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ABSTRACT

ESSAYS IN MECHANISM DESIGN

Yunan Li

Rakesh V. Vohra

In this thesis, I study mechanism design problems in environments where the information necessary

to make decisions is affected by the actions of principal or agents.

The first chapter considers the problem of a principal who must allocate a good among a finite number
of agents, each of whom values the good. Each agent has private information about the principal’s
payoff if he receives the good. There are no monetary transfers. The principal can inspect agents’
reports at a cost and punish them, but punishments are limited because verification is imperfect or
information arrives only after the good has been allocated for a while. I characterize an optimal
mechanism featuring two thresholds. Agents whose values are below the lower threshold and above
the upper threshold are pooled, respectively. If the number of agents is small, then the pooling area at
the top of value distribution disappears. If the number of agents is large, then the two pooling areas
meet and the optimal mechanism can be implemented via a shortlisting procedure. The fact that
the optimal mechanism depends on the number of agents implies that small and large organizations

should behave differently.

The second chapter considers the problem of a principal who wishes to distribute an indivisible
good to a population of budget-constrained agents. Both valuation and budget are an agent’s private
information. The principal can inspect an agent’s budget through a costly verification process and
punish an agent who makes a false statement. I characterize the direct surplus-maximizing mecha-
nism. This direct mechanism can be implemented by a two-stage mechanism in which agents only
report their budgets. Specifically, all agents report their budgets in the first stage. The principal then
provides budget-dependent cash subsidies to agents and assigns the goods randomly (with uniform

probability) at budget-dependent prices. In the second stage, a resale market opens, but is regulated

Vi



with budget-dependent sales taxes. Agents who report low budgets receive more subsidies in their
initial purchases (the first stage), face higher taxes in the resale market (the second stage) and are
inspected randomly. This implementation exhibits some of the features of some welfare programs,

such as Singapore’s housing and development board.

The third chapter studies the design of ex ante efficient mechanisms in situations where a single item
is for sale, and agents have positively interdependent values and can covertly acquire information at
a cost before participating in a mechanism. I find that when interdependency is low or the number of
agents is large, the ex post efficient mechanism is also ex ante efficient. In cases of high interdepen-
dency or a small number of agents, ex ante efficient mechanisms discourage agents from acquiring
excessive information by introducing randomization to the ex post efficient allocation rule in areas

where the information’s precision increases most rapidly.
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CHAPTER 1 : INTRODUCTION

Mechanism design is “an analytical framework for thinking clearly and carefully about what exactly
a given institution can achieve when the information necessary to make decisions is dispersed and
privately held.”!. In many important applications, this information is endogenously influenced by
actions of principal or agents. A useful example to illustrate this point is a start-up company that
wants to bring a new product to the market and needs to attract funding. The start-up company can
learn the worth of the product by developing a prototype and gathering information about target cus-
tomers. A venture capital firm can also investigate the technical and the economic feasibility of the
product, which is initially privately known by the start-up company. These issues do not fit into the
standard mechanism design literature which largely focuses on environments in which the private
information of agents is given exogenously and is non-verifiable. In this thesis, I study mechanism
design problems in a richer information environment. Specifically, I explore the following two en-
vironments: one where principal can verify agents’ information; and one where agents can covertly

acquire information.
1.1. Mechanism design with costly verification

The standard mechanism design literature on allocation problems has largely focused on the use of
monetary transfers to induce truthful revelation. and has ignored the possibility of principal verifying
agents’ information. In some cases, the principal can obtain information about agents at a cost. For
example, the head of personnel for an organization can verify a job applicant’s claim or monitor his
performance once he is hired. A venture capital firm can investigate the competing start-ups or audit

the progress of a start-up once it is funded. Hence, I think it is important to consider this option.

Two recent papers, Ben-Porath et al. (2014) and Mylovanov and Zapechelnyuk (2014), have studied
this problem by taking the opposite position from the standard model and by ruling out transfers
but allowing costly inspection. They examined two extreme cases. In Ben-Porath et al. (2014),

verification is costly but punishment is unlimited in the sense that an agent can be rejected and does

'Vohra (2011)



not receive the good. In Mylovanov and Zapechelnyuk (2014), verification is free but punishment
can be limited because verification is imperfect or information arrives only after the agent has been

hired for a while.

In Chapter 2, I consider a situation with both costly verification and limited punishment. I charac-
terize an optimal mechanism which has two thresholds. Agents whose values are below the lower
threshold and above the upper threshold respectively are pooled. If the number of agents is small,
then the pooling area at the top of the value distribution disappears, as seen in Ben-Porath et al.
(2014). In the case of intermediate and large numbers of agents, the optimal allocation rule also
involves pooling at the top, as seen in Mylovanov and Zapechelnyuk (2014). If the number of agents
is sufficiently large, then the two pooling areas meet and the optimal mechanism can be implemented

via a shortlisting procedure.

In Chapter 3, I study the problem of a principal who wishes to distribute an indivisible good to a
population of budget-constrained agents, such as public housing and social health care programs.
Both valuation and budget are the private information of an agent, but the principal can inspect an
agent’s budget through a costly verification process. Indeed, in many public programs, applicants
are subject to a set of eligibility conditions such as monthly income and family nucleus. Based on the
literature which studies allocation problems among financially-constrained agents (such as Che et al.
(2013a)), I consider mechanisms with monetary transfers and add the option of costly verification

on budgets.

I characterize the (direct) surplus-maximizing mechanism and also provide an implementation via a
two-stage mechanism. For tractability, I assume there are only two budget types: low and high. In the
first stage, agents report their budgets and the principal allocates the goods randomly. Agents who
report low budgets receive more cash and in-kind subsidies, and their reports are verified randomly.
In the second stage, a resale market opens but is regulated. Agents who report low budgets face
higher resale taxes, and their reports are verified randomly if they do not sell. This resembles the
affordable housing program in Singapore, which imposes more restrictions on the resale of agents

whose initial purchases are subsidized by the government.



A technical challenge of this chapter is that we cannot anticipate a priori the set of binding incentive
compatibility constraints. This problem is also ubiquitous in multidimensional screening problems
with only monetary transfers and mechanism design problems with costly verification. To overcome

this difficulty, I develop a novel method which can potentially be used to solve other problems.
1.2. Mechanism design with information acquisition

In most of the literature on mechanism design, agents are assumed to have a given amount of informa-
tion and their incentives to acquire more information are not modeled. However, in many practical
settings, this assumption does not apply. For example, in auctions for offshore oil and gas leases
in the U.S., companies collect information about the tracts offered for sale using seismic surveys
before participating in the auctions. Another example is the sale of financial or business assets, in
which buyers perform due diligence to investigate the quality and compatibility of the assets before
submitting offers. Moreover, it is costly to acquire information. In the example of U.S. auctions for
offshore oil and gas leases (see Haile et al. (2010)), it cost $100, 000 to conduct a 50 square mile
3-D seismic survey in 2000. Similarly, in the sale of a business asset, the legal and accounting costs

of performing due diligence often amount to millions of dollars (see Quint and Hendricks (2013)).

Earlier papers have studied agents’ incentives to acquire information for fixed mechanisms. In a re-
cent paper, Bergemann and Viliméki (2002) considered the socially optimal information acquisition
in the context of general mechanism design. They focus on mechanisms that implement the ex-post
efficient allocations given acquired private information, and find that ex ante efficient information
acquisition can be achieved if agents have independent private values. However, if agents’ values
are interdependent, then ex-post efficient mechanisms will result in socially sub-optimal information
acquisition. In other words, there is a conflict between the provision of ex ante efficient incentives

to acquire information and the ex post efficient use of information.

What are ex-ante efficient mechanisms that balances the two trade-offs? In Chapter 4, I provide an
answer to this question. Specifically, I study the design of ex-ante efficient mechanisms in the sale of

a single object when agents’ values are positively interdependent. I focus on symmetric mechanisms



that treat all agents identically, and on symmetric equilibria in which agents acquire the same amount
of information before participating in a mechanism. I find that, when interdependency is low or the
number of agents is large, then the ex-post efficient mechanism is also ex-ante efficient. In cases
of high interdependency or a small number of agents, then ex-ante efficient mechanisms discourage
agents from acquiring excessive information by introducing randomization to the ex-post efficient

allocation rule in areas where the information’s precision increases most rapidly.



CHAPTER 2 : MECHANISM DESIGN WITH COSTLY VERIFICATION AND
LIMITED PUNISHMENTS

2.1. Introduction

In many large organizations scarce resources must be allocated internally without the benefit of
prices. Examples include the head of personnel for an organization choosing one of several appli-
cants for a job, venture capital firms choosing which startup to fund and funding agencies allocating
a grant among researchers. In these settings the principal must rely on verification of agents’ claims,
which can be costly. For example, the head of personnel can confirm a job applicant’s past work
experience, or monitor his performance once he is hired. A venture capital firm can investigate the
competing startups, or audit the progress of a startup once it is funded. Furthermore, the principal
can punish an agent if his claim is found to be false. For example, the head of personnel can reject
an applicant, fire an employee or deny a promotion. Venture capitals and funding agencies can cut

off funding.

Prior work has examined two extreme cases. In Ben-Porath et al. (2014), verification is costly, but
punishment is unlimited in the sense that an agent can be rejected and does not receive the resource.
In Mylovanov and Zapechelnyuk (2014), verification is free, but punishment is limited. In this paper,
I consider a situation with both costly verification and limited punishment. I interpret verification
as acquiring information (e.g., requesting documentation, interviewing an agent, or monitoring an
agent at work), which could be costly. Moreover, punishment can be limited because verification is

imperfect or information arrives only after an agent has been hired for a while.

I think it is important to consider this general setting with both costly verification and limited pun-
ishment for two reasons. First, as it will become clear soon, this general setting helps us to identify
the role the number of agents plays in shaping optimal mechanisms. In the concluding section, I
give a more detailed comparison of the results in this paper with those in previous papers regarding
the role played by the number of agents. Second, in practice, it is possible that the principal can

obtain more precise information by incurring a higher information acquisition cost, which, in turn,



leads to a higher expected punishment. Although, throughout this paper, I take verification cost and
punishment level as exogenous, the results in the paper readily extend if the principal can jointly
optimize over verification cost and punishment level. The results in this paper help us to understand

the interactions between verification cost and punishment level.

Specifically, in the model, there is one principal who has to allocate one indivisible object among a
finite number of agents. She would like to give the object to the agent who has the highest value to
her. But doing this encourages all agents to exaggerate their values. The principal has at her disposal
two devices to discourage agents from exaggeration: first, the principal can ration at the bottom or
top of the distribution of values, but this reduces allocative efficiency; second, the principal can
verify an agent’s claim and punish him if his claim is found to be false, but verification is a costly
procedure. The goal of this paper is to find the optimal way to provide incentives via these two

devices.

For most parts of this paper, I consider a symmetric environment and characterize an optimal sym-
metric mechanism in this setting. If the number of agents is sufficiently small, then an one-threshold
mechanism as in Ben-Porath et al. (2014) is optimal. The allocation rule in this mechanism is effi-
cient at the top of the value distribution, and involves pooling only at the bottom. For intermediate
and large numbers of agents, the allocation rule involves pooling at both the top and the bottom as in
Mylovanov and Zapechelnyuk (2014). Specifically, the following two-threshold mechanism is opti-
mal. If there are agents whose values are above the upper threshold, then one of them is chosen at
random. If all agents’ values are below the upper threshold, but some are above the lower threshold,
then the one with the highest value is chosen. If all agents’ values are below the lower threshold, then
one of them is chosen at random. Note that an one-threshold mechanism can be viewed as a two-
threshold mechanism whose upper threshold is equal to the upper-bound of the value support. For a
sufficiently large number of agents, the two thresholds coincide, and the two-threshold mechanism
can be implemented using a shortlisting procedure. In this shortlisting procedure, agents whose val-
ues are above a threshold are shortlisted for sure, and agents whose values are below the threshold

are shortlisted with some probability. The principal then chooses one agent from the shortlist at



random. The fact that the optimal mechanism depends on the number of agents implies that small

and large organizations should behave differently.

To understand the intuition behind these results, consider an agent with the lowest possible value to
the principal. Intuitively, as the number of agents increases, this agent gets worse off and has stronger
incentives to exaggerate his value in an one-threshold mechanism because now it is more likely that
there exists another agent whose value is above the threshold. When punishments are limited, the
principal can make exaggeration less attractive only by introducing distortions to the allocation rule

at the top of the value distribution.

This distinction between small and intermediate numbers of agents is important as it allows us to
establish a connection between Ben-Porath et al. (2014) and Mylovanov and Zapechelnyuk (2014).
Note that this distinction is absent if either verification is free or punishment is unlimited. In Ben-
Porath et al. (2014), an optimal mechanism never involves pooling at the top of value distribution
because punishment is unlimited. If punishment is limited, then pooling at the top is part of the op-
timal mechanism for a sufficiently large number of agents. In Mylovanov and Zapechelnyuk (2014),
an optimal mechanism always involves pooling at the top because verification is free. If verification

is costly, then pooling at the top disappears for a sufficiently small number of agents.

