GENERAL EQUILIBRIUM, WARINESS AND BUBBLES*
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We say that a consumer is wary if she overlooks gains but not losses in remote
sets of dates or states. We formulate this by requiring preferences to be upper
but not lower Mackey semi-continuous and relate it to several concepts studied in
decision theory like lack of myopia, ambiguity aversion and loss aversion. Wary
infinite lived agents are not impatient, have optimality conditions, in the form of
weaker transversality conditions, that allow them to be creditors at infinity and
bubbles occur for positive net supply assets completing the markets. In a two date
economy, with infinite states, wary agents are not myopic and bubbles occur, as
asset prices do not have to equal the series of returns weighted by state prices.
A large class of efficient allocations can only be implemented with asset bubbles.
Pessimistic attitudes lead agents to overvalue assets or durable goods with hedging

properties, like gold.
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1 INTRODUCTION

Occurrence and bursting of bubbles in the prices of assets in positive net supply
are important phenomena, but the theory of general equilibrium has not managed
to accommodate these events satisfactorily. Contrary to the well known examples
of bubbles in long lived assets traded by overlapping generations, there was no
robust case when both agents and assets are either infinite lived or short lived. In
this paper, we show that wary consumers have precautionary demands for assets
and the resulting equilibrium prices may include a bubble, even under positive
net supply. We say that a consumer is wary when she neglects gains but not
losses in consumption that happen in a remote set of dates or states. This notion

can be formulated by modeling consumption bundles as bounded sequences (on a
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countable infinite set of dates or states) and assuming that preferences are upper
but not lower Mackey semi-continuous.

Wariness encompasses some important concepts discussed in decision theory.
It is related to lack of impatience, as infinite lived wary agents are only semi-
impatient, in the sense of overlooking what they earn but not what they lose at
far away dates. Similarly, in a finite horizon economy with a countable infinite
set of states, wary consumers are only semi-myopic, tending to ignore increases in
consumption but not decreases in remote events. This reminds us of the loss aver-
sion proposed by prospect theory, although our asymmetry applies only to gains
versus losses occuring at distant dates or in events with very small probability.

Examples of wary preferences can be obtained in a context of ambiguity aver-
sion, for instance, when agents maximize the minimum expected utility over prob-
abilities that dominate some convex capacity, as in Schmeidler (1989)'. In this
context, wariness at some consumption plan is equivalent to the discontinuity of
the capacity at the full set (by a result in Epstein and Wang (1995)). This is
the case for the e-contamination capacity, which generates a utility that deviates
from separable utility by adding a term dealing specifically with the infimum of
the utilities (at all states or dates), as in our main examples. The discontinuity
at the full set is as if some state (or date) is missing and the asset bubble can be
intuitively thought of as the asset’s payoff at that missing node.

A multiple discount factors model was suggested by Gilboa (1989) and explored
by Marinacci (1998) to characterize complete patience. This model can portrait
a consumer being unsure about his own preferences in a distant future. The
multiplicity of future preferences has motivated some authors to model the incom-
pleteness of preferences (see Dubra, Maccheroni and Ok (2004)), but our approach
allows us to get interesting insights while preserving completeness.

Mackey discontinuous preferences have been studied before in the general equi-
librium literature and, initially, in the context of a contingent claims economy
with a single budget constraint. Bewley’s (1972) stronger result, on the existence
of Arrow-Debreu (AD for short) equilibrium with countably additive prices, does

not hold. However, the weaker version states that equilibrium prices are bounded

!Similar maxmin problems have been studied in the recent macroeconomics literature on
robust decision rules under model misspecification (see Hansen and Sargent (2001, 2008)).



finitely additive set functions, which can be decomposed into a countably additive
functional and a pure charge?. We identify conditions that prevent AD prices from
being countably additive and give examples that are related to earlier examples
by Araujo (1985), Barrios (1996), Sawyer (1997) and Werner (1997)°. We believe
that Gilles and LeRoy (1992) were the first to have suggested the relevance of
non-countably additive AD prices for the study of bubbles. These authors refered
to such prices as bubbles, although it was not clear what was the precise relation
between these AD prices and the bubbles of financial assets.

We implement AD equilibria with non-countably additive prices in two different
contexts: an infinite horizon deterministic or an infinite states two date economies.
In both, the AD budget equation is replaced by countably many budget constraints
and the asset used to transfer wealth has a bubble.

In the infinite horizon case, the transversality condition, necessary for individual
optimality, becomes more flexible. It may be optimal to be a creditor at infin-
ity if that covers some desired asymptotic excess of consumption over resources.
Transversality conditions are now compatible with bubbles in the prices of long
lived assets in positive net supply, even for deflators yielding finite present value
of wealth. Implementation is achieved by imposing (as it is usual in the litera-
ture) a portfolio constraint that mimics the transversality condition (or a related
constraint bounding debt date by date, but in a more flexible way than as been
done before). This constraint prevents, in the limit, a non-financed excess of
consumption over endowments (that is, precludes asymptotic bankruptcy).

Other types of portfolio constraints could either fail to implement or be too re-
strictive, introducing a non-necessary friction. Huang and Werner (2000) gave an
example of an AD equilibrium with a price pure charge that could be implemented
with an asset bubble, under a portfolio constraint unrelated to the transversal-
ity condition and requiring the asset position to be constant after some date.
Kocherlakota (2008) introduced constraints independently of what agents’ pref-
erences are, so that the lower bound on asset positions, exogenous but no longer

non-positive, prevents agents from selling the bubble on the initial holdings. If the

2See Appendix A.2 on the definition of pure charge and the decomposition result.
3Radner (1967) and Kurz and Majumdar (1972) had already discussed and illustrated this
in the context of linear production problems.



standard borrowing constraints, which guaranteed existence of equilibrium under
impatience, were used instead, positive net supply assets would be free of bub-
bles, in complete markets, unless the present value of wealth is infinite (as in the
example by Bewley (1980)), by Theorem 3.1 in Santos and Woodford (1997) (see
also Magill and Quinzii (1996))?. Moreover, the presence of wary consumers could
prevent efficient allocations from being implemented under standard constraints.
Our analysis of infinite horizon economies led us to important results. We show
that asset prices must be found by using as deflator the countably additive part
of the AD price. This is the only possible choice (under interiority and some
differentiability conditions), since the deflator ratios must be the marginal rates of
intertemporal substitution, which coincide with the ratios of elements in the AD
countably additive component. Thus, the present value of bounded endowments is
finite. We show also that there are AD equilibria whose sequential implementation
using a positive net supply asset, paying dividends, requires a price bubble, as long
as the constraint satisfies some minimal requirement®. We give also an example
where one agent is impatient but the other one is not. The optimal consumption
of the former is not uniformly bounded away from zero (as she sells gradually
the endowments to the latter, who places a higher value on distant consumption)
and this allows for AD prices with pure charges, implementable with asset price
bubbles. Bubbles in infinite horizon economies are addressed in Section 4.
Bubbles in short-lived assets have not been treated successfully before. In the
literature, the fundamental value has been defined as the series of deflated returns
on an infinite set of dates and the excess of price over it was the limiting deflated
price, as time went to infinity, which would be zero in the case of a short-lived
asset. We will now define a bubble of a short-lived asset as the difference between
the price and the infinite series of returns on states of nature, weighted by state
prices. When consumers are wary, the non-arbitrage functional may fail to be
countably additive and prices of short-lived assets have two components. One (the

fundamental value) is the series of returns weighted by the state prices computed

4Even under incomplete markets such bubbles could only occur, for finite present values of
wealth, if uniform impatience failed (and Ponzi schemes were avoided in another manner, say
by imposing no-short sales).

When the constraint implies the inclusion of the sequential choice set in the AD budget set
or allows for the admissibility of a scalar multiple of the equilibrium portfolio plan, for a scalar
close enough to one (see Theorems 1 and 2, respectively, in Subsection 4.3).
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using the countably additive part of this functional. The other (the bubble) is
determined by the value that the pure charge part of this functional takes at the
sequence of returns. This observation holds also under incomplete markets. There
are not yet very general results on existence of equilibrium for infinite states two
dates incomplete markets®. However, in the single good and countable states case,
these difficulties are avoided by applying Bewley’s (1972) existence theorem to the
subspace spanned by the assets. There is also an interesting two goods case that we
address, when there is a durable good serving at the same time as a precautionary
vehicle to hedge against undesirable persistent endowment shocks. This durable
good, that might be though of as a commodity-money, has a speculative price
(determined by the pure charge of the non-arbitrage functional, evaluated at the
sequence of relative commodity prices), even without having to appeal to infinite

horizon features. Bubbles in two date economies are addressed in Section 5.

2  GUIDING EXAMPLES

Consider a deterministic infinite horizon economy with a single commodity and
two agents (indexed by i = 1,2) whose preferences depart from the standard
time separable utilities as agents are particularly worried about the worst life-
time outcome of each consumption plan x = (z;); € £ (the set of bounded and

nonnegative sequences, equipped with the supremum norm):

Zlit ! +Bmfu(a:t)
with k € (0,1), 8 € [0,00).

This precautionary behavior is equivalent to a maxmin attitude: the consumer
looks for a plan that maximizes the worst discounted time separable utility, within
a class of discount factors (not necessarily of the exponential form) having x'~*
as lower bound at each date t. It is as if the consumer were unsure about the

discount factor that should be used and, therefore, uses the severest one. More

precisely (as shown in Appendix B.1),

Zlit Lt +61nfu(xt = mf Zﬁtu xy)

t>1

where A is the set of all real sequences (9;);>1 such that Zt21 Y = ﬁ + 3 and

6Even under state-separability of utility, existence is only guaranteed under the assumption
of positivity of endowments accrued by asset returns.



¥y > k71 for every date. We will explore the connection with the ambiguity
literature in Section 3.2.2.

Examples 1 and 2 compute AD equilibrium and address the sequential imple-
mentation using an infinite-lived asset paying R, = 1, for ¢ > 1, with initial
holdings 2 > 0. Agents trade an amount 2; € IR of the asset at a price ¢;. AD
endowments W and sequential endowments w’ are related by w! = W/ — Rz},
where 2§ must be such that w® > 07. We will see that the asset has a price bubble
even though the present value of endowments is finite (for the non-arbitrage kernel
deflator given by the countably additive part of the AD price). Sequential budget

constraints are
T+ gz < w4 (g + Rz Vi>1. (1)

Portfolio constraints must be added to avoid Ponzi schemes.

ExAMPLE 1: BUBBLE WITH CONVERGING NET TRADES

To start with a simple example we pick an economy where the AD equilibrium
consists in exchanging the endowment sequences, that is, 2° = W7 for i # j. This
happens just for specific endowment and preferences parameters. Our second
example illustrates a more general situation. Given h € (0,3/4), let u'(r) =
Vv, Wh= (B2 — )y and w?(r) = In(r+ h), W? = 1([28]?);5; and take & to

be the same for the two agents. We claim that the common supporting-price 7 at

2t =W, for i = 1,2, is given by

b,
T = Zt+8mt Yo, + B LIM(x) (2)
t>1

where LIM : /> — [R is a generalized limit (that is, any linear and norm contin-
uous functional on ¢*° taking at x a value on [liminf z, limsup z] and, therefore,
coinciding with limz when this limit exists). This follows by Proposition 4 (in
Subsection 3.3). If, in addition, m(z%) = 7(W?) holds, then (7, 2!, 2?%) is an AD
equilibrium. This is the case for some (k, 3) (for other combinations agents should
not be exchanging endowments). In particular, for kK = 1/2 we can find the com-

patible 5 > 0 (see details in Appendix C.2).

"Notice that the endowments w’ of the sequential economy accrued by the returns from asset
initial holdings are the resources that each agent has when she does not trade in the asset market
and, therefore, these resources should coincide with the AD endowments W*.



We implement (2!, 2?) sequentially. Take (23,22) = (1/8,1/8). Then, wi = W/
and, for t > 1, wj = W{ — Rz = W} —1/8. Given (p;);>1 = (75(5)" )iz1, define
asset prices by p1g1 = m(R) = >_,.,pt + B and ¢, = ptp—;lqt_l — 1 fort > 1. The
countably additive component (p;); of AD price 7 is the non-arbitrage deflator
(and this is the only possible choice, up to a scalar multiple, as established in
Proposition 7, in Section 4.2). Thus, 3/p; is the asset bubble, att = 1, as pil Y o1 Pt
is the fundamental value.

