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Abstract

We consider a general equilibrium model of a private ownership economy with con-
sumption and production externalities. Utility functions and production technolo-
gies may be affected by the consumption and production activities of all other agents
in the economy. We use homotopy techniques to show that the set of competitive
equilibria is non-empty and compact. Fixing the externalities, the assumptions on
utility functions and production technologies are standard in a differentiable frame-
work. Competitive equilibria are written in terms of first-order conditions associated
with agents’ behavior and market clearing conditions, following the seminal paper
of Smale (1974). The work of adapting the homotopy approach to economies with
externalities on the production side is non trivial and it requires some ingenious ad-
justments, because the production technologies are not required to be convex with
respect to the consumption and production activities of all agents.

JEL classification: C62, D51, D62.

Key words: externalities, private ownership economy, competitive equilibrium,
homotopy approach.
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1 Introduction

We consider a general equilibrium model of a private ownership economy with
consumption and production externalities. We use differential techniques to
show that the set of competitive equilibria is non-empty and compact.

The general equilibrium model of Arrow and Debreu has been extended to
economies with externalities. Our model of externalities is based on the sem-
inal models given in Arrow and Hahn (1971), Laffont and Laroque (1972),
and Laffont (1988), where individual preferences and production technologies
are affected by the consumption and production activities of all other agents
in the economy. Consumption externalities have been widely recognized in
the literature on network externalities and other-regarding preferences. Pol-
luting production activities are a classical example of production externalities
induced on individual preferences and technological processes of other firms.
Furthermore, ICT (Information and Communication Technologies) firms also
are in a between-firms externality relationship, because of the influence of the
production activities of one firm on another’s productivity.

We consider a private ownership economy with a finite number of commodi-
ties, households and firms. Each household’s preferences are represented by a
utility function. Each firm’s production technology is represented by a trans-
formation function.® Utility and transformation functions may be affected by
the consumption and production activities of all other agents. Each agent
(household or firm) maximizes his goal by taking as given both the commod-
ity prices and the choices of every other agent in the economy. The associated

1 The first version of this paper dates back to 2011 and it has been available on the
website: http://www.parisschoolofeconomics.eu/fr/del-mercato-elena/publications.
We are delighted that this paper has been quoted by Balasko (2015). Furthermore,
we have recently found a similar contribution in Ericson and Kung (2015). The
2011’s version has been presented at the Public Economic Theory (PET 10) and
Public Goods, Public Projects, Externalities (PGPPE) Closing Conference, Bogazici
University, 2010, and the Fifth Economic Behavior and Interaction Models (EBIM)
Doctoral Workshop on Economic Theory, Bielefeld University, 2010. We thank the
participants of these conferences for useful comments.

2 Elena L. del Mercato, Université Paris 1 Panthéon-Sorbonne, Centre d’Economie
de la Sorbonne and Paris School of Economics, address: Centre d’Economie de
la Sorbonne, 106-112 Boulevard de I’Hopital, 75647 Paris Cedex 13, France, e-
mail: Elena.delMercato@univ-parisl.fr; Vincenzo Platino (corresponding author),
Department of Economics and Statistics, University of Naples Federico II and
CSEF, address: Via Cintia Monte S. Angelo, 80126 Napoli, Italy, e-mail: vin-
cenzo.platino@gmail.com.

3 This is a convenient way to represent a production set using an inequality on a
function called the transformation function, see for instance Mas-Colell et al. (1995).
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concept of competitive equilibrium is an equilibrium a la Nash, the resulting
allocation being feasible with the initial resources of the economy. This no-
tion is given, for instance, in Arrow and Hahn (1971), and Laffont (1988),
and it includes as a particular case the classical equilibrium definition without
externalities.

Fixing the externalities, the assumptions on utility and transformation func-
tions are standard in a differentiable framework. In particular, preferences and
production technologies are convex. However, we do not require preferences
and production technologies to be convex with respect to the externalities. Our
main theorem (Theorem 8) states that the set of competitive equilibria with
strictly positive consumptions and strictly positive prices is non-empty and
compact. We prove Theorem 8 following the seminal work by Smale (1974),
and more recent contributions by Villanacci and Zenginobuz (2005), del Mer-
cato (2006) and Bonnisseau and del Mercato (2008). That is, we use:

(1) Smale’s approach.
(2) Homotopy techniques.
(3) The topological degree modulo 2.

In Smale’s approach, the equilibrium is written as a solution of an extended
system of equations consisting of the first-order conditions associated with
agents’ behavior and the market clearing conditions. No externalities are taken
into account in the seminal work of Smale (1974). However, this approach is
used in many different settings such as incomplete markets, public goods and
externalities. In the presence of externalities, Smale’s approach overcomes the
following difficulty: the individual demand and supply depend on the indi-
vidual demand and supply of all other agents which, in turn, depend on the
individual demand and supply of all other agents, and so on. Therefore, it is
problematic to define an aggregate demand and an aggregate supply which
depend only on prices and initial endowments.

The homotopy idea is that any economy is connected by an arc to some other
economy that has a unique reqular equilibrium. Along this arc, equilibrium
moves in a continuous way without sliding off the boundary. It does not imply
that at the end of the arc there is still a unique regular equilibrium. But, it
implies that at the end of the arc the set of equilibria associated with the given
economy is non-empty and compact. This is a kind of standard technique used
in many contributions in general equilibrium theory, see for instance Villanacci
and Zenginobuz (2005), del Mercato (2006), Mandel (2008), Bonnisseau and
del Mercato (2008), Kung (2008), and Ericson and Kung (2015). However,
the work of adapting this technique to economies with externalities on the
production side is non-trivial and it requires some ingenious adjustments, be-
cause the production sets are not required to be convex with respect to the
consumption and production activities of all the agents (for more details, see
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Subsection 4.2). Furthermore, our proof covers the case in which the economy
is a standard private ownership economy without externalities.*

The technique described above is based on the homotopy invariance of the
topological degree. Our proof is based on the topological degree modulo 2.° The
degree modulo 2 is simpler than the Brouwer degree which is based on the no-
tion of oriented manifold.® The reader can find in Geanakoplos and Shafer
(1990) a brief review of both degree theories. In Section 6, we recall the defi-
nition and fundamental properties of the degree modulo 2.

We now compare our contribution with previous works. del Mercato (2006)
and Balasko (2015) study pure exchange general equilibrium models with ex-
ternalities. In Villanacci and Zenginobuz (2005), and Kung (2008), there are no
externalities on the production side. In Ericson and Kung (2015), utility and
transformation functions are also affected by the price system. In order to get
their existence result, the authors need to perturb utility and transformation
functions. " Our contribution highlights that, in the presence of consumption
and production externalities, there is no need for perturbing utility and trans-
formation functions to establish the existence of an equilibrium. Furthermore,
the contribution of Ericson and Kung (2015) presents some technical prob-
lems. 8 The existence results of Arrow and Hahn (1971), Laffont and Laroque
(1972), Bonnisseau and Médecin (2001), and Mandel (2008) are more general
than ours. In Arrow and Hahn (1971), Laffont and Laroque (1972), and Bon-
nisseau and Médecin (2001), the authors use fixed point arguments, while we
use differential techniques. The approach in Mandel (2008) differs from ours
for two main reasons: the author uses the excess demand approach and the
topological Brouwer degree. In order to use the excess demand approach, the
author has to enlarge the commodity space treating the externalities as ad-
ditional variables. Moreover, in Bonnisseau and Médecin (2001), and Mandel
(2008), production technologies are also non-convex with respect to the in-
dividual firm’s choice. For that reason, their equilibrium notion involves the
concept of pricing rule and their existence proofs consist of techniques more
sophisticated than those we use. In our simpler context, we provide an exis-
tence proof simpler than the ones provided in Bonnisseau and Médecin (2001),
and Mandel (2008).