As an effort to understand the trade-off between verification (or information) cost and punishment
level (or information quality), I provide some comparative statics results with respect to verification
cost and punishment level in Section 2.4. An increase in verification cost has two opposite effects
on the size of the pooling areas. First, when verification becomes more costly, the optimal threshold
mechanism sees more pooling at the bottom to save verification cost. Second, the enlarging pooling
area at the bottom benefits agents with very low values and reduces their incentives to exaggerating
their values, which leads to less pooling at the top or no pooling at the top at all. In the paper, I
show that the second effect dominates, and, as a result, one-threshold mechanisms or two-threshold
mechanisms remain optimal for a larger number of agents as verification becomes more costly. The
impact of a change in punishment level is ambiguous and more interesting. On the one hand, a

reduction in punishment effectively makes verification more costly as the principal must inspect



agents more frequently to maintain incentive compatibility. Then the above analysis implies that one-
threshold mechanisms or two-threshold mechanisms remain optimal for a larger number of agents
as punishment becomes less severe. On the other hand, a reduction in punishment level makes it
harder to preventing agents from exaggeration through punishments, which leads to larger pooling
areas both at the bottom and at the top to restore incentive compatibility. This in turn implies that
one-threshold mechanisms or two-threshold mechanisms remain optimal for a smaller number of
agents as punishment becomes less severe.In general, the impact of a change in punishment level is

not monotonic.

In Section 2.5.1, I study a general model with asymmetric agents. In this setting, threshold mecha-
nisms are still optimal. The analysis, however, is much more complex. Though there is still a unique
lower threshold for all agents, different agents may face different upper thresholds. Using this result,
I revisit the symmetric environment and characterize the set of all optimal threshold mechanisms.
I find that limiting the principal’s ability to punish agents also limits her ability to treat agents dif-
ferently. In particular, when a one-threshold mechanism is optimal, the set of all optimal threshold
mechanisms shrinks as punishment becomes more limited. Eventually, the unique optimal threshold
mechanism is symmetric. If punishment is sufficiently limited so that a two-threshold mechanism
or a shortlisting procedure is optimal, then the principal can once again treat agents differently but
to the extent that they share the same set of thresholds. The comparison is less clear in this case

because the sets of optimal mechanisms are disjoint for different levels of punishments.

Technically, I follow Vohra (2012) and use tools from linear programming, which allows me to
analyze Ben-Porath et al. (2014) and Mylovanov and Zapechelnyuk (2014) in a unified framework.
It also allows me to get some results on optimal mechanisms in the asymmetric environment with

limited punishments, which are unavailable in Mylovanov and Zapechelnyuk (2014).

The rest of the paper is organized as follows. Section 2.1.1 discusses other related work. Section
2.2 presents the model. Section 2.3 characterizes an optimal symmetric mechanism when agents
are ex ante identical. Section 2.4 discusses the properties of this optimal mechanism. Section 2.5.1

studies a general asymmetric environment. Section 2.5.2 considers other variations of verification



and punishment technologies. Section 2.6 concludes.
2.1.1. Other related literature

This paper is related to the costly state verification literature. The first contribution in the series
is Townsend (1979) who studies a model of a principal and a single agent. In Townsend (1979)
verification is deterministic. Border and Sobel (1987) and Mookherjee and Png (1989) generalize it
by allowing random inspection. Gale and Hellwig (1985) consider the effects of costly verification
in the context of credit markets. These models differ from what I consider here in that in their models
there is only one agent and monetary transfers are allowed. Recently, Patel and Urgan (2017) also
study the problem of a principal who must allocate a good among multiple agents when transfers
are not allowed. As in Ben-Porath et al. (2014), in Patel and Urgan (2017), verification is costly and
punishments are unlimited. But, in addition to costly verification, the principal can deploy another
instrument: money burning. They show that both instruments are present in the optimal mechanism.
Furthermore, the optimal mechanism admits monotonicity in the allocation probability with regards
to an agent’s value, and takes a threshold form where all the values below a certain threshold are not

subject to verification or money burning.

Technically, this paper is related to the literature on reduced form implementation — see, e.g.,
Maskin and Riley (1984b), Matthews (1984b), Border (1991) and Mierendorff (2011). The most
related paper is Pai and Vohra (2014b), who also use reduced form implementation and linear pro-

gramming to derive optimal mechanisms for financially constrained agents.
2.2. Model

The set of agents is T := {1,...,n}. There is a single indivisible object to be allocated among
them. The value to the principal of assigning the object to agent i is v;, where v; is agent i’s private
information. I assume {v;} are independently distributed, whose density f; is strictly positive on
Vi = [v,,v;] € R,. The assumption that an agent’s value to the principal is always non-negative

simplifies some statements, but the results in this paper can easily extend to include negative values.

I use F; to denote the corresponding cumulative distribution function. Let ¥V := [], V;. Agent i gets



a payoff of b,(v;) if he receives the object, and 0 otherwise. The principal can verify agent i’s report
atacost k; > 0if agent i receives the object, and at a cost kiﬁ > Oif agent i does not receive the object.
I allow for verification costs to depend on whether an agent gets the object. This is natural in some
environments. For example, if the object is a job slot and the private information is about an agent’s
ability, then it is easier to inspect an agent who is hired.! Verification perfectly reveals an agent’s
type. The cost to an agent to have his report verified is zero. If agent i is inspected, then the principal
can impose a penalty c¢;(v;) > 0 if agent i receives the object, and a penalty ciﬂ (v;) 2 0if agent i does
not receive the object. In Ben-Porath et al. (2014), the principal can inspect an agent at the same cost
regardless of whether he receives the object or not, i.e., k; = kf . However, the principal can only
penalize an agent if he receives the object, i.e., ciﬂ = 0. In Mylovanov and Zapechelnyuk (2014), the
principal can only inspect and penalize an agent if he receives the object, i.e., kiﬁ = oo and ciﬁ =0.
For the rest of the paper, I follow Ben-Porath et al. (2014) and Mylovanov and Zapechelnyuk (2014)
and assume that ciﬁ = 0. The interpretation is that the principal can only penalize an agent by taking
the object back possibly after a number of periods (e.g., rejecting a job applicant or firing him after
a certain length of employment). In Section 2.5.2, I discuss to what extent this assumption can be

relaxed.

We say that punishment is limited if c;(v;) < b;(v;) for all v;. That is, the principal cannot reduce an
agent’s payoff to his outside option by punishing him. If we interpret verification as acquiring infor-
mation, then punishment can be limited because information is imperfect. Throughout the paper, I
take verification cost and punishment level as exogenous. In practice, it is possible that the principal
can get more precise information by incurring a higher information acquisition cost, which, in turn,
leads to a severer expected punishment. In other words, by choosing a higher k;, the principal can
obtain a higher c;. The results in this paper readily extend if the principal can jointly optimize over

verification cost and punishment level.

I invoke the Revelation Principle and focus on direct mechanisms in which truth-telling is a Bayes-

Nash equilibrium. Clearly, if an agent is inspected, it is optimal to penalize him if and only if he is

'T will use the words “verify" and “inspect" exchangeably in this paper.
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found to have lied. Using this result, a direct mechanism can be written as a triplet (p, q, qﬂ ), where
p:=@,....p) : V-=>10,11",q :=(qy,..-,9,) - V — [0,1]" and q° = (qlﬂ,...,qf) Y -
[0, 1]". For each i and each profile of reported values v € V, p;(v) specifies the probability with
which i is assigned the object, g;(v) specifies the probability of inspecting i conditional on the object
being assigned to agent i, and qiﬁ (v) specifies the probability of inspecting i conditional on the object
not being assigned to agent i. The utility of an agent whose true type is v; and who reports Ulf is

pi(v;, v_)b;(vy) if v} = v; and
Pi(U,{, v_; (bi(l)i) - qi(”;a U_l-)ci(l)l-)) -(- Pi(U,,w U_i))qiﬂ(l),{’ U_i)c,-ﬁ(Ui)

otherwise. A mechanism is feasible if Zi p;(w) < 1forall v € V. A mechanism satisfies the

incentive compatibility (IC) constraints if for each agent i,

E, [Pi(Ui’ U—i)bi(vi)]

> E, [0} 0-) (bi0) = a0 0_)e,(0) = (1 = p(ey 0_))al @ v_)el )] Vo, ).

i

The principal’s objective is to maximize her expected gain from allocating the object minus the

expected verification cost,
E, [Z p) (v; = g,()k;) = (1 - p,~<v>)qf<v>kf] : @.1)
i=1

subject to the feasibility and IC constraints.

Because cl.ﬂ = 0, clearly it is optimal to set q? = 0. In what follows, I abuse notation a bit and denote

a mechanism by a pair (p, q). The principal’s objective function now becomes

E, [Z pi() (v; = qi(v)ki)] : (2.2)
i=1

11



The IC constraints become: for each agent i,
[Ev_l. [Pi(U,', l)_i)bi(l)i)] > [Ev_i [Pi(U,{’ v_; (bi(Ui) - ql'(U;7 U_i)ci(Ui))] ’VUZ-, U,{- (2.3)

Note that if k; = 0, then the above principal’s problem reduces to the one considered in Mylovanov
and Zapechelnyuk (2014); and if ¢;(v;) = b,(v;) for all v;, then it reduces to the one considered in

Ben-Porath et al. (2014).

For each agent i and each v; € V, let P(v;) 1= E,_ [pi(ui, v_; ] denote the interim probability
with which agent i is assigned the object, and let Q;(v;) := E,_ [pi(vi, v_)q;(v;,v_; ] /P (v;) if
P.(v;) # 0 and Q;(v;) := 0 otherwise. Note that P.(v;)Q;(v;) is the interim probability with which
agent i is inspected. Let P := (P},..., P,) and Q := (Qy,...,Q,). Then the principal’s problem

can be written in the reduced form:
r};&g Z E,, [Pi(vi) (Ui - Qi(Ui)ki)] ,
==l
subject to

P,(v)b;(v;) > P,(U:) (bi(Ui) - Qi(U;)Ci(Ui)) , Vo, U;, (I0)

0< Q) £1,Vy,, (F1)

Z /s,. P(v)dF(v;) <1-— H <1 _ /S

a’Fi(vi)> VS, C V. (F2)

i

In particular, an allocate rule p is feasible if and only if the corresponding reduced form allocation
rule P satisfies (F2) by Theorem 2 in Mierendorff (2011), which generalizes the well-known Maskin-

Riley-Matthews-Border conditions to asymmetric environments.

I begin solving the principal’s problem by solving for the optimal Q for a given P. In both Mylovanov
and Zapechelnyuk (2014) and Ben-Porath et al. (2014), this exercise is easy. If k; = 0, then Q(v;) = 1
for all v; € V}. If ¢;(v;) = b;(v;) for all v;, then (IC) become P,(v;)b;(v;) > PI-(U:)bi(Ul-) (1 - Qi(U:))
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for all v; and U;. Then (IC) hold if and only if
inf P(v) 2 P (1= 0,)), V).

Because the principal’s objective function is strictly decreasing in Q;, it is optimal to set Q;(v;) =
1 — ¢;/P(v) for all v; € V;, where ¢; := inf, P;(v;). In general, for k; > 0 and ¢;(v;) # b;(v)),

solving for the optimal Q; is hard.

For tractability, I assume that ¢;(v;) = ¢;b;(v;) for some 0 < ¢; < 1. This assumption is natural
in some applications. In the job slot example, this assumption is satisfied if an agent gets a private
benefit for each period he is employed and the penalty is being fired after a pre-specified number of
periods. In the example of venture capital firms or funding agencies, this assumption is satisfied if
agents receive funds periodically and the penalty is cutting off funding after certain periods. Further-
more, this assumption allows us to obtain a clear analysis on the interaction between the verification
cost (k) and the level of punishment (c). Lastly, this assumption can be relaxed, and the results in

this paper can easily extend if c;(v;)/b;(v;) is minimized at gi.z

Under the assumption that the penalty, c;(v;), is proportional to the private benefit, b;(v;), (IC) be-

come Py(v;) > Py(v) (1 = ¢;0,(v))) for all v; and v/. The (IC) constraint holds if and only if
@; 2 P(V)) (1 = ¢,0,(0))) , VU], (2.4)
Because Q,-(vl’. ) < 1, then (2.4) holds only if

(1 - c)P1)) < ;. V0. 2.5)

Remark 1 Note that if c; = 1 as in Ben-Porath et al. (2014), then (2.5) is satisfied automatically.

