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Abstract

This paper considers the financing of production in a two period general
equilibrium model with incomplete markets. This requires a model where the
efficient boundary of the production set available to a producer in period two in
every state of the world is not independent of the financial activities of the firm
in period one. The novelty of the paper is a definition of a class of long run profit
maximization objective functions of the firm which is independent of any average
utility of the owners of the firm. This generalizes the traditional objective
of profit maximization of the Arrow-Debreu model to the case of incomplete
markets. The paper shows that equilibrium exists for convex smooth and convex
piecewise linear endogenized production sets.
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1 Introduction

The classical incomplete markets literature (GEI) has mainly focused on variations of
Arrow’s seminal two period model with exogenous financial assets [1], [2]. Its exten-
sion to production considers a model of the firm with exogenous financial structure
and exogenous real structure by assuming fixed production sets available to firms
[11], [18], [20]. Imposing a fixed asset structure on the firm introduces the implicit
assumption that the real and financial sets available to it are dichotomic. This deeply
rooted property of the classical GEI model of production has non-trivial economic
consequences for the theory of the firm. (i) Since production sets available to firms
are assumed to be fixed, there is no financial activities firms perform on financial mar-
kets. All production inputs are financed with the revenue from selling output at given
production capacity. Hence, the financing of production capacity is not modeled. (ii)
Since firms do not issue stocks or other financial assets in order to finance its capital,
the size of its production set is independent of its ability of acquiring cash on financial
markets. Hence, the efficient boundary of the production sets available to a firm is
independent of the firms financial activities. Consequently, the objective of the firm
reduces to the optimization of a real activity similar to the objective of the firm in
the classical Arrow-Debreu model [6] with private ownership firms and no financial
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assets. Many tasks a firm performs in the real world can thus not be modeled in the
classical GEI framework.

Problems associated with this economic scenario are well known. Since the gra-
dient vectors of the consumers generally point in different directions when markets
are incomplete, they generally evaluate future income streams generated by the firms
differently. Hence there is no unanimous agreement of the owners of the firms about
the optimal choice of a net activity of each firm. Thus the objective function of the
firm is not well defined.

The dominant solution concepts to the problem of the objective function of the
firm when partial spanning fails [21] were introduced by Dréze [10] and Grossman
and Hart [12]. Each paper proposes a closed form equilibrium definition by assigning
some average utility of the (initial/final) stock holders to each firm. Dréze allows for
side payments between stockholders in order to achieve unanimous agreement of firm
owners on the optimal net activity vector to be implemented by a manager. Grossman
and Hart introduce the concept of competitive price perceptions. The main drawback
of these solution concepts is the cost of abandoning the decentralization property
of the Arrow-Debreu model where the activities of the agents are separated. This
property is a consequence of the exogenous two period real asset structure imposed
on production sets. Since the two period real asset structure is fixed, the problem of
the firm is to chose inputs of production in period one (at fixed production capacity)
such that associated period two outputs maximize profits. In order to have a closed
form solution of the objective function of the firm, the literature has assigned utilities
to firms. The problem with this approach is what utility to assign to each firm, a
problem not solved at full satisfaction yet. Many utilities have been suggested in
the literature, such as the utility of the manager of the firm, the average utility of
the board of directors for example. For a sample of the large literature on utility
dependent GEI models with production see [10], [9], [5], [15], [12], [21].

The aim of this paper is to model the financing of production in general equilib-
rium with incomplete markets while preserving the decentralization property of the
Arrow-Debreu model. To attain a coherent model of the firm with this property, it is
necessary to extend the concept of the private ownership firm of the Arrow-Debreu
model to a concept of the firm which permits firms to take financial and real decisions
sequentially. The sequential optimization structure of the firm is a consequence of
the assumption of long run profit maximization introduced. It is assumed that firms
maximize profits over both periods, hence their long rung activities involve acquir-
ing cash and buying capital in order to build up their production capacity in period
one. For that, firms issues stocks and buy capital. In the short run, each firm knows
its installed production capacity available to it in each uncertain state of the world.
The producer then chooses inputs such that associated outputs maximize profits in
each state of the world. Period two short run inputs of production are financed with
the revenue generated with the sell of outputs. Consumers want to invest in firms
because they want to transfer wealth between future uncertain states of the world.
They buy stocks in period one in return for a state dependent dividend payoff in the
next period.

