[ =Y [¢fl, (214)
t=1 i=1

where o > 0 is determined by p.

Let & be the linear space of all sequences ¢ = (c,) such that {[c|| is
finite. An element p of 2%, the set of all continuous linear functionals on &
can be represented? as a sequence p = (p,) such that || p ||, = sup, | p, |«

4 See [21, p. 64] or [6, p. 289].
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is finite, where | p, |, = max;|p/|. Let F = (GN X)) — &'t, where ¥+
is the set of all nonnegative sequences in #. # is easily seen to be a convex
and closed (under pointwise convergence) subset of &5

Let y > O be such that y£ < x. The program ¢” = (0,..., 0, 6yw, 0,...)
generated by pure accumulation at the von Neumann growth rate until
7 — 1, followed by the activity given in Eq. (2.12) to yield consumption
in period 7 is feasible. Hence ¢7 is in % for all + > 1. Clearly ¢®* = 0 is
also in .#.

Consider any ¢’ in & satisfying || ¢’ || < 6y, and define 8, = | ¢, |/6y
fort>1land 6y =1—3;,6, >0. Then ¢’ <Y ;0.c" = ¢" and ¢”
is contained in &% by convexity and closedness under pointwise con-
vergence. Hence ¢’ € # and we have proved that .% has an interior point.

Consider the given efficient program (x*, y*, ¢*). It is easy to check
that c* is in the boundary of #. Hence by a separation argument there is®
a nonzero continuous linear functional p* = (p,*) on & satisfying

1=

pfe =Y pre,  forallc = (c;) in Z. (2.15)
t=1

=1

Since .Z contains all nonpositive sequences in Z, p,* must be nonnegative
for each t. The proof will be completed by a demonstration that (2.15)
implies the competitive condition Eq. (2.5).

For+ = 1,definec, = ¢; = ¢,*forallt # 7,7+ 1;¢,” = ¢,* — x,;
¢! = ¢ + X% ¢y = o Yo i €l = €y — v, . One can verify
that ¢’ results from augmenting production in = by (x,, y,,,) in J, and
¢” results from reducing production to zero in 7. Hence, ¢’ and ¢” are in &,

implying from (2.15) that

p:(+1y7+1 - p‘r*xf < 0 for all (XT ’ )’1+1) € '9—, T /> l~ (216)

Prayra — P =0 for =1 (2.17)

Next consider ¢ defined by ¢, = y,*, ¢, = 0 for ¢ > 1. Clearly ¢ is in #,
and Yo, p.50 = pn* < Yeape*. On the other hand, summing
the conditions (2.17),

-1 T
0= Z (Pt*+1ytt1 - pt*xt*) = Z Pt*"t* +- PT*xT’l< - pl*yl*'
t=1 t=1

5 One can easily adapt the arguments in [14, Lemma II, p. 45].
¢ See {10, Theorem 14.2].
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Hence,

T ©
lim proxr® = py*p* — lim 3 pi*e* = po*p* — 3 pi*e* <O
=1 =1 (2.18)
Since pr*x;* 2> 0, this implies the transversality condition (2.6).

Note that p,* > 0; otherwise, the argument following Eq. (2.10) would
imply that the sequence p* is null for a contradiction. The supposition
that there exists (x, y) € S with p,*y > p,*;* implies the program ¢’
in .# with ¢," = y, ¢,/ = 0for ¢t > 1| would contradict (2.15). Thus,

z¥ = pi*y* = opty forall (x, y)e 7. (2.19)
Define the convex set K as
K={(x,2)eR™ X Rix 20,z < p,*yfor any y such that (x, y) € 5.

Notice that Eq. (2.19) implies that (x, z*) is a boundary point of K, which
clearly has interior points. Hence, there is some nonzero (p, ') in R x R
such that

pPX + XNz* = px + ANz for all (x, z) in K. (2.20)

Note that (a) A << 0 is impossible (choose (x, z) with z < z* on the right-
hand side of Eq.(2.20); (b) p = 0 or p? > 0is impossible (choose (B'x, By, *)
in J for a sufficiently large B’ to contradict Eq. (2.20)); (c) X’ = 0 is
impossible since px = px for all x > 0 and —p > 0, x > 0 will also
contradict Eq. (2.20)). Hence, define p,* = —(1/X) p. Clearly p,* > 0
and for any (x, y) € 7 one has p;*y — po*x = p,*y + (px/A) = (1/X) X
p*y + px] < (YX)Vz2* + px] = z* + (p/X) X = p*»,* — po*x = 0.
This completes the proof of Eq. (2.4) as well as the necessity part of the
theorem. Q.E.D.