The portfolio 2z that implements the above consumption allocation is given by

i— (Wz—xl)—l—— and, for t > 1, 2! = 2/ 1+ (wt—xt—l—zt 1)
Now, we claim that (g, (z¢, 2%);) is an equilibrium for the sequential economy

under some portfolio constraints that will mimic the necessary transversality con-

dition, which requires (see Remark 4 in Subsection 4.1.2):
hgnthtzi = 511?1(55; - w}) (3)
Contrary to the standard case, agents can have an asymptotic (present value) long
position, as they try to avoid a bad outcome at distant dates. Following the usual
approach, we impose on every portfolio a borrowing constraint that mimics (3):
lignptqtzt > Blimtsup(x(z)t —w?) (4)
where (z(z), z) are such that (1) holds with equality at each date t. To see that
2" is optimal under (1) and (4), it is enough to show that for any plan (z(z), 2)
satisfying (1) and (4), z(z) must belong to the AD budget set. Multiplying both
sides of (1) by p; and summing over dates gives Y ., pi(v(2)r — wi) = prq12h —
lim; pyg;2; (as non-arbitrage equations hold at each t by construction). Hence
m(x(z) = W) =3, pe(2(2); — wi) + SLIM(2(2) — w') — 2im(L) = — limy prg2 +
BLIM(z(2) —w') <0, by (4). Moreover, the equality holds at z* and, therefore, x*
is optimal. Besides, commodity and asset markets clear, thus, (q, (2!, 2'), (z?, 2?))

is a sequential equilibrium with a bubble.

ExAMPLE 2: BUBBLE WITH NON-CONVERGING NET TRADES

Suppose u'(r) = /r and there are endowment shocks that agents try to get rid
of. Let W! = (% + 1)1 and W? = (ﬂ — ¢t )e>1, where @y is 1/2 when ¢ is even
and —1/4 when ¢ is odd. Let us find an AD equilibrium. Again by Proposition
4, given a > 0, the plan z* = a (W' 4+ W?) = 2a(%1),>; is optimal under the

budget constraint 7%x < 7*W* when prices 7 are given by
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mox =Y, kM (2f) 2+ o (inf ) LIM (2) = \/213—11 [Zt KN e e+ 5LIM(;E)]

and m%2% = m*W*. The homogeneity of the budget constraint allows us to rewrite

prices 7 as :
Tr = Z KT T + SLIM(x)
t

and, picking out a(i) = w(W?)/m(W'+W?), for the plans z* = 2%%) the condition
mat = 7W? holds for i = 1, 2.

An example for the functional LIM is a Banach limit B, i.e., a generalized limit
that satisfies the additional requirement B((x;)¢) = lim,, £ >7)" | 2, when this limit
exists. Let LIM = B on the AD prices formula®. Since a! + 22 = W' 4+ W2, we
have that (7, 2%, 2%) is an AD equilibrium.

In the sequential implementation we can choose 2} € (0,1/2), as W} > 1/2, Vt.
Taking as deflator (p;) = (Ht_l\/ﬁzl), asset prices are given by piq1 = >, pr +
lim; prq; and pygy = per1(qee1 + 1) Vi, so the bubble is positive at ¢ = 1. The
transversality condition, when net trades are not converging, is

lim & (a7)gezt € [Bliminf(gu(zty —27) + 2), Blimsup(a(ziy — 2) +21)]
which becomes the usual one when 5 = 0.

As we did before, we impose the following portfolio constraint, which mimics
the above transversality condition on every feasible portfolio plan: limp;q;z; >
v(z(z) — w'), where v is the pure charge component of the AD price (that is,
the non-countably additive part given by SB(.)). The remaining argument is

analogous to the one done in the previous example.

3  WARINESS AND ARROW-DEBREU EQUILIBRIUM

3.1 Wariness
Let us introduce our basic hypothesis on preferences.

ASSUMPTION Al: Preferences 77 on (5° are complete, transitive, monotonous’

and norm continuous on £ °.

The attitude of consumers with respect to gains or losses in remote sets of dates

or states can be described using the Mackey topology, the finest topology on £>° for

8Notice that the choice of the generalized limit will determine the coefficient a(i) and, there-
fore, the real equilibrium allocation.

9The preferences = are monotonous when z > 2’ implies z = /. Notation and some basic
concepts of the space £°° and of the theory of charges can be found in Appendix A.



which the dual is £!. Let us refer to the Mackey upper and lower semi-continuities
as Mackey usc and lIsc, respectively.

ASSUMPTION A2: Preferences - are Mackey usc.

The counterparty is not assumed as we want to allow for wariness, the willing-
ness to neglect gains but not losses in distant sets of dates or in events with very

small likehood. More precisely,

DEFINITION: A consumer whose preferences satisfy A1-A2 is wary at a point
x € (3° when 3y > x such that V n, 2 2 (y1, ..., ¥, 0,0, ...). If this condition holds

at every point, she is said to be wary.

We have the following characterization (proven in Appendix A.1).

PROPOSITION 1: WARINESS
Under A1, preferences =~ are not Mackey Isc at x if and only if 3y = x such that,
Vo, xZ (Y1, Yn, 0,0, ...).

That is, we can not find n large enough for which we do not have a reversal of the
preference ordering due to losses beyond n. Analogously, the upper semi-continuity
could characterized by the non-reversal of the ordering for gains occuring beyond

some n large enough (see Lemma 4 in Appendix A.1).

3.2 Relationship with Several Decision Theory Concepts

We show that Mackey continuity of preferences turns out to be equivalent,
when consumption bundles are bounded nonnegative sequences, to the axiom of
monotone continuity proposed by Arrow (1970), building on Villegas (1964) work
on bets. Let us formalize this axiom, in our framework. Let 1 be the sequence
whose terms are all equal to one; and, for each n € N, E,, be the set of natural
numbers bigger than n. Given z € £ and A C N, let x4 be the sequence whose

s-th term is equal to z, if s € A and is equal to zero otherwise.

MONOTONE CONTINUITY:
If y = x, given m € IR, and a decreasing sequence (A,), of subsets of N with
empty intersection, there is ng such that (i) yag + mla, > x and (i) y >
Tag + mlly,, .

That is, the preference ordering should not change when one of the bundles is

modified only on a far enough tail of an infinite subset of N (as this tail is a dis-

9



tant enough term of a vanishing sequence of events or date sets). The axiom was
used by Arrow (1970) to ensure the countable additivity of the subjective proba-
bility that comes up in Savage’s representation of preferences as an expected util-
ity. Even under multiple beliefs, Chateauneuf, Maccheroni, Marinacci and Tallon
(2005) showed that this axiom is equivalent to the countable additivity of all
possible probabilities used by the agent (see also Subsection 3.2.2).

Our Proposition 1 already shows that lack of Mackey lsc at = implies that (i)

fails (for the sequence A,, = E,, and m = 0). We can say more:

PROPOSITION 2: Under Al, preferences -, are Mackey continuous if and only if

satisfy monotone continuity.

Sufficiency follows from Proposition 1 and Lemma 4, whereas necessity follows

10 This characterization is

from Lemma 3 (both lemmas are in Appendix A.1)
crucial as it shows that the willingness to pay for consumption at arbitrarily remote
states or dates is zero if and only if preferences are Mackey continuous.

As we will be assuming Mackey usc for existence purposes, a pure charge in
a supporting price occurs at x 3> 0 only if the consumer is wary at x (as will

become clearer in subsection 3.3). Such pure charges will induce bubbles in the

prices of assets implementing efficient allocations.

3.2.1 Impatience, Myopia and Prospect Theory

The concept of myopia has been proposed and applied both to the infinite
states case and the infinite horizon case, refered too as impatience in the latter.
Preferences are said to be strongly myopic if # > y implies, for any z € (5,
x = y+ zp, for n large enough (recall that zp, is the tail of z after n). That is, if
x is better than y, no matter how large the terms of a sequence z might be, there
is always some n such that adding just the tail of z beyond n to y will not make it
become better than x. It was shown by Brown and Lewis (1981) that the Mackey
topology is the strongest topology for which any continuous preference is strongly
myopic. Actually, by Lemma 4 in Appendix A.1, strong myopia is equivalent to

Mackey usc, provided preferences are monotonous and norm continuous.

0Bewley (1972) had already remarked a version of the necessity with A,, = E,,.
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However, strong myopia captures only one form of myopia that we can refer to
as upper semi-myopia (or upper semi-impatience in a dynamic context). Wary
consumers never satisfy lower semi-myopia, defined by = — zg, > y, for any z
such that v — z € £5°, when x > y and n is sufficient large. Lower semi-myopia is
equivalent to Mackey Isc, under monotonicity and norm continuity.

It is interesting to note that the necessary and sufficient condition for Mackey lsc
that we found in Proposition 1 is exactly the same as Assumption (IV) in the note
by Prescott and Lucas (1972) on pricing in infinite dimensional spaces: for y > z,
there is ng, such that, Vn > ng, (y1, ..., Yn, 0,0, ...) = 2 1. This assumption implies
another notion of lower semi-impatience, proposed by Chateauneuf and Rébillé
(2004)), which requires, for any x, (x 4 €Il)ge > = when n is large enough.

Wariness reminds us of the loss aversion proposed by prospect theory although
wariness focuses on just the asymmetry on gains and losses prevailing in distant
dates or rather improbable states. In the words of Tversky and Kahneman (1991)
“the central assumption of the theory is that losses and disadvantages have greater
impact on preferences than gains and advantages”. The value function proposed
in this theory is steeper for losses than for gains (around a defined reference point).

In our examples the similarities are even more interesting as we look at a class of
wary preferences that depart from the standard expected utility by adding a term
dealing specifically with the infimum of the utilities. The left marginal utility
at each date or state will be greater than the right marginal utility, whenever
the infimum is attained more than once (a change in a date that this infimum is
attained affect the difference between those one-sided marginal utilities). Gains in
infinitely many dates or states may be perceived in quite different ways depending

on what is the infimum of the utilities (as if there were a reference point).

3.2.2  Ambiguity Aversion and Imprecise Future Preferences

Ambiguity refers to a situation where agents have a collection of beliefs (that is,
probability distributions). Gilboa and Schmeidler (1989) and Schmeidler (1989)
modeled ambiguity aversion by considering an utility functional which is the min-

imum of the expected utilities over this collection of beliefs. More precisely, pref-

UFor this reason, the results by Bewley (1972) and Prescott and Lucas (1972) on countable
additivity of equilibrium prices are equivalent when £5° is the consumption set.

11



erences are described by an utility function U:

U(z) :min/Nuoa:dn, (5)

neC
where u : IRy — IR and C is a convex and weak* closed subset of ba '* (the
refered papers discussed axiomatically this representation). The minimal integral
over beliefs represents a precautionary or pessimistic behavior. The minimization
solution n* puts more weight on sets where u attains its lowest values.

Clearly these preferences are always Mackey usc, but fail to be Mackey lsc if
and only if C' contains some non-countably additive charge (by our Proposition
2 and Theorem 1 in Chateauneuf, Maccheroni, Marinacci and Tallon (2005)). In
our applications we assume that u is increasing, concave and C' on (0, +00)

Let 2N be the collection of all subsets of N. We say that a set function v : 2N —
IR is a capacity if v(0) = 0, and v(A) < v(B) whenever A C B. A capacity v
is conver when v(AU B) +v(ANB) > v(A) +v(B) YA, B C N. We normalize
v(N) = 1. The core of a capacity v is core(v) = {n € ba : n > v, n(N) = 1}.
When C is the core of a convex capacity v'*, more can be said about the absence
of Mackey lsc. A capacity v is said to be continuous at certainty if, for any
sequence (A,) C 2N such that each A, C A,;; C N and U,A, = N, we have
limv(A,) = v(N). Now, U is Mackey Isc if and only if the capacity is continuous
at certainty (by Theorem 2.1 in Epstein and Wang (1995)). The discontinuity at

certainty can be interpreted as if there were a missing state.

REMARK 1: (i) For preferences represented by utilities of the form (5) where C
is the core of a convex capacity, Mackey lIsc becomes equivalent to the impatience
notion proposed by Chateauneuf and Rébillé (2004) (as the authors noticed).

(ii) An example of upper semi-myopic preferences that are not lower semi-myopic
is given by taking a utility given by (5) generated by a convex capacity which is

not continuous at certainty 4.

We give now a well known example of a convex capacity. Given a probability

measure i, let v, be the convex capacity obtained through a linear distortion of

12See Dunford and Schwartz (1958), ch. II1.2, for the definition of integral with respect to a
charge 7).

13In this case, the utility function is a Choquet integral (see Schmeidler (1989)).