The sine qua non of the model is then to show that equilibrium exists. It is
shown that, for an endogenized price and technology dependent real asset structure,
which is transverse to the reduced rank manifolds, equilibrium exists generically in
the endowments by the application of Thom’s parametric transversality theorem.
A class of well behaved smooth production sets structures, allowing the sequential
modeling of the firm is introduced. Finally, the non-smooth convex production set
case is considered, where piecewise linear production manifolds are regularized by
convolution. Existence then follows from the smooth case. Bottazzi [3] demonstrated



generic existence of equilibrium for an exchange economy for price dependent smooth
assets. Equilibria exist for more general asset structures.

The model is introduced in section 2. Section 3 shows generic existence for convex
smooth production sets. Section 4 considers convex piecewise linear production sets
which are regularized by convolution. Section 5 is a conclusion and, section 6 is an
appendix.

2 The Economic Model

We consider a two period t € T = {0,1} model with technological uncertainty in
period 1 represented by states of nature. An element in the set of mutually exclusive
and exhaustive uncertain events is denoted s € {1, ..., S}, where by convention s = 0
represents the certain event in period 0. Where no confusion of notation is expected,
we sometimes denote S the set of all mutually exclusive uncertain events. We count
in total (S + 1) states of nature.

The economic agents are the j € {1,...,n} producers and ¢ € {1, ...,m} consumers
which are characterized by sets of assumptions F' and C below. There are k € {1, ...,1}
physical commodities and j € {1,...,n} financial assets, referred to as stocks. In fact,
stocks are the only financial assets considered here. This allows for a sufficiently rich
structure in order to introduce the benchmark model of production in its simplest
form. Physical goods are traded on each of the (S + 1) spot markets. Producers issue
stocks which are traded at s = 0, yielding a payoff in the next period at uncertain
state s € {1,...,5}. The quantity of stocks issued by firm j € {1,...,n} is denoted
zj € R, where 330 2; = 2.

There are in total [(S+1) physical goods available for consumption. The consump-
tion bundle of agent i € {1,...,m} is denoted z; = (x;(0), x;(s), ..., z;(S)) € ]Rliiﬂ),
with z;(s) = (z}(s),...,zk(s)) € R',, and 3", 2; = . The consumption space for
each consumer i € {1,...,m} is X; = Riiﬂ), the strictly positive orthant. The asso-
ciated price system is a collection of vectors represented by p = (p(0), p(s), ...,p(S)) €
Rﬁfiﬂ), with p(s) = (p*(s),...,p'(s)) € R}, the strictly positive orthant. Each con-
sumer i € {1,...,m} is endowed with initial resources w; € ), where Q = Rﬂ_, and
w; = (w;(0),w;(1)) a collection of strictly positive vectors. Denote an initial resource
vector at time period t € T' = {0, 1}, w;(t) = (w} (t),...,w!(t)) € RY ,, and the sum of
total initial resources, Y i w; = w.

There is no aggregate risk in this economy. In total, there are n financial assets
traded in period ¢t = 0. Denote the quantity vector of stocks purchased by consumer
i€ {l,...,m}, zi = (2(1),...,2:(n)) € R, a collection of quantities of stocks pur-
chased from producers j € {1,...,n}, and denote > ., z; = z, with associated stock
price system ¢ = (¢(1),...,q(n)) € R%},. Denote producer j’s period one vector of
capital purchase 37(0) € R' , and denote his period two state dependent net activity
vector y;(s) = (y}(s),...,y:(s)) € Rl Let y;(t = 1) = (y;(s), ..., y;(5)) € R denote
the collection of state dependent period t=1 net activity vectors. A period two in-
put of production for every s € {1,...,S} is by convention denoted yf (s) <0, and a

production output in state s € {1, ..., S} satisfies y¥(s) > 0.

2.1 The model of the firm

Each firm j € {1,...,n} issues stocks z; at stock price ¢; in period one in order to build
up production capacity. A firm’s total cash acquired via stock market determines the
upper bound of the total value of production capacity it can install in the same
period. Denote this liquidity constraint ¢;z; = M;, where M; € Ry is a non-negative



real number and z; € R_ a feasible financial policy of the firm j € {1,...,n}. M,
constraints the quantity of capital y(0) € RL a producer j can purchase at spot price
system p(0) € Rl++’ The quantity of intermediate goods (capital) y;(0) purchased by
the producer in period one determines a correspondence ¢;|z. This correspondence
defines the technology of the firm at feasible financial equilibrium policy Z. Let the
production set available to each producer j € {1,...,n} in period two be described
by this technology, ¢;|z : R™ — R, a correspondence defined on the set of period
two inputs for each state of nature s € S. Denote the producer’s productions set
Yjl. C R!, where m +n = 1.