Remark 1. Tt should be emphasized that the condition of present value
maximization (Eq. 2.15) is a result of independent interest and does not
follow from the well-known alternative approaches leading to the existence
of Malinvaud prices— in a closed model such prices can be shown to exist
under assumptions (A.1) through (A.4) see, e.g., [17] or [21].

Remark 2. Note that the sufficiency half of the theorem does not
depend on (A.5), the strict positivity of von Neumann stocks. On the other
hand, the necessity part of the theorem remains valid if (A.6) is replaced by

(A7) P> 0,i.e., thereis a strictly positive von Neumann price vector.

1t has been shown that the properties (A.5) and (A.7) follow from inde-
composability and some other assumptions on .~ (see e.g., [20, p. 205;
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19, p. 180]. Actually, (A.7) holds whenever 0 is a maximal point of the
closure Z of the convex cone Z ={y — x: (x, y) € 7}. (See [20,
pp. 35-36].)

In view of the remarks above, and for a convenient organization of the
proofs of the following sections (in which the assumption of output
substitution is never made), it is useful to have the following precise
statement to refer to:

THEOREM 2.2. Under assumptions (A.1) through (A.S) and (A7), if
a feasible program (x*, y*, c*) from x> 0 is efficient, then there is a
nonnull sequence (p,*™) of nonnegative price vectors such that for all t = 0

0=priyia—pix* =play —p*x  forall(x,y)e T (2.21)

and
lllng pt*xt* = (2.22)

111. SoME FURTHER RESULTS

Ila. Input Substitution

In this section we present some results for models in which output
substitution does not hold. In what follows, however, we do have to
restrict (see Example 3.2 below) our analysis to efficient programs that are
“interior” in the sense of using strictly positive input vectors at each date.
Formally, a feasible probram (x, y, ¢) from X is an interior program if
x; > 0 for all t. While the restriction to interior programs is somewhat
ad hoc, it is weaker than the assumption of Cass [2] requiring a strictly
positive lower bound on input levels. It is easy to check that if an interior
program is competitive, the associated price vectors (p;)) must satisfy
p: > 0 for all 1,7 although it is not necessary that p, > 0.8

First, instead of the assumption of output substitution we consider
the following assumption of input substitution.

(A.6") Suppose that (x,y)eJ and x* > 0 for some i. Given any
j # iand §; > 0, there exists §; satisfying 0 < 8; < x* such that (x', y)e T
where X't = xt — 8;, x' = xI + §; and x'* = x* for all k i, ].

The following theorem is easily proved:

“Let ¢ be the first period for which p; = 0. From Eq. (2.10), ¢ > 0. Then
0 < py_1xiy = piy:, for a contradiction.

8 The example of Arrow (Footnote 2) can be easily modified to show this. See, for
example, [12, Diagram 1 and discussion, p. 289].
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THEOREM 3.1. Under (A.1) through (A.5), and (A.6'), and interior
program (x*, y*, c*) from x> Q is efficient if and only if there exists a
nonnull sequence (p,*) of nonnegative price vectors such that for all
t=20,1,2,...,

0= PttlJ’?fn - pt*xt* =z pttly - Pt*x forall (x,y)e T (3.1)
and

1}{2 pi¥x* = 0. (3.2)

Proof. (Sufficiency). In view of Malinvaud’s theorem it is enough to
show, by using (A.6"), that the sequence (p,*) satisfying (3.1) and (3.2)
also satisfies p.* > 0 for all z. Suppose for some ¢ and i, p;/ = 0. Since
p: > 0, p/ > 0 for some j # i and by (A.6) there is (%, y},;) € 7 where
¥ < xF # > xfand ¥ = x}*for k # i,j. Then pf yt, — p*& > 0,
contradicting Eq. (3.1).

{(Necessity). Use Theorem 2.2, since (A.6") and £ > 0 imply 5 > 0
(using exactly the argument leading to the strict positivity of competitive
prices in the sufficiency part).