Y41n fact, (5) for any convex capacity represents upper semi-myopic preferences but the dis-
continuity at certainty precludes the Mackey Isc and, therefore, preferences are not lower semi-
myopic.
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with coefficient (1 —¢) € (0,1], i.e., taking v.(A) = (1 =€) u(A) for AN and
ve(N) = 1. This is called the e-contamination capacity with respect to p and allow

us to rewrite (5) as'’

U(m):(l—e)/Nuoxd,u%—einfuox. (6)

Actually, in this case, the minimum over normalized dominating charges coincides
with the infimum over dominating probability measures (see Lemma 9 in Appendix
B). That is, U(x) = inf,ccancore(v) fNu oxdn. Clearly, v, is discontinuous at
certainty and, therefore, this utility represents wary preferences at some point .

In a deterministic setting, agents may be unsure about the discount factor and,
by analogy, we say that (5) or (6) represent ambiguous discounting. Gilboa (1989)
had remarked that the use of the Choquet integral as a representation of deter-
ministic preferences is appropriate when the agent dislikes wobbles in consumption
and is concerned with the worst outcome. Under this interpretation, for ({, 3) pro-

portional to ((1 — €)u, €), the utility can be rewritten (up to a scalar multiple) as
Ux) = z; Gu (zy) + B%rgu(xt) (7)
t—

By (5), this utility function can be reinterpreted as the minimal separable utility
when the discount factors have a lower bound given by (,'7. Consumers end up
maximizing the worst discounted utility, over a set of possible discount factors.
Imprecise discounting may be a particular case of a more general situation where
the agent does not know what she will be later on (having what is called a divided
self) or where a random element affects future preferences. Uncertainty about fu-
ture tastes has interesting connections with recent work on the incompleteness of
preferences (see Dubra, Maccheroni and Ok (2004)) and has also been addressed
in terms of preferences for flexibility (see Kreps (1979)). The approach just de-

scribed addresses this uncertainty while preserving the completeness hypothesis

15This notion appears in statistical works since the fifties (see, Hodges and Lehmann (1952)).
The fact that the Choquet integral coincides with the right hand side of (6) can be seen, for
instance, in Dow and Werlang (1992).

6Wariness holds actually at every z > 0 as lack of Mackey Isc can be seen by letting
2" = (1+¢) zge. Notice that 2" — (14-¢) x in the Mackey topology (by Lemma 3 in Appendix),
but, when € > 0 is small enough, we have for all n that U(z") < U(z) (as inf; u(z}") = u(0) <
infs u(zs)). So the lower contour set of x is not Mackey closed.

Y71 u(yy,) = inf; u(y;) and this is the only date for which this holds, o utility is discounted
by the rate ((;, + 3)Y/ (to=1) " The degree of impatience for each date changes according to the
relative level of consumption.
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and the determinacy of current choices. Moreover, even if each agent had stan-
dard discounted utilities, a policy-maker ignoring individual discount factors but
worried about not leaving some agent extremely unhappy, might want to use a

representative consumer model with the above imprecise discounting feature.

3.8 Arrow-Debreu Equilibrium

Suppose that there is a finite number I of consumers. Each consumer 7 is

characterized by preferences 7' on ¢ and endowments W* € (.

ASSUMPTION A3: Preferences 77 on (5° are represented by the restriction to /5°
of U : 4>* — IR U {—o0o} which is a concave function, that has finite values on its

effective domain D and takes the value —oo outside '®.

Assuming that preferences = satisfy A3, we denote by U’ its the utility function
given by this assumption. For prices 7 given by a positive linear functional on
(>, we define the AD budget set of consumer i as the set Bap(w, W') = {z €
05° (@ — W) < 0}. An AD equilibrium is a couple (m, (2*)L_;) such that, Vi, 2’
maximizes U’ on Bap(m, W) and S21_ (2 — W) = 0.

By Bewley’s (1972) existence theorem, if preferences are convex, satisfy assump-
tions A1-A2 and W* >> 0 Vi, then there exist equilibrium prices 7 € ba,, and,
under the additional assumption of Mackey lIsc, 7 € £} . We gave examples where
AD equilibrium prices are not countably additive (Section 2), but we postponed
some details that we now justify. The following lemma (proven in Appendix C)
shows that, under A1, A2 and A3, a pure charge in a supporting price occurs at

x 3> 0 only if the consumer is wary at x.

LEMMA 1: Let U be an increasing concave utility function on (. If U is Mackey

continuous, then OU (z) C (' for x> 0.

For U given by (7), a sufficient condition to get U (x) not contained in ¢! is that
the infimum of x be a cluster point of z, as the next two propositions (that are

consequences of Lemma 10 in Appendix C.1) show. Given z € £, let z = inf z.

18Under A3, U is finite and norm continuous at z if and only if U is bounded from below in
some norm neighborhood of x. Even when D = (3, Al and A3 are not in contradiction, as A1l
is stated for preferences and the restriction of U to £5° is continuous. Monotonicity implies that
(e CD.
+
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PROPOSITION 3: If U is given by (7) with u : IR, — IR concave, increasing and
of class C*(0,00), then, given x > 0,

a) If z is not a cluster point of x, OU (x) C (*;

b) If x is attained for infinite indices t, OU (x) N LY #£ O but OU (x) ¢ (1

c¢) If x is not attained, OU (z) N L' = (.

PROPOSITION 4: Under the same hypotheses of Proposition 3, if x is a cluster
point never attained of the sequence x, then x is mazximal for U in Bap(m, W)
when (1) W is such that W = wx and (ii) ™ € ba is given by
Ty = Z Ceu'(z4) ye + Bu'(z) LIM(y)
t>1

where LIM is a generalized limit such that LIM(x) = z.

(When z converges to x, any generalized limit LIM fulfills the requirement)

REMARK 2: In Proposition 4, fu/(z) LIM is the pure charge component of the
supporting price®. Gilles and LeRoy (1992) suggested that the pure charge com-
ponent of an AD equilibrium price could be interpreted as a bubble, but did not
relate it to bubbles in prices of the assets that serve to complete the markets. We

will establish this precise relation in the next section.

4 SEQUENTIAL EQUILIBRIUM AND BUBBLES

Along this section, we assume that preferences of each agent 7 satisfy Al and
A3 and that U? is the representation of ! given by the latter.

In a sequential economy agents can transfer income across different dates 2
using an infinite lived asset that pays R; > 0 units of the consumption good
at each date t > 1 (R; = 0) and may be in positive net supply. We assume
that R = (Ri)>0 € (. Initial asset holdings are denoted by z{ € IR, and
sequential commodity endowments by w’ = (w}),>; € (. Let the commodity
be the numeraire at each date and denote by ¢ > 0 the asset price at date

t. The sequential problem of agent ¢ consists in choosing a consumption plan

9Tn Appendix C.2, we provide an example of an AD equilibrium with positive pure charging
prices, for preferences not given by (7), assuming x >> 0 but no other assumption on z.

20As we are interested in efficient bubbles, we focus on deterministic economies, but we could
have examined also sequentially complete markets.
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z = (2)>1 € (2 and a portfolio plan z = (z;)i>1 € IR, in order to maximize U’
subject to the sequential budget constraints (1).

This problem does not have a solution, under monotonicity of preferences, as
the agent can do Ponzi schemes. To prevent this, portfolio constraints should be
introduced. Examples of such constraints, in the previous literature, were of the
form g2, > —M;, where M € (3°. Given a portfolio constraint P, the sequential
P-constrained problem consists in maximizing U’ subject to Bp(q,w", 2), where
this set denotes the set of consumption plans x € £5° for which there is a P-feasible
portfolio z such that z; < w! + ¢ (z—1 — 2¢) + Reze_1.

An equilibrium for the sequential economy with portfolio constraint P consists
in a vector of plans (z°, z%); and asset prices ¢ such that (i) #* maximizes, for each
i, U on Bp(q,w', ), (i) D (v} —wj) = >, Rezb and Y, (21 — 2{) =0 for all ¢ > 1
and (iii) 2* = 2%(2") where 2°(2); = W} + q¢ (201 — 2) + Rize_1.

The following property of an optimal plan z* will be assumed in most results

(but not in general statements found in the Appendix).

ASSUMPTION A4: Utis differentiable along any canonical direction at the optimal

solution z* for the sequential P-constrained problem, that is,
vt, 30U (2% e) = pl.

Under this assumption, all supergradient of U? at 2* have the same countable
additive component p'. If U’ given by (7), A4 holds when the infimum of con-
sumption is not attained (as in Examples 1 and 2, with pi = &= (u')'(z})).

For these preferences, if decisions were made only tomorrow, would the choices
for next dates remain the same? Consistency holds when the infimum of utilities
in not attained (as it is the case for the endowments in the guiding examples) and
would hold for any plan x if we would define the utility for the problem starting at
t with a coefficient (3;, dependent on the values of x up to t. However, our results

hold for more general Mackey discontinuous preferences.

16



4.1 Necessary Conditions for Optimality

To study the optimal solutions for the sequential P-constrained problem?!, we
need to define the concept of admissibility. Given a portfolio constraint P, the
sequence v is said to be a right-admissible direction at x € Bp(q,w, zy) when
J¢& > 0 such that = + 7v € Bp(q,w,29) VY7 € [0,¢'). It is said to be left-
admissible when 7 € (—¢”, 0] instead, for some €” > 0, and is said to be admissible
if it is right and left-admissible. If z* is optimal and v is an admissible direction

(at z(z*)), then the directional derivative dU(z(z*);v), when it exists, is zero.

4.1.1  Euler Conditions

Consider the direction v(t) = —qre;+(q1+Ris1)err 1. We suppose that portfolio
constraints are such increases in asset positions at a particular date are always

allowed at x > 0, that is, the right-admissibility of v(t) at x always holds.

PROPOSITION 5: Let x* > 0 be an optimal solution to the sequential P-constrained

problem satisfying A4. Then

Qe > (Grer + Repr) fhera - (8)

(The proof can be found in Appendix D)

REMARK 3: (i) Under left-admissibility (which may fail when decreases in asset
positions violate the constraint), the opposite inequality would hold too.
(ii) If * >> 0, even without A4, we can always say that 37 € U (z*) : ¢/Te; >

(qer1 + Riv1)Tes 1?2, For other v(t'), the supergradient might be different.

4.1.2  Transversality Conditions

Transversality conditions should not be confused with constraints that have been
imposed by several authors to guarantee the existence of a solution to sequential
problems. The former are properties that the optimal solution must exhibit. The
latter restrict the choice set by requiring portfolio plans to mimic that property.

We need to study some directions for changes in the portfolio plan.

21As we will be studying the problem of an individual agent we omit, in this subsection, to
simplify the notation, the indices refering to the specific agent. For instance, if A4 holds for z*,
e denotes 0U (%5 e4).

22Under left-admissibility, the opposite inequality holds for some T” € OU (z*) and, as OU (z*)
is convex, Euler equation holds for some T” € oU (z*).
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Given a portfolio z and n € N, let y(n) be defined by y(n); = 0 if ¢t < n,
y(n)p = —quzn and y(n)y = q(zi-1 — 20) + Rezemr = x(2)y —wy if t > n. We
will always assume the left-admissibility of y(n), which means that constraint P
allows, at any ¢ > n, for the replacement of (2¢)i>, by ((1 + h)zt)es, with A < 0
arbitrarily close to 0 (the absolute value of the portfolio is decreased at date t).

Sometimes we will impose the counterpart:
AssuMPTION A5: For constraint P, direction y(n) is right-admissible at x(z).

A5 holds for constraints ¢z, > — M, if (¢2¢); > —M and always for constraints
that mimic transversality conditions (classical or the ones we present). In this case,
the absolute value of the portfolio can be increased at date t. Anyway, we shall
always assume that constraints should always be such that, for every n, if y(n) is

right-admissible, then y(n + 1) is also right-admissible, for any plan z.

PROPOSITION 6: TRANSVERSALITY CONDITIONS

Let x* >> 0 be an optimal solution to the sequential P-constrained problem satis-

fying A4 and let z* be such that x* = x(z*). Then,

(i) 3 pure charge v : v(z* —w) > limsup p,q, 2. and p+ v € U (x*);

(ii) Under A5, 3 pure charge n : n(z* —w) < liminf p,q,2 and p+n € OU (x*);
(This follows from Lemma 11 in Appendix D.1)

REMARK 4: For U given by (7), when inf z* is never attained, we can compute
the directional derivative 6U(2*; 1, ) = > _,.,, Gu'(x}) + Bu'(inf 2*), whose limit,
as t — oo, is fu/(inf 2*). As A4 holds in this case, we get, using Lemma 8 (in

Appendix A.3), lim p,q,z; € fu'(inf z*)[lim inf(z* — w), lim sup(z* — w)].