2(IC) can be rewritten as: for each agent i,

’ b,(v)) P(v;) ’
Q=) (1 B P,-(v;)> V0 U

Suppose that ¢;(v;)/b,(v;) is minimized at v, and P,(v;) is non-decreasing. Then for any given v/, the left-hand side of the
above inequality is maximized at v,. Redefine ¢; 1= ¢;(v,) /b, (v,)- Then (IC) hold if and only if (2.4) holds.
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This explains why there is no pooling at the top of value distribution in Ben-Porath et al. (2014). In
contrast, if 0 < ¢; < 1, then (2.5) imposes an upperbound on P;, and, as I will show later, there can

be pooling at the top for a sufficiently number of agents.

For the rest of the paper, I assume that 0 < ¢; < 1. Suppose (2.5) holds, then it is optimal to set
0,v) = (1 -@;/ P,-(Ui)) /c; for all v; € V;. Substituting this into the principal’s objective function

gives:

- k; @k
D E, [P,.(u,.) <u,. -~ —>] + (2.6)
= i C: C:

1 1

For the main part of the paper, I assume v,’s are identically distributed, whose density f is strictly
positive on V' = [v,v] C R,. Tuse F to denote the corresponding cumulative distribution function.
In addition, I assume ¢; = c and k; = k for all i. In this symmetric setting, there exists an optimal
mechanism that is symmetric. Hence, I focus on symmetric mechanisms in Sections 2.3 and 2.4. In
what follows, I suppress the subscript i whenever the meaning is clear. The main results of the paper
can be extended to environments in which the valuations (v;) of different agents can follow different
distributions (F;), and both the punishments (c;) and the verification costs (k;) can be different for

different agents. I discuss this general asymmetric setting in Section 2.5.1.
2.3. Optimal mechanisms

In this section, I show that a simple threshold mechanism is optimal. As an overview of the proof
idea, I solve the principal’s problem in two steps. In the first step, I characterize an optimal mech-
anism for any given lowest probability with which an agent receives the object (¢). In the second

step, I solve for the optimal @.
2.3.1. Optimal mechanisms for fixed @

Fix @ = inf, P(v) < 1/n.2 1 first solve the following problem (OPT — ¢):

max E, [P(U) (U - %)] + (ka,

3Note that the problem (OPT — @) is feasible only if ¢ < 1/n.
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subject to

¢ < P(o) < 77—V, ac’y

n/ P(w)dF(v)<1- (1 —/dF(U)> A ANeES (F2)
S S

Recall that there exists Q such that (F1) and (IC) hold if and only if P satisfies (IC"). To solve
(OPT — @), I approximate the continuum type space with a finite partition, characterize an optimal
mechanism in the finite model and take limits. Later on, I show that the limiting mechanism is

optimal in the original model.
Finite case

Fix an integerm > 2. Fort =1, ... m, let

. @=DE-v)
vi=v b ————,
- 2m
ttv—v t-D@w-v)
ﬂ:=F<u+ ')>—F<u+———i——l).
- m - m
Consider the finite model in which v; can take only m possible different values, i.e., v; € {v!, ..., 0™}
and the probability mass function satisfies f(v') = f' fort = 1, ..., m. I abuse notation a bit and let

P := (P',..., P™), where P! is the interim probability with which a type v' agent is assigned the
good. Then the corresponding problem of (O PT — @) in the finite model, denoted by (O PTm — @),

is given by:

m

k

mfa’lef’Pt (U’ - E) + 2
=1

Cc c

subject to

wstﬁLm, aC' m)
—C

an’P’51—<Zf’> VS c{l,...,m}. (F2m)

tes tES
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To solve (OPTm — @), 1 first rewrite it as a polymatroid optimization problem. Define G(S) :=
11— (Xes /)" and H(S) := G(S) —np ¥, f' forall S  {1,...,m}. Define z' := f'(P' — )
forallt=1,...,mand z := (z',...,2z"). Clearly, P’ > g ifandonly if z/ > O forallt =1, ..., m.

Using these notations, (F2m) can be rewritten as
n Yz <H(S).VS C{l,....m}.
tes

It is easy to verify that H(@) = 0 and H is submodular. However, H is not monotonic. Define
ﬁ(S ) :=ming ¢ H(S). Then ﬁ(ﬂ) =0, and H is non-decreasing and submodular. Furthermore,

by Lemma 16 in Appendix A.1,

{z

Thus, (OPTm — @) can be rewritten as (OPTml1 — @)

zZO,nZz’ sH(S),VS} = {z

tes

ZZO,nZz’ SE(S),VS},

tesS

m m
maszt (U’ - E) +(p2ftu’,
z C
t=1 =1

subject to

t
0<z < ‘;(pf Vi, (IC'm1)
—C
n Yz <H(S).YS C{l,....m}. (F2m1)

tesS

Without the upper-bound on z’ in (IC'm1), this is a standard polymatroid optimization problem, and
can be solved using the greedy algorithm. With the upper-bound, this is a weighted polymatroid
intersection problem and there exist efficient algorithms solving the optima if the weights (v — k/c¢)
are rational. See, for example, Cook et al. (2011) and Frank (2011). In this paper, I solve the problem
using a “guess-and-verify" approach. Though we cannot directly apply the greedy algorithm to
(OPTm1 — @), it is not hard to conjecture the optimal solution. Intuitively, z' = 0 if o' < k/c.

Consider v' > k/c. Because H is non-decreasing and submodular, and the upper-bound on z’ is

16



linear in f, the solution found by the greedy algorithm potentially violates the upper-bound for large
t. Hence, it is natural to conjecture that there exists a cutoff 7 such that the upper-bounds in (IC'm1)

bind if and only if 7 > 7.

Formally, let S* := {¢,...,m} forallt = 1,...,m,and S"*! :=@. If p < (1 —¢)/n, lett := 0;

otherwise, I show in the proof of Lemma 1 that there exists a unique te {1,...,m+ 1} such that

cpf’
1-¢’

L m c fT o m
H(S" gnzl(p—and HES™ Y >n Y
- —C
T=t

r=1+1

T
i1 %o

Note that, by definition, if we assign the highest possible value allowed by (F2ml) to Z'T":
then (IC'm1) must be violated for some ¢ > ¢ + 1; but it is possible to assign the highest possible
value allowed by (F2m1) to Z:"z; z" while respecting (IC'm1) for all ¢+ > 7. Hence, it is natural to
conjecture that ¢ defined above is the cutoff above which the upper-bounds in (IC’m1) bind. I can

now construct my candidate optimal solution of (OPTm]1 — ¢) as follows

Zifv > &
sl = ¢, 2.7)
0ﬁw<§
where
cof! ift>1
1—c
—t - l_ ; _ m C(pft . =z
z nH(S) ZT=;+1 1-c ifr=t .

! [ﬁ(S’) _HSHY| ifr<i

As I have discussed earlier, if # > 7 and v — k/c > 0, then I conjecture that the upper-bound in
(IC'm1) binds and let ' = cpf'/(1 —c). If t < t and v — k/c > 0, then, in the spirit of greedy
algorithms, I start by assigning the highest possible value allowed by (F2m1) to 2" and continue to

1—2

assign values to 2;‘1, 2 . in the same fashion. Finally, it is clear that if o' — k/c < 0, then it is

optimal to set 2 = 0. 2 is feasible following from the fact that H(@) =0,and H is non-decreasing

and submodular. Furthermore, we can verify the optimality of Z by the duality theorem:

Lemma 1 Z defined in (2.7) is an optimal solution to (OPTm] — @).
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Foreachtr=1,...,m,let

p._ 2
P =409 (2.8)

m_fz

The following corollary directly follows from Lemma 1:

Corollary 1 P, defined in (2.8) is an optimal solution to (OPTm — @).
Continuum case
I characterize an optimal solution of (O PT — @) by taking m to infinity. Let v/ be such that F(v!)"~! =

o ::inf{u

¢! is chosen so that if all agents whose values are below ¢/ are pooled together and ranked below any

ne and
1—Fww—f?ZU—Fwnzo}. (2.9)

other agents with higher values, then their interim probability of receiving the object F(v')"~!/n is
equal to the lower-bound in (IC"), @. The definition of v* mirrors that of ¢. Informally, v* is chosen
so that if all agents whose values are above v* are pooled together and ranked above any other agents
with lower values, then their interim probability of receiving the object [1 — F(v)"]1/n[1 — F(v)] is
equal to the upper-bound in (IC"), ¢ /(1 — ¢). Note that if ¢ < (1 — ¢)/n, then v* = v. Let F(p be

defined as follows: If v/ < v*, let

2 if v > o
1—c
P,v) =9 F)! ifv <v<ov*
) ifo<d
If o' > 0¥, let
Ao ne u .l
D .—1nf{v 1—nqu(u)—1—[1—F(U)]ZO} € [v, 0], (2.10)
—c
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and

L ifo>0

P, () =9 ¢
@ ifo<d
Finally, let
F(v) ifv> K
P o) := ¢ (2.11)
@ . k
17 ifv < -

I show in Appendix A.1 that P; is the “pointwise limit" of P, as m — oo. Moreover, P; is an

optimal solution to (OPT — ¢).
Theorem 1 P; defined in (2.11) is an optimal solution to (OPT — @).
2.3.2. Optimal ¢

I complete the characterization of an optimal mechanism by solving for the optimal ¢. First, if
verification is sufficiently costly or the principal’s ability to punish an agent is sufficiently limited,

then pure randomization is optimal.

Theorem 2 [fv — k/c < E,[v], then pure randomization, i.e., P* = 1/n is optimal.
To make the problem more interesting, in what follows, I assume:

Assumption1 v —k/c > E_[v].

Recall that given ¢, v/ is uniquely pinned down by F(¢v!)"~! = ng and v* is uniquely pinned down

by (2.9). Define v* and v** by the equations (2.12) and (2.13), respectively:
N k
E, [v] — E, [max{v, v*}] + ; =0, (2.12)

E,[v] — E [min{o, v**}1+ (1 —¢) [[EU[U] — E,[max{v, v*"}]+ % =0. (2.13)
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They are well defined under Assumption 1. Furthermore, v** > v* > k/c. Finally, let

o :=sup{v

An optimal mechanism is characterized by the following theorem:

F()""!(1 — F(v))
1-c¢

— 1+ F(v)" go}. (2.14)

Theorem 3 Suppose that Assumption 1 holds. There are three cases.

1. If F*)"! > n(1 = ¢), then the optimal @* = F(v*)"~'/n and the following allocation rule
is optimal:
F) ' ifv>v*

P*(v) 1=
@* ifv<o*

2. If Fw")" ! < n(1 = ¢) and v*™* < %, then the optimal ¢* = (1 — ¢)/n(1 — cF(v*)) and the

following allocation rule is optimal

@ H ok
ifv>v
P*) =9 '

" ifv< U

3. IFF(0*)"! < n(1 = ¢) and v** > 0%, then the optimal ¢* is defined by
E,[v] — E [min{v, v“(¢*)}]+ (1 —¢) [[EU[U] — E, [max{v, U[((p*)}] + %] =0, (2.15)

and the following allocation rule is optimal:

= ifv> v'(e*)
P*(U) c= F(U)n_l lfl)l((p*) <v< U"((p*) .
Q* ifv < Ul((/’*)

To understand the result, consider the following implementation of the optimal mechanism in The-

20



orem 3. There are two thresholds. I abuse notation here and denote them by v and v* with v < ! <
v* < 0. If every agent reports a value below v/, then an agent is selected uniformly at random and
receives the good, and no one is inspected. If any agent reports a value above v/ but all reports are
below v*, then the agent with the highest reported value receives the good, is inspected with some
probability (proportional to 1/c) and is penalized if he is found to have lied. If any agent reports a
value above v¥, then an agent is selected uniformly at random among all the agents whose reported
values are above v“, receives the good, is inspected with a probability of 1 and is penalized if he
is found to have lied. I call a mechanism a one-threshold mechanism if v* = v, a two-thresholds

mechanism if v' < v* < D, and a shortlisting mechanism if v = v* < 7.

To understand conditions (2.12), (2.13) and (2.15), consider the impact of a reduction in /. Intu-
itively, this improves allocation efficiency at the bottom of the value distribution. After some algebra,
one can verify that the increase in allocation efficiency is proportional to E,[v] — E, [max{v, v'}].
However, as v/ decreases, agents with low v’s get worse off and have stronger incentives to exag-
gerate their types. To restore IC, the principal must now inspect agents more frequently, which
raises the total verification cost by an amount proportional to k/c. Furthermore, because the prin-
cipal’s ability to penalize an agent is limited, more pooling at the top, i.e., a lower v* may also be
required to restore IC. This reduces the allocation efficiency at the top by an amount proportional
to [[Eu[rnin{ v, "] —-E U[U]] /(1 = ¢). In an optimal mechanism, the marginal gain from a reduction
in v (proportional to the left-hand side of (2.16)) must equal the marginal cost (proportional to the

right-hand side of (2.16)):
E,[min{v,v"}] - E [v] &

E,[v] - E [max{v,0v'}] = ; + = (2.16)
—C C

This is precisely the case captured by the third part of Theorem 3 (compare (2.16) with (2.15)). If
the limited punishment constraint does not bind, i.e., v* = v, there is no efficiency loss at the top
and [[Ev[min{v, v} - [EU[U]] /(1 = ¢) = 0. In this case, (2.16) becomes (2.12) (v/ = v*) and an
optimal mechanism is characterized by the first part of Theorem 3. If the principal’s ability to punish

an agent is sufficiently limited so that v* = v/(= v**), then (2.16) becomes (2.13) and an optimal
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mechanism is characterized by the first part of Theorem 3.