Assumption (P): Each firm j € {1,...,n} maximizes long run profits.

Assumption (P) of long run profit maximization is justified for its economic prac-
ticality and its useful consequences. It facilitates the introduction of one period
production sets, similar to those of the standard Arrow-Debreu model, with the dif-
ference that a period two production set available to a firm is not independent of
its financial activities in period one. An immediate implication of assumption (P),
together with one period production sets characterized by assumptions (F') below, is
associated with the sequential optimization structure of the firm, which implies that
firms demand real quantities (capital) in period one and in period two (inputs of pro-
duction). This consequence is non-trivial, as it eliminates the present value problem
of the firm present in classical GEI models of production, where producers choose
inputs of production in period one at fixed capital. Consequently, assumption (P)
preserves the decentralization property of the standard Arrow-Debreu model when
production is modeled under time and uncertainty. This follows from the role capital
plays in this model.

Each producer j is further characterized by set of assumptions (F). The charac-
terization of production follows from the expansion of the standard assumptions of
Debreu [6] to time and uncertainty, where the financing of production is explicitly
modeled, and assumption (P) introduced.

Assumption 1 (F) (i) For each j € {1,..,n}, Y;|. € R is closed, convex, and
(erZ;L:le|z)ﬂRf compact for allw; € R'T, . 0 € Y}, < V;|. DRY. V;[,NRYS =
{0}. (ii) For each j € {1, ...,n} denote dY;|, C RS a C* manifold. (iii) For each j €
{1, ...,n}, transformation maps ®|z(j) are non-linear representing decreasing returns
to scale technology. (iv) For each j € {1,...,n}, endogenized production capacity is
bounded above and is characterized by z; € (i~ 2i(j),0) in the open interval of
feasible financial policies.

(i) The closedness assumption is introduced for its mathematical convenience.
Convexity of the production set implies that no increasing returns to scale technolo-
gies are considered, describing the competitive economic environment. For example, it
permits constant return to scale or decreasing return to scale technologies further spec-
ified by the assumption (iii) on the transformation maps ®|z(j) for all j € {1,...,n}.
It is assumed that the total production possibilities of the whole economy are bounded
above. Finally a free disposal assumption is introduced, implying the possibility of
inaction of the firm. A firm has always the choice of producing no outputs with
zero inputs. It is assumed in (ii) that the efficient boundary of the production set
is smooth. Here, C>° implies differentiability at any order required. The order de-
pending on all transversality arguments employed. Assumption (iv) characterizes the
bounds on the level of production capacity y;(0) = ®|z(j) accumulated at feasible
financial policy Z.



Consider the technical transformation process in period two (independent of the
liquidity constraint M; € R, ), defined by a map ¢;(s) : R™ — R7} in every state
s € S . This correspondence determines the production set of firm j € {1,...,n},
denoted Y; = R! for every s € S . In reality, this correspondence is likely to map
into k # n, as there is no reason to expect the same number of goods in each period.
This restriction is purely for notational convenience, and changing dimensions will
not alter the analysis of this paper.

At t = 0, each producer j € {1,...,n} chooses z; at spot price ¢ such that equi-
librium condition Y., #;(j) = z; is satisfied. This implies that each producerj can
acquire cash gz; = M; and buy capital y;(0) such that p(0) .7;(0) = M is satis-
fied. At ¢ = 1, it chooses a profit maximizing net activity vector y;(s) in installed
production set Yj| after state s € S is revealed. A production set Yj| available to
a producer j € {1,...,n} in period two is determined by its technological feasibility
map ¢; , which is defined by the capital y;(0) a firm can buy at financial liquidity
constraint gz; = M in period one. More formally, the closed form objective function
assigned to each producer j € {1,...,n} becomes

(z,y(O),y(s))jargmax{p(s)ﬂyj(s)‘ 7 :yjfgf(%)e ;/j(%)(i I, for all s € S}, (1)

Denote a long run equilibrium output vector associated with the production set
boundary §; € 0Yj,eff|. .The t = 1 maps implied by equation (1), m; : R, | x R —
R, for each state s € S and all producers j € {1,...,n} define the (S x n) total long
run payoff matrix, a collection of n vectors denoted

p(s)-yi(s) -+ p(s) - yn(s)
H(p1, dly) = | : : (2)
p(S)-y1(S) - p(S) - ya(S)

where ¢|, denotes the technology and capacity dependency of the payoff structure.