4 In Chapter 9 of Villanacci et al. (2002), the reader can find a homotopy proof for
a standard private ownership economies without externalities. Our proof is simpler
than the latter one, because we do not homotopize the shares.

® See for instance, Chapter 4 in Milnor (1965), and Villanacci et al. (2002).

6 See for instance, Chapter 5 in Milnor (1965), and Mas-Colell (1985).

T See pages 53-55 in Ericson and Kung (2015).

8 Some basic assumptions for the existence of an equilibrium are missing, i.e., the
possibility of inaction and the compactness of the set of feasible allocations, or any
related assumptions. See for instance, Assumption 1(2) and Assumption 3 in our
paper, or Assumption P(2) and Assumption UB in Bonnisseau and Médecin (2001).
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The paper is organized as follows. In Section 2, we present the model and the
assumptions. In Section 3, we provide the notions of competitive equilibrium
and equilibrium function. The equilibrium function is built on the first-order
conditions associated with households and firms maximization problems, and
market clearing conditions. In Section 4, we first present our main result (The-
orem 8) which states that the set of equilibria is non-empty and compact. Sec-
ond, we provide the homotopy theorem (Theorem 9) used to prove Theorem
8. In order to apply Theorem 9, in Subsection 4.1 we build an appropriate pri-
vate ownership economy that has a unique regular equilibrium. In Subsection
4.2, we provide our homotopy and its properties. All the lemmas are proved
in Section 5. Finally, in Section 6, the reader can find a brief review on the
topological degree modulo 2.

2 The model and the assumptions

There is a finite number C' of physical commodities labeled by the superscript
c€C:={l,...,C}. The commodity space is R“. There are a finite number
J of firms labeled by the subscript j € J := {1,...,J} and a finite number
H of households labeled by the subscript h € ‘H := {1,..., H}. Each firm
is owned by households and it is characterized by a technology described
by a transformation function. Each household is characterized by preferences
described by a utility function, the shares on firms’ profits and an endowment
of commodities. Utility and transformation functions may be affected by the
consumption and production activities of all other agents. The notations are
summarized below.

oy = (y]l, Yy yjc) € R is the production plan of firm j, as usual if Y5 >0
then commodity c¢ is produced as an output, if yf < 0 then commodity ¢ is
used as an input, y_; := (yy)s; denotes the production plan of firms other
than j, y := (y;)jes-

o x), = (z},..,15,..,25) € RY, denotes household h’s consumption, z_j =
(@k)k£n denotes the consumption of households other than h, x := (z)nen-

e The production set of firm j is described by a transformation function. This
is a convenient way to represent a production set using an inequality on a
function called the transformation function, see for instance Mas-Colell et al.
(1995) and Villanacci et al. (2002). In the case of a single-output technology,
the production set is commonly described by a production function. The
transformation function is the counterpart of the production function in
the case of production processes which involve several outputs.

The main innovation of this paper comes from the dependency of the trans-
formation function ¢; on the production and consumption activities of all
other agents. That is, ¢; describes both the technology of firm j and the
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way in which firm j’s technology is affected by the activities of the other
agents. More precisely, for any given (y_;, z), the production set of the firm
7 is given by the following set,

Yilys.o) == {y; € R : t;(y,9-5,2) < 0}

where the transformation function ¢; is a function from R¢ x RV~ x R¢H
to R, t:= (tj)jej-
e Household h has preferences described by a utility function,

un : (Th, 2op,y) € RY, X RE™Y 5 R — wp (wn, 2 n,y) € R

up(xp, x_p,y) is the utility level of household h associated with (z,z_p,y).
That is, uy, also describes the way in which household h’s preferences are
affected by the actions of the other agents. Denote u := (up)pep-

o s, € [0,1] is the share of firm j owned by household h; s, := (S;n)jes €
[0, 1]‘] denotes the vector of the shares owned by household h; s := (sp)pen €
[0,1]7". As usual, > sjn =1 for every firm j € J.

heH

o ¢, = (ef,...e5,...ef) € R$+ denotes household h’s endowment, e := (ep,)pen €
Rgf and r := Z en € RS’:JF.

heH

o E:=((u,e,s),t) is a private ownership economy with externalities.
e p¢ is the price of one unit of commodity ¢, p := (p', .., p¢, ..,p%) € Rir.
e Given w = (w',..,w,..,w’) € RY, we denote w' := (w!,..,w®, .., w1 €

RCE-1,
We make the following assumptions on the transformation functions.
Assumption 1 Forall j € 7,

(1) The functiont; is continuous on its domain. For every (y_;, ) € REV=1x
RCY . the function t;(-,y_;, ) is differentiable and Dy, t;(-,,-) is conti-
nuous on RY x RV,

(2) For every (y—;,z) € REV-D x RYH 1,(0,y_;,x) = 0.

(8) For every (y_j,x) € REV-D x R the function t;(-,y_;, x) is differen-
tiably strictly quasi-convez, i.e., it is a C* function and for all y; € RY,
D;jtj(yé,y_j,x) is positive definite on Ker Dy, t;(y, y—;, x).”

(4) For every (y_;,z) € ROV-V xR D, t:(ys,y_;,2) > 0 for all y; € RE.

9 Let v and v’ be two vectors in R”, v - v/ denotes the scalar product of v and v’.
Let A be a real matrix with m rows and n columns, and B be a real matrix with
n rows and [ columns, AB denotes the matriz product of A and B. Without loss of
generality, vectors are treated as row matrices and A denotes both the matrix and
the following linear mapping A : v € R” — A(v) := AvT € RI™ where v7 denotes
the transpose of v and RI"™ := {w” : w € R™}. When m = 1, A(v) coincides with
the scalar product A - v, treating A and v as vectors in R™.
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Fixing the externalities, the assumptions on ¢; are standard in a differentiable
framework. From Points 1 and 4 of Assumption 1, the production set is a C*
manifold with boundary of dimension C' and its boundary is a C! manifold of
dimension C'—1. Point 2 of Assumption 1 states that inaction is possible. Con-
sequently, using standard arguments from profit maximization, the individual
wealth of household h derived from his endowment e, € RY. and his profit
shares is strictly positive for every price p € ]RE +, from which one deduces
the non-emptiness of the interior of the individual budget constraint. From
Point 3 of Assumption 1, the production set is strictly convex. Furthermore, if
the profit maximization problem has a solution then it is unique, because the
function ¢;(-,y_;, =) is continuous and strictly quasi-convex. We remark that
t; is not required to be quasi-convex with respect to all the variables, so we do
not require the production set to be convex with respect to the externalities.
From Point 4 of Assumption 1, the function ¢;(-,y_;, ) is strictly increasing
and so the production set satisfies the classical “free disposal” property.