In the discussion above, the restriction to interior programs seems
unavoidable. It is instructive to look at the following:

ExXAMPLE 3.1. Let I = {(x, y): y1, y* < ((xHL2 + (x¥1/2)2/4, x > 0,
y = 0}, with x = (1, 1). This is a technology satisfying (A.5") but not
(A.5). The program y, = (1, 1), ¢; = (1, 0), ¢; = (0, 0) for all # =2 is seen
to be inefficient, but satisfies (3.1) and (3.2) with respect to prices
Po =p1 = (1,0) and p, = (0, 0) for t > 2.

In connection with the application of our Theorem 3.1 to the “sausagz
machine” technologies of Samuelson and Solow, it should be mentioned
that the theorem can also be proved if (A.5') is replaced by the condition
of primitivity appearing in the related literature (see {19, p. 179]). This
condition requires that for any x > Q0 there is a finite sequence
(x;, yir) €7 suchthat x, = x, y; > 0.

1tlb. The Polyhedral Case: A Counterexample

The substitution conditions discussed above are typically not satisfied
when the technology is a polyhedral convex cone (i.e., generated by a
finite set of basic activities, (see, for example, [11, p. 79]). The sufficiency
half of Theorem 2.1 ceases to be valid, as can be seen from the simplest
examples. It is natural to inquire whether by using the polyhedral structure
one can sharpen the necessity half of that theorem to derive a sequence of
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strictly positive competititve prices supporting an efficient program.
Together with Malinvaud’s sufficiency theorem, this would then provide
us with a complete characterization in terms of strictly positive competitive
prices directly analogous to a standard result applicable to models with
a finite number of commodities and a technology that is a polyhedral
convex cone (see [7, pp. 306-308] or [20, pp. 186-187]). The remarks in
[11, p. 111, Footnote 1] seem to suggest that this is indeed possible.

We now give an example of an efficient program in a simple polyhedral
model with three goods such that there is no sequence of strictly positive
prices (p,*) that are competitive. Let 7 = {(x, y) = 0, y == Cx}, with

2 1 0
C= [1 2 O], C! = [— 01.
1

1 0 2 2

Coj Gl TOlMD
e OO ol

Consider the program x = x; = (1,1, 1), »»=(3,3,3), ¢, = (2,2,2)
for ¢t > 1. This program corresponds to production and consumption in
von Neumann proportions, and is clearly efficient. Prices must satisfy
the difference equation equation pf; = C~p,*, which has the general
solution

pt* = Cl(%)t(ly 11 0) + CZ(%‘)t(O5 19 hl) + 03(1, _]$ 0)

The only solution allowing p,* > 0 for all £ is ¢, >0, ¢, = ¢c3 =0,
implying p}* = 0, as was to be demonstrated. Note that p,* = (3)?, (3)’, 0)
satisfies the transversality condition as well as the competitive conditions.

IHc. Technological Change

One can dispense with the assumption that the technology of the
economy does not change over time. We shall sketch a possible generali-
zation, referring the interested reader to the analysis of McFadden [14]
for further details. Suppose that (the present value) technology 7, at
date ¢ (=0, 1,...) satisfies (A.1) through (A.4). The sufficiency part of
Theorem 2.1 can be established by following the same arguments as
above if 7, satisfies (A.6) for all . To obtain an extension of the necessity
part, the assumptions can be recast in the following manner. Let 7 * be
the smallest closed convex cone containing ail the (present value)
technologies .7, . The necessity part is obtained if, in addition to (A.1)
through (A.4) holding for each 7, , one has

(A.8) T * has a von Neumann growth rate equal to one; (0,y) in
T * implies y = 0; and T * contains no sequence (x, , y,) with y, — x,
having a nonnegative nonzero limit point.
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(A.8") There exists a positive scalar o such that for each t commodity
vectors bL,..., b* can be found with (w, bY) in T, (b, b%) in 7, - (b1, bY)

inJ,_, and b’ = ow where w = (1,..., 1).

It follows from (A.8) that there is § > 0 such that (y — x) = 0 for all
(x, y)in 7 *. 1f technological change is neutral or biased towards balanced

growth and there is a strictly positive von Neumann ray contained in all
7, then (A.8") holds.