Remark 2 If k = 0, then v* = v and Fw*Y™' =0 < n(l =c)forany 0 < ¢ < 1. That is, when

verification is free, there is always pooling at the top (Mylovanov and Zapechelnyuk (2014)).
2.4. Properties of optimal mechanisms

Theorem 3 in the previous section shows that either one-threshold mechanisms, two-thresholds
mechanisms or shortlisting mechanisms are optimal. In this section, I show that which of the above
three kinds of mechanisms are optimal crucially depends on the number of agents (n). Specifically,
I show that there exist n*(p, ¢) and n**(p, ¢) with n*(p, ¢c) < n**(p, ¢) such that if n < n*(p, c¢), then
one-threshold mechanisms are optimal; if n*(p, ¢) < n < n**(p, ¢), then two-thresholds mechanisms
are optimal; if n > n**(p, c¢), then shortlisting mechanisms are optimal. Here p := k/c > O is
referred as the effective verification cost. The effective verification cost, p, is strictly decreasing in c.
This is because a smaller ¢ implies a lower level of punishment, which makes verification essentially

more costly as the principal must inspect agents more frequently to maintain IC.

Formally, let n*(p, ¢) < 1/(1 — ¢) be defined by
F@*)" 9™ = n*(p, e)(1 = o), (2.17)

where v* is defined by

E,[v] — E [max{v,v*}]+ p = 0. (2.12)

Because v* is independent of n, by Theorem 3, one-threshold mechanisms are optimal if and only if

n < n*(p, c). Intuitively, for fixed v*, an agent whose type below v* gets the object with probability
* l syn—1
p"=-F@)",
n

which is strictly decreasing in n. In particular, an agent with the lowest type gets worse off and has
stronger incentives to exaggerate his type when the number of agents, n, increases. For n sufficiently

large, IC cannot be sustained without pooling at the top of the value distribution.
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Because v* is strictly increasing in p, the left-hand side of (2.17) is strictly decreasing in n, and the
right-hand side of (2.18) is strictly increasing in n, we have n* is strictly increasing in p. Intuitively,
as the effective verification cost (p) increases, the principal optimally reduces the use of verification
and instead enlarges the pooling area at the bottom of the value distribution (v* increases) to maintain
IC. As a result, an agent with the lowest type gets better off (¢ increases), and therefore IC can be
sustained without pooling at the top for a larger number of agents. For a fixed p, v* is independent
of ¢, but the right-hand side of (2.17) is strictly decreasing in c¢. Hence, n* is strictly increasing in
c. Intuitively, the upper-bound on P in (IC") becomes larger as ¢ increases, and therefore IC can be

sustained without pooling at the top for a larger number of agents.
Next, let n**(p, c) < 1/(1 — ¢) be defined by

1 - F(U**)n**(p,c) F(U**)n**(p,c)—l
1-F@>) l—c °

(2.18)
where v** is given by
E,[v] — E,[min{0, 0" }] + (1 - ¢) [[Ev[v] — E,[max{v, v"*}] + % = 0. 2.13)

Compare (2.18) with (2.14), and it is easy to see that v** < o7 if and only if n > n**(p,c). By
Theorem 3, shortlisting mechanisms are optimal if and only if n > n**(p, c). As I have discussed
earlier, an agent with the lowest type gets worse off and has stronger incentives to exaggerate his
type when the number of agents, n, increases. As a result, pooling areas at both the bottom and the
top of the value distribution must be enlarged to ensure that the mechanism is incentive compatible
and to save verification cost. Formally, I show in Appendix 2.4 that v/ (n, p, ¢) is strictly increasing in
n and v*(n, p, c) is strictly decreasing in n. Eventually, for a sufficiently large number of agents, the
two pooling areas meet and there is a unique threshold such that all agents whose values are above

the threshold and all agents whose values are below the threshold are pooled, respectively.
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Recall that v** > v*. Hence,

Because the left-hand side of (2.18) is strictly increasing in n, and the right-hand side of (2.18)
is strictly decreasing in n, we have n**(p,c) > n*(p,c). It is easy to see that v**(p, ¢) is strictly
increasing in both p and ¢, and independent of n. Recall that v% is independent of p. I show in
Lemma 18 in Appendix A.1 that if n(1 — ¢) < 1, then 0" is strictly increasing in n and strictly

decreasing in ¢. Hence, n**(p, ¢) is strictly increasing in both p and c.

An increase in ¢ has two opposite impacts on the size of the pooling areas. On the one hand, the
upper-bound on P in (IC") becomes larger as ¢ increases, which reduces the pooling area at the top
(v" increases) needed to sustain IC. On the other hand, it follows from the analysis in Section 2.3
that if v* increases, then the marginal benefit from an increase in ! also increases (the right-hand
side of (2.16)).* Hence, it is optimal for the principal to enlarge the pooling area at the bottom
(v increases). Formally, I show in Appendix A.2 that both v/(n, p,c) and v*(n, p, c) are strictly
increasing in ¢. The analysis above on n** shows that the first effect dominates, and two-thresholds

mechanisms are optimal for a larger number of agents as ¢ increases.

An increase in p also has two opposite impacts on the size of the pooling areas. On the one hand, as I
have discussed earlier, as the effective verification cost (p) increases, the principal optimally reduces
the use of verification and instead enlarges the pooling area at the bottom of the value distribution to
maintain IC. On the other hand, as the pooling area at the bottom increases, an agent with the lowest
type gets better off, and IC can be sustained with less pooling at the top (¢v* increases). Formally, I
show in Appendix A.2 that both v/(n, p, ¢) and v*(n, p, c) are strictly increasing in p. The analysis
above on n** shows that the second effect dominates, and two-thresholds mechanisms are optimal

for a larger number of agents as p increases.

These results are summarized by the following corollary:

“Note that the marginal cost from a reduction in v/ is the marginal benefit from an increase in v/.
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Corollary 2 Suppose that Assumption 1 holds. Given k > 0, ¢ € (0,1) and p = k/c, there exists

0 < n*(p,c) < n*™(p,c) < 1/(1 — ¢) such that the following statements are true:

1. If n < n*(p, c), then one-threshold mechanisms are optimal; if n*(p,c) < n < n**(p, c), then
two-thresholds mechanisms are optimal; if n > n**(p, c), then shortlisting mechanisms are

optimal.
2. n*(p,c) and n**(p, ¢) are strictly increasing in p and c.

3. v*(m, p, c) is strictly increasing in p, and independent of n and c. v** is strictly increasing in
p and ¢, and independent of n. If n*(p, c) < n < n**(p, ¢), then v'(n, p, c) is strictly increasing

in n, p and ¢, and v"(n, p, c) is strictly decreasing in n, and strictly increasing in p and c.

Corollary 2 gives comparative statics results in terms of (p, ¢). It is also interesting to see the com-
parative statics results with respect to the model primitives (k, ¢). The impact of k is straightforward.
As k increases, verification becomes more costly. The optimal mechanism given in Theorem 3 sees
more pooling at the bottom (measured by @) to save verification cost. An increase in ¢ relaxes the
upper-bound on P, which leads to less pooling at the top or no pooling at the top at all. The impact
of ¢ is ambiguous. On the one hand, given the amount of pooling at the bottom (measured by @), a
reduction in ¢ lowers the upper-bound on P in (IC"), which implies more pooling at the top. On the
other hand, a reduction in ¢ makes verification more costly. Similar to the case of an increase in k,
this change increases the amount of pooling at the bottom (¢ increases), and relaxes the upper-bound
on P. As a result, there may be less pooling at the top or no pooling at the top at all. The second
channel is absent if verification is free (k = 0). The non-monotonicity of the pooling area at the top

is further illustrated by the following numerical example.

Example 1 Consider a numerical example in which {v;} are uniformly distributed on [0, 1]. There
are n = 8 agents. The verification cost is k = 0.4. I abuse notation a bit and redefine v' = v* = v**
ifv! > v*. Figure 1 plots v' and v* as functions of c. Observe that the change of V" is not monotonic.

As c increases, the pooling area at the top first expands and then shrinks.
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Figure 1: The impact of level of punishment (¢)

Finally, a careful examination of (2.17) and (2.12) proves the following corollary:

Corollary 3 lim,_,, n*(k/c,c) = o0 and lim;_,,n*(k/c,c) = 0.

Corollary 3 shows that as the principal’s ability to punish an agent becomes unlimited, the model
collapses to Ben-Porath et al. (2014) and as verification cost diminishes, the model collapses to

Mylovanov and Zapechelnyuk (2014).

2.5. Extensions

In this section, I consider two extensions. In Section 2.5.1, I consider the general asymmetric envi-
ronment, and find that a generalized threshold mechanism is optimal in this case. Using this result,
I characterize the set of (possibly asymmetric) optimal mechanisms in the symmetric environment
and show how limiting the principal’s ability to punish agents also limits her ability to treat agents
differently. The results in Section 2.5.1 also extend the analysis in Mylovanov and Zapechelnyuk
(2014) to the asymmetric environments. In Section 2.5.2, I consider the case in which the princi-
pal can get information about and penalize an agent who does not receive the object, and show that

threshold mechanism are still optimal in this environment.
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2.5.1. Asymmetric environment

In this subsection, I consider the general model with asymmetric agents. Similar to that in Section
2.3, I first characterize an optimal mechanism given the lowest probabilities with which each agent
receives the object (¢ := (¢, ..., ,)). Formally, fix ¢; = inf, P,(v;) for all i and consider the

following problem (OPT A — ¢):

1 1

max i E, |P(v,)| v, — ﬁ + qp,_k,
P,Q P Ui ] 1 1 c. c. ’

subject to

@; < P(v) < T—c 4 Vo, (AIC")

O S Qi(Ui) S l,vvjv (AFI)

D /S PwpdFw) <1-] (1 - /S de(vi)> VS, C V. (AF2)
i i i i

Clearly, (OPT A — @) is feasible only if Zi @; < 1. As in the symmetric case, I approximate the
continuum type space with a finite partition, solve an optimal mechanism in the finite model and

take limits. The following theorem gives an optimal solution to (OPT A — ¢):

Theorem 4 There exist d' and d! fori=1,...,n such that P* defined by

?i(ui) ifv; > 5
Pi(v) = @ (2.19)
?; ifv, <.

where

Pi . u ﬁ

T ifv, >d!+ o
Py, i= F Ly 4 a4 & dr + & 2.20
i(Ui)'_ Hj;éi,d;‘ZUi—lg i Ui_c_,-+c_j lf +c—i<Ul-< i+c_,» . (2.20)

. k;

®; ifv,<d + =
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is an optimal solution to (OPT A — ).

Not surprisingly, agents are now ordered by their “net" values v; — k;/c;, which is equal to their
values to the principal minus the effective verification cost borne by the principal.’. As before, there
is a unique lower threshold d' such that all agents whose net values v; — k;/c; below the threshold

are pooled. However, there can be up to n distinct upper thresholds d (i = 1, ..., n).

To illustrate how an optimal mechanism in Theorem 4 can be implemented, assume that there are
two distinct upper thresholds: df = -+ = a’}‘ > d}‘_‘Jrl = ...d,. Then the first j agents whose net
values are above d| are pooled together, and the rest n— j agents whose net values are above d}‘“ are
pooled together and ranked below any of the first j agents whose net value is above d 7+1‘ Specifically,
the following procedure implements the truth-telling equilibrium in a threshold mechanism: If there
exists some agent i (1 < i < j) whose net value v; — k;/c; is above df, then one of such agents is
selected at random, receives the good and is inspected with probability one. If v; — k; /¢; < d{ for all
1<i<jbutv,—k;/c; > dj’.‘ 1 for some 1 <i < j, then the agent with the highest reported net value
among the first j agents receives the good and is inspected with some probability. If v;—k;/c; < d 7+1
foralll1 <i<jandv;, —k;/c; > d7+1 for some j + 1 < i < n, then one agent is selected at random
among all the agents whose reported net values are above d}‘ 1> Teceives the good and is inspected
with some probability. If v; — k;/c; < d}‘H for all i but v; — k;/c; > d' for some i, then the agent
with the highest reported net value receives the good and is inspected with some probability. If
v; — k;/¢; < d' for all i, then one agent is selected at random and receives the good, and no one is

inspected. Finally, an agent is punished if and only if he is found to have lied.