Remark 2 QOur analysis holds true if some commodities are not involved in
the technological process of firm j. In this case, for every firm j, one defines the
set C; of all the commodities ¢ € C that are involved in the technological pro-
cess of firm j, where C; denotes the cardinality of the set C; with 2 < C; < C.
The production plan of firm j is then defined as y; := (y§)cec; € R% and the
transformation function t; is a function from R% x J[[R x RYY to R. In

I#3
this case, all the assumptions on the transformation functions are written just

replacing R x ROV x RYT by R x [[RY x RY. Furthermore, in the

f#7
definition of a competitive equilibrium, one also adapts the market clearing

condition for every commodity ¢ by considering only the firms that use com-
modity ¢ in their technological process. That is, for every commodity c, the
sum over j € J is replaced by the sum over j € J(c) :={j € J: c€C(,}.

For any given externality (z,y) € RYY x RY/, define the set of all the produc-
tion allocations that are consistent with the externality (x,y), that is

Y(z,y) :={y € RY: t;(4},y—j,2) <0, Vje T} (1)
We remind that r = Z er, and we make the following assumption which
heH

is analogous to Assumption UB (Uniform Boundedness) in Bonnisseau and
Médecin (2001), and Assumption P(3) in Mandel (2008).

Assumption 3 (Uniform Boundedness) There ezists a bounded set C(r) C
R such that for every (z,y) € RYY x R/,

Y(z,y)N{y' € RY: > yj+7r>0} CC(r)
jeT

7
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The following lemma is an immediate consequence of Assumption 3.

Lemma 4 There exists a bounded set K (r) C RH x RYY such that for every
(z,y) € RYE x R, the following set is included in K (r).

Az, ysr) = {2, y) e RIY xR/ € Vi(w,y) and - a, — 3 y; <7}
heH jeg

It is well known that the boundedness of the set of feasible allocations is a cru-
cial condition for the non-emptiness and the compactness of the set of equilib-
ria. Fixing the externalities, from Assumption 3 one deduces that the set of fea-
sible allocations is bounded. Therefore, in this sense, Assumption 3 is standard.
Furthermore, Assumption 3 also guarantees that the set of feasible allocations
A(x,y;r) is uniformly bounded with respect to the externalities (x,y). In par-
ticular, it implies that the set F(r) = {(z,y) € RYY x R ¢;(y;,y—j,x) <
0, VjeJ and Z xrp — Z y; < r} of feasible allocations that are mutually

heH JjeTJ
consistent is bounded. However, for a proof of the existence of an equilibrium it

would not be sufficient to assume only the boundedness of the set F(r).* We
use Lemma 4 to prove that the homotopy is compact once externalities move
along the homotopy arc, see Step 2.1 in the proof of Proposition 15 in Section
D.

We make the following assumptions on the utility functions.

Assumption 5 For all h € H,

(1) The function uy, is continuous on its domain. For every (v_p,y) € ]RESFH_D X
R the function up(-,z_p,y) is differentiable and Dy, up(-,-,-) is con-
tinuous on RYH x RY7.

(2) For every (x_p,y) € RESFH_I) x RCY | the function up(-,z_p,y) is diffe-
rentiably strictly increasing, i.e., Dy, up(z), x_p,y) > 0 for all 2}, € RS

(3) For every (z_p,y) € RiiHil) x RYY | the function up(-,x_p,y) it is dif-

. . . . . . C
ferentiably strictly quasi-concave, i.e., it is C* and for all ) € RY,,
D2 un(xh, 2_p,y) is negative definite on Ker Dy, up (2}, 2_p, y).

(4) For every (z_p,y) € Ri(Hfl) x RY and for every u € Imuy (-, x_p,y),
clge{z, € R, :up(zp, op,y) > up CRY,
Fixing the externalities, the assumptions on uy are standard in a differentiable

framework. From Point 3 of Assumption 5, the upper contour sets are strictly
convex. Consequently, if the utility maximization problem has a solution then

10'See Section 2 in Chapter 6 of Arrow and Hahn (1971), Bonnisseau and Médecin
(2001), and Mandel (2008), where these authors also need uniform boundedness
assumptions in order to prove the non-emptiness of the set of equilibria.
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it is unique. Notice that wu;, is not required to be quasi-concave with respect
to all the variables, that is, we do not require preferences to be convex with
respect to the externalities. Point 4 of Assumption 5 is the classical Boundary
Condition (BC), it means that the closure of the upper counter sets is included
in Rg +- We notice that in Point 1 and Point 4 of Assumption 5, we allow for
consumption externalities z_j, on the boundary of the set ]RESFH_I) in order to
look at the limit of the behavior of u; with respect to the consumption ex-
ternalities. It means that BC is still valid whenever consumption externalities
converge to zero for some commodities. This property is used in Step 2.2 of
the proof of Proposition 15 in Section 5. ' If u;, does not satisfy BC whenever
consumption externalities converge to zero for some commodities, we provide
below an alternative assumption on u; from which one still gets Step 2.2 in the
proof of Proposition 15, while maintaining Point 1 and Point 4 of Assumption
5 only for consumption externalities in R¢(7 ™1, 12

(5) There exists & > 0 such that for every (z_p,y) € Ri(ffl) x R and
for every (zp, x)) € RS, if up(zn, x_p,y) > up(z), x_p,y), then upy(xp, x_p +
61,y) > up(x), x_p + 01,y) where 1:=(1,...,1) e RY, .13

3 Competitive equilibrium and equilibrium function

In this section, we provide the definition of competitive equilibrium a la Nash
and the notion of equilibrium function.

Without loss of generality, commodity C'is the “numeraire good”. Then, given
p\ € RYT! with innocuous abuse of notation, we denote p := (p\,1) € RY,.

Definition 6 (Competitive equilibrium) (z*,y*, p*\) € R xR/ xR7;!
is a competitive equilibrium for the economy E if for all j € J, y; solves the
following problem

max p*-y;
y; ERC Py (2)

subject to t;(y;,y*;, ") <0

A simple example of utility function that satisfies this property is given by any

additively separable function up(zp,x_p) = up(zp) + vp(x_p) where uy is defined
on Rg + and satisfies the classical BC, and vy, is defined on Ri(H_l).
12 For example, consider two commodities and the utility function uh(:n}L, xi, Tp) =

zpaizy where (z},27) € R%, and z} € Ry. This function does not satisfy BC

whenever the externality 33,1C converges to zero, but it satisfies Point 5.
13 A simple example of utility function that satisfies Point 5 is given by any multi-
plicatively separable function up(zp, x_p) = tp(xp)my(x_p) where wuy, is defined on

REJF and myp(x_p) > 0 for every z_j, € RiiH_l).

9
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for all h € H, xj solves the following problem

max  up(zp, 5, y")
6
subject to p*-xp < p* - (e + Z thy;)
jeT

and (x*,y*) satisfies market clearing conditions, that is

dorh =D ent Dy (4)

heH heH JjeT

Using first-order conditions, one easily characterizes the solutions of firms and
households maximization problems. The proof of the following proposition is
standard, because in problems (2) and (3) each agent takes as given both the
price system and the choices of the other agents.

Proposition 7

(1) From Assumption 1, if y; is a solution to problem (2), then it is unique
and it is completely characterized by KKT conditions. '*

(2) From Point 2 of Assumption 1 and Assumption 5, there exists a unique
solution x}, to problem (3) and it is completely characterized by KKT
conditions.