IV. OpeN VERsus CLOSED MODELS

The results obtained in Sections II, 1lla, and IIc supplement that of
Majumdar [16] in which the technology need not permit such substitution
and yet efficiency can be completely characterized in terms of inter-
temporal profit maximization and transversality conditions (see [16]).
However, this characterization is quite different from that of Cass [2].
For the neoclassical model, or for a closed one-good model in which the
technology is described by a production function f that is strictly concave
in C2, the Cass criterion is applicable to interior programs satisfying

x=x,=2Xx>0 for all ¢, 4.1

where x, is the input (per capita capital in the neoclassical case) at date .
The competitive prices (p;) associated with a program are defined by
pe = lm, with =, = Hi:) f'(x,), m, = 1. Inefficiency of a program
(x, y, ¢)is equivalent to finiteness of limy . Zt:o 7, . In view of the bounds
(4.1), we easily see that inefficiency of (x, y, ¢) is equivalent to finiteness of

T
lTl_Tl} Z;) (1/pex)). (4.2)

It is easy to figure out the relation between (4.2) and the transversality
condition and the essential difference between the two criteria. It would,
of course, be convenient if one could attribute the qualitative difference
entirely to the presence or absence of a nonproducible commodity (like
labor that sets an upper bound on all feasible per capita variables in the
neoclassical model). That this is, strictly speaking, not the case will be
clear from the following special example.

ExampLE 4.1. The Leontief model of Gale [7, pp. 300-301]. The
technology is 7 = {(/, x,y) = 0, Ay << x, ay <[}, where / is the input
of “labor” (the nonproducible good that is not consumed), 4 is an n X n
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positive matrix and a is a strictly positive vector giving the input require-
ments of producible goods and labor respectively. The condition for a
program (I*, x*, y*, ¢*) to be competitive is that there exist nonnegative
sequences ( p;*), (w,*) such that

0 = playia — px™ — wL* = playen — pxe — witl,
for (I,, x;, yi41) €7 . This requires
P < pSA 4 wita

and (pf; — p*4 — w*a) yii, = 0. If y,* > 0, so that equality holds,
the general solution of this difference equation is

-1
pt* — pl*At—-l + Z ‘V;‘f_jaAJil-

j=1

An efficient program satisfies ZZ Aic; = Ay, — Aty, with Afy, — 0.
Clearly taking w,* = 0 provides prices for which p,*y, — 0 is a criterion
for efficiency.?

V. AN APPLICATION TO THE PROBLEM OF
CHARACTERIZING PARETO OPTIMALITY

This section applies some of the previous results to provide a complete
characterization of Pareto optimal distributions when consumers of over-
lapping generations are introduced in the model. The questions of efficient
allocation of resources in production and Pareto optimal distributions of
goods among consumers are usually treated distinctly in the literature,
the former following the lead of Malinvaud, and the latter following
Samuelson’s pure exchange model. We consider both the questions in a
multisector model with production. A study of Pareto optimality in which
for each period there is a utility function u; defined on aggregate con-
sumption ¢, and Pareto comparisons among alternative programs are

9 The result follows directly from the fact that a program (x*, y*, ¢*) is efficient if
Z::IA‘—lct* = y,*. Proof of sufficiency as well as the basic steps in necessity is exactly
the same as in [16]. To note the only difference, observe that if an efficient program has
ZzlAHc,* = y*— 38 with § > 0, then »,' =y*,y = ZzsA""ct*, X, = Ays
for s > 2, ¢, = c1* + 8, ¢’ = ¢ for s > 2 constitute a feasible program. To check
that the labor constraint is satisfied, y,” = }:zsA‘—"c,* < ys*so that ay, < ay,* < I,.
It follows that (c¢,”) dominates (c;*).
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made with the utility sequences u,(c;) is far more obviously related to the
analysis of efficiency (see [17]). In fact, if there is just one good and the
utility functions u, are monotonically increasing, then the two problems are
structurally identical since a consumption program (c,) is efficient if and
only if the corresponding utility sequence u,(c;) is Pareto optimal. With
many goods, a result parallel to Theorem 5.1 also has been worked out
by us to characterize long-run Pareto optimality in that framework. The
distributional “paradoxes of infinity” involved in the Samuelsonian
case of overlapping generations in which Pareto comparisons are made
with lifetime utilities have been the object of much discussion and, there-
fore, seems to be the more natural framework for a detailed study. The
technology is that of the closed Dorfman-Samuelson-Solow model in
which substitution conditions hold, and we indulge in differentiability
assumptions to keep the exposition simple and to get the sharpest result.
A more general analysis of Pareto optimality in infinite horizon economies
is undoubtedly of importance, and will be the subject of a forthcoming