4.2 Sequential Implementation and Room for Efficient Bubbles

We say that an AD equilibrium (7, (z');), for the endowments (W?);, is imple-
mented sequentially, under given portfolio constraints, with an asset with returns
R € (¢ if we can find initial holdings z{ > 0, verifying w’ = W* + (R;z{) > 0,
prices q and portfolios (2%); so that (g, (z¢, z%);) is an equilibrium of this sequential

economy. The implementation depends on the choice of a deflator:
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DEFINITION: Given asset returns R and prices ¢, a sequence A = (A\;); > 0 is a
non-arbitrage deflator if \yq; = M11(qrr1 + Rey1) for every t > 1%

At any date t, \iq; = Zs>t A Rs+1img A q,, where both the series and the limit
are finite, since R > 0 and ¢ is finite?*. For this deflator, the asset fundamental

value and the asset bubble at t are, respectively, /\% > o AsRs and /\% limg Agqs.

s>t
Note that if z' > 0 satisfies A4 and (8) with equality at each ¢, (u!) is a non-
arbitrage deflator. If, in addition, ' >> 0, we can use the ¢! component p of the

AD price as a deflator, as the first order condition of the AD problem requires?’
Jp' >0 : p'r € OU' (). (9)

Can we use a deflator which is not, up to a scalar multiple, equal to the countably
additive part of the AD price? Could we distribute the pure charge across all dates
to get a different deflator? This could not be done when utilities are of the form

(7) and the infimum is not attained (as in Examples 1 and 2)). More generally:

PROPOSITION 7: (' AD DEFLATORS

Let (7, (z");) be an AD equilibrium such that, for each i, x* >> 0 satisfies A4. For
portfolio constraints that allow an agent with a long position at t to reduce it by
a small enough amount, if the asset is in positive net supply or (i), # (W}), Vt,
then the countably additive component p of 7 is, up to a scalar multiple, the only

possible choice of a deflator to implement sequentially (m, (x%);).

PRrROOF: We can not implement (7, (2);) with positive shadow prices for the port-
folio constraints, otherwise the uniquely defined marginal rates of intertempo-
ral substitution would be different across agents (as at each date, some agent
must be purchasing the asset and does not have the constraint binding at that

date), contradicting efficiency. Then, for any non-arbitrage deflator A, \;/\;11 =

(Gr1 + Reyr)/q = 5Ui($i; €t)/5Ui($i; Ci1) = Pt/Dis1 Q.E.D.

When discussing implementation we use the following (proven in Appendix D):

23Given R and g, the sequence ) is uniquely determined up to the choice of some term, say
the initial term A;. Conversely, given A and R, ¢ is uniquely determined up to one term.

24Notice that if R >> 0, as in the guiding examples, A\ must be in £!.

25See Zeidler (1984), p.391, Theorem 47.C.

19



LEMMA 2: Let m = p + v be such that v is a pure charge, p € (' is a deflator
for (R, q) with ¢ > 0. Given x € {3, take z to be such that (1) holds. Then, for
wi = W} — Rz}, we have x € Bap(m,W") if and only if

I/(ZEZ(Z) —w') — li{nptqtzt < 2(v(R) — lim pyqy), (10)

Actually, (10) holds with equality when 7z = 7W*. In this case, 3 lim; p;q;2;.
Could we use standard portfolio constraints to implement sequentially efficient
allocations? Given a deflator A, take three types of constraints that have been

extensively used to avoid Ponzi schemes under impatience assumptions:

(a) lim \;grz: = 0 (transversality constraint);
(b) Az > —M, with M € (%° (bounded short-sales);
(¢) M@z > —> o, Asw! (debt dependent on future ability to repay).

It is well known that these types of constraints rule out bubbles for positive net
supply assets, in the deterministic case (actually in the complete markets case),
when the present value of wealth is finite. Besides, in equilibrium, even with zero

net supply, (b) or (¢) imply lim A\;q;2f = 0 when A € ¢! (see Appendix D.3)%.

PROPOSITION 8: STANDARD CONSTRAINTS DO NOT IMPLEMENT AD

Let (7, (2%);) be an AD equilibrium such that, for each i, ' > 0 satisfies A4 and
7 has a pure charge that is non-zero valued at (x® — W) of some agent iy.
Under portfolio constraints of type (a) or (b) or (c), it is impossible to implement

sequentially (m, (z");) when Y, 25 >0 or (x});, # (W{), Vt.

PROOF: Suppose (7, (z');) can be implemented as (g, (z°, z*);). By Proposition 7,
pis, up to a scalar multiple, the unique deflator. Let i be such that v(z'—W?) > 0.
Since v(x' —W*) = v(z' —w") — ziv(R) and, in equilibrium, lim; p;g;2; = 0, Lemma

2 implies v(z' — W) < —z{ lim; pyq; < 0, a contradiction. Q.E.D.

In Examples 1 and 2, v(z' — W) = SLIM (2" — W*) which is positive for one
agent and negative for the other, in the AD equilibrium. At least for constraints of
type (a) (even in the weaker form lim A\;q;2, > 0), if (2); # (W?); and a consumer

i has U'(2")Ne = ), it can be shown that the result in Proposition 8 holds without

20|\l < +oo0 is sufficient for the present value of wealth to be finite and also necessary when
Zi(wl + (Rezd)e) >> 0.
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having to assume A4 or that the AD price pure charge v has v(z' — W*) # 0 for
some 4 (which does not hold when (x! — W}/) — 0). Do positive net supply assets
have price bubbles when other portfolio constraints are used instead?

The first important observation is that, under wariness, transversality conditions
do not prevent bubbles. When, for each i, ° >> 0 satisfies A4, by (i) in Proposition
6 and condition (9), > limpyqiz; < > o' (limsup(z* — W*) + z{ lim sup R), where
a’ > 0 is given by Lemma 8 in Appendix A.3. If o' > 0 Vi, even when z° — W*
converges, by normalization of utilities (to have o' = 1, adjusting p'), we get
lim; p;q; < limsup R, which does not rule out bubbles under a finite present value

of wealth (as p € ¢! and W' € ().

On the contrary, if utilities U* were Mackey continuous, then, at norm interior
optimal bundles, the supergradients had to belong to ¢! (see Lemma 1) and, if
Euler condition (8) holds with equality at each t (assuming A4), the transversality
conditions became lim p;qz; = 0, implying (>, z¢) lim p,g; = 0, that is, bubbles
of assets in positive net supply would be ruled out (under the deflator given by
Proposition 7, which yields a finite present value of wealth). Intuitively, impatient
agents would like to sell the bubble. However, in the absence of initial holdings
and under appropriate portfolio constraints, agents may be prevented from doing
it. We say that the agent wants to sell the bubble, at date t and when consuming
x, if there is some h > 0 such that U'(z + h(qie; — >, ., Rre;)) > U'(xz). We have
the following result (proven in Appendix D.4) is in the spirit of Tirole’s (1989)

argument that bubbles can not survive an infinite horizon arbitrage.

PROPOSITION 9: IMPATIENT AGENTS SELL THE BUBBLE
Suppose U' (given by A3) is increasing, Mackey continuous and such that A4 holds
at x 3> 0. If there were a bubble in the asset price and x satisfies, for each t, (8)

with equality, then agent i would want to sell the bubble at every date.

4.8  On the necessity of bubbles

A large class of AD allocations must be implemented with bubbles. We provide
general results that are illustrated by Examples 1 and 2. In this results, the equi-
librium of the sequential economy must satisfy (10) with equality. Additionally,

x’ must be optimal in the sequential choice set Bp(q,w?, z}). For this it suffices
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that Bp(q,w", 2}) is contained in the AD budget set.

We look at portfolio constraints that mimic transversality conditions. When
A4 and A5 hold at 2" and z* = z'(z"), the necessary transversality condition
demands lim pilg;z! = v'(2' — w?), for the common ¢! component p’ of all super-
gradients of U? at 2% and the pure charge component 1/ of one of these supergra-
dients. We consider constraints that require, for every feasible portfolio plan z,
lim pigzy > v'(z'(z) — w') for one of those pure charges. Such constraints pre-
vent a non-financed asymptotic excess of consumption over endowments (that is,
precludes asymptotic bankruptcy). A possible choice is to pick the pure charge
of the supergradient that satisfies the first-order condition of the AD equilibrium
(see condition (9)). This is equivalent (dividing both sides by p’) to require, at ¢
in the set Q(p) of asset price sequences for which p is a non-arbitrage deflator,

lim pyq, 2 > v(a'(2) — W) (11)
for any z. The constraint pyqize > — > ., psw’ + v(2'(2) —w’) implies (11). Next
we show, for a suitable choice of ¢, that (11) implies the inclusion of Bp(q,w’, 2) in
the AD budget set*” and that, when >, z{ > 0 and R >> 0, a bubble is necessary

to implement an equilibrium (7, (2*);) with a pure charge component in 7.

THEOREM 1: NECESSITY OF BUBBLES

Let (m, (z");) be an AD equilibrium, with T = p + v with p € {*, v a positive pure

charge and, Vi, at ' >> 0, A4 holds. If the portfolio constraint is (11), then

(i) If R > 0, (m, (2");) is implemented with asset prices q such that limg p,q, =
v(R). In this case, Bp(q,w', z}) = Bap(m, W?) Vi;

(it) If > 25 > 0 and (w, (2")); is implemented with ¢ € Q(p), then limg pyqs >

v(R). Thus, there is a bubble when R >> 0;
(iii) If R =0, (m, (2%);) is implemented if 2} = 0 Vi. In this case, we could use any
q € Q(p) such that limg pyqs > 0. Further, Bp(q,w', z}) = Bap(m, W*) Vi.

PROOF: (i) Define g by pgy = >, psRs + v(R) > 0 (that is, lim, p,qs = v(R)).
Since ' = 2'(2") € Bap(m, W"), Lemma 2 implies limp,qsz! = v(z' — w'), so,

z' € Bp(q,w', 2}). If x € Bp(q,w', ), satisfies condition (11) and, therefore, (10).

27 Also, this inclusion implies (11) when the direction g;e; — > o1 Reeq is left-admissible (when
one can buy some arbitrarily small amount of the asset and hold this additional position forever).
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(ii) If (7, (")), is implemented with prices ¢/, by Lemma 2, v(z' —w") —lim, pyq; 2} =
2i(v(R) — lim pyq;). Since (2%, 2") satisfy (11), we get z{(v(R) — lim pyg;) < 0. As
24 is positive for some 4, lim pyq; > v(R).

(iii) For k > 0, define pyq; = k (so, lim, psgs = k). As 2 = 0 Vi, the conditions
(10) and (11) become the same. Thus, Bp(q,w’, 25) = Bap(m, W). Q.E.D.

REMARK 5: Example 2 illustrates Theorem 1. The results in this theorem still
hold when ¢ > 0 fails to hold but p’ is still colinear with p = 7 — v, as it is the
case in Example 3 (see Subsection 4.4). Example 1 could have been presented also
with constraint (11) but we picked instead the related constraint (4), requiring

limy pyqeze > Blimsup,(z(2); — wi), which illustrates our next theorem.

Let us address the occurrence of bubbles for non-specified portfolio constraints,
satisfying A5, when net trades (z' —w") converge and consumers have a well defined

way of valuing distant consumption, more precisely:

ASSUMPTION AG: At x € (2, lim,, 67U (z;1p,) = lim,, 6~ U'(x; 1, ), and we call

this common value y’_ the marginal utility of consumption at infinity.

This assumption is satisfied by preferences given by (7) when infimum is never

attained (p', = B(u')'(x)) or the infimum is not a cluster point (', = 0).

THEOREM 2: MORE ON THE NECESSITY OF BUBBLES

Let (7, (2%);) be an AD equilibrium such that ® = p + v where p € (', v is a
positive pure charge and, Vi, ' >> 0 satisfies A4, A5 and A6. Suppose (m, (z");)
is implemented using an asset with prices ¢ and Y, z, > 0. If (z* — w") converges

Vi, then q € Q(p) and lim pyq; = v(R) (there is a bubble whenever R >> ().