2.2 The consumers

Each consumer i € {1,...,m} is characterized by set of assumptions C of smooth
economies (Debreu [7] ).

Assumptions (C): (i) u; : Rfﬁsﬂ) — R is continuous on R:ESH), and C* on
Riiﬂ). wi(x;) = {x; S Rﬂfsﬂ) sug(x)) > ul(xl)} - Riiﬂ), Vx,; € Rfﬁiﬂ). For each

x; € Rﬁf_ﬂ), Du;(x;) € Riﬁiﬂ), Vs. For each x; € R{ﬁffl), hT D?u;(z;)h < 0, for all
nonzero hyperplane h such that (Du;(z;))"h = 0. (ii) Each i € {1,...,m} is endowed

. 1(S+1)
with w; € Ry

Consumers want to transfer wealth between future spot markets and diversify
risk. For that, they invest in firms in period ¢ = 0, receiving a share of total dividend
payoffs which are determined in the next period in return. Denote the sequence of
(S 4 1) budget constraints

L e RS L e p(0) - (2;(0) — w;(0)) = —qz
BZi‘{xZERH CEERL O 0(i(s) — wils)) = (1, 61,)6(=) } ®)



where! ownership structure is a (n x 1) vector defined by the mappings
eij : R+ - R+,Vj, (4)
where z;(j) € Ry is a non-negative real number for every j € {1,..,n}. 6;; =

zi(j) [32, z:(j)] " is the proportion of total payoff of financial asset j € {1,...,n}
hold by consumer i € {1,...,m}. In compressed notation, we write

B., = {w e R, 2 e Ry p(s)D(wils) - wils) € Mzilo(z)]} (5)
o ~n
where II(p1,q,y) = p(1) ':yl(l) o) -:yn(l) represents the full payoff
p(S) i) - p(S) palS)

matrix of order ((S+ 1) x n).

The sequential optimization problem of the consumer i € {1,...,m} is to invest
into firms in period one in order to smooth out future uncertain consumption and to
optimize consumption of goods in every (S+1) spot market. For a given price system
p = (p(0),p(1),...,p(9)) € Rl_ﬁf_ﬂ) of consumption goods and price system g € R’}
of financial assets, a consumer chooses bundles of consumption goods and quantities
of stocks (z,z), € X; xR’ | such that u; (z;; ;) is maximized subject to the sequence
of (S + 1) constraints in B,,. Formally

(Z;; 7)) arg max {u; (w53 2;) : 2 € R, T; € Bs, (D, 4, ¥ w;), Vi} (6)

2.3 Competitive equilibrium with production

We introduce following prize normalization & = {p € R{ﬁiﬂ) el = A} such that

the Euclidean norm vector of the spot price system ||p| is a strictly positive real
number A € R,,. A competitive equilibrium of the production economy defined
by the endowment vector w € € is a price pair (p,q) € & x R} if equality be-
tween demand and supply of physical goods and financial assets is satisfied. Its
associated competitive equilibrium allocation is a collection of vectors (Z,y,z) €
Rlﬁj_ﬂ)m X Rfﬁsﬂ)" x R™ of consumption, production and financial quantities. At
financial markets equilibrium with production, agents satisfy equ. (1) and (6). Mar-
ket clearance conditions are determined by the aggregate excess demands for physical
goods, capital and financial assets as expressed by the equilibrium equations:

ZT(@(O)—%(O)) = Z:gj(o) (7)
S @ —wm) = Y 5
S D@y = 0 and YT 6(z), =195 (8)

10 denotes the box product. A ”s by s” context dependent mathematical operation. For example
the s by s inner product.




Equ. (1), (6) and (7) define a closed form incomplete markets general equilibrium
with production, denoted (FE)2. The next sections establish existence of FE equilibria
for convex smooth and piecewise linear production sets.