Because of the complication of pooling areas at the top, it is much harder to find an optimal solution to
(OPT A — ). Specifically, di'’s are solved recursively from the largest to the smallest. Furthermore,
to characterize the set of optimal ¢’s, without priori knowledge of which set of agents share the

same upper threshold, one must consider 2" different cases.® Thus, I leave the full characterization

SThis is consistent with the result in Section 2.3 because when k; = k and ¢; = c for all i, ordering agents by net
values is as same as ordering them by values.

6 Assume, without loss of generality, that d} > -+ > dy. If there are v distinct upper thresholds, then there are C
possibilities to consider. In total, there are Z:zl CY = 2" possibilities to consider.
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of optimal mechanisms for future research.

Though in general it is extremely hard to characterize the set of optimal ¢, In Appendix A.3.3, I
characterize the set of @ when the upperbounds on P, in (AIC’) do not bind, i.e., d" = 1, — & for all

i. If ¢; = 1 for all i, then these are the unique set of optimal mechanisms found in Ben-Porath et al.

(2014).
Symmetric environment revisited

In this section, I revisit the symmetric environment. First, I argue that in the symmetric environment,
an optimal mechanism must satisfy: df = --- = d/. To understand the intuition behind this result,
note first that in the symmetric environment d; > d}‘ only if ¢; > ¢ It Assume, without loss of
generality, that d{ > --- > d}. Consider, for simplicity, a mechanism in which max;{v; — k;/c;} >
d{ > dj > d, which implies that ¢; > ¢,. Then we can construct a new mechanism in which
(p]k = goz = 21.2:1 ®;/2 and @; = ¢ for all i > 3. In this new mechanism, agents 1 and 2 share the
same upper threshold d** € (d{, d5) and the upper thresholds of the other agents remain the same.
If agents 1 and 2 are ex ante identical, then this new mechanism improves the principal’s value by

allocating the good between agents 1 and 2 more efficiently when their “net" values, v; — k;/c;, lie

between (di‘, d’Z’).

This property of optimal mechanisms facilitates our analysis of optimal ¢. Theorem 5 below charac-

terizes the set of all optimal ¢. Let v*, v** and 0" be defined by (2.12), (2.13) and (2.14), respectively.
Theorem S Suppose that Assumption 1 holds. There are three cases.

1. If F(v*)Y"™' > n(1 = ¢), then the set of optimal @ is the convex hull of

{¢|(p,.* = FOY™ (=1 —c), @, = 1 —cVj £ 1%, 1" ez}.
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For each optimal @*, the following allocation rule is optimal:

-1
F(v,))" ifv, > v*
I)i*(vi) c= ( l) 1
@} ifv; < v*

. IFF")" ! < n(1 = ¢) and v™* < VY, then the set of optimal @ is the convex hull of

i, = (L= OF WY ifj S h =19, = o = T2 (1= OF 0™y,
¢ >

@i, = 0ifj>h+1and(i,...,i,) is a permutation of (1, ..., n)

where 1 < h < n is such that

1 — F(v*)h! - 1 L= F(u™)h
1— F(o™) ~ 1l—cF(™) = 1= F@™)

For each optimal @*, the following allocation rule is optimal:

@} : ok
- ifv;>2v
* . 1- b=
Pr(vy) 1= ¢ |
p;  ifv, <™

. IFF")"! < n(1 — ¢) and v™* > V", then the the set of optimal @ is the convex hull of

{(p '(pij =(- c)F(U”((p*))j_1 Vjand(iy,...,i,)is a permutation of (1, ... ,n) } ,

where @* is defined by (2.15) and, for each @, V' is such that F(v')"~! = ¢ and v* is defined

by (2.9). For each optimal @*, the following allocation rule is optimal:

(pl* ; u 3k
- if v, > v"(9")

P*(v;)) =3 F (Ui)n_l if vl(@*) < v; < V(@*)
@! if v, < v'(@*)
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Theorem 5 illustrates how limiting the principal’s ability to punish agents restricts the principal’s
ability to treat agents differently. Suppose F(v*)"~! > n(1 — ¢), then the upperbounds on P; do not
bind in an optimal mechanism. This inequality is trivially satisfied if ¢ = 1 as in Ben-Porath et al.
(2014). In Ben-Porath et al. (2014), there is a class of optimal mechanisms called favored-agent
mechanisms. In a favored-agent mechanism, there exists a favored-agent i* whose @;. = F(v*)""!
and ¢; = O for any other agent i # i*. However, if ¢ < 1, then in an optimal mechanism it must be
that @; > 1 — ¢ for all i because otherwise some upperbounds on P, would be violated. Intuitively,
the worse an agent is treated when he reports a low type, the stronger incentive he has to exaggerate
his type. As a result, as the level of punishment declines, the extent to which the principal can favor
one agent at the cost of others without violating the (IC) constraints also declines. Fix the ratio of
p = k/c so that v* remains the same. The optimal set of ¢ shrinks as ¢ becomes smaller. When c is

such that F(v*)"~! = n(1 — ¢), the unique optimal ¢* is such that qo’lk = -+ = @,. These results are

summarized in Corollary 4.

Corollary 4 Suppose that Assumption 1 holds. Suppose Let ®(p, ¢) denote the set of optimal @*. If

c>1—F@*)'""/n, then c < ¢’ implies that ®(p, c) G ®(p, c’') and

F(v* n—1 F(v* n—1
lim CD(p,c)={( A i Cl >}
eN\A=F(*)"=1/n n n

where v* is given by (2.12).

If ¢ is small enough so that F(v*)"~! < n(1 — ¢), then the comparison is less clear because the sets
of optimal mechanisms are disjoint for different punishments. In this case, the principal can again
treat agents differently but to the extent that they share the same upper threshold. Assume, without
loss of generality, that an agent with a smaller index is more favored by the principal in terms of a
larger @;. Then, in an optimal mechanism, the first 4 agents cannot be favored too much in the sense

that ¥ @, <1 =) X1, F*)y~ forallh = 1,...,n.
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2.5.2. Other verification and punishment technologies

In this subsection, I consider a variation of the model in which I allow for kf.} < oo and ciﬂ > 0. This
means that the principal can get information about and penalize an agent who does not receive the

object. I show that threshold mechanisms are still optimal in this environment.

In general, given p;(v) and the expected punishment ¢;(v) < p;(v)c;(v;) + (1 — pi(v))ciﬁ(v,-), it is

optimal for the principal to minimize the expected verification cost:

min  p@)q;@)k; + (1 = p@)g’ @)k’
q;).q; (v)

subject to

P ) (v) + (1 = p)a’ @)l (v) = & ). 2.21)

Clearly, depending on the relative magnitudes of the effective verification costs when an agent re-
ceives the object (k;/c;(v,)) and that when an agent does not receive the object (kf} / Ciﬁ(l),-)), there are
three cases: (i) If k;/c;(v;) < kf/ciﬂ(ul-), then it is optimal to set ¢;(v) = min{¢;(v)/p;(v)c;(v;), 1}
and ¢’ (v) = max{0, (@) — p,)c;(v,)/(1 = p;@)c’ W)}, (D) If k;/e,(v)) > kP el (v,), then
it is optimal to set qiﬁ(v) = min{l,¢)/(1 - p,(v))cl.ﬂ(v,-)} and ¢;(v) = max{0, (¢;,(v) — (1 -
Pl )/ pi@)e,(v)}. (i) If k;/e,(v;) = k! /el (v,), then any g,(v) and g (v) satisfying (2.21)

are optimal.

For tractability, I assume in what follows that ¢;(v;) = ¢;b;(v;) and ciﬁ(vi) = ciﬁb[(vi) for all v;.
For simplicity, I also assume that kiﬁ = k; and ciﬁ = ¢; for all i. The results in this subsection
can readily extend to more general cases, when, for example, it is more costly for the principal
to get information about an agent who does not receive the object (kf.} > k;), and the punishment
is also less severe for an agent who does not receive the object (ciﬁ < ¢;). Given (p,q,q"), let
P(v) :=E, [pi(vi, U_,.)] be the interim probability with which an agent receives the object and

P, := E,. [pi(ui, v_)g;(v;,v_;) + (1 — p(v;, U_,-))qf(ui, v_; ] be the interim probability with
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which an agent is inspected. The principal’s problem can be written in the reduced form:
n
max 2 E,, [P,-(Ui)vi - P(vi)ki] ,
PP =)
subject to

P(v)) = P(V) — B(v)e;, Vo, v, (IC-OT)

0 < B(v) < 1.V, (F1-OT)
P(v)dF,(v;) <1 — 1 -
Z/S (o)A Fy(o) H( /S

Note that the (IC-OT) constraints hold if and only if

dF,-(v,~>> VS, TV, (AF2)

i

@; > P,(v) — P(V))c;, VU, (2.22)
Because P;(v)) < 1, (2.22) holds only if
P(V)) < @; +¢;, V.. (2.23)

Suppose that (2.23) holds, then it is optimal to set P,(v;) = (P(v;)—@,)/c; forall v; € V;. Substituting
this into the principal’s objective function yields:

C ki @;k;
E E, [Pi(vl-) <Ul- - —>] + —. (2.6)
= Ci Ci

1 1

Note that, given {@;}, the principal’s objective function is as same as that in the case of ciﬂ = 0.
The only difference between the principal’s two problems is the upperbound on P,. (Compare (2.23)

with (2.5).)

There are two interesting observations. First, the upperbound on P; does not bind in the original
problem (¢;/(1 — ¢;) > 1) if and only if it does not bind in the new problem (¢; + ¢; > 1). This

implies that part 1 of Theorem 3 still applies here. Second, If the upperbound binds in the original
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problem, i.e., ¢, /(1 — ¢;) < 1, then the new upperbound is larger:

i Pi
(,01-+Ci— l_lc_ :Ci <1— 1_10.) >0

1

This is intuitive because allowing for the principal to penalize an agent who does not receive the
object clearly relaxes the principal’s problem. Hence, any feasible solution to the new problem is

also feasible in the original problem.

In the interest of the length of the paper, I only characterize an optimal mechanism in the symmetric
environment. In what follows, I assume that {v;} are identically distributed and ¢; = ¢ and k; = k for
all i. Without loss of generality, I can focus on symmetric mechanisms. In what follows, I suppress

the subscript i whenever the meaning is clear.

First, as in the case of kf = 0, if verification is sufficiently costly or the principal’s ability to punish
an agent is sufficiently limited, then pure randomization is optimal. In particular, Theorem 2 still
applies here. To make the problem more interesting, in what follows, I assume that Assumption 1

holds. Let v* be defined by (2.12) and redefine v** by
E,[v] — E [min{v, v™}] + E, [v] — E, [max{v, v™}] + % =0. (2.24)
v* and v** are well defined under Assumption 1. Furthermore, v** > v* > k/c. Finally, redefine
of = sup { 0| (F@I"™" +ne) (1 = FO) = 1+ F©" <0 }. (2.25)

Theorem 6 below characterizes an optimal symmetric mechanism. The proof is similar to that in

Section 2.3 and neglected here.
Theorem 6 Suppose Assumption 1 holds. There are three cases.

1. If F")"' > n(1 = ¢), then the optimal ¢* = F(U*)”_l/n and the following allocation rule
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is optimal:
F)y=! ifv>v*
P () :=
@* ifv<v*

2. IFFw*)Y™' < n(1 = ¢) and v** < o8, then the optimal @* = (1 — nc)/n(1 — nc + ncF(0**))

and the following allocation rule is optimal:

P0) = @*+c ifv>v

(P* l-fU < U*F

3. IfFF(*)"' < n(1 = ¢) and v** > 0%, then the optimal @* is defined by
E, [v] — E,[min{v, v“(¢*)}] + E,[v] — E [max{v, v'(p*)}] + k_ 0, (2.26)
c
and the following allocation rule is optimal:

Q*+c if v > v(ep™*)
P*(v) :=9 F)"!' ifvl(@*) <v < v(p*)

o* ifv <V (@*)

Note that the optimal mechanism obtained here is very similar to what obtained if the principal
can only penalize an agent who receives the object, but has different thresholds when the limited

punishment constraint is binding.
2.6. Concluding remarks

In this paper, I study the problem of a principal who has a single indivisible object to allocate among
a number of agents. Each agent has private information about the principal’s payoff of allocating
the object to him. There are no monetary transfers. The principal can inspect agents’ reports at a

cost and punish them, but the punishments are limited. I show that some simple threshold mecha-
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nisms are optimal in this setting. This paper includes Ben-Porath et al. (2014) and Mylovanov and
Zapechelnyuk (2014) as special cases and bridges their gaps. Specifically, if the number of agents
is small, then the optimal mechanism only involves pooling area at the bottom of value distribution
as in Ben-Porath et al. (2014). As the number of agents increases, pooling at the top is required to
guarantee incentive compatibility as in Mylovanov and Zapechelnyuk (2014). These results high-
light the role played by the number of agents in shaping optimal mechanisms, which is absent or

overlooked in previous work on mechanism design.