(3) As usual, from Point 2 of Assumption 5, household h’s budget constraint
holds with an equality. Thus, at equilibrium, due to the Walras law, the
market clearing condition for commodity C' is “redundant”. Then, one

replaces condition (/) with sz\ = 262 + Zyj*\
heM heH jeT

Let = := (R, xR )7 x (RY xRy )7 x RYT! be the set of endogenous varia-
bles with generic element ¢ = (z,\,y,,p") = ((Tn, M )news (Y5, @) jes, D)
where )\;, denotes the Lagrange multiplier associated with household h’s bud-
get constraint, and «; denotes the Lagrange multiplier associated with firm
J’s technological constraint. We can now describe the competitive equilibria
associated with the economy E using the equilibrium function F : = — RIME,

F (&) = ((F"1 (&), F"* (&)new, (F1 (&), 72 (§))jeq, FM (€))  (5)

where F! (&) := Dy, up(xn, —p,y) — App, F*2 (&) = —p-(xn—en—D_ $jny;),

i
FIY(&) := p— oDy t(y;, y—j, ), FI2(§) = —t;(y;,y—j, ), and FM (&) :=
o =Yy - e

heH JjeET heH

1 «KKT conditions” means Karush—-Kuhn—Tucker conditions.
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& = (x5, N\, ¥, a*,p*\) € Z is an eatended equilibrium for the economy FE if
and only if F (¢*) = 0. By Proposition 7, (z*,y*,p*\) is a competitive equi-
librium for E if and only if there exists (A", a*) such that £* is an extended
equilibrium for E. We simply call £* an equilibrium.

4 Existence and compactness

In this section, we show that the set of competitive equilibria with strictly
positive consumptions and strictly positive prices is compact and non-empty.
The result is provided in the following theorem.

Theorem 8 The equilibrium set F~(0) is compact and non-empty.

In order to prove Theorem 8, we use a homotopy approach following the sem-
inal paper by Smale (1974). The following theorem is a consequence of the
homotopy invariance of the topological degree. Following Chapter 4 in Milnor
(1965), and more recent contributions by Villanacci and Zenginobuz (2005),
del Mercato (2006) and Bonnisseau and del Mercato (2008), our homotopy ap-
proach is based on the theory of degree modulo 2. The reader can find a survey
of the degree theory, for example, in Geanakoplos and Shafer (1990) and in
Villanacci et al. (2002). In Section 6, we recall the definition and fundamental
properties of the degree modulo 2.

Theorem 9 (Homotopy Theorem) Let M and N be C?* manifolds of the
same dimension contained in euclidean spaces. Let y € N and f,g: M — N
be two functions such that f is continuous, g is C*, y is a reqular value of g
and #4971 (y) is odd. Let L be a continuous homotopy from g to f such that
L=Y(y) is compact. Then,

(1) g7 '(y) is compact and degy(g,y) = 1,
(2) f~'(y) is compact and degy(f,y) = 1.

The equilibrium function F' plays the role of function f given in Theorem 9.
In order to construct the function playing the role of function g, we proceed
as follows. In Subsection 4.1, we construct an appropriate economy called the
“test economy”. G is the equilibrium function associated with the test economy
and it plays the role of function ¢ in Theorem 9. The test economy has an
unique regular equilibrium, i.e., #G~(0) = 1 and 0 is a regular value of G,
see Proposition 12. In Subsection 4.2, we provide the homotopy H from G to
F playing the role of the homotopy L. Proposition 15 states the compactness
of H71(0). Using Propositions 12 and 15, all the assumptions of Theorem 9
are satisfied, and then one gets the following lemma.
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Lemma 10 F~'(0) is compact and deg,(F,0) = 1.

Using Lemma 10 and the non-triviality property of the topological degree, one
gets F71(0) # ), and then Theorem 8 is completely proved.

Finally, we remark that if, in addition, E is a regular economy (i.e., the equi-
librium function F is C! and 0 is a regular value of F'), then using Lemma 10
and the computation of the degree modulo 2, one obviously obtains that, at
a regular economy, the number of equilibria is finite and odd. '® However, this
paper does not address any regularity issue. In the presence of consumption
and production externalities, the analysis of regular economies is quite sensi-
tive. For the case without externalities on the production side, see for example
Bonnisseau (2003), Kung (2008), and Bonnisseau and del Mercato (2010). In
the presence of production externalities, the analysis of regular economies de-
serves a separate analysis, see del Mercato and Platino (forthcoming 2017).

4.1 The “test economy” and its properties

We construct the test economy in two steps. We first fix the externalities
and we consider a Pareto optimal allocation of a standard production econ-
omy FE without externalities. Second, using the Second Theorem of Welfare
Economics, we construct an appropriate private ownership economy E that
has a unique regular equilibrium. E is called the “test economy” and it is an
economy without externalities.

Fix an allocation (z,7) € RYY x R/, Define up(zy,) := up(zp, T_p,7) for all

heMt, tj(y;) = t;(y;,y_;,T) for all j € J, and the production economy E =

(uw,t,r) where 7 = ) ej,. Under Assumptions 1, 3 and 5, there exist a Pareto
heH

optimal allocation (7, %) of the economy FE and Lagrange multipliers (5, v, B)

such that (z,9, 0,7, () is completely characterized by the first-order conditions

for Pareto optimality. This result is provided in the following proposition.

Proposition 11 There exist a Pareto optimal allocation (Z,7) € Rff x RE7
of the economy E and (B,0,7) = ((Bj)jeq, (On)ne1,7) € R, x RETH x RY,
such that (z,7,3,0,7) is the unique solution to the following system.

(1) Dxlﬂl(xl) = (2) Y h 7é 1, eth,LUh($h> =7 (3) Y h 7é 1, ﬂh(ﬂﬁh) = Uh(fh)
) VieT, v=0iDyti(y;) G)Vj€T, ~ti(y;) =0(6) D wn— D yj=r

heH JjeTJ

(6)

15 The computation of the degree modulo 2 for C! functions and regular values is
given by Proposition 17 in Section 6.
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It is well known that a Pareto optimal allocation can be supported by some
price system.'® From system (6), one easily deduces a supporting price p, a
redistribution of initial endowments € = (€;)sew and the equilibrium equations
satisfied by (Z,y) for appropriate Lagrange multipliers (A, @) € R, x R7,.
More precisely, first define

€ni=1Tn— Y SinYj (7)
€T
and the economy E := ((u,e,s),t) which is a private ownership economy

without externalities. Second, define the function G : = — RI™=

G () = ((G" (&), G"* ()new, (G (€) , G2 (&))jes, G (§)  (8)

where G (€) 1= D, up(Th, T—p, J) — AnDs Gh2 (&) = —p-(xp,—€),— Z SinYj),
. ‘ jeT
GI1 (&) == p — a;Dy ti(y;,7_;,T), G** (&) := —t;(y;,¥_;,T) and GM () :=

PIEIED SR

heH JjET heH

The function G is nothing else than the equilibrium function associated with
the economy FE. Finally, define & := (Z,\, 7, a,p") with p := & A= 7¢,

M = ? for all h # 1 and &, := »g—é for all j € J. Using system (6), it is an
h ~ ~

easy matter to check that G(§) = 0. As stated in the following proposition, §
is the unique regular equilibrium of the economy F.