PROOF: A4 and A6 imply that for each T € 9U'(x") there is a generalized limit
LIM” such that T = pi+p’ LIM” (see Lemma 6 and Lemma 8 in Appendix A). As
(z'—w") converges, LIM” (z' —w?) = p’_lim(2’—w’), and we can make two remarks.
First, Proposition 6 give us limg p’qs2% = pl lim(z' —w'). Since z* >> 0, we get, by
conditon (9), 3p’ such that p'(p + v) € U'(z"). Then, p'v(z’ — w') = p' lim(z’ —

w') = lim, p'pyqs2t. Summing over i, lim,pygs = v(R). Secondly, dU*(x%;y(t))

28For portfolio constraints that allow an agent with a long position at ¢ to reduce it by a small
enough amount, the result in Theorem 2 holds assuming A5, A6 and the convergence of net
trade for just one agent.
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exists V¢, and, so it must be equal to zero. As zjv(t) = y(t) —y(t+1), 2T (v(t)) =
T(y(t)) — T(y(t+ 1)) = 0 VT € oU*(z"), Vt. Given t, in equilibrium, z/ > 0 for
some i. Thus, 6U"(z";v(t)) = 0 for this ¢, which implies piq; = i 1 (g1 + Rig1).
From (9), piq: = pra1(que1 + Res1) Vt, so p is a deflator. Q.E.D.

4.4 Coezistence with an Impatient Agent Does Not Kill the Bubble

If some agents are impatient and other agents are not, we can still obtain efficient
bubbles in the prices of assets in positive net supply.

Huang and Werner (2000) already gave an example where the impatient agent,
with time separable linear preferences, consumed zero after the initial date and
the AD price had a pure charge induced by the preferences of the other agent.
Sequential implementation was obtained for portfolio constraints that require asset
positions to be constant after some date. In this example, the impatient agent
chose zero consumption after the initial date and this was compatible with the
pure charge in prices. One may wonder what are, in general, the features of the
impatient agent’s problem that allow for bubbles under other constraints.

If U* is Mackey continuous, then, at x >> 0, dU*(z) C ¢! (see Lemma 1). In
this case, x could not be the optimal choice for an AD price 7 = p + v with a
positive pure charge v. In fact, the necessary and sufficient (together with the
budget constraint) optimality condition (see Zeidler (1984), p.391, Theorem 47.C)

is that, for some p’ > 0, we have
p'm e U (z) +8Xlo+o (x) (12)

where y P is the extended real valued functional that takes value 0 on /3° and —oo
elsewhere. Now, by Lemma 12 in Appendix D.5, the superdifferential (9)(/_,10 (x) is
the set {T" € ba : T(y) > 0Vy € ¢ and T'(x) = 0}. Hence, if z >> 0, then
axlf (x) = {0} and, therefore, as QU (z) C (', 7 could not have a pure charge.
That is, when the AD price has a pure charge, impatient agents must choose
bundles with subsequence converging to 0. This holds trivially in the example by
Huang and Werner (2000), but it is compatible with a larger class of preferences,
namely when U is strictly concave and Inada conditions hold, so that the agent is
not consuming only at the first date, in spite of being impatient. An agent with

Mackey continuous utility can satisfy (12) at a norm boundary point z > 0 of
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(% for an AD price with a pure charge v. In fact, Ox,. () only contains pure
+
charges® and the pure charge 7 of the element of dx,.. (z) cancels out the price
+

pure charge (p'v = n)*’. Let us illustrate this.

EXAMPLE 3: COEXISTENCE WITH AN IMPATIENT AGENT

Utilities are U'(z) = Y 12, Gi(t)vx, and U?(z) = > 72, G(t)/x, + 6inf; /x,.
The discount factors are given by ¢i(t) = (1)"'tf5 and ((t) = ()" ' 153, which
1

are both in ¢'. Agents have the same endowments, given by Wi = 2(1+7(3)" ) (14)2

We show that an AD equilibrium is given by z} =7 (i)t_l ()2, 27 = (££)? and

prices 7 such that, for x € £, 7(x) = 53772, (5)" ' (v5)*2 + 3B(x).

Let us start by checking that the budget constraint holds for agent 1 (which im-
plies also that the budget constraint of agent 2 holds). Now 3 >7/°, (1/2)" " ($)% () —
W)+ 8B(at — W) = 130, () (T() — 1) —8/2= 1(8—2) ~ 3/2=0.

The first order optimality conditions of agents 1 and 2 are given by (12). The
latter holds (by making p? = 1 and noticing that z? >> 0) since 7 is according to
Proposition 4. To check the former, recall that we can make the price pure charge
cancel out with the pure charge of the element of axlf (x!). Hence, it suffices to
find p* > 0 verifying p'w(e;) = % for each t. That is, we must have p' = 1/+/7.

Although W1 >> 0, consumption of agent 1 tends to zero. This happens since
the wary agent 2 is placing a high value on consumption at arbitrarily large dates,
inducing the impatient agent 1 to sell endowments at distant dates.

The AD equilibrium can be implemented imposing the transversality condition
of the wary agent on the portfolio of both?®!' or (for an appropriate choice of (2});)
by imposing on each agent a constraint that mimics the respective transversality
condition. In the former we use (11) (that is, denoting by p the ¢! component

of m, lim; pyqi2z¢ > 3B(x(z) — w')) on both agents and, as seen in Subsection 4.3

(see Remark 5), Bp(q,w', 2) C Bap(m, W?). In the latter, agent 1 faces the usual

29Take T € 8)((3: (x), with countably additive and pure charge components v > 0 and n > 0,
respectively. Ta = 0 implies vz = n(—2z) < —aliminfx for some @ > 0 (by Lemma 6 in
Appendix A.2). Hence, y2 = 0 and since ye; > 0, V¢, we get v = 0.

30By Mackey continuity, the countably additive component of any supergradient of U at x is a
supergradient (see Lemma 14 in the Appendix D.5) and can replace the supergradient satisfying
condition (12) (by moving the associated pure charge to the supergradient of Xese ).

31Given a constraint choice, agent 2 demands all the asset supply, as ¢t — oo. So, if one is to
impose the same constraint on both agents, it is reasonable to choose one that mimics agent 2
transversality condition.
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constraint lim; p;q;z; = 0. Let, fort > 1, R, = (%)2 and define g by p1¢1 = pR+3
and pr_1qi—1 = pi(qe + Ry) for t > 1. Thus, limp,q; = v(R) = 3B(R) = 3. We
choose 2z} = 1/2. Since ' € Bap(m, W) and v(z! —w') = v(z! = W)+ 2lv(R) =
—3/2 + 32) = 0, Lemma 2 implies lim p;q;2/ = 0. Moreover, as p is colinear
with p! € OU' (2') (see Lemma 14 in Appendix D.5), individual optimality holds:
U ((2)) — UNa') < 1t (0(2) — ') + (" — ') = lim adgiz} — linn ez, < 0.

5 Two DATE ECONOMIES AND BUBBLES

The AD equilibria can be implemented as equilibria of a two date economy
with a complete set of assets traded at the initial date and paying returns on
the countable infinite set of states at the second date. When the AD price is
not in /' and the complete set of assets consists of Arrow securities, the price
of an asset whose returns are uniformly bounded away from zero will exceed the
series of returns weighted by state prices (given by the Arrow security prices).
Even for other asset structures, the series of returns, deflated by marginal rates of
substitution, should be interpreted as the fundamental value (see Proposition 10)
and the asset price has a bubble, which is related to the pure charge component
in the AD price evaluated at the returns stream.

Our previous examples could be adapted to this two date setting, but we chose
to look at a more provocative case, when a durable good (say gold) that has no
pure charge in the respective marginal utility turns out to have a bubble due to
its role in hedging against fluctuations in the endowment of the other commodity.
That is, consumers are not specifically wary about the consumption of gold (as
the partial utility function on gold is Mackey continuous) but gold has a bubble.

The asset structure is described by the returns linear operator R : (> — (>,
mapping a portfolio z € £*° of countably many assets into a bounded sequence of
payoffs over the countably many states. Asset j is identified by its returns R(e;).
Let g € ba, be the vector of asset prices. We allow for initial holdings z > 0.

At date 0, besides the choice a portfolio z € £, it is possible to trade and
consume a perishable good (the numeraire) and gold. The numeraire endowment

is wf > 0 and gold endowment is e}, > 0. Consumptions of the numeraire and gold

26



are denoted by ¢o and gg, respectively. Date 0 budget constraint of agent ¢ is

co + pogo + q(2) < wi + poeh + q(z)), (13)

where po > 0 is the gold relative price. Each unit of gold consumed at ¢t = 0 is
still available at date 1. This durable good can be seen as an commodity-money
that serves to transfer wealth and hedge against variations in the numeraire.

At the next date, there are state-dependent endowments of the numeraire w} €
¢ and gold e} € (2°. Let p; € £ be the state-dependent relative price of gold.
State-dependent consumptions of the numeraire and gold, ¢; and gy, lie in £°.

Date 1 budget constraints: at each s € N
Cis + P1sY1s S Wis + pls(eilg + 90) + R(Z>S7 (14)

Denoting p = (po, p1) and analogously for the other date-dependent variables,
let Ba(p, q,w', €', 28) = {(c,g) : (13) and (14) hold for some z € (>},

Preferences are represented by a concave and monotonous utility function U
such that for each T € 9U(c*, g*), with (c*, g5) => 0, the partial supergradient
on gold has no pure charge (as the next example illustrates). That is, there
exist ', u§ € (0,+00), uV,u¢ € 1 and a positive pure charge vV so that

T(c,g) = udco+ pSgo+ (Y + 1) (1) + p(gr) for all (¢, g). This leads us to:

PROPOSITION 10: ASSET PRICING
Suppose x* = (¢, ¢, g8, g7), with (¢}, ¢, g5) =>> 0, mazimizes U on Bg(p, q, w', €', 20).

For each p¥ + vV + pu© € U (z*),

(1) if there exists SU(x*,v;) for v; = (—q(e;), R(e;),0,0), then
ales) = S WY Rle)e 4 vV (e
s=1
(i) if there exists OU(xz*,v) for v = (—po, p1,1,0), then
b po = p§ + iuivps +vV(p).
s=1

(The proof is immediate as, for each T' € OU(z*) and any of the directions w
considered, T'-w = 06U (z*; w) = 0; the directional derivatives exist in the Example

4 below but even when these do not exist we can establish inequality conditions)
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REMARK 6: The weights p are the state prices, whereas v"(R(e;))/ud’ and
vN(p)/pdY (when positive) are the price bubbles in the financial assets and gold,
respectively. The bubble on gold is the excess of its price over both the marginal
rate of substitution between gold and the numeraire at date 0 and the series of its

deflated prices at date 132

DEFINITION: An equilibrium for the two date economy is a vector (p, g, (¢', ¢, 2*);)
such that: (i) Vi, (¢, ¢) maximizes U’ on Bg(p, q,w’, €', z) and (c', ¢', 2*) satisfies
(13) and (10 (i) S0, (ch — wf) = 0 and X0, (ch — wf — R() = 0; (i)
i1 (g6 — ) =0 and i (gi — ef — g) = 0; (iv) Eisy (' — ) = 0.

We will relate the two date economy and an associate AD economy whose con-
sumption bundles are of the form (cg, ¢1, go, g1). AD endowments are related to the
two date endowments by Wi = wj, W} = w} + R(2(), E{ = ¢}, and E} = ¢} + ¢} 1.
AD prices (taking cg as numeraire) are specified by prices for (c1, go, g1) given
by (m,70,71), where m € ba, 79 € (0,+00) and v, € ba. The AD budget set
Bap(m,y, W', E") is the set of bounded vectors (cg, ¢1, go, g1) > 0 satisfying

co — W +70(g0 — Eg) + m(cr = Wi) +m(gr — Ej) <0, (15)

ProprosiTIiON 11: AD AND TwoO DATE BUDGETS

(i) If (¢,g) € Ba(p,q,w', €', 28) with (13) and (14) holding with equality at some
z and there exists m is such that q(y) = mo R(y) Yy € €, then (¢,g) €
Bap(m,v, W', E*), where yo = po—m(p1) and y1(g1) = 7((p1s915)s) Vo1 € £

(ii) Assume that R is onto and z{ is such that Wi — R(z{) > 0.
If (¢,g) € Bap(m, v, W', E) and 3p1 € £ : 1(g1) = 7((p15G15)s) Vo1 € £,
then we have (c,g) € Bal(p,q,w', €', z}) where py = Yo + 7(p1) and q(y) =
mo R(y) Yy € £*°.