3 Generic existence of equilibrium

This part of the paper establishes the main existence result for convex, smooth pro-
duction manifolds. The strategy of the proof is to show that a pseudo equilibrium with
production exists, and that every pseudo equilibrium is also a financial markets equi-
librium with sequential structure of the firm. The precise relations between pseudo
and FE equilibria are the main results of section 3.1. Section 3.2 establishes the class
of smooth asset structures for which the existence theorem introduced in the same
section guarantees existence. Existence of pseudo equilibria for exchange economies
with exogenous financial markets were established by Duffie, Shafer, Geanokopolos,
Hirsh, Husseini, and others [16], [5], [17], [22], [19], [3]. Genakopolos et. al. [15]
showed that pseudo equilibria exist for an economy with production for the case of
exogenous financial markets and where the problem of the firm is to maximize the
utility of the average share holder. We show that in a sequential incomplete markets
model of the firm with decentralized decisions, pseudo equilibria with endogenously
determined production sets exist.

Definition 1 if # z € R} s.t. (p1,q, ¢) [z 30, 0(z)5_1] >0, then g € R% s
a no-arbitrage asset price relative to p1.

Lemma 1 33 ¢ Rf_+ s.t. qg= Zle BOIM(p1, ).

Proof. Immediate consequence of the separation theorem for ((S + 1) x n) matrices
in Gale (1960). It asserts that either 3 z € R’ such that IIz > 0, or 3 § € Rif

such that SII=0. m

We can now rescale equilibrium prices without affecting equilibrium allocations,
let P, = B0p;. The next step is to derive a normalized no arbitrage equilibrium

definition [4]. Let 8 € R, be (AE\S))V the gradient vector from the optimization

=1
problem of agent 1, called the Arrow-Debreu agent. The Walrasian budget set for the
Arrow-Debreu agent is a sequence of constraints denoted

_ (se1y . Pe(w— ;) =0
B, = {xl eRSLT: P(s)0(xi(s) —wi(s)) = 32, 0i; P(s)0y; (s) } . (9)

For all consumers i > 2, the no arbitrage budget set consisting of a sequence of (S+1)
constraints is denoted

P-(z;—@;)=0
B; = i € RI(S+1) : ¢ ¢ s 10
= {m e R DRCE oy e memn oy 1o
where (II(Py, ¢)) is the span of the income transfer space of period one. Replace
(TII(Py, ¢)) with L in G*(R®), where G"(R?) is the Grassmann manifold® with its
known smooth (S —n)n dimensional structure, and L an n-dimensional affine subspace
of G"(R?).

2In accordance with the GEI literature, we call such an equilibrium a financial markets equilibrium
3See i.e. Dieudonne [8] for properties of the Grassmann manifold. See Duffie and Shafer for an
exposition of the Grassmann manifold in economics [5].



Denote the pseudo opportunity set B;(P, L;w;), for each i € {1,...,m},

L sty P @) =0
b= { € R P(s)0(z(s) —wi(s)) C L } : (11)

3.1 Pseudo equilibrium and its relational properties with FE

Let &' = {p € Rl(s+1) pOl = A} be the set of normalized prices, and let A € R, ¢

be a fixed strictly positive real number. This convenient normalization singles out the
first good at the spot s = 0 as the numeraire. We introduce following definitions for
the long run payoff maps associated with sets & and &’:

Definition 2 For any p; € &, such that m: GxR! — A, let T(Py, ¢) = SO

T
{(projA (%) DPl) Dy] , where T' denotes the transpose, proja(z) = A (||Z7||) , % =
(ﬁ,. 7ﬁ(1s ) € RS, and B = (B(1),...,8(S)) € RS,. (ii) For any p1 € &', such

T
that m : & x RL — A, let T'(Py,¢) = SO [((é) DP1> Dy}, where A is a set of
(S x n) matrices A of order (S x n).

Using the no arbitrage result of previous section and above definition leads to the
analytically more tractable concept of a pseudo financial markets equilibrium with
production for which we will establish existence. The main benefit of a pseudo equi-
librium is that it allows to apply transversality arguments. This follows from the two
consequences of the normalized gradient vector § of the Arrow-Debreu agent. It gives
his (i) standard GE demand satisfying boundary conditions, and (ii) it guarantees
independency of aggregate demands, such that Walras law applies [19].

Definition 3 A pseudo financial markets equilibrium with production (Z,%), (P, L)
€ Rl_ﬁﬂ)m X R“SHM x &' x G"(R®) satisfies:

(i) (Z )argmam{mxl)st xleBlel} i1=1

(i) (z )argma:c{uz () s.t. xleB(PLwZ)} Vi>2

(iii) <F P, ¢ >CL proper zf< (Pr,¢ > L

(iv) (y);argmax {p(s)y;(s)| y; €Y; VseS } Vj

(v) T+, Ti=30 Wit Z?:l Yj

Lemma 2 Under assumptions C, demand mappings fi1(P,wi) and f;(P,L,w) for
i=2,....,m, from argmaz (i) and (ii) are C*°. Under assumptions F, supply mappings
9j(P) for j =1,...,n, from argmaz (iv) are C*.