Proposition 12 G~1(0) = {¢}, G is C' and 0 is a regular value for G.

Remark 13 Notice that the redistribution of endowments € = (€x)pen given
in (7) is not necessarily strictly positive. However, at equilibrium, the indi-
vidual wealth of household h is equal to p - Ty, which is strictly positive. One
maight wish to consider a different redistribution that gives rise to positive en-
dowments. But, such a redistribution involves also some redistributions of the
shares. ' Our redistribution of endowments € = (€)nen does not involve any
redistribution of shares, so that we do not need to homotopize the shares, see
the homotopy H in the next subsection.'®

16 Using Debreu’s vocabulary, the Pareto optimal allocation (Z,7%) is an equilibrium

relative to some price system, see Section 6.4 in Debreu (1959).
" For example, the redistribution €, := 8, Y,y €n With §jj, 1= ~ L~
P hen h

18 Even in the absence of externalities, homotopizing the shares complicates the
homotopy proof, see for instance Section 2.2 in Chapter 9 of Villanacci et al. (2002).
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4.2 The homotopy and its properties

The basic idea is to homotopize the endowments and the externalities by a
segment in the two economies E and E. But, one finds the following difficulty.
At equilibrium, the individual wealth is positive at the beginning as well as at
the end of the homotopy arc. ' Nevertheless, since the production sets are not
required to be convex with respect to the choices of all agents, the equilibrium
individual wealth may not be positive along the homotopy arc. Consequently,
the individual budget constraints may be empty along the homotopy arc. We
illustrate the details below.

First, homotopize the endowments by a segment. Then, for every 7 € [0, 1]
the individual wealth is given by p - [re, + (1 — 7)é,] + p- > sjuy; which is
JjeJ
equal to
p-lren+ (1 =7)Tn] +p- Y sy — (1 —7)75
JjeT

Thus, the individual wealth is positive if p-y; > p- (1 — 7)y; for every j €
J. Using standard arguments from profit maximization, at equilibrium, this
condition is satisfied if (1 — 7)y; belongs to the production set of firm j. On
the other hand if, at the same time, one homotopizes the externalities by a
segment, the individual production set becomes the following set,

Yi(ry—j + (1 =7)g_;, 7o+ (1 —7)T)

But, one does not know whether or not the production plan (1—7)y; belongs to
the production set given above, unless the transformation function ¢; is quasi-
convex with respect to all the variables. Indeed, ¢;(0,y_;,z) = 0 because of
the possibility of inaction, and #;(y;,7_;,T) = 0 because G(g) =0.1If ¢, is
quasi-convex with respect to all the variables, then ¢;((1 — 7)y;, 7y—; + (1 —
)J_;,7r + (1 —7)7) < 0, and so (1 — 7)y; belongs to the production set
given above. But, t; is not required to be quasi-convex with respect to all the
variables.

In order to overcome the difficulty described above, we define below the ho-
motopy H from the function G to the equilibrium function F' in two times,
by using the two homotopies ® and I' defined below. Namely,

e in the first homotopy ®, we homotopize the endowments by a segment,
without homotopizing the externalities,

9 Tndeed, at the economy E, the equilibrium individual wealth is strictly positive
because of the possibility of inaction (Point 2 of Assumption 1) and standard argu-
ments from profit maximization.
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e in the second homotopy I', we homotopize the externalities by a segment
in utility and transformation functions, without homotopizing the endow-
ments.

Remark 14 Notice that,

(1) If the externalities are fized, then only one homotopy is needed, namely
the homotopy ®. Then, our homotopy proof covers the case in which the
economy E is a standard private ownership economy without externalities.

(2) If the production sets are convex with respect to the production and con-
sumption activities of all agents, then endowments and externalities can
be homotopized at the same time.

We now provide the definition of all our homotopies. First, define the following
convex combinations,

en(T)i=Tep + (L —=71)ep, o(r) =1+ (1 —7)T, y(r) =17y + (1L —7)y (9)
and the two following homotopies ®,I": = x [0, 1] — R4m=,

®(&,7) = (2" (&, 1), D" (& 7)new, (P71 (€,7), D2 (€, 7)) jes, Y (€,7))

(10)
where ®"! (&, 7) = Dy, up(xp,j_;,T) — App, "2 (5 T) = —p- [xh —en(T) —
Zsjhyj N &7) =p-— o; D, t(yjay—ﬁ z), ¢ (5 T) = (yjay —js ),
JjeT
V(& 7) = D — Dy — en(r))

heH jes heH

I (57 T) = ((Fh.l (57 T) ) 2 (57 T))h€7-b (Fj.2 (57 T) ) 72 (57 T))jej; v (57 7—))

where Fh ! ( ) Da:huh(xhv T_ h(T)’ y<7-)) - /\hpa Fh’z (5’ T) =P [xh — €p —
T t

Z thy] 577_) p— Osz t (yjay—j< )71:(7_))7 -2 (577_) = b (yj7y ’(T)7I(T))7
JjeET
™ (6,7) =S a) — Zyj\ — Y e

heH JET heH

Define then the homotopy H : = x [0, 1] — RImE,

The homotopy H is continuous since ¢ and I' are composed by continuous
functions. Importantly, H (5 , %) is well defined since ®(£,1) = I'(&,0). Fur-

thermore, H (£,0) = ®(£,0) = G(&) and H (,1) = I'(§,1) = F(£). We

conclude the section by stating the following proposition.
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Proposition 15 H'(0) is compact.

5 Proofs

Proof of Lemma 4. Let (2/,y') € A(z,y;r). Since »_ x> 0, y' belongs to
heH
the bounded set C(r) given by Assumption 3. Furthermore, for every h € H,

0 < zj, < Y x, < > y;+r. Thus, there exists a bounded set K(r) C
heH jeg
RYHE x RY’ such that for every (z,y) € RY¥ x RY, A(z,y;r) C K(r).
m

Proof of Proposition 11. Let E be the production economy defined in

Section 4.1. We remind that A(z,7;7) = {(«/,y) € R{¥ x RY : #(y)) <

0, Vj € Jand Y ), — > y; < r}. Consider the set U(r) := {(u})nen €
her JjeT

[ Imw, | 3(«",y) € AT, y;r): up(z}) > u), ¥ h € H}. By Point 2 of

l}&es?;umption 1, the set U, is non-empty. Fix (u},)ney € U(r) and consider the

maximization problem

max Uy (1)
J
(a:,y)E]RJer xR

ti(y) <0, VjeJ

(12)
subject to Up(xp) > up, Vhe H
doTh— D Y ST
heM jeT

Step 1. Problem (12) has at least a solution. Let K be the set determined
by the constraints of problem (12). K is non-empty since (u})pey € U,. We
claim that K is compact. Define the set N := {(z,y) € RYY x R @, (z),) >
uj,, Yh € H} and notice that K = N N A(%,y;r). Then, K is bounded by
Lemma 4. Furthermore, K is a closed set included in Rgf x R¢’ by Point 4
of Assumption 5 and the continuity of the functions 7w, and ¢;. The theorem
of Weierstrass implies that problem (12) has at least a solution.