paper.
Va. The Model with Overlapping Generations

To keep the notation simple, consumers are assumed to live for 2
periods. Those born at the beginning of period ¢ and dying at the end of
period 7 + 1 constitute the sth generation. We have verified® that what
follows is valid if the consumers are assumed to live for a finite number >2
periods, and no change in the strategy of the proof is necessary (excepting
introduction of some more involved notation). The preferences of all
consumers of a particular generation are alike, and are conveniently
represented by a real-valued concave strongly monotonic continuous
utility function U,('c, 2c) on (R¥™), ; where ‘c = (i) is the consumption
vector of the tth generation in the jth period of its lifetime (j = 1, 2).
The wtility function U, is continuously differentiable in the interior of
(R*™), . The technology used in this section satisfies the assumptions listed
in Example 3.2, and is described by the DOSSO transformation locus F,
so that we have

T = {(x,):0 < ym < F(yL,..., y" % X), x>0 (51
We assume that " satisfies (A.5).

The initial stocks x > 0 and the consumption of the “old” people in
period 1, denoted by 2%c; are assumed to be given. A feasible program

10 See the earlier version which appeared as Discussion Paper No. 85 circulated by
the Department of Economics, Cornell University.
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(u, x, y, ¢) from (x, ¢) consists of nonnegative sequences ~(u; , (x), (..,
(¢441)- satisfying

Xo=2X, o =¢
Yerr = Cipq + X s (Xt ye) €T forallt > 0; (5.2)
Cina = 20t+1 + lct+1 for all ¢ > 0;

and u, = Uy(lc,, c,y,) is the sequence of utilities of different generations
from the proposed schemes of allocation and distribution.

We restrict our attention to regular interior programs (u, x, y, ¢) satis-
fying x, > 0 and ic, > 0 for all ¢. A feasible program (u*, x*, y*, c*)
is short-run Pareto-optimal if there is no other feasible program (u, x, y, ¢)
such that

[(Xesn s g pees 5 Cen)] > X501, w ™, u™, (el ) (5.3)

for some finite ¢ > 1. 1t is Jong-run Pareto-optimal is there is no other
feasible program (u, x, y, ¢) with u, = u,* for all 1 >> 1, strict inequality
being valid for some ¢.

It is immediate that a long-run Pareto-optimal program is necessarily
short-run Pareto-optimal. However, the converse is not true—a program
such that every finite segment is short-run Pareto-optimal need not be
long-run Pareto-optimal. This justifies the above distinction. Our objective
is to identify long-run Pareto-optimality with efficient, short-run Pareto-
optimal programs, and thus to establish the link between efficiency and
Pareto-optimality.

THEOREM 5.1. A regular interior program (u*, x*, y*, ¢*) from (X, ¢)
is long-run Pareto-optimal if and only if (a) it is short-run Pareto-optimal
and (b) efficient.

Proof. Necessity being obvious, let us go directly to the nontrivial
sufficiency part. The first step is to note that by using Kuhn-Tucker
theorem, if a regular interior program (u*, x*, y*, ¢*) from (x, ¢) is short-
run Pareto-optimal, there is a sequence (g;*, p,*) of price vectors with
g:* > 0 (in R) and p;* > 0 (in R™) such that
et — pttl 2ct*+1 = ¢, Uf'c, *¢c) — pi* 'c — Pttl %

for all (¢, 2¢) > 0and all ¢t > 1,

(1) qt*ut* — D¢

(5.4)
() p Sy — plaxy = py — plax
forall (x, )€ J and ¢t > 1.
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Actually, by exploiting the differentiability assumption, the prices
in Eq. (5.4) can simply be defined as:

Pt = aFfoxy (i = 1,..., m);

p¥ = —oFjey, (i = l,.om — 1);  pi™ =1

for
t =2, pfm=1/m, pif= —0Feyjm(i=1,..,m—1),
(5.5)
where
t-1
7y = [] 0Fjoxy™;
s=1

g =q* =1 and q.* = (0U, /e c™)/my fort = 2.

It is understood that all the derivatives in Eq. (5.5) are computed at
(u*, x*, y*, c*). The computational details leading to Egs. (5.4) and (5.5)
are tedious but straightforward, and are omitted.