A proof of this known result is omitted [5]. Smoothness of demand and supply
functions follows from the setup of the model for smooth economies. Following results
show the relation between pseudo and FE equilibria. They imply that, in order to
prove existence of equilibrium it is sufficient to establish existence in the much easier
case of a pseudo equilibrium, since every pseudo equilibrium is also a FE equilibrium.

Proposition 1 For every full rank FE with production (Z,y,Zz),(p,q), there exists
B € R, and a n-dimensional subspace L € G™(R®) such that (a: 7),(P,L) is a
pseudo FE with production.

Proof. Trivial. m



Proposition 2 If (z,%), (P, L) is a pseudo FE with production then for every B €
Rf_+, there exist financial asset prices ¢ € Rl and investment portfolios 7 = (2(1), ...,
z(n)) € R, such that (T,9,2), (P, q) is a (Z,y) allocational equivalent FE with pro-
duction.

Proof. Using (Definition 3), let the value of the stock prices system ¢ at ¢t = 0 be
defined by ¢ = Zle (F(Pl,q_ﬁ)) , let ¢ = 1 spot price system p; be determined by

T
p1 = proj ((5(2)) ap; (s)> ,and let z; = Y.", z,. The equivalence of a pseudo

equilibrium with production and a financial markets with production then follows
from similar arguments as in [19]. =

3.2 Regular endogenized payoff structures

Long run financial payoffs depend on the technology of the firm, its production capac-
ity installed via financial markets, and on a set of regular prices. Hart [13] illustrated
that equilibrium may not exist for some structures of the payoff matrix. He showed
that, when price vectors are collinear, the rank of the payoff matrix changes. We will
exhibit a class of regular endogenous asset structures for economies with sequential
optimization structure of the firm for which equilibria will always exist. Generic exis-
tence of equilibrium follows from the application of Thom’s parametric transversality
theorem.

Definition 4 Define the rank dependent long run payoff maps ©° : RfH_ x R — AP
for 0 < p < n. The set of reduced rank matrices AP of order (S x n) with rank(AP) =
(n — p) is denoted APand is of order (S x n).

Proposition 3 (i) For 1 < p <n, A? is a submanifold of A of codimension (S —n+
p)p. (it) for p=n the set A? = {2} is empty, and (i) for p =0, A? = A the set of
reduced rank matrices is equivalent to the set of full rank matrices.

Proof. (i) We prove that the set A?qu) of rank (n — p) reduced matrices AfSXn), for
1 < p < n, is a submanifold of the smooth manifold defined by the full rank n matrices
A(sxn) in the set A(sy). Since A(gxn) is homeomorphic to RS", for A(prn) C A(sxn)
the reduced matrices manifold is shown to have codimension (S—n+p)p, for 1 < p < n.

Aw—p)xn—p) | Bu—p)xp }

Consider the open set U of (S x n) matrices a = [
Cls—ntp)xn-p) | D(s—ntp)xp

of rank (@) = (n — p) in the neighborhood of
Aw—p)xin—p) | Bo—p)xp

| Cis—ntmx(n—p) | Dis—ntpxp
detA # 0, it remains invertible in a@. Then a has rank (n — p) if and only if the last p
columns of @ are spanned by the first (n—p) columns in it. This implies that there ex-

ists a matrix b(,,— ) x, such that { Bn—pyxp } = [ An—p)x(n-p) ] bin—pyxp &

a =

} such that by invertibility of A in a, since

- ) (S—n-+p)xp Cls—n+p)x(n—p)
b(”_P)XP = A(nfp)x(nfp)B(”_/’)X/” and
g - P _
Ds—n+p)xp = Cls—ntp)x(n=p) A(n_p)x (n—p) Bln—p) xp-
Hence