First, earlier mechanism design papers studying an allocation problem often focus on mechanisms
with monetary transfers and ignore the possibility of the principal verifying agents’ information. In
these papers, a robust feature of optimal mechanisms is that they are independent of the number
of agents. For example, in the seminal work of Myerson (1981), under some regularity conditions,
the revenue-maximizing mechanism can be implemented by a first-price or second-price auction
with a reserve price, and, in particular, this optimal reserve price is independent of the number of
agents. This difference is mainly because the kinds of binding IC constraints are different in the
two settings. In Myerson (1981), the binding IC constraints are between adjacent types, and the
difference between two adjacent types’ allocation rules is insensitive to a change in the number of
agents. But, in this paper, the binding IC constraints correspond to those of the lowest possible type
misreports as higher types. Note that, as the number of agents increases, the lowest possible type’s

probability of receiving the object declines much faster compared with a much higher type.

Second, in Ben-Porath et al. (2014), the optimal mechanisms are also independent of the number of
agents. Recall that when punishment is unlimited, a one-threshold mechanism is optimal, and the
threshold is independent of the number of agents (see the third part in Corollary 2). This difference is
because when the level of punishment is sufficiently high, although the difference in the probabilities
of receiving the object between the highest possible type and the lowest possible type increases as the
number of agents increases, the principal can always guarantee IC by verifying an agent’s information
and punishing him. But, in this paper, the level of punishment is limited. In this case, as the number

of agents increase, rationing becomes indispensable to guarantee IC, and the required rationing areas
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also increase.
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CHAPTER 3 : MECHANISM DESIGN WITH FINANCIALLY CONSTRAINED
AGENTS AND COSTLY VERIFICATION

3.1. Introduction

Governments around the world allocate a variety of valuable resources to agents who are financially
constrained. In Singapore, for example, 80% of the population’s housing needs are met by the Hous-
ing and Development Board (HDB), a government agency founded in 1960 to provide affordable
housing.! In the United States, Medicaid has provided health care to individuals and families with
low income and limited resources since 1965. Medicaid currently accounts for 16.1% of the state
general funds? and provides health coverage to 80 million low-income people.? Similar public hous-
ing and social health care programs prevail in many other countries.*> In China, several cities limit
the supply of vehicle licenses to curb the growth in private vehicles, and different cities have imple-
mented different mechanisms. For example, Shanghai allocates vehicle licenses through an auction-
like mechanism, while Beijing uses a vehicle license lottery (see Rong et al. 2015). The evaluation
of existing mechanisms has attracted attention from researchers and policymakers. In comparison
to lotteries, an auction-like mechanism is considered more efficient but favors high-income families

more.

One justification for this role of a government is that a competitive market outcome will not maximize
social surplus if agents are financially constrained. Financial constraints mean that in a competitive
market some agents with high valuations will not obtain goods, while agents with low valuations
but access to cash will. The natural question arises as to what the surplus-maximizing (or optimal)
mechanism is in these circumstances when both valuations and financial constraints are the agents’

private information.

The mechanism design literature concerning this question has focused on mechanisms with only

'http://www.hdb.gov.sg/fi10/£i10320p.nsf/w/AboutUsPublicHousing?0penDocument

Zhttp://ccf.georgetown.edu/wp-content/uploads/2012/03/Medicaid-state-budgets-2005.pdf

Shttp://www.cbpp.org/research/health/policy-basics-introduction-to-medicaid?fa=viewgid=
2223

“https://en.wikipedia.org/wiki/Public_housing

Shttps://en.wikipedia.org/wiki/Universal_health_coverage_by_country
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https://en.wikipedia.org/wiki/Universal_health_coverage_by_country

monetary transfers and has ignored the possibility of the principal verifying the agents’ reported
information about their abilities to pay. Indeed, in many instances, the principal relies on agents’
reports of their ability to pay, and the principal can verify this information and punish an agent who
makes a false statement. For example, applicants for HDB flats in Singapore and Medicaid in the
United States are subject to a set of eligibility conditions on age, family nucleus, monthly income,
and so on. The verification process can be costly, though. First, in some developing countries,
verifiable records on household income or wealth are rarely available, and governments lack the
administrative capacity to process this information. In such cases, alternative verification methods
such as a visit to the household to inspect the visible living conditions are not uncommon but are
often costly (see Coady et al. 2004). Second, certain types of income such as tips, side-jobs and cash
receipts are costly to verify. Similarly, governments have few ways to verify the income reports by
individuals who are self-employed or run small business without performing a costly investigation.
Third, agents may be financially constrained due to limited access to the financial market or high
expenditures, such as medical expenses or education costs. This information is often costly for
governments to verify. Last but not least, even when the verification cost for one individual is low,

the total cost can be substantial for a large population.

Hence, it is important to explore how the option of costly verification affects the optimal mechanism.
Verification allows the principal to better target low-budget agents and potentially improve their
welfare. However, verification is costly and reduces the amount of money available for subsidies.
The principal must now trade allocative efficiency for verification cost. The cost of verification also
influences whether the principal chooses to use cash subsidies or in-kind subsidies (the provision of
goods at discounted prices). The latter is less efficient because it often involves rationing, but saves
verification cost because it only benefits low-budget agents with high valuations. Finally, introducing
costly verification also complicates the analysis because it is no longer sufficient to consider “local”
incentive compatibility (IC) constraints. Because the IC constraints between distant types can also

bind, one cannot anticipate a priori the set of binding IC constraints.

To study these questions, I consider a mechanism design problem in which there is a unit mass of
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a continuum of agents and a limited supply of indivisible goods. Each agent has two-dimensional
private information — his valuation of the good v € [v,v] and his exogenous budget constraint
b. The budget constraint is a hard one in the sense that agents cannot be compelled to pay more
than their budgets. For simplicity, I assume there are only two possible types of budgets, b, > b;.
The principal can inspect an agent at a cost, perfectly revealing his budget, and impose a penalty on
detected misreporting. The principal is also subject to a budget balance constraint which requires
that the revenue from selling the good must exceed the inspection cost. This constraint rules out the
possibility that the principal can inject money and relieve all budget constraints. I focus on direct
mechanisms in which each agent reports private information directly and is punished if and only if
found to have lied about the budget. Given the report, the mechanism specifies for each agent his

probability of getting the good, his payment and his probability of being inspected.

I characterize the optimal direct mechanism which maximizes utilitarian efficiency among all mecha-
nisms that are incentive compatible and individually rational, and that satisfy the resource constraint,

agents’ budget constraints and the principal’s budget balance constraint.

Let u(v, b) denote the utility of an agent with the lowest valuation v and budget b, which is also

the amount of cash subsidies received by agents with budget b. There exist three cutoffs v <

—

v; < vy*. Firstly, low-budget agents whose valuations are below v} and high-budget agents whose

*

valuations are below 2

only receive only cash subsidies. Not surprisingly, these low-budget agents
receive higher cash subsidies and are inspected with probability proportional to the difference in
cash subsidies u(v, b;) — u(v, b,). Secondly, low-budget agents whose valuations exceed v’l‘ receive
the good with probability a* < 1 and make a payment of a* v} —u(v, b;). They receive both cash and
in-kind subsidies. High-budget agents whose valuations lie in [07, v3*] are pooled with low-budget
agents whose valuations are above v7. They also receive the good with probability a*, but they make
a payment of a*v] — u(v, b,). The difference in in-kind subsidies is given by a*(v] — v}), and these
low-budget agents are inspected with probability proportional to the sum of differences in cash and
in-kind subsidies u(v, by) — u(v, b,) + a*(v; — v}). Finally, high-budget agents receive the good for

sure and make a payment of v7* — u(v, b,) if their valuations exceed v5*.
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If budgets are common knowledge, then the principal can without cost target low-budget agents
and provides cash subsidies and in-kind subsidies only to low-budget agents. If budgets are agents’
private information and cannot be verified, then high-budget agents whose valuations are below v}
have incentives to misreport as low-budget types to receive cash subsidies; and high-budget agents
whose valuations are slightly above v} have incentives to misreport as low-budget types to receive

the good at a lower payment. As a result, in this case, agents with both budgets receive the same

amount of cash subsidies (u(v, b;) = u(v, b,)) and in-kind subsidies (v’l" = v;).

The optimal direct mechanism can be implemented by a simple two-stage mechanism. Specifically,
all agents are asked to report their budgets in the first stage. The principal then provides budget-
dependent cash subsidies to agents and assigns the goods randomly (with uniform probability) at
budget-dependent prices. Agents who report low budgets receive higher cash subsidies and lower
prices. In the second stage, a resale market opens, but is regulated with budget-dependent sales taxes.
Agents who report low budgets are subject to higher sales taxes. Only agents who report low budgets
are inspected randomly. Unlike the case without inspection, in which all agents are subsidized and
regulated equally regardless of their budgets, the two-stage mechanism provides more subsidies to
low-budget agents in their initial purchases (the first stage) and imposes more restrictions on them in
the resale market (the second stage). Although in my analysis the principal’s objective is to maximize
social surplus, I conjecture that these features would continue to apply when the principal wants to

benefit only low-budget agents.

This implementation exhibits some features of the public housing program in Singapore, as shown
in Table 1. In Singapore, buyers of resale HDB flats can apply for additional housing grants. If these
flats are purchased with housing grants, these buyers are required to reside in their flats for at least
5 years before they could resell or sublet. In contrast, flats purchased without housing grants are

subject to no requirement or a shorter one.

It is interesting to see how verification cost, the supply of goods and other parameters affect the
optimal mechanism and welfare. I provide analytic results of comparative statics for extreme cases,

such as when verification cost is sufficiently large and the supply of goods is sufficiently large or
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Table 1: Minimum occupation periods (MOP) of housing and development board (HDB) flats

Types of HDB flats MOP
Sell Sublet
Resale flats w/ Grants | 5-7 years | 5-7 years

Resale flats w/o Grants | 0-5 years | 3 years

Sources. — Sell: http://www.hdb.gov.sg/cs/infoweb/residential/selling-a-flat/eligibility; and Sub-
let: http://www.hdb.gov.sg/cs/infoweb/residential/renting-out-a-flat-bedroom/renting-out-your-flat/
eligibility.

small, and I explore the intermediate case numerically.

Verification allows the principal to better target low-budget agents and improves their welfare. In-
tuitively, as verification becomes costly, the principal tends to provide relatively smaller subsidies
to low-budget agents and inspect them less frequently. More interestingly, the optimal mechanism
makes use of both cash and in-kind subsidies, and the change in verification cost affects that mech-
anism’s reliance on each of them. If verification is cheap, then the principal achieves efficiency
mainly by offering more cash subsidies to low-budget agents. As verification becomes costly, the
difference in cash subsidies declines but the difference in in-kind subsidies increases. This is be-
cause in-kind subsidies are attractive only to high-valuation agents, which is cheaper in terms of ver-
ification cost. Eventually, the difference in in-kind subsidies also declines as verification becomes
sufficiently costly. Though reducing verification cost improves the welfare of low-budget agents, it

may hurt high-budget agents as more subsidies are diverted to low-budget agents.

Another interesting observation is that although an increase in the supply of goods improves the total
welfare, its impact on the welfare of each budget type is not monotonic. This is because an increase
in the supply has two opposite effects. On the one hand, the principal becomes less budget con-
strained, and can direct more subsidies to low-budget agents and inspect them more frequently. On
the other hand, low-budget agents also become less budget constrained, which reduces the needs to
subsidize and inspect them. As a result, the differences in cash and in-kind subsidies and the inspec-
tion probability are hump-shaped. Initially, the welfare of both budget types increases as the supply

increases. When the supply is large enough that the principal can afford to provide more subsidies
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to low-budget agents, the welfare of high-budget agents begins to decrease. Eventually, the need
to subsidize low-budget agents decreases as the supply increases while the welfare of low-budget

agents begins to decrease and that of high-budget agents begins to increase, until they coincide.

Technically, this paper develops a novel method that can potentially be used in solving other mecha-
nism design problems with multidimensional types. If each agent has only one-dimensional private
information, i.e., valuation, then it is sufficient to consider adjacent IC constraints; if each agent has
two-dimensional private information but the principal cannot inspect budgets, then it is sufficient
to consider two one-dimensional deviations. These, however, no longer apply in the case that each
agent has two dimensional private information and the principal can inspect budget at a cost. In
this case, in addition to downward adjacent IC constraints of misreporting values, one must consider
deviations in which an agent can misreport both dimensions of his private information. As a result,

the local approach commonly used does not work here.