1t The problem is to maximize F(x¥!, + cr,,,..., X751 + 751 x7) subject to

Udley, *0) = ur*,

1 x
Cri1 = €Ty

among the set of feasible programs from x. Set up the Lagrangean

T
L) = F(x;'k+11 + CIT+1 e x;'(l";l + "1":11 : xT) + Z /\t[Ut(lc‘t 4 2“: .»1) - uz*]
t=1

m
i (100 1akid
+ Z F'T+1( CT+1 CT+1)'

=1
To check the constraint qualification, we construct a feasible program from x, which
satisfies all the constraints with strict inequality. Let

K = rrl;a;x [x:“' ,yt’:‘l], i=1,.,m,

k=minlx, 81 =0T

By assumption that the program (u*, x*, y*, c*) is regular interior, we know that
k> 0.

For t20 < ¢t < T, since from x;*, output y},, is producible, so the output .,
given by [$1.,,....9731 = () ..., ¥E) and 0 < #7,, < ¥¥7 is also producible
[by the derivative conditions on F(-)]. Also #:.; > 0 is producible from &;, given by
[&2,..., & = [xFL,..., x¥ ] and #™ = x}™ — ¢ where 0 < ¢, < k/2. By taking a
suitable convex combination (0 < A, < 1), from ¥; = [x¥,..., x}™1, x¥™ — Ae], we
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Suppose that a regular interior program (u*, x*, y*, ¢*) is short-run
optimal and efficient, but is not long-run optimal. There there is some
program (&, &, ¥, ¢), such that @, > u,* for all ¢ > 1, strict inequality
being valid for at least one r = f. Let # — u;* = 9’ > 0. Then, by
Eq. (5.4) we have forall T > ¢

T
* *ya * * * ~ * 1% 1 -
qz '}” < Z gy (i — ug") L pralXrg — ¥ryq) + Pral C;ﬁ—l — “ir.y)
t=1

< P;k+1x;(+1 + p)Tk+1C¥+1 . (5.6)

Since ¥,_; p/*c* < po*x (by Eq. (2.7)), there is T such that for all 7> T,
Pracia < g;7*y'/4. Note that due to the differentiability assumptions,
the prices (p,*) defined in Eq. (5.5) are the unique competitive prices
associated with the program (u*, x*, y*, ¢*). Hence, by Theorem 2.1,
the transversality condition Eq. (2.6) must necessarily be satisfied at
these prices, i.e., lim;,,, p,*x* = 0. Hence, there is 7* such that

m m—

can produce Frs1 given by Dt e Vil = DY, + 2byy, VE%1 L 91, where
My41 > Ofor all and 37;, > 0. Let §; = A, and 8 = min, 3, .

Since F,m is continuous on [k/2, K], so there exists M > 0, such that F,m <{ M, for
k= (x% ) > k/2foralli.

Now, let py = 0, u, = min [§/QM)T+-t 1], t = 1,..., T+ 1, and construct the
required program (u, x, y, ¢) as follows. x, = x; and for t = 0,..., 7,

yt+1 == [_V:H 3eeey ;tn}*_;l s y::n; - :“'tJrl]s

xt+l - [x;k-:l s x::r:q 4 x::: - 2“'t+1]’

(.t+1 = [(.:<+11 + 171+1”"’ Cf;ﬂfl + Tlt,:-ll ’ C;’;"ll + Mz+1 ]’
0, = Dol Fm sttt ek + o),
2(1t+1 - [2‘.;:11 [ 2(::2 .

To check feasibility note that

@) eprs Yesrs Y, 20) 20,1 =0,..., T,
®) ¥4 = Xep1 + € 3 €1 = e + 200 3t = 0,.., T,
© ., y4)€9 t=0,.,T.

To see this, note that since p, < 8 < 8, = Ae,,50 F(¥L,,,..., "', x> 0, and
Fly s Vo, X6 — FOEY e, VY, X)) = Fotm(—2u) > —8QM)p,/QM)T+H-t >
Hty .

FO’:+1 3e0es y;n:xl ,» X)) > F(.Vtzl seres ytﬁ_l s xtm) = Kty = y’,‘l"l — M1 = Ve - TO
check that the constraints are satisfied with inequality note that (i) by the derivative
conditions on U,("), t = 1,..., T, Uc;, %ceps) > u*, and (i) leryy, > 'k, .
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plaxk, < g*y'/4 for all t > T. Thus, for T > max(f, T*, T) we have
gi*y’ < g;*y'/2, a contradiction. Q.E.D.

Remark. The assumptions on F rule out the cases in which the deri-

vatives becomes infinite at zero values of some input or output. In order

to

allow for such situations, we can require the derivative conditions to

hold only at (3%,..., y™1, x) > 0 and appeal to Section III.
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