UnAl,, = {a - [ Anpxin=p) | Binpio } €U:D—CAB = 0} |
(S—n+p)x(n—p) | D(s—n+p)xp

Then, the map

U — Rsn ~ R(nfp)(nfp) X R(n—p)p X R(S—n-%—p)(n—p) X R(S7n+P)P,



A(n—p)x (n—p) ‘ Bn—p)xp . (A,B,C‘,D _ C‘AB) 7
Cls—ntp)x(n—p) | D(S—ntp)xp
is locally a diffeomorphism, a chart with the property that the set U N A(p Sxn) is the

set of points such that the last (S —n + p)p coordinates vanish, and therefore, the

reduced matrices manifold A(p 5xn) has codimension (S —n—+p)p. In the cases (ii) and

p
(Sxn)*

(ii), it is easy to see that there are no linear independent mappings, while in (iii) all
mappings are linearly independent, and A is non-singular since A is of full rank. m

(iii) we look at the corresponding elements in the set of reduced matrices A In

The lemma states that, for 1 < p < n, the incomplete income transfer space is
rank reduced. Next proposition exhibits a regular asset structure R for our production
economy and shows that, for a map 7 to the ambient space A which is transverse to
a submanifold A” along all values of the domain of 7, R is big in a topological sense.
This follows from the transversality theorem for maps and submanifolds. Since R is
open and dense, it follows that its complement, the set of critical values is closed and
of measure zero. Denote the set satisfying I' h A”, R, and its complement R.

Theorem 2 (i) m th A? for integers 1 < p < n. (it) T h A? for any B € RS, and
integers 1 < p <mn. (iit) R =T? N A is generic, since it is dense and open.

Proof. (i) The linear map D7 is surjective everywhere in Y, and I'mage (Dym) +
T,(A?) = T,(A) is satisfied. (ii) The surjectivity of the push forward map does not
change for any scaling g € Rf_ - (iii) Immediate consequence of the transversality
theorem for maps to ambient manifolds and submanifolds [14]. Since each set rh
(T, A;A4°) is residual, their intersection is residual. m

The economic relevance of this result is that it exhibits a class of well defined
smooth asset structures for economies with sequential, two argument optimization
structure of the firm. For any gneneric production set structure satisfying proposition
3, equilibrium exists by the existence theorem below. Similar to Bottazzi [3], these
asset structures are independent of initial endowments and preferences. This is at
variance with Duffie and Shafer [5].

Definition 5 Denote U? the vector bundle defined by (i) a basis
pr= {P € Rﬁiﬂ) s rank (T(Py, ) = (n — p)} , and (ii) orthogonal income transfer

space L+ C (TP(Py, ¢)>J‘ ,
p_ | (PAD(PL @) L) € PP ox GSTmHP(RS) x GS(RS) -
Y _{ Lt (T(Py,9) } 12

We thus have defined a fiber bundle ¥* of codimension (S +1) — 1 — p? containing
the spot price system and income transfer space consisting of a base vector P? and
fiber G¥~"(RS~"*P). We can now state the main result.

Theorem 3 There exists a pseudo FE with production (z,y), (P, L) € Riiﬂ)m X
Rl_ﬁs—'_l)" x &' x G™(R®) for generic endowments. Moreover, by the relational propo-
sitions, a FE with production (%,y,%),(p,q) € Rl_ﬁiﬂ)m X R:ESH)R XxR" x & xR,
ezists for generic endowments.

Proof. By proposition 3 and using definition 5, define an evaluation map Z°” on

TP x Rfﬁiﬂ)m, where denote Q) = Rﬁfiﬂ)m the set of the economy’s total initial

endowments, such that the excess demand map Z” : U x Q — N.
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For the Arrow-Debreu agent have
ZY WP x Q — N. (13)

The evaluation map is a submersion, since Dy, Z{ Yw; € Q is surjective every-

where. 3 for each wy € Q)
Zf,wleﬂ 1 WP — N thyeq, {0}, (14)

where {0} C N, and p = 0. The dimension of the preimage Z;ileﬁ({o}) is 1(S +
1)—1. By Thom’s parametric transversality theorem?, it follows that the subset €2,N
is generic since it is open and dense. Equilibria exist. By the equivalence propositions
1 and 2 know that full rank financial markets equilibria with endogenized period two
production sets exist.

For all 1 < p < n the preimage of the rank reduced evaluation map has dimension
1(S+1)—1—p?. This implies that for generic endowments w € N, (,), for p =1, ..., n,
there is no reduced rank equilibrium, since for Z7(.,w) the set of {0} = &. =

4 Convex piecewise linear production sets

This part of the paper expands the previous existence result to piecewise linear pro-
duction sets. A linearity assumption on the transformation map ¢; is introduced by
replacing assumption (1) in (F) with F(2) below. It is shown that, by similar argu-
ments of the previous section, equilibria exist for regularized production manifolds.