To overcome this difficulty, I first restrict attention to a class of allocation rules that have enough
structures to help me keep track of binding IC constraints, and that are also rich enough to approxi-
mate any general allocation rule well. Specifically, I approximate the allocation rule of each budget
type using step functions. When restricting attention to step functions, binding IC constraints cor-
responding to the under-reporting of budgets are between different budget types whose values are
the jump discontinuity points of their allocation rules. This structure allows me to write the optimal
inspection rule as a function of the possible values and jump discontinuity points of the allocation
rule. I then solve a modification of the principal’s problem in which the allocation rule of low-budget
types are restricted to take at most M distinct values. Because for M sufficiently large step-functions
can approximate the optimal allocation rule arbitrarily well, I can obtain a characterization of the

optimal mechanism in the limit.

The rest of the paper is organized as follows. Section 3.1.1 discusses related work. Section 3.2
presents the model. Section 3.3 characterizes the direct optimal mechanism when all agents’ budget
constraints are common knowledge. Section 3.4 characterizes the direct optimal mechanism when

an agent’s budget is his private information. Section 3.5 provides a simple implementation. Section
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3.6 studies the properties of the optimal mechanism. Section 3.7 considers various extensions of the

model. Section 3.8 concludes. All the proofs are relegated to the appendix.

3.1.1. Related literature

This paper is related to two branches of literature. First, it contributes to the literature studying mech-
anism design problems when agents are financially constrained by incorporating costly verification.
Prior work analyzes the revenue or efficiency of a given mechanism or the design of an optimal
mechanism when either budgets are common knowledge, or budgets are agents’ private information
but cannot be verified. See Che and Gale (1998, 2006, 2000), Laffont and Robert (1996), Maskin
(2000), Benoit and Krishna (2001), Brusco and Lopomo (2008), Malakhov and Vohra (2008) and
Pai and Vohra (2014a).

In this first branch of literature, the two closest papers to the current paper are Che et al. (2013a) and
Richter (2015). In Che et al. (2013a) and Richter (2015), like in this paper, there is a unit mass of
a continuum of agents and a limited supply of goods. In Richter (2015) agents have linear prefer-
ences for an unlimited supply of the goods. He finds that both the revenue-maximizing mechanism
and surplus-maximizing mechanism feature a linear price for the good. In addition, the surplus-
maximizing mechanism has a uniform cash subsidy. In both Che et al. (2013a) and this paper, each
agent has a unit demand for an indivisible good, and the surplus-maximizing mechanism can be
implemented via a random assignment with a regulated resale and cash subsidy scheme. However,
Che et al. (2013a) does not consider the possibility that the principal can verify an agent’s budget at a
cost. This feature also distinguishes the current paper from all the other papers on mechanism design
with financially constrained agents. Che et al. (2013a) first compare three different methods of as-
signing the goods when agents have a continuum of possible valuations and a continuum of possible
budgets, and then characterize the optimal mechanism in a simple 2X2 model, in which each agent
has two possible valuations of the good and two possible budgets. In the presence of costly verifica-
tion, unlike Che et al. (2013a), in which all agents are subsidized and regulated equally regardless of
their budgets in an optimal mechanism, I show that an optimal mechanism provides more subsidies

to low-budget agents in their initial purchases and imposes more restrictions on them in the resale
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market.

Second, this paper is related to the costly state verification literature. The first significant contribution
to this series is from Townsend (1979), who studies a model of a principal and a single agent. In
Townsend (1979) verification is deterministic. Border and Sobel (1987) and Mookherjee and Png
(1989) generalize it by allowing random inspection. Gale and Hellwig (1985) consider the effects
of costly verification in the context of credit markets. Recently, Ben-Porath et al. (2014) study the
allocation problem in the costly state verification framework when there are multiple agents and
monetary transfer is not possible. Li (2016) extends Ben-Porath et al. (2014) to environments in
which the principal’s ability to punish an agent is limited. These models differ from what I consider

here in that in their models each agent has only one-dimensional private information.

This paper is also somewhat related to the literature on costless or ex-post verification. Glazer and
Rubinstein (2004) can be interpreted as a model of a principal and one agent with limited but cost-
less verification and no monetary transfers. Mylovanov and Zapechelnyuk (2014) study a model
of multiple agents with costless verification but limited punishments. This paper differs from these
earlier studies in that each agent has two-dimensional private information, verification is costly and

there are monetary transfers.

In the literature discussed above, one can anticipate a priori the set of binding IC constraints, which

is no longer true here. Instead, I use new techniques for keeping track of binding IC constraints.
3.2. Model

There is a unit mass of a continuum of agents. There is a mass .S € (0, 1) of indivisible goods.®
Each agent has a private valuation of the good v € V' := [v,v] C R_, and a privately known budget
b € B := {by,b,}. I assume that b; > v and b, > 0.7 Thus, a high-budget agent is never budget
constrained in an individually rational mechanism. The type of an agent is a pair consisting of his

valuation and his budget: ¢t := (v, b); and the type spaceis T :=V X B.

%The model is also applicable to divisible goods when an agent’s per-unit value for the good is constant up to an upper
bound.

7All the results can be easily extended to any b, > 0. In the paper, I assume b; > v to make the statement more
concise.
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I assume v and b are independent. Each agent has a high budget with probability z and a low budget
with probability 1 — z. The valuation v is distributed with cumulative distribution function F and

strictly positive density f.

The principal can inspect an agent’s budget at a cost k > 0, and can impose a penalty ¢ > O.
Inspection perfectly reveals an agent’s budget.® I assume that the penalty c is large enough that an
agent never find it optimal to misreport his budget if he is certain he will be inspected. For the main
body of the paper, I assume that the penalty is not transferable. In Section 3.7.2, I study the case in
which penalty is transferable and show that all results hold in that case. For later use, let p := k/c.
As it will become clear, p measures the “effective” inspection cost to the principal. The cost to an
agent to have his report verified is zero. This assumption is reasonable if the goods are valuable to
agents and disclosure costs are negligible. In Section 3.7.3, I discuss what happens if it is also costly

for an agent to have his report verified.

The usual version of the revelation principle (see, e.g., Myerson 1979 and Harris and Townsend
1981) does not apply to models with verification. However, it is not hard to extend the argument to
this type of environment.® Specifically, I show in Appendix B.1 that it is without loss of generality
to restrict attention to direct mechanisms. Furthermore, I assume that the principal can only punish
an agent who is inspected and found to have lied about his budget. This assumption, however, is
not without loss of generality. I discuss what happens if the principal is allowed to punish an agent
without verifying his budget or to punish an agent who is found to have reported his budget truthfully

in Section 3.7.4.

A direct mechanism is a triple (a, p, q), where a : T — [0, 1] denotes the probability an agent obtains
the good, p : T — R denotes the payment an agent must make and ¢ : T — [0, 1] denotes the
probability of inspection. In this definition, I implicitly assume that payment rules are deterministic.
I discuss random payment rules at the end of this section and show that it is without loss of generality

to focus on deterministic payment rules.

8The paper’s results will not change if the principal cannot detect a lie with some probability.
See Townsend (1988) and Ben-Porath et al. (2014) for more discussion and extension of the revelation principle to
various verification models, not including the environment considered in this paper.
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The utility of an agent who has type ¢ := (v, b) and reports 7 is

a(fv — p(f) if b= b and p(f) < b,
ut,t) =4 a(®v — q(f)c — p(f) if b # band p(f) < b,

—00 if p(f) > b.

An agent has a standard quasi-linear utility up to his budget constraint, and cannot pay more than his

budget.

The welfare criterion I use is utilitarian efficiency. For why utilitarian efficiency is a reasonable

welfare criterion, see Vickrey (1945) and Harsanyi (1955). Given quasi-linear preferences, the total

value realized minus total inspection cost is an equivalent criterion.!® The principal’s problem is!!

max E, [a(t)v — q(H)k], P)
subject to
u(t) = u(t,1) >0, V1 €T, (IR)
u(t) > ud,t), Ve T,ie{feT|pd)<b}, (10)
pt)<b, VtET, (BC)
E, [p(t) — q(H)k] = 0, (BB)
E, [a(H)] < S. (S)

The individual rationality (IR) constraint requires that each agent gets a non-negative expected payoff

from participating in the mechanism. The incentive compatibility (IC) constraint requires that it is

10To see this, consider a feasible mechanism (a, p, q). Note that if (a, p, g) maximizes welfare, then (BB) must hold
with equality. Otherwise the principal can improve welfare through lump-sum transfers. Then the principal’s objective
function becomes
Elu()] = E[va(t) — p(1)] = E[va(r) — q(Dk],

where the last equality holds since (BB) holds with equality.
There are some subtle issues with a continuum of random variables. See Judd (1985). However, if we interpret the
continuum model as an approximation of a large economy, then Al-Najjar (2004) makes the limiting argument rigorous.
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weakly better for an agent to report his true type than any other type whose transfers he can afford.
The budget constraint (BC) states that an agent cannot be ask to make a payment larger than his
budget b. To be clear, note that (BC) follows from (IR). This budget constraint is the same as that
found in Che and Gale (2000) and Pai and Vohra (2014a), but different from Che et al. (2013a),
who use a per unit price constraint.!> I discuss the differences of the two frameworks in Section
3.7.1. The principal’s budget balance (BB) constraint requires that the revenue raised from selling
the goods must exceed the inspection cost. (BB) rules out the possibility that the principal can inject
money and relieve all budget constraints. Finally, the limited supply (S) constraint, which requires
that the amount of good assigned cannot exceed the supply. We say a mechanism (a, p, q) is feasible

if it satisfies constraints (IR), (IC), (BC), (BB) and (S).

Throughout the paper, I assume that S < 1 — F(b,) since otherwise the first-best can be achieved

via a competitive market. I also impose the following two assumptions throughout the paper.
. I-F . . .

Assumption 2 — is non-increasing.

Assumption 3 f is non-increasing.

Assumption 2 is the standard monotone hazard rate condition, which is often adopted in the mech-
anism design literature. This assumption ensures that allocating more good to agents with higher
valuations from those with lower valuations generates higher revenues for the principal. Assumption
3 says that agents are less likely to have higher valuations than to have lower valuations. These two
assumptions are also imposed in Richter (2015) and Pai and Vohra (2014a). These two assump-
tions are satisfied by some commonly used distributions such as uniform distributions, exponential

distributions and left truncation of a normal distribution.

I conclude this section with a discussion of random payment rules.

12This constraint is called ex-post budget constraint in Che et al. (2013a).
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3.2.1. Random payment rules

When defining a direct mechanism, I implicitly assume that the payment rule is deterministic. I
argue that this is without loss of generality. Consider a random payment rule p : T — A(R). Let
supp(p(?)) denote the supremum of payments in the support of p(¢). The utility of an agent who has

type t and report 7 is

a(®v — E[p(})] if b = b and supp(p(7)) < b,
wi.t) =1 a@v - q(dec - E[HH] if b # b and supp(5(?)) < b,
—0 if supp(p(f)) > b.

In other words, an agent suffers an unbounded dis-utility if his budget constraint is violated with a

positive probability. The IC constraints become
u(t) > u(i,1), Ve € T,i € {{ € T |supp(p(?)) < b}, (IC)

The principal’s objective function and all the other constraints remain intact.

By a similar argument to that used in Pai and Vohra (2014a), for any feasible mechanism (a, p, q),

one can construct another feasible mechanism (a, p, g) by setting

E[p(r)] — e with propability _b=ElP0]
b)) = B[O+

b with propability m’

for some ¢ > 0O sufficiently small. Furthermore, both mechanisms have the same welfare. Observe
that, under this construction, IC constraints corresponding to over reporting of budget are satisfied
“for free”. Given these observations, it is not hard to see that one can solve the principal’s prob-
lem (allowing for random payment rules) by restricting attention to deterministic payment rules but
relaxing IC constraints corresponding to the over reporting of budget. As I will show later, in the
optimal mechanism of 7 no low-budget agent has any incentive to over report his budget. Hence, it

is without loss of generality to focus on deterministic payment rules.
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3.3. Common knowledge budgets

As a benchmark, I first analyze the case in which all agents’ budget constraints are common knowl-
edge. This case can be viewed as the situation in which the principal can inspect an agent’s budget

for free (i.e., p = k/c = 0).

Since budgets are common knowledge, the IC constraints hold as long as for each b € B, no agent

has incentive to misreport his value:

a(l), b)U - p(l}v b) < a(ﬁ’ b)U - p(ﬁa b)’ VU’ D. (IC_V)

The principal’s problem becomes

max E; [a()v], (Pcp)
a,p.q
subject to (IR), (IC-v), (BC), (S) and
Elp®] =0, VteT. (BB)

By the standard argument, (IC-v) holds if and only if for all b € B, a(v, b) is non-decreasing in v and

v

p(v, b) = a(v, b)v — fU a(v, b)dv — u(v, b). Since a(v, b) is non-decreasing in v, the payment p(v, b)

is also non-decreasing in v. Hence, (BC) holds if and only if p(v, b) < b for all b.