Step 2. Let (Z,y) be a solution to problem (12). Then, (Z,y) solves the fol-
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lowing problem and it is a Pareto optimal allocation of the economy E.

max (1)
cJ
(z,y)eRTY xR

—t(y;) >0, Vj €T
subject to Up(xp) — un(Zn) >0, Vh #1

r=> ant+ ) y; =0

heH jeTJ

(13)

Let K be the set determined by the constraints of problem (13), (Z, ) obvi-
ously belongs to K. Consider now (r,y) € K and remind that K is the set
determined by the constraints of problem (12). If @y (1) > u, then (z,y) € K
and so Uy (Z1) > Uy (xq). Uy (zq) < u), then @y (1) > Uy (xy) since wy (T1) > uf.
Thus, (Z,7) solves problem (13). Now, suppose by contradiction that (Z,7)
is not a Pareto optimal allocation of E. Then, there is another allocation
(z,9) € RY x RY such that #;(y;) < 0 for all j, > @ < r+ > 7,
heH JjeT
up(Zp) > up(zy) for all h, and w,(Zy) > uk(Ty) for some k € H. If k = 1,
then we get a contradiction since (Z,y) solves problem (13). If k£ # 1, using
the continuity of @y, there exists & > 0 such that @ (Z — 1) > ux(Ty), where
the vector 1¢ € Rg has all the components equal to 0 except the component
¢ which is equal to 1. Consider the allocation (z,y) defined by zy := 7 +¢1°,
T =T — €1 xp =Ty for all h # 1, h # k, and y; := g; for all j. We have
that (z,y) € K and w; (x1) > (%) since T is strictly increasing. Then, once
again we get a contradiction since (7, ) solves problem (13).

Step 3. There exists (3,0,7) == ((8;)jer, (On)nz1,7) € RY T x REZE X RY,
such that (z,7, 3,0,7) is the unique solution to system (6).

We first prove the existence of (B , 5, ), afterwards we show the uniqueness of
(Z,9,8,0,7).

Existence of (3,0,7) > 0. By Step 2, (%, ) solves problem (13). The KKT
conditions associated with problem (13) are given by

Dmﬂl(l'l) =7, Vh 7é 1: gthhUh<$h> =7 and Hh(ﬂh(a:h) —ﬂh(fh)) = 0,

VieJ: v=piDyt;(y;) and B;(—t;(y;)) =0, Ve e C: v°(r° — Zxﬁ + Z y]C) =0

heH jeg
(14)
where (8,60,7) := ((8))je7, On)nz1, (79)eec) € R x REE x RS are the La-
grange multipliers associated with the constraint functions of problem (13). We
first claim that KKT conditions are necessary conditions to solve problem (13).
It is enough to verify that the Jacobian matrix associated with the constraint
functions of problem (13) has full row rank equal to N := J + (H — 1) + C.
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For every firm j, fix a commodity ¢(j) € C. The matrix given below is the
N x N square sub-matrix which is obtained by considering the partial deriva-
tives of the constraint functions with respect to ((yjc-(] ))je 7> (T3 )ht1, 21). Point
4 of Assumption 1 and Point 2 of Assumption 5 imply that the determinant
of this square sub-matrix is different from zero, which complete the proof of

the claim. 2
[-p c(yti(yr) - 0 0 o o ]
Y1
0 oo =D o(pyta(ys) 0 0 0
Yvs
0 0 Dméﬂﬂm) 0 0
0 0 0 Dm}{UH(J:H) 0
[1“(1>]T [1“(1>]T - [11]T P [11]T —Ic

Therefore, there exists (B, 0, 7) > 0 such that (7, y, 3,0, 7) solves system (14).
Furthermore, Point 4 of Assumption 1 and Point 2 of Assumption 5 imply that
all the Lagrange multipliers (,6,7) must be strictly positive. Consequently,
all the constraints of problem (13) are binding, and then (Z,7,3,0,7) is a
solution to system (6).

Uniqueness of (T,7, 3,0, 7). Define 6, := 1, by equations (1) and (2) of sys-

tem (6), for all h one gets D, Uy (Ty) = %. Then, for every h, T, solves the

maximization problem: max Wp(xy) subject to &+ - x;, < & - I, because
thRiJr On On

KKT are sufficient conditions to solve this problem. Thus, the uniqueness of

Ty, follows from the strict quasi-concavity of ;. Analogously, by equations

(4) and (5) of system (6), y; solves the maximization problem: yme%&}é % - Y
J

subject to ;(y;) < 0 for every j. Thus, the uniqueness of y; follows from the
continuity and the strict quasi-convexity of ¢;. Therefore, (Z,7) is unique and
consequently, the uniqueness of (5, 0, 7) follows from equations (1), (2) and
(4) of system (6).

]

Proof of Proposition 12. We use the functions @, and ¢; defined in Subsec-

tion 4.1. We have already pointed out that G(§) = 0. Let £’ = (2, X', ¢/, o/, )
= be such that G(¢') = 0, we show that £ = ¢

m

First, notice that

D Th— D Y= D en (15)

heH JjET heH

20 We remind that for every commodity ¢, the vector 1¢ € Rg has all the components
equal to 0 except the component ¢ which is equal to 1. I denotes the C' x C' identity
matrix.
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Indeed, summing G"2(¢') = 0 over h, one gets Y x), — > y; = Y €, by

heH JjeJ heH
GM(¢") = 0. Using the definition of €, given in (7) and Proposition 11, one
deduces (15).

Second, we show that
ap(x)y,) = Un(Tn), Vh €H (16)

Using the definition of €, given in (7) and G*!(¢') = GM?(¢') = 0, =}, solves
the following maximization problem

max ﬂh(l'h)
mheRY, (17)
subject to p'-xp, <p' - T+ Z Sjn P (y; - gj)
JjeJ

because KKT are sufficient conditions to solve this problem. Analogously, from
G71(&) = GI2(¢') = 0, y; solves the maximization problem: max, p'-y; subject
Y€

to t;(y;) < 0. Notice that y; satisfies the constraint of this problem because
G72(€) = 0. Thus, p/ - (y; — 9;) > 0 for all j, and consequently 7 belongs to
the budget constraint of problem (17). Then, @, (z),) > Uy (Zy) for all h. Now,
suppose that w(z},) > u(Zy) for some k& € H. From (15) and G72(¢') = 0
for all j, one deduces that (2/,y') is a feasible allocation of the production
economy E, and then one gets a contradiction since (Z,7) is a Pareto optimal

allocation of E by Proposition 11. Thus, (16) is completely proved.

Now, define 8" := (})jes where 3 := Ao for all j, 0 := (0}, )n21 where 0} :=

27 forall h # 1 and 7/ := N,p'. From G"1(¢') = 0 for all h, G#1(¢') = GI2(¢') =

0 for all j, (15) and (16), it is an easy matter to check that (z',y’,5",6',7')
solves system (6). Then, Proposition 11 implies that (7,7, 8,0,7) = (2',y', 5',0',7/),
and consequently, one deduces that £ = &'.

We remark that G is C* by Point 1 of Assumptions 1 and 5. Finally, in order
to show that 0 is a regular value for GG, one proves that DgG(g) has full row
rank. In this regard, we show that if AD;G(£) = 0, then A = 0 where A :=
((Al’h, A>\h>h€7—[, (ij, A()éj)jej,Ap\) S RdimE' The system AD&G(E) =01is
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given below.