REMARK 7: Proposition 11 (proven in Appendix E) can be used to relate AD
and two date equilibria. Under injectivity (besides surjectivity) of R, the former

induces the latter. In fact, by item (ii), at the AD allocation, consumption plans

32 Asset pricing could have been characterized using a non-arbitrage deflator, not necessarily
given by the marginal rates of substitution. Without gold, in the absence of arbitrage opportu-
nities, there exists 7 in the dual of £°° such that ¢ - z = 7 o R(z). Non-arbitrage in the presence
of a durable good could be characterized also (see Araujo, Fajardo and Pascoa (2005) for the
finite state case).
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lie in Bg(p, q,w’, €', 2}); optimality within this set follows by item (i) and, finally,
asset market clearing holds by injectivity of R since Y, (ct, — Wi, + p1s(gis — Ei, +
eb — g4)) = 0 Vs implies R(> (2" — 2§)) = 0. The converse is also true (by using

items (i) and (ii) in the reverse order).

ExAMPLE 4: A BUBBLE IN GOLD

Consider two consumers 7 = 1,2 whose preferences are described by

Ui(c7 g) = \/a—i_ 90 + (1 - 6) Z,US(V Cis + gls) + 6;2{] V Cis,
s=1

where ¢ € (0,1) and p, = (3)*"! for any s > 1. Numeraire endowments are
W = LW = ((*5)% + ¥))sew, WE = ((751)? — ¥s))sen, with ¥, = —1/4 if s is
even and ¢, = 1/2 if s is odd. Gold endowments are £ = 1/2, £} = 1. We claim
that AD prices are defined by

- S
(e, g) = co+ 290 + (1 — s <+ 2gs | +e(B + B ,
Teg) =+ 200+ (1= (SHC g) e(B(er) + Blpn)
where p; = (2(8?))561\1 and B is a Banach limit. AD consumption plans are

a' = (¢, ¢") with ¢ = (1, (£H)?)sen) and ¢' = (3,210), ¢° = (3,2L0), where O
is the set of odd natural numbers.

In fact, since 57 € QU'(x") + Oxye(2') and 7(a* — (W, E')) = 0 holds for an
appropriate choice of € (see Appendix E), 2° is optimal by condition (12). Notice
that the absence of a pure charge in the partial supergradient of U* with respect
to gold is compensated by a pure charge in the respective supergradient of Xeze
(as g; is on the norm boundary of the orthant). Market-clearing is immediate.

At last, using Remark 7, we get an equilibrium for the two date economy with
a bubble in gold. Selling gold helps to hedge the numeraire shocks.

When markets are incomplete and there is just one commodity, defining the
consumption set of each agent i as (R((>) + W') N (¥ and restricting utility
functions to these sets, AD equilibrium prices will be bounded linear functionals on
the set of net trades R(¢£>)*. Existence of AD equilibrium with these consumption
sets follows from Theorem 1 in Bewley (1972), provided that R(£>°) is Mackey
closed. Redoing Propositions 10 and 11 for the one good case, when dim R((*) is

not finite, pure charges in AD prices induce asset bubbles®*.

33The restriction of an element in (/*°)* to R(£>°) is a bounded linear functional on R(£>°).
34 However, as not all Arrow securities are available, some states will have more than one state
price (given by different non-arbitrage deflators).
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6 CONCLUDING REMARKS AND FURTHER EXTENSIONS

We show that when infinite lived consumers are wary, positive net supply assets
can have bubbles, even under complete markets and finite present value of wealth.
Transversality conditions no longer prevent a creditor at infinity. In our examples,
the wary attitude is formulated as a maxmin problem. Agents maximize the
minimum series of discounted utilities, over a certain class of discount factors (more
specifically, a Choquet integral with respect to a convex capacity not continuous
at the full set). This is an aversion to ambiguity in discount factors. A large class
of efficient allocations (illustrated in the examples and characterized in the two
theorems) are sequentially implementable with a bubble in the price of the infinite
lived asset that complete the markets. Thus, this bubble is efficient. Moreover,
the bubble is essential, as the allocations can not be implemented without it.

Similar examples, in a two date context, with a countable infinite set of states,
exhibit an analogous aversion to ambiguity in beliefs. In both contexts, Arrow-
Debreu prices fail to be countably additive and are implemented with asset prices
above the series of deflated returns, even when present values of wealth are finite
and assets are in positive net supply. We addressed the precautionary bubble in
a durable good (as gold) that plays the role of a commodity-money, even when
agents are not wary with respect to its consumption. Actually, if agents were
concerned about the infimum of the consumption of the durable good itself (as in
the case of housing), it could much easier to give an example of a bubble.

A study of the bursting of bubbles was beyond the scope of this paper. How-
ever, it seems to us to be a promising issue, as the realization of some events
may change the precautionary attitude. For instance, in a stochastic sequential
economy with preferences analogous to the ones in the guiding examples, if the
precaution coefficient § is path-dependent or in a subtree consumption is higher
at infinity than at some date, the bubble could burst.

In spite of difficulties, evidenced by Theorems 1 and 2, to deal with assets whose
returns are not strictly positive, we intend to explore this framework to study fiat
money and monetary equilibria as well as other macroeconomic issues such as

Ricardian equivalence and taxation.

30



APPENDIX
A NoOTATION AND BaASsic CONCEPTS

A.1  The Space £

The space £ is the Banach space of real bounded sequences equipped with the
norm defined by ||z|| = sup, |z¢|. The space ¢! is the Banach space set of absolutely
convergent real sequences equipped with the norm defined by |[|z]|, = > 2, |a].

Given x € (>, we denote by x, its s-th term. We say that x is nonnegative (and
write > 0) when 2, > 0 Vs € N. We write z > 0, when 2, > 0 Vs, and z =>> 0,
when 3 h > 0 such that x, > h for each s. Given x and x’ in >, we write x > 2’ if
(x—2') > 0 and x # 2’. The positive orthant of a Banach space X with respect to
a pre-order is the subset X, of elements that dominate the origin (in particular,
(¥ ={x € (> :2 >0}). The set int) £ denotes the interior of £3° with respect
to the norm topology. Now, x € int) £ if and only if x > 0. Moreover, (y, x)
denote Zzil YsTs, when this series is defined. We denote by e; the t-th canonical
direction, that is, the sequence such that (e;); = 1 and (e;)s = 0 otherwise.

When (> is endowed with a particular topology I, its (topological) dual with
respect to I' is the set of linear I'-continuous functionals on ¢°°. If I" is the norm
topology, the dual is denoted by (£>°)*. A coarser topology is the Mackey topology,
defined as the strongest topology on (> for which* the dual is ¢*. A net ()
converges to x in this topology if and only if, for any weakly compact subset A of
0t (z*,y) = (x,y) uniformly on y € A. We give now the proof of Lemma 3 (that
will be used often and is crucial to understand why continuity of preferences with

respect to the Mackey topology characterizes impatience):

LEMMA 3: Vo € (>, given a decreasing sequence (A,), of subsets of N with

MpAn, =0, x4, — 0 in the Mackey topology.

PRrROOF: We have to show that, for any weakly compact subset K of (!, (y,z4,)
tends to zero, uniformly on y € K. Denote by y™ and y~ the positive and the
negative parts of y, so that y = y™ — ¢y~ and |y| =y +y~. Let T and x be the
supremum and the infimum, respectively, of the sequence x. Then z (y™, 14, ) —

T(y ,La,) < (Y, 2a,) <T(Y ", La,) —z(y~,La,).

350Observe that each x € ¢! can be identified with a linear functional by the rule y +— (z,y).
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We know that (y,14,) converges to zero uniformly in y € K (see Bewley (1972),
Remark 24, p.534). Now, (|ly|,1La,) = (y,L4,) +2(y ,L4,), where (y~,L4,) =
Doven, Yt <D iea, [yl As K is weakly compact, the set {|y|},cx will be weakly
sequentially compact (see Corollary 10 in Dunford and Schwartz (1958), p.293).
Hence, }_,.,ly|, converges uniformly to zero on y € K (by Theorem 9 in
Dunford and Schwartz (1958), p.292).

Now, for each n let m(n) = minA,. Then, A, C {m(n),m(n) + 1,...} and
m(n) — oo (otherwise N, A, would not be empty). Then >_,, . |y|, converges

uniformly to zero on y € K and, as 5, |y, < Zth(n) |y|,, the result follows
since y* = 3(y +[y]) and y~ = 3(ly| — v). Q.E.D.

PROOF OF PROPOSITION 1:

The condition is sufficient, since yg. — y in the Mackey topology and x 7 .
Now, in order to show the necessity, suppose that the lower contour set of x is not
Mackey closed. There is a net (y) converging to some y, in the Mackey topology,
such that y = = and = = y® Va. Thus, (y* —y, z) — 0 uniformly in z belonging
to any weakly compact subset of '. Given n, let K, = {ei,...,e,}, then, for
1 < j < n, the real net y§ converges to y;. Moreover, z 7 Yge Vo On the other
hand, yz. — ygg in the norm topology, so & 2Z yge (since the lower contour set of

x is norm closed). Q.E.D.

LEMMA 4: Under A1, preferences are not usc at x if and only if 3y < = and

dm € IRy such that, Vn, © = (Y1, ey Yn, My m, ...).

PROOF: It is easy to adapt the proof of Proposition 1. Sufficiency is immediate
and necessity follows by noticing that when the net (y*) converges in the Mackey
topology to y, with x = y® for each «, this net is bounded (as it is weak* conver-

gent), say by m € IR;. So = 3 yg. +mlg, VYo Q.E.D.

A.2  The Norm Dual of {>°, the Space of Charges

The norm dual (¢>°)* is larger than ¢*. Let us recall its characterization.

Given a set ) and a field F of its subsets, a set function p : F — IR is said to
be a charge (or bounded finitely additive) when (i) u(@)) = 0, (ii) there is m € IR,
such that |u(A)| <m VA € F and (iii) if A, B € F are such that AN B = (), then
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wW(AU B) = u(A) 4+ p(B). Besides, we say that p is countably additive whenever
Ay Agy oy Ay € F, with U2 A, € F and A; N Ay = 0, for k # j, implies
u(UniAn) = 3007 w(An).

We say that a charge is nonnegative (and write > 0) when g is such that
w(A) >0 for all A € F.If p > 0 and there is A € F such that u(A) > 0, we say
that p is positive (and write g > 0). If a charge u > 0 is countably additive, it is
called a measure on (2, F). A measure p with (€2) = 1 is said to be a probability
measure. Denote by ba(2, F) and ca(S2, F), the sets of charges and of countably
additive set functions on (2, F), respectively (so, ca($2, F) C ba(2, F)). When
Q=Nand F =2 we let u, = u({n}) and ba = ba(N, 2") (and ca = ca(N,2")).

The space ba can be put in a one-to-one isometric correspondence with (£°°)*
by associating with p € ba the functional x +— fN xdp  Vr € (*°. Similarly, ca
can be put in a one-to-one isometric correspondence with ¢! by associating i € ca
with y € (' by the rule (y,z) = [(xdp Yz € £*. On the first correspondence,
the operator [ - du denotes the Dunford integral, whereas on the second one, it
denotes the Lebesgue integral *°. These two isomorphisms allow us to use the
notation u(x), x € £, for a given charge p.

A charge v > 0 is a pure charge when [\ € cay, v > A = X\ = 0]. More generally,
a charge v is a pure charge if there are pure charges v+, v~ > 0 such that v =

+

vt —v~. Denote by pch the set of pure charges on (N, 2Y). We have the following

decomposition result due to Yosida-Hewitt (see Bhaskara Rao and Bhaskara Rao

(1983), Theorem 10.2.1, p.241):

PROPOSITION 12: Any 7 € ba can be written in the form m = pu+v where p € ca

and v € pch. Furthermore, this decomposition is unique.

REMARK 8: If 7 > 0 and 7 = p+ v with (i, v) € ca X pch, then > 0 and v > 0.

Finally, we have the following useful properties.

LEMMA 5: Let B be a finite subset of N. If v € pch, then v(B) = 0.

PRrROOF: By Theorem 10.3.2 in Bhaskara Rao and Bhaskara Rao (1983), given A €
ca and € > 0, there is Ay C N such that A(A§.) < e and v(A,.) = 0. Let us take

36See Dunford and Schwartz (1958) on these two results, p.258 and p.176, respectively.
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Ao defined by A\g(A;) = ZneBmAl #%9 for Ay C N and ¢y < #. In this case, the

set Ay, e, must contain B. Thus 0 = v(Ay, ) > v(B) > 0, as claimed.  Q.E.D.