Let y denote the characteristic function. The following theorem characterizes the optimal mecha-

nism.

Theorem 7 Suppose Assumption 3 holds, and budgets are common knowledge. There exist v (0),

03(0), u(0) and u3(0) such that an optimal mechanism of P is given by

a(v,by) = )({vzu’l*(O)}a*(o)’ p(v, b)) = I{UZU‘{(O)}(uT(O) + b)) — UT(O),

a(U’ bZ) = I{UZUE(O)}l’ p(l), b2) = X{UZU;}U;(O)a

where a*(0) = [u$(0) + by ] /v}(0), by < v}(0) < V}(0) < Vand 0 = u3(0) < u}(0) < v}(0) - by.
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In notations a*(0), Ul’f(O) and u?‘(O) (i =1,2), subscript i indicates the corresponding budget b; and

argument O indicates that this can be viewed as an optimal mechanism when p = 0.

As expected, when budgets are common knowledge, the two budget group can be treated separately.
Only low-budget agents receive positive cash subsidies aiming to relax their budget constraints:
u(v, b)) = u’lk(O) >0 = u;(O) = u(v, b,). There are two cutoffs: U’l“(O) < vg(O). All high-budget
agents whose valuations are above v3(0) receive the good with probability one. This allocation can
be implemented by posting a price v3(0) for high-budget agents, which is the efficient mechanism
when agents are not financially constrained. All low-budget agents whose valuations are above v7}(0)
receive the good with positive probability but are possibly rationed. The intuition for rationing is
familiar from the literature. Increasing allocations to low value agents reduces the payment of high

value agents and therefore “relaxes" their budget constraints.

Clearly, a high-budget agent whose value is below v7(0) has a strict incentive to misreport as a low-
budget agent since u(v, b;) > 0 = u(v, b,). A high-budget agent whose value is slightly above v7(0)
also has strict incentives to misreport as a low-budget agent:

v (u(v, b)) + b)) (v=0v(0)) b,

0 — b > Q) > max {v — v;(0),0} .

The last inequality holds for v > U’l“(O) sufficiently close to U’l“ (0). As it will become clear in Section
3.4.1, when budgets are agents’ private information and the principal does not inspect, to discourage
agents from under reporting their budgets, it must be that u(v, b;) = u(v, b,) and a high-budget agent
must receive the good with a probability no less than that of a low-budget agent who has the same

valuation.
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3.4. Privately known budgets

In this section, I analyze the case in which an agent’s budget is his private information. In this case,

IC constraints can be separated into two categories:

Misreport value: a(v, b)v — p(v, b) > a(D, b)v — p(D, b), Vv, D, b, (IC-v)

Misreport both: a(v, b)v — p(v, b) > X { p(o.by<b) (a(ﬁ, B)U —q(D, B)c — p(D, 13)) , Yu,0,b, b. (3.1

As I stated in the previous section, (IC-v) holds if and only if for all b € B, a(v, b) is non-decreasing
in v and p(v, b) = va(v, b) — /UU a(v, b)dv — u(v, b). The difficulty arises from (3.1). In what follows,

I first consider a relaxed problem by replacing (3.1) with the following constraint:
a(v, by)v — p(v, by) > a(d, by)v — q(0, by)c — p(D, by), Vv, D. (IC-b)

This relaxation formalizes the intuition that the principal’s main concern is to prevent high-budget
agents from falsely claiming to be low-budget agents. Later, I verify that an optimal mechanism of the
relaxed problem automatically satisfies IC constraints corresponding to over-reporting of budgets.

In other words, it also solves the original problem.

To summarize, the principal’s relaxed problem is
max E,[a(f)v — q(1)k], (P
a,p,a

subject to (IR), (IC-v), (IC-b), (BC), (BB) and (S).
3.4.1. No verification

In this section, I consider the case in which the principal does not inspect agents, i.e., ¢ = 0. In this
case, as will become clear in the discussion below, it is sufficient to consider two one-dimensional
deviations, which greatly simplifies the analysis. Although some of the results may be familiar, it

highlights the differences in my approach. Denote the principal’s problem in this case by P, ; and
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the corresponding relaxed problem by P]’V ;- As will become clear in Section 3.6, if the inspection
cost, k, is sufficiently high relative to the punishment, c, then it is optimal for the principal not to
use inspection. In particular, this is the case when the principal’s inspection cost is infinity (i.e.,

p=k/c= o).

Observe first that in this case (IC-b) holds if and only if (IC-v) holds and
a(v, by)v — p(v, by) > a(v, by)v — p(v, by), Vo. (3.2)
To see this, note that if (3.2) holds, then

a(v, by)v — p(v, by) > a(v, by)v — p(v, b;)

Z a(ﬁ’ b])U - p(ﬁ’ b])’

where the second inequality follows from (IC-v). Thus, it is sufficient to consider the two one-
dimensional deviations: only misreport value and only misreport budget. The above inequality says
that if a type (v, b,) agent has no incentive to misreport (v, b;), then he has no incentive to misreport
(0, by). This argument is not true when there is verification because it is possible that types (v, b;)
and (0, b,) are inspected with different probabilities. Instead, one must identify for each type (0, b;)
the high-budget type who benefits most from misreporting (9, b;) in the absence of inspection, which

determines the set of binding (IC-b) constraints.

Using the envelope condition, (3.2) can be rewritten as

u(v, b,) +/ a(v,by)dv > u(v, b;) +/ a(v, by)dv, Vo. 3.3)
1% 1%

If v = v, then (3.3) implies that u(v, b,) > u(v, by). If u(v, b,) > u(v, b;), then one can construct
another feasible mechanism by reducing cash subsidies to high-budget agents while increasing their
probabilities of receiving the goods, which generates the same welfare. Hence, it is without loss of

generality to assume that u(v, b;) = u(v, b,). This result is summarized in Lemma 2, and a complete
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proof can be found in the appendix.'3

Lemma 2 Suppose Assumption 3 holds, and the principal does not inspect agents. In an optimal

mechanism Ofpzlv it is without loss of generality to assume that u(v, b;) = u(v, b,).

I

One implication of Lemma 2 is that in an optimal mechanism agents receive positive cash subsidies
regardless of their budgets. This result contrasts the case of common knowledge budgets in which

only low-budget agents receive positive cash subsidies.

Next, I show that, for any given v, an optimal mechanism on average allocates weakly more resources
to high-budget agents whose valuations are below v than to low-budget agents whose valuations are

below v.

Lemma 3 Suppose Assumptions 2 and 3 hold, and the principal does not inspect agents. In an

optimal mechanism of P]’V > the allocation rule satisfies

/U a(v, b)) f(v)dv > /U a(v, b)) f(v)dv, Vu. (3.4)

Given Lemma 2, (3.4) follows immediately from (3.3) if v is uniformly distributed. Lemma 3 shows
that the result holds more generally for any distribution with non-increasing density. Using Lemmas

2 and 3, one can prove the following theorem, which characterizes the optimal direct mechanism.

Theorem 8 Suppose Assumptions 2 and 3 hold, and the principal does not inspect agents. There
exist Uf(oo), U;(oo), U;*(oo), u}k(oo) and u;(oo) such that an optimal mechanism of Py with no

inspection satisfies

a(U’ bl) = /Y{UZU*(oo)}a*(oo)’ p(U’ b]) = X{UZUT(“))}(”T(&) + b]) - MT(OO),
a(v, by) = )({UZU;(OO)}a*(oo) + X (o205 (c0)} (1 - a*(oo)) ,

PO b2) = K {30100y 15(00) F b1) + X (51 (eo) (1= @7(00)) 157(00) = u3(0),

BIt is immediate that u(v, b;) = u(v, b,) if one also requires that a low-budget agent has no incentive to misreport as a
high-budget agent.
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where
uf(oo)+ b
a*(c0) = —— :

[l

v ()

b < UT(OO) = U;(oo) < U;*(oo) <vand0 < u“f(oo) = u;(oo) < U’l‘(oo) —b,.

In notations a*(c0), v} (c0), v;*(oo) and u;(c0) (i = 1,2), subscript i indicates the corresponding

budget b; and argument co indicates that this can be viewed as an optimal mechanism when p = .

Not surprisingly the optimal allocation rule obtained here shares similar features with the one found
in Pai and Vohra (2014a).There are three cutoffs: UT(OO) = ué(oo) < U;*(OO). All high-budget agents
whose valuations are above v}*(co) receive the good with probability one. All low-budget agents
whose valuations are above v}(co) receive the good with positive probability but may be rationed.
In addition, high-budget agents whose valuations are in [U;(OO), v;*(oo)] are pooled with low-budget
agents whose valuations are at least vT(oo)(: U;(oo)). To understand this pooling, consider two
agents with the same valuation v, but different budgets b, > b;. Then (IC-b) implies that as long as
agent (v, b,)’s payment is less than b;, he must receive the good with the same probability as (v, b;)

does.

The proof of Theorem 8 follows a weight-shifting argument similar to that of Lemma 1 in Richter
(2015). Consider a feasible mechanism (a, p, 0) whose allocation rule is indicated by the two thick
dotted curves in Figure 2. One can construct another feasible mechanism (a*, p*, 0), whose allocation
rule is indicated by the thick solid lines, in the following way. Find a v} and shift the allocation mass
of low-budget agents from the region to the left of v to the region to the right of v7. The choice of
v} is uniquely determined so that the supply to low-budget agents remains unchanged. Let 0 denote
the minimum valuation of high-budget agents who receive the good with a probability of at least
a(v,b;) = a*(v, by). Find U; and U;* such that v; <0< U;*. Shift the allocation mass of high-
budget agents from the region to the left of v} to [0, 0] and from [, v]*] to the region to the right of
v;*. The choice of v} (and v}*, respectively) is uniquely determined so that the supply to high-budget

agents whose valuations are in [v, 0] (and [, v], respectively) remains unchanged. Finally, define

the new payment rule using the envelope condition. If f is “regular”, i.e., satisfies Assumptions 2
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Figure 2: Proof sketch of Theorem 8

and 3, then the new mechanism improves welfare and revenue while remaining affordable. Lemma 3
guarantees that v < v]. Thus, no high-budget agent has incentive to misreport his budget. It is easy
to see that one can further improve welfare by increasing v; and reducing v}. Hence, in an optimal

mechanism v’i‘(oo) = U;(OO).
3.4.2. The general case

I now turn to the general problem of the principal. Using the envelope condition, (IC-b) becomes

the following: For all v and 0,

u(v, by) + / a(v, by)dv > u(v, b)) + a(d, b)) (v — D) — q(D, by)c + / a(v, by)dv. (IC-b)

First, for each 0, I identify the type of high-budget agents whose gains from falsely claiming to be a
type (0, b)) agent are the largest. (IC-b) holds if and only if for each & € V', g(d, b;)c > sup, A(v, D),

where

A(v, D) = u(v, by) — u(v, by) — / a(v, by)dv + a(d,b)(v— D)+ / a(v,by)dv.

Since dA(v, 0)/0v = —a(v, by) + a(D, b;) is non-increasing in v, A(v, ) is concave in v and achieves

its maximum at v = v?(d), where

v!(0) = inf {vla(v, b,) > a(d, b))} . (3.5)
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a(-, by)
a('a bl)

Figure 3: The set of binding (IC-b) constraints

Suppose the allocation rules for both budget types are continuous in value v. Then the high-budget
agents who benefit most from falsely claiming to be (0, b;) are those who get the goods with the
same probability as type (0, b;) agents do. This point is illustrated by Figure 3, which plots an
allocation rule for high-budget agents, a(:, b,), and an allocation rule for low-budget agents, a(-, b;),

as a function of their valuations v.

Since the principal’s objective function is strictly decreasing in ¢, the optimal inspection rule satisfies
R 1 R
q(0, b)) = - max {O, A(vd(u))} . 3.6)

Note that v(-) is defined using the allocation rule. As a result, one cannot anticipate, a priori, which
(IC-b) constraint binds. Furthermore, (IC-b) constraints are frequently binding not only among local
types. These difficulties are inherent in all multidimensional problems, and as a result the existing

approaches in the mechanism literature do not apply to this problem.!4

In order to keep track of the binding (IC-b) constraints, we solve the principal’s problem by approx-

M

| = v and

imating the allocation rule using step functions. Fix M > 2. Letv = U(l) < vi <<
0=a"<a' <a® < <aM < aM*! = 1. Suppose the allocation rule for type b, agents takes M

distinct values: a(v,b;) = a™ if v € (v’l"_l, v’l") form =1,..., M. The next lemma shows that the

14See Rochet and Stole (2003) for a survey on multidimensional mechanism design problem.
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Figure 4: Proof Sketch of Lemma 4

optimal allocation rule for type b, agents can take at most M + 2 distinct values: a°