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The Second Welfare Theorem with Nonconvex Preferences

This handout is based on Anderson, “The Second Welfare Theorem with
Nonconvex Preferences,” Econometrica 56(1988), 361-382. As the diagram
on page 2 shows, the second welfare theorem may fail if preferences are
nonconvex. Specifically, it gives an economy with two goods and two agents,
and a Pareto optimum x∗ so that so that the utility levels of x∗ cannot be
approximated by an Walrasian equilibrium with transfers; moreover, if p∗

is the price which locally supports x∗, and T is the income transfer which
makes x affordable with respect to the prices p∗, there is a unique Walrasian
equilibrium with transfers (y∗, q∗, T ); y∗ is much more favorable to agent I
and much less favorable to agent II than x∗ is.

Theorem 3.3 of the paper shows that this is, in a sense, the worst that
can happen under standard assumptions on preferences.1 Specifically, given
a Pareto optimum x∗, there is a Walrasian quasiequilibrium with transfers
(y∗, p∗, T ) such that all but L people are indifferent between x∗ and y∗, where
L is the number of goods. Those L people are treated quite harshly (they get
zero consumption). One could be less harsh and give these L people carefully
chosen consumption bundles in the convex hull of their quasidemand sets, but
one would then have to forbid them from trading, a prohibition that would
in practice be difficult to enforce.

1See the paper for the precise assumptions needed on preferences.
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