(hl) Athihﬂh(%h) — AM\pp + Ap\ [IC_1|0] =0,VheH
(h2) —Azp-p=0,VheH

(7:1) Y Adisind — a;Ay; D 15(55) — AayDy,t5(F;) — Ap' [Ie-a|0] =0, ¥V j € T
heH
(4:2) —Ay;-Dyt(y;) =0,Vjed

(M) — Y Az + Y Ay =0
heH JjeT

We first prove that Az, = 0 for all h € H. Otherwise, suppose that there is
h € H such that Az; # 0. The proof goes through the two following claims
that contradict each others.

We first claim that Ap\ - (> XhAxk) > 0. Multiplying (h.1) by A\,Az;, and
summing over h, from (héZe)Hwe get > XhAthihﬂh(fh)(Axh) = —Ap\.
(3" AAzy). Multiplying Gh1(€) = 0 flloe;Axh and using (h.2), we get Axy, -
Z%Z{Eh(fih) = 0 for all h. Therefore, Point 3 of Assumption 5 completes the

proof of the claim since A, > 0 for all h and Ax; # 0.

Second, we claim that Ap\ - (> /N\hAx,\l) < 0. Multiplying both sides of
heH

G71(€) = 0 by Ay; and using (5.2), we get Ay, -p = 0. Then, multiplying (5.1)

by Ay; and summing over j, from (j.2) we get — > &jijDjjfj(gj)(ij) =

JjeJ
Ap\- ZAyJ\-. Since, @; > 0 for all j, Point 3 of Assumption 1 and (j.2) imply
JjeT
that Ap\ - ZAy]\ < 0. Using (M), the claim is completely proved.
JjeJ

Since p¢ = 1 and Azj, = 0 for all h € H, from (h.1) we get AN, = 0 for all
h, and then Ap\ = 0. Thus, multiplying (j.1) by Ay;, Point 3 of Assumption
1 and (j.2) imply that Ay; = 0. Therefore, using once again (j.1), we get
Ao = 0 by Point 4 of Assumption 1. Thus, we get A = 0.

|

Proof of Proposition 15. Observe that H1(0) = ®~1(0) U T1(0). Since
the union of a finite number of compact sets is compact, it is enough to show
that ®~1(0) and I'"'(0) are compact.

Claim 1. ®~1(0) is compact.

We prove that, up to a subsequence, every sequence (£”,7"),eny C @71(0)
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converges to an element of ®~1(0), where & := (2, \, 3", ", p” \),en. Since
{r¥ : v € N} C [0,1], up to a subsequence, (7”),en converges to some 7° €
[0,1]. From Steps 1.1, 1.2, 1.3 and 1.4 below, up to a subsequence, (§),en
converges to some &* 1= (2*, \*,y*, o*, p*\) € Z. Since ® is continuous, taking
the limit, one gets (£*,7%) € ®1(0).

We remind that for every 7 € [0,1], e,(7) is given by (9).
Step 1.1. Up to a subsequence, (z¥,y"),en converges to some (x*,y*) € REHX

R¢’. We show that for r = Z en, the sequence (z¥,y"),en is included in the
heH
bounded set K (r) given by Lemma 4. By ®/2(¢”,7V) = 0, for every j we get

tj(y;'luy—jvj) = 07 VV S N

Thus, the sequence (y”),en is included in the set Y (7, ) given by (1). Summing

m2(e, ) = 0 over h, by @M (€, 77) = 0 we have Yz — Yy = > en(r”)

heH jET heH
for every v € N. Using the definition of €, given by (7) and Proposition 11,
one gets »_ en(r) = r for every 7 € [0,1], and then Y xj — Y ¢ = r for
heH heH JjeJ
every v € N. Thus, (z¥,y"),eny € A(Z,7;7) € K(r). Consequently, (z¥,y"),en
is included in ¢l K'(r) which is a compact set. Therefore, up to a subsequence,
(2”,9")ven converges to some (z*,y*) € clK(r) C RY# x RY’, and then
(z*,y*) € RYH x RYY.

Step 1.2. The consumption allocation x* is strictly positive, i.e. xj > 0 for

every h € H. By ®"1(¢, 77) = ®"2(¢¥, 1) = 0 and KKT sufficient conditions,
xy, solves the following problem for every v € N.

maX Uh(xh) T_h, y)

:EhGIR
subJect top”-xp <p”-ltVen + (1= 7)) + p¥ - Z sin(y; — (1 —1")y;)
jeT
(18)
We first claim that for every v € N, the following vector
en(t’) =71"ep + (1 =17 (19)

belongs to the budget constraint of the problem above. By ®71(¢¥ ) =
®72(¢”,7) = 0 and KKT sufficient conditions, 3% solves the following problem
for every v € N.

max p” - y;
v €RC ’ (20)
subject to t;(y;,7_;,T) <0

t;(¥;,7_;,T) = 0 since GI2(€) = 0, see (8). By Point 2 of Assumption 1,
t;(0,9_;,7) = 0. Then, we get t;((1 — 7)y;,7_;,%) < 0 since t;(-,7_;,T) is
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strictly quasi-convex, that is, the production plan (1 — 7¥)y; belongs to the
constraint set of problem (20). Thus, p” - (yj — (1 —7")y;) > 0 for every j, and

then p” - ) sin(y; — (1 —7")y;) > 0 which completes the proof of the claim.
JjeJ

Therefore, for every v € N, up (2}, Z_pn,7) > un(én(7"),T_p, 7). By Point 2 of
Assumption 5, for every € > 0 we get up(z) +€1,T_p,7) > up(€n(7"), T—pn,7)
where 1 := (1,...,1) € RY,. Taking the limit over v and using Point 1 of
Assumption 5, we get up (), +€1,T_p,7) > up(€n(7*),T_p,7) for every € > 0.
Then, z} belongs to the closure of the upper counter set of (€,(7*),T_p,7),
which is included in RS, by Point 4 of Assumption 5. Thus, @} > 0.

Step 1.3. Up to a subsequence, ()\”,p”\),,eN converges to some \* € Rf+ X
RYTL. The proof is similar to the proof of Step 2.3.

Step 1.4. Up to a subsequence, (a*),en converges to some a* € RLF. The
proof is similar to the proof of Step 2.4.

Claim 2. I'"*(0) is compact.

Let (£¥,7"),en be a sequences in I'71(0). As in Claim 1, (7%),ey converges to
7 € [0, 1]. From Steps 2.1, 2.2, 2.3 and 2.4 below, up to a subsequence, (£”), .y
converges to an element £* := (z*, \*, *, o*, p*\) € Z. Since I is a continuous
function, taking limit, we get (¢*,7*) € I'71(0).

We remind that for every 7 € [0,1], z(7) and y(7) are given by (9).

Step 2.1. Up to a subsequence, (x”,y")yen converges to some (z*,y*) € R x

R¢’. We show that for r = Z en, the sequence (z¥,y"),en is included in the
heH
bounded set K(r) given by Lemma 4. Then, one completes the proof as in

Step 1.1. By IV2(£¥, %) = 0, for every j we have that
ti(yy,y” ("), 2" (7)) =0, v € N

Thus, for every v € N, the production allocation y” belongs to the set Y (" (7%), y*(7"))
given by (1). Now, summing I'"2(£”, 77) = 0 over h, by '™ (£”,77) = 0, we
get Z xp — Z y; = r. Then, for every v € N, the allocation (z",y") belongs
heH jeJ
to the set A(x”(7"),y"(7");r) C K(r), and consequently, (z¥,y"),en C K (7).