LEMMA 6: Let v > 0 be a pure charge such that v(1) = 1. Then, v(x) €

liminf x, limsup x|, for any x € {>. In other words, v is a generalized limit.

PROOF: Given x € £*° and € > 0, dng such that limsupz + ¢ > x,, > liminfx —
e for all n > ng. So, (limsupz + &)L — xg, > 0 for n large enough. Now,
v((limsup « + )1 — zg,) = [[(limsupz + &)L — 2, ] dv > 0 for n large enough
(see Dunford and Schwartz (1958), Lemma 14, p.108). Thus, limsupz + ¢ =
(limsupz + €)v(L) > v(zg,) = v(z), since v is a pure charge, by Lemma 5. As

e > 0 is arbitrary, limsupx > v(z). Similarly, liminf 2z < v(x). Q.E.D.

LEMMA 7: Given an infinite ordered subset N’ of N, there exists a generalized

limit LIM such that, for each x € (>, LIM(x) = lim,cn’ @, when this limit exists.

PROOF: Define a continuous linear functional v : /> — IR in the following way:
consider the collection of points y € ¢ such that the subsequence (y,,) with
n; € N’ converges. The function mapping each of these points y into lim,, cns yn,
is linear, nonnegative and continuous in the norm topology, so it can be extended
to a linear, nonnegative and continuous functional v on the whole space (see
Schaeffer (1966), p.227, Corollary 2). Now v is a pure charge if and only if for
every A € ! and £ > 0 there is B C N such that v(1g) = 0 and A(1g:) < ¢ (again
by Theorem 10.3.2 in Bhaskara Rao and Bhaskara Rao (1983)). This holds since
we can find a finite set B such that A(1) = >,.; Ay < € and, moreover, v(ILg) = 0
by definition of v. Q.E.D.

A.8  On Supergradients

Let U be a concave extended real valued function on ¢>°. A supergradient of U
at x is a functional 7" € (£>°)* such that U(xz + h) — U(x) < Th for any h € (>°.
The set of all supergradients of U at x is called the superdifferential of U at x and

is denoted by oU (z).

U(z+hv)—U(x)

Given ¢ € D and v € £, limj_, o

, when it exists, is called the

directional derivative of U at x along (the direction) v and it is denoted by U (x; v).

34



The limit evaluated only for A > 0 (or only for h < 0) always exists for x € D and
is called the right-directional derivative, with notation 07U (z;v) (respectively, the
left-directional derivative, with notation 0~ U(z;v)).

Let us see an additional property for pure charge components of a supergradient.
We saw in Lemma 6 that each positive pure charge is a distortion of a generalized

limit. Now, we will say more about the distortion coefficient.

LEMMA 8: LetT = u+v € 0U(x) such that (1, v) € caxpch. There are a gener-
alized limit TLIM and a positive constant « € [lim,, 67U (x; 1, ), lim, §~U(x; 1, )]
such that v(z) = a LIM(x) V x € (.

PrROOF: We just need to show that a belongs to the mentioned interval. Given
n € N, it is true that 0tU(z; 1g,) < T(1g,) < 6 U(x;1Lg,). Moreover, T'(1g, ) =
Y ottt +v(Lg,). Since, Vn, v(1g,) = v(I) = « and lim,, Y, g = 0, we get
lim, 0tU(z;1p,) < a <lim, 0 U(z;1Lg,). Q.E.D.

Notice that the constant « in the statement of this lemma is actually the norm

of the pure charge: o = ||v||,, = sup{v(z) : ||z]| < 1} = v(1).

B ON SUBSECTION 3.2.2

B.1  On Ambiguity Aversion: Proofs

Let M(N) be the set of all probability measures on (N,2Y). Suppose that

w: IR, — IR is continuous. We can state:

LEMMA 9: If p € M(N), e € [0,1) and v is the e-contamination capacity associ-
ated, then

min /uoxdn: inf uoxdn:(l—e)/uoxd,u—l—einlgu(%) (16)
N

necore(v) neM®) Jn N s€E
n=v
- o0
is true for all x € (7.

PROOF: Denote I(r) = min /uoxdn and F(v) = inf [woxdn It

n € core(v) neM(N)
n>v

is clear that F'(v) > I(v). Let n € ba such that n > v and n(N) = 1. Thus
(n—(1—€)u) € bay. So, we get [woxdn = (1—¢) [uox du+ [uox d(n—(1—€)u) >
(1—¢) Juoxdu+einfuowx, hence I(v) > (1 —¢€) [uoxdu+einfuox.
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On the other hand, let (y,) be a sequence in x(N) such that y,, — infz. Define
Sp = (L —€)pu+ €0, where 6, is the Dirac probability measure with mass at s € N
such that z, = y,,. Sog, € M(N), ¢, >vand I, :== [uoxds, = (1—¢) [uoxdu+
eu(y,) > F(v). Since I,, — (1—¢) [uox du+-einf uox, we are done because we get

(1—¢) [uoxdu+einfuox > F(v) > 1(v) > (1—¢) [uoxdu+einfuox. Q.E.D.

C ON SUBSECTION 3.3 AND EXAMPLES 1 AND 5

PROOF OF LEMMA 1:

We have U(e; + x) > U(x) for any t. For any « € IR, ¢; +  — alg, converges in
the Mackey topology to e, + x. Let us pick a positive o such that x —allg, € (.
Hence, for n sufficiently large, without loss of generality bigger than t, it is true
that U(e; + 2 — allg,) > U(z). However, for any T € OU(z) and n large enough,
we know that 0 < U(e; + @ — alg,) — U(z) < T(e; — alpg,). Now, T = p+ v,
where p € ¢' and v is a pure charge. If T ¢ (! then, as U is increasing, p
and v are positively valued on int)¢5°. This implies that, for n large enough,
0 < e —aY ontts +v(Lg,)) < e —av(llg,). As v is a pure charge, we
have v(1g,) = v(1L) > 0. Thus, we can choose t sufficiently large such that

pr —av(lg,) < 0, a contradiction. Q.E.D.

C.1  The Superdifferential of Preferences (7)

Let us characterize QU for U given by (7). By Lemma 6, for each T' € ba,
there exist a real a” > 0 and a generalized limit LIM” such that, at every x € ¢,
T(z) = >0, T(er)z + of LIM” (z). Denote by gU(x) C ba the set of linear and
norm continuous operators T such that T'(e;) = u'(z)(( +7v:8) and ! = ofu/(z)
where (i) v > 0Vt > 1, (ii) 32 =0, if 2; > z, (ili) ¢ > 0 is zero when z is not a
cluster point of the sequence z and (iv) > > v +0 = 1.

If x is a cluster point of x, there exists an infinite ordered set Ny C N such
that (2, )nen, converges to z. Define OU(z) as the set of charges T that fulfill (i)
through (iv) with the additional condition that LIM”(y) = lim,cy, ¥, when this
limit exists. We state that:

LEMMA 10: Ifz is a cluster point of the sequence z > 0, then OU(z) C OU () C
5U(x) Otherwise, OU (x) = 5U(x)
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PRroOOF: First, we will show that (in any case) OU(z) C 5U(x) Let us define
Ut:IR— IRU{—o0c} by U'(2) = U(x1,..., %41, 2, T4_2, ...). Given T" an operator
in OU(x), we have, for each t, T(e;) € U (x;) = [Gu/(x4), (¢ + B)u/(x,)] and,
so, there is ¢ € [0,1] : T'(et) = (¢ + vf)u/(x¢). When x; > z, the directional
derivative 6U(x;e;) there exists and it is equal to (;u/(z), which implies 74 = 0.
As observed, the pure charge component of T can be written as o’ LIM?. Define
o = o/Bu'(z) > 0 and N be the ordered subset of N composed by all the
indices ¢ : x; = z. It is true that T(L) = >, (G + w)u'(z) + ofu'(z) =
> i1 Gl () + ey v + 0)Bu (z). Now T'(1) = 6U(x; 1) where 0U(z; 1) =
> i G () 4 Bu' (). So, D2 v+ 0 = Y,y + o = 1. It remains to show
that 0 = 0 when z is not a cluster point. Suppose ¢ > 0. There are ¢ > 0 and
to € N such that x; > = + ¢ for all £ > t5. Given n € N, let 2" be the sequence
(1, .,z + 5,2+ 5,...). Then 27 — 2, < —¢/2 for all t > tg. As T € OU(x),
the inequality U(z") — U(z) < T'(2" — x) holds for each n. If n > ¢, it is true
that U(z") — U(z) = >_,.,, G(u(@}) — u(xy)) and the left hand side converges to
zero when n goes to infinity. Then, liminf, T'(z" — z) > 0. However, for all n
large enough, it is true that T(Z" —z) < —£3",. T(e;) +opu/(z)LIM" (2" —2) <
opu/(Z)LIM" (2" —z). As LIM" (2" —z) < LIM" (—£1) < 0, we get a contradiction.
Now, suppose that x is not a cluster point and take an operator 7" € ou ().

Since ¢ = 0 and, so, ZteNl v = 1, it is clear that, for every y € (3, we have

U(g) £ Fpoa(G +wB)u(ye) and that U(z) = X1 (G + 7u8)uzy), which implies
Uly) — U(2) < 5o G+ 108) () — (). Since uly) — u(z:) < o) (e — 2,
holds for each ¢, we get U(y) — U(z) < > (G +7vB)w (2e) (ye — ) = Ty — ).
If y € (0), U(y) = —o0, so U(y) — U(x) < T(y — ) is immediate. Thus, we
conclude that, in this case, OU(z) = dU ().

At last, suppose that x is a cluster point of x. Given T" € 5U(x), if o = 0, the same
argument done in the last paragraph implies T' € OU(x). Let us address the case
o > 0. Notice that, for y € (3, we get once more ., (¢ +7:) (w(y:) — u(z:)) <
> i1 (G + e B)eu’ (24) (ye — 2¢). Now, we will show that inf(u oy) —inf(uoz) <
u(z)LIM” (2 — y), what implies the desired inequality U(y) — U(z) < T(y — ).
In fact, inf(uoy) — u(z,) < w(ym) — u(z,) Vn € Ny and ¥Ym € N. So, inf(u o
y) — u(z,) < u(x,)(Ym — x,) holds too. Making n € N; go to infinite and using
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that u is of class C' at (0, +00), we get inf(uoy) — inf(uoz) < v'(z)(ym — z).
Finally, making m — +o00, we obtain inf(uoy) —inf(uox) < u/(z)(liminfy —z) <
o (z) (LIM” (y) — LIM” (). Q.E.D.

C.2 On Examples 1 and 5

We present first the missing details of the computation of AD equilibria in

Example 1 of Section 2 and, next, we give another example.

EXAMPLE 1:

The price functional (given by Proposition 4) is induced by marginal utilities,
which are the same for the two agents. In fact, for each i, (u')(z{) = {5 and
(u?)(inf 2') = 1. Hence, equation (2) holds with x = 1/2. Finally, we have that
7W? = w2? (and, therefore, 7W! = 7rx1) for some 8 > 0. In fact, m(2? — W?) =
Yo (B) T s = () B(1—h— ) =230, (5) s + (B9 +
B(3 — h). Since 3/4>h and [hg + 5 (t+8)] > 0 V¢t >1 and bigger than 2 for
t =1, we can pick § = 575 {305, (3)" ' [hs + 1(48)] — 2} > 0 in order to make

m(z? — W?) = 0. Thus, (m,z',2?) is an AD equilibrium.

EXAMPLE 5: CHARGE-EXPECTED UTILITY

Consider a representative consumer economy where preferences are described by
the following Dunford integral U(z) = [woxdv for any x € (3, where u : IR, —
IR is a concave strictly increasing functlon, of class C! on (0, +00), and v € ba is
not countably additive and for which v, > 0 for any ¢. Loosely speaking, U is an
expected utility with respect to a “probability” which is just finitely additive "
There exist y € ca and 1 € pch such that v = y + 7. Moreover 4 > 0 and 1 > 0.