Assumption F(2) ¢;(s) : R™ — R7 piecewise linear for all s € S, and j €

{1,...,n}.

Geometrically, each period two production set Y; |5 is a polyhedral cone, a set
generated as a convex hull of a finite number of rays. We apply techinques from
regularization theory to production sets® in order to smooth out convex, piecewise
linear production manifolds 0Y; |z by convolution, and show that these convolutes,
denoted ®;, are compact and smooth manifolds approximating the piecewise linear
production manifolds. For that, we define the state dependent convolute for producer

je{1,...,n}

(o * 65 (1)), () = Vs,j  (15)

fRT (/\U(C)ij (y - C)dC)j (5) fory € U,

0 otherwise
where y € U,, and U, = {y € U : B(y,0) C U}. Continuity of ¢;(s) implies the
existence of a distance o = inf;(oy), where 0 < o < 1. Associate with measure
o € [0,1] the manifolds A, defined by

M) = A (L) ), v (16)

g g

Proposition 4 FEach regularized manifold 8Y; |, defined by the convolute ®;(s), Vs,
is C'*° and compact.

4See Thom R. (1954) ”Quelques propriétés globales des varietes differentiables”. Comm. Math.
Helv. 28, 17-86.

5Similar to Chiappori and Rochet (Econometrica, 1987) who applied regularization theory to
smooth out utilities .
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Proof. For each j € {1,...,n}, denote the state dependent convolute

B(s); = (A o(y)); (s) = / (@(y = O)jAs(€)dC); (s) (17)

R™

Can restrict domain of integration to Int supp(A). See (Dieudonne [8]). Let limy_oy? =
—o00, and let lim,_,oy? = 0. Denote A = ({—oc},0)™ C R™. For any z € R", 3
y|, € A. Denote the compact subset associated with any z, A|, . A|, C A. Then the
image of the continuous map ¢ : A|. — oY |. is compact by surjectivity of ®. m

Proposition 5 For any j € {1,...,n} and C* kernel A, A is bounded and converges
to identity ¢, it satisfies ‘(/\U *P); (s) — d)(s)‘ < g(s); Vs.
J

The proof is in the appendix.

Theorem 4 For any 8{/} |. , there exists a pseudo FE with production (z,7%), (P, L)

€ Riiﬂ)m X Rﬁﬁsﬂ)n x &' x G"(R?) for generic endowments. Moreover, by the

relational propositions a FE with production (Z,y,Z2), (D, q) € RIEHIm o RISHIn
++ +

R™"™ x & x R}, exists for generic endowments.

Proof. Using propositions 4 and 5, the proof follows from the existence theorem 1
for convex, smooth production manifolds. m

5 Conclusion

The paper considers endogenous financing of production in a general equilibrium
model with incomplete markets. At variance to the literature, capital plays an essen-
tial role in determining the firms’ production sets. For an endogenous asset structure,
where the efficient boundary of the production set is not independent of the activities
of the firm on financial markets, equilibrium exists. The model of the firm considered
in this paper has two two non-trivial economic properties: (i) the generalization of
the profit maximization property of the Arrow-Debreu model to the case of incom-
plete markets, (ii) hence, the generalization of the decentralization property of the
Arrow-Debreu model to incomplete markets. Future work should investigate further
properties of this model such as the Modigliani and Miller theorem for example. This
is work in progress [23], [24].

6 Appendix
Proof (Proposition 5). Define for every s € S diam(\) with supp()) contained

in the unit ball R™. Let e(s) = y(¢,diam())); (s). Now, for any C* kernel A can
define ¢ in R* such that for all s € S

(o= o)), ()= [ [0=-0;—smr©Fac] (). 9

J

by Cauchy inequality and Fubini’s theorem, and since mass of A is equal to one, and
¢ ranges over its support, we obtain

(Jom A x 65 = 0)w) P dy) (5) < sup. (Je 190y = )y = o) ) (s)
) (19)
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Thus it follows that

(NI

(fum |A*¢j—¢><y>|dy)j<s> < s (fm|<¢<y—<>j—¢<y>>\2dy)j (s)
B (20)

denoted y(¢, diam(\));(s). It converges to zero when diam(\) converges to zero. It
is bounded above since

y(6, diam(N);(s) < ¢ (2 D% ()] <s>> (21)

k=1

where ¢ = kjo. k1 is a constant of differentiation, and o a distance. m
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