Step 2.2. The consumption allocation x* s strictly positive, i.e. xj > 0 for
every h € H. The argument is similar to the one used in Step 1.2 except
for the last part which is quite different due to the presence of consumption
externalities in the utility functions. For this reason, at the end of this step,
we need both the continuity of u, on RS, x RS x R’ and Point 4 of

C(H-1
RE(-D

Assumption 5 for all consumption externalities in or, alternatively,
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the continuity of u, on R, x Riflil) x R’ Point 4 of Assumption 5 only

for consumption externalities in ]Ring_l), and Point 5 of Section 2.

First, according to I'1(£”,7%) = I'"2(¢£,7¥) = 0, replace problem (18) with
the following problem

max  up(zp, 27, (77), y" (7))

Ih€R$+ (21>
subject to p” - xp < p”-ep +p7 - Z SinY;
JET
and replace é,(7") given by (19) with €,(7") := e,. Second, according to

L7 (gr ) = T92(¢, V) = 0, replace problem (20) with the following problem

14
max p” - y;
y; ERC ’

subject to t;(y;, y”,;(77),2"(1")) <0

Third, one follows the same strategy as for Step 1.2. For every v € N,
up(xy, 2 , (77), 4" (17)) > uplen, ¥, (77), 4" (77)). Notice that x¥,(7") belongs
to RESFH_D, because =¥, (V) = 772", + (1 —7")T_p, and 2”, and T_j, are both
strictly positive. Then, by Point 2 of Assumption 5, for every v € N and for
every € > 0 we get

un(y + el 2%, (1), y"(77)) > unlen, 22, (77), 4" (17)) (22)

Now, take the limit over v. Differently from Step 1.2, we have the two following
cases: ¥, (7%) > 0 or z* ,(7*) € Bd (RESFH_D). The second case may happen
here, but not in Step 1.2, because now there are consumption externalities in
the utility functions. Indeed, if (7%),en converges to 7° = 1, then x*,(7%) =
x*, which a priori is not necessarily strictly positive.

Suppose that z*,(7*) > 0. Using (22) and Point 1 of Assumption 5, we get
up(xy + el a*, (7%), y*(7%)) > up(en, 2%, (7)), y*(7%)) for every € > 0. Then,
x} is strictly positive, because it belongs to the closure of the upper counter
set of (ep, 2%, (7), y*(7*)), which is included in R, by Point 4 of Assumption
5. Suppose now that x*,(7*) € Bd (Rgfl—l)). Under Point 1 and Point 4 of
Assumption 5, the previous argument still holds true. Alternatively, if u;, does
not satisfy BC whenever consumption externalities converge to zero for some
commodities, one uses Point 5 in Section 2 as follows. By Point 5 and (22),
there exists 0 > 0 such that for every v € N and for every € > 0 one gets

un(wy + 1,27, (1) + 01, 4"(77)) = unlen, #7,(7") + 01,57 (7"))
Take the limit over v and remark that z*,(7*) + 01 > 0. Consequently, one
gets up(xp +el, 2, (7°) + 61,y (7%)) > uplen, x*,(7%) + 01, y*(7*)) for every
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s . . : C(H-1
£ > 0, because in this case uy, is required to be continuous on RY, xR +(+ ) x

R/, Then, x; is strictly positive since it belongs to the closure of the upper
counter set of (es,z*,(7*) 4+ 01,y*(7*)), which is included in RY, because
x*,(7%)+ 01 > 0 and because in this case Point 4 of Assumption 5 is required

only for consumption externalities in Ri(ffl).

Step 2.3. Up to a subsequence, (\”,p”\),en converges to some (\*,p*\) €
RY, x RYTE By It (€7, 77) = 0, fixing commodity C, for every v € N we
have Aj = Dyoun(zy;, 2%, (77),y"(7")). Taking the limit, by Points 1 and 2 of
Assumption 5, we get A, := D cup(zy, 22,(7%), y*(77)) > 0.

By "1 (€7, 77) = 0, for all commodity ¢ # C and for all v € N we have p” ¢ =
Dysup(ah, 7, (77), y"(1"))
Ah

. Taking the limit, by Points 1 and 2 of Assumption

Dag up(ay, 2%, (77), y*(77))
A

5, we get p* ¢ = > 0. Therefore, p*\ > 0.

Step 2.4. Up to a subsequence, (") en converges to some a* € RLF. For
every firm j, fix a commodity c(j) € C. By IV'! (&, 7%) = 0, for every v € N
we have that

pv )

14

. =
I Dyjc_(j)tj (v, y2 (), a7 (7))

which is strictly positive by Point 4 of Assumption 1. Taking the limit, by
=)
p

Dy;u)tj (W5, y (%), 2(7%))

Points 1 and 4 of Assumption 1, we get o} := > 0.

6 Appendix

We introduce a definition of the degree modulo 2 for continuous functions, see
Appendix B in Geanakoplos and Shafer (1990), and Chapter 7 in Villanacci
et al. (2002).

Let M and N be two C? manifolds of the same dimension contained in eu-
clidean spaces. Let A be the set of triples (f, M,y) where

(1) f: M — N is a continuous function,
(2) y € N and f~1(y) is compact.

Theorem 16 There exists a unique function, called degree modulo 2 and de-
noted by deg, : A — {0,1} such that
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(1) (Normalisation) degy(idyr, M,y) =1
where y € M and idy; denotes the identity of M.

(2) (Non—triviality) If (f, M,y) € A and degy(f, M,y) = 1, then f~(y) # 0.

(3) (Excision) If (f,M,y) € A and U is an open subset of M such that
f~Yy) C U, then
deg,(f, M, y) = deg,(f,U,y)
(4) (Additivity) If (f, M,y) € A and Uy and Uy are open and disjoint subsets
of M such that f~(y) C Uy UUs,, then

deg,(f, M,y) = degy(f, U1, y) + dega(f, Uz, y)

(5) (Local constantness) If (f,M,y) € A and U is an open subset of M with
compact closure such that f~(y) C U, then there is an open neighborhood
V ofy in N such that for everyy' € V,

degy(f,U,y') = degy(f, U, y)

(6) (Homotopy invariance) Let L : (z,7) € M x [0,1] — L(z,7) € N be a
continuous homotopy. If y € N and L™(y) is compact, then

degy (Lo, U,y) = degy(Ln, U, y)
where Ly := L(-,0) : M — N and Ly := L(-,1): M — N.

If there is no possible confusion on the manifold M, we simply denote deg,(f, )
the degree modulo 2 of the triple (f, M, y).

As stated in the following proposition, in the case of regular values of a C*
function, the degree modulo 2 is computed using the residue class modulo 2.

Proposition 17 If (9, M,y) € A, g is a C' function and y is a reqular value
of g (i.e., for all z* € g (y), the differential mapping Dg(z*) is onto), then
g (y) is finite (possibly empty) and the degree modulo 2 of g is given by

0 if #g (y) is even

degy(g, M, y) = [#97 ' (v)]2 = , .
L if #g7(y) is odd
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