Then 00
Ux) =Y ulz)p +n(uox). (17)

t=1

Now, given = >> 0, denote by n(u'(z)y) the value of n at the sequence with
general term u/(z;)y,. Notice that u(y;) — u(xy) < u'(zy)(y, — x;) implies n(u o
y) —n(uoz) < n(r)y) —n(u'(x)x). Let T be the linear functional defined by

T(y) = 3272 v (@) peye + n(u'(x)y) for any y € £,

37The idea that countable additivity is just a regularity hypothesis and not an integral part
of the probability concept dates back to de Finetti (in several papers from the 1930’s), as
Dubins and Savage (1965) recall (p.10), sharing this view. See also Savage (1954), p.47.
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As the hypothesis made imply that u/(z;) > h for some h > 0 and all ¢, the
functional y — n(u/(z)y) is a positive pure charge. In fact, the functional is
clearly linear and continuous in the sup norm, so it belongs to the dual of /> and,
furthermore, its countably additive part is zero (as e; is mapped into n(u'(z)e;) = 0
since 7 is a pure charge). Finally, n(v/(2)1) > n(h1L) > 0 and the positivity follows.
Then, T € 0U(x) and, therefore, given endowments W = xz, we have that x is
maximal on the budget set {y € £ : T(y — W) < 0}. So, the AD equilibrium

price T' ¢ ca.

REMARK 9: Comparing with Examples 1 and 2, we did not need in this exam-
ple to assume certain features for the optimal consumption bundles in order to
obtain a pure charge in the Arrow-Debreu price (recall that in the previous ex-
amples, we had to suppose that the infimum consumption was a cluster point).
Notice also that the utility function in this example is not just Mackey lower
semi-discontinuous but is also Mackey upper semi-discontinuous ** (and, there-
fore, the existence Theorem in Bewley (1972) could not be used to guarantee that
AD equilibria exist). In Araujo (1985) it was proven that the Mackey topology
is the strongest topology for which continuity of preferences (under the other as-
sumptions in Bewley (1972)) always implies the existence of equilibrium. This not
precludes some particular and important examples of existence without Mackey

lower or upper semi-continuity.

D ON SECTION 4

D.1  On Necessary Optimality Conditions: Proofs

PROOF OF PROPOSITION 5:

Consider the general case, when A4 is not assumed, stated in Remark 3 (ii).
0.

For h > O, U($*+hv(;Lf))—U(r*) < 0 so (5+U(£E*;’U(t)) _ hmhw U(x*+hv(}z:))—U(m*) <

We know that there exists T € OU(x*) such that T'(v(t)) = 07U (z*;v(t)) since

38To show the upper semi-discontinuity, we need to show that the upper contour set might not
be Mackey closed. Given a positive scalar m and a bounded sequence y 3> 0, let 2} = y; — ¢ for
t <n and z} = y; + m otherwise. Then, " — y — €1 in the Mackey topology (see Lemma 3).
Now, 3hy > 0: u(y: +m) — u(ys) > hy, Vt and, therefore, n((u(y: +m) — u(ye)):) > n(L)hy > 0.
So € > 0 can be chosen small enough so that n((u(y: +m))¢) > n((u(y:)):) + p(y) — ply —€1).
Then, U(z™) > U(y) but U(y — 1) < U(y). Changing the signs of € and m we could show the
lower semi-discontinuity.
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dTU(x*;v(t)) = inf{L(v(t)) : L € oU(xz*)}, where the infimum can be replaced
by the minimum, as U is norm continuous at z* and therefore OU (z*) is weak™

compact (see Zeidler (1984), Theorem 47.A, p.387). Q.E.D.

LEMMA 11: Let x* >> 0 be mazimal for U subject to Bp(q,w, z) and z* such
that x* = x(z*). Then,

(7) lign V' (2" —w) > limsup u) g,z
where p" and V™ are, respectively, the countably additive and the pure charge com-
ponents of the n-th term of some weak™ converging sequence (T™) C OU (x*);

(i7) If the direction y(n) is right-admissible, for some n, then the following
transversality condition holds:

liqgn V(2" —w) < liminf pq,z;

where p" and V™ are, respectively, the countably additive and the pure charge com-
ponents of the n-th term of some weak™ converging sequence (T™) C U (x*);

(i13) If the directional derivative SU (x*;y(n)) ezists and y(n) is right-admissible,
for somen, then, for every T e oU (z*), the following transversality condition holds

v(z* —w) =lim p,q,z2;

where (u,v) € ca X pch is such that T = W+ v

PROOF: (i) For each n,

0 < limy,po HEHEDZTED — (S50 (i, — 27) + Riziy)er) — quziT"en,

where T" is some supergradient of U at point x* (since the limit is 0~ U (z*; vy),
which is equal to max{L(v;) : L € U (z*)}, as U is norm continuous at z*). Now,

T" = u™ + 1", where p" € ! and ™ is a pure charge. Hence,

[e.o] oo

S (a2 =20+ Rezp g+ (O (a2 —20)+ Rzl )ed) =gz > 0. (18)

t>n t>n
Let n — 0o. The sequence (77) lies in the weak™ compact set OU(z*) and there-
fore has a subsequence converging, in the weak™ topology, to some T in this set.
Without loss of generality, we take this subsequence to be the initial sequence.
Let us show that the associated pure charges sequence (v™) lies in a bounded set
and, therefore, in a weak™® compact set. Now, as (T™) lies in a weak™ compact set,
there is N > 0 such that |T"||,, = max{|T"(g)| : ||g]] < 1} < N. For every g in

the unit ball of £°°, g is also in the unit ball. So,

Zk>m MZ(QEm)k + I/"(gEm)} -
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|T™(gg,,)| < N. Taking the limit as m goes to oo, [v(g)| < N since v(g) = v(gg,,)
for every m. Then we can take a subsequence of (1) converging in the weak*
topology to some v and along this subsequence the associated countably additive
components converges also to some . Again, without loss of generality, we stick
to the same sequence. Then, (u™) converges in the weak topology of ¢! to y and,
therefore, the union set of terms of the sequence and its limit constitutes a weakly
compact set.

Let y(n) = y(n) + ¢,25e,. By Lemma 3, the sequence (y(n)) tends, as n goes to
00, to zero in the Mackey topology (and, therefore, uniformly on weakly compact
sets in ¢'). Hence, the series in inequality (18) tends to zero, as n goes to cc.
Notice that, for every n, v"(y(n)) = v"*(y(1)) and, as (¢™) converges in the weak™
topology, limv"(y(1)) exists. This completes the proof of item (i). The proof
of item (ii) is analogous. To see (iii), an equality holds now in (18), for any
T € oU(x*) decomposable into a countably additive part p and a pure charge v.
The series also tends to zero as n — co. By the argument at the end of the proof

of item (i) we complete the proof. Q.E.D.

D.2 AD Budget Set and Implementation

PROOF OF LEMMA 2:

As x < 7'(2), it suffices to show that z%(2) € Bap(m, W) is equivalent to (10).
In fact, 2'(z) satisfies w(z*(z) — W*) < 0 if and only if > ;7 pe(q(ze—1 — 2) +
Rizi 1) +v(2'(z) —w') — zim(R) < 0 where the series is equal to pyq; 2} — lim p;q, 2

and p1q1 = p(R) + lim p,q;. Q.E.D.

D.3  On Standard Portfolio Constraints

Now, let us see that, given a deflator A € ¢!, portfolio constraints of type (b) or
(¢) imply, in equilibrium, lim \;q;z! = 0.

Each constraint implies that any feasible portfolio z satisfies liminf \;q;z; > 0
as w' € £ Vi. On the other hand, multiplying, at each ¢, the budget constraint by
At and summing over ¢ gives us Y, \(@) — w;) = A\iqr 2 — limy \igi2;. Adding over
i, we get (32, 20) O, MBe) = (D2, 20) — >, limy \gezf. Either for >, 25 > 0
(as there is no bubble) or Y, zf =0, >, limy Mgzf =0, so, lim; \gzf = 0 Vi.
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D.4  Impatient Agents Sell the Bubble: Proof

Proor or PROPOSITION 9:

By A4 and Lemma 1, 9U'(x) = {u'}. Thus,

N P i i
lim (U (z + hquer — ; Rre.) —U'(x)) = ' (qres — ; R.e,)
As ptgs = pt 1 (gs+1+ Rsi1) for each s, pi is a deflator. Since there is a bubble and

the markets are complete, p'(qe, — Yo, Rrer) = piq — >, o, ptR; > 0 which
implies U'(xz + h(qe; — Y .oq Rre;) > U'(x) for h > 0 sufficiently small. Q.E.D.

D.5 Coezistence with an Impatient Agent

LEMMA 12: Forx € (5°, the superdifferential OX .. (x) is the set {T € ba : T'(y) >
+
0 Vy el and T'(z) = 0}.

ProoF: Using Example 47.9 in Zeidler (1984), p.385, we have, for x € £, that
(9)(/_,10 (z) is the set {T € ba : T(y) > T(x) Yy € (}*°. Now, applying T" to 0 and

to 2z, we get, using the above inequality, T'(x) = 0. Q.E.D.

Lemma 1 does not extend to boundary points. Actually, we have the following

result (that does not depend on U being Mackey continuous):

LEMMA 13: If U : (*° — IR U {—o0} is an increasing function with effective
domain (Y and x is a norm boundary point of £° such that OU(x) # 0, then

U (z) 1is not contained in (*.

PROOF: Given = not uniformly bounded away from zero and T' € 90U (x), it is
always possible to find a nonnegative pure charge v such that v(z) = 0, which
implies that 7'+ v € 0U(x). Take the subsequence (z,,) converging to zero and
let N’ the ordered set of natural numbers constituted by the respective indices.
By Lemma 7, there is a generalized limit LIM such that LIM(x) = 0. It remains
to show that 7'+ LIM € 0U(x). Now, U(z') — U(z) < T(2’ — x), together with
v(z) = 0and v(2') > 0 for 2’ € £5°, implies that U(z") —U(x) < (T'+LIM) (2’ — ),
as desired. Q.E.D.

39We have changed the sign of X, to make it concave and then we work with the superdif-
+

ferential instead of using the subdifferential.

42



We can nevertheless say the following about superdifferentials, even on the

boundary points of £°.

LEMMA 14: Under A1 and A3, suppose U|D is a Mackey continuous function.
Given x € (50 for any p+ v € OU(x) with (1, v) € ca x pch, we have p € OU(x).

Moreover, v(z) = 0.

PRrROOF: Let us show that u is also a supergradient. Take any y € ¢*°, we know
that y, converges in the Mackey topology to 0. Now, given m € N, there exists
ng such that, for n > max{no, m}, U(y) < U(yg:) +1/m. Hence, U(y) — U(z) <
oy pe(yr — x) + 1/m. Taking the limit as m goes to oo, we see that U(y) —

U(z) < 32, (ys — x4). As the preferences are monotonous, we know that v is

Tn4+1l Tn42 )
)

a nonnegative operator. Suppose v(x) > 0. Let 2" = (z1,...,2,, 75+, 752, ..

then U(2") — U(z) < (u + v)(2™ — ). Now, z™ converges to x in the Mackey
topology, so the left hand side tends to zero. However, the right hand side is equal

to —3 Do, ety — v(32) < —31(x) < 0, a contradiction. Q.E.D.

E ON SECTION 5

PROOF OF PROPOSITION 11:

(1) R(2) = (c10—=wi,+ prs(g1s — €1,— 9o))senv; 50 q(2) = 7((crs —wi,+ prs(grs — €1, —
go))scrt)- By (13), cortpogo--((c1a ks +1a(912—€ls— o)) = i+ poch +moR(24).
Thus, (co —wg) + po(go — €p) +m((c1s — wiy — R(25))s) +m(p1s(g1s — (€1, +ep))s) +
(el — go)m(p1) = 0, that is, (c, g) satisfies (15).

(ii) Let us define z € £>° by ¢15—wi,+p1s(g1s—€ls—g0) = R(2)s, Vs € N. It remains
to show that date 0 budget constraint holds. In fact, (co—wf)+ po(go —eh) +q(z —
2) = (co—wp) +(YoFm(p1))(go — €5) +7((c1s—wis+p1s(g1s — €15 = 90))s — R(z))) =
(co — wh) +70(g0 — €}) + m((crs — Wi, + prs(g1s — Ej,))s) and this last expression
is less than or equal to zero, since (¢, g) € Bap(m,~y, W', E). Q.E.D.

Let us prove now that, for an appropriate choice of €, we have 7(z! —(W?, E1)) =

0 in Example 4. Notice that 7(z' — (W' EY)) = (1 —€) > 1 (3)* ' (—25¢s +

2(]].0 — ILOC)) + E(B(—’QD) + B(p(]lo — ]loc))). 1\IOW7 B(p(]lo — II.OC)) = (0 whereas

B(—=¢) < 0. Tt suffices to show that Y o (5)* " (—325%s + 2(Lo — Loe)) > 0.

This holds as in this series, the sum an odd term and the next even term is

(3 =325 + 22 +2-1) > 0 (since =% < 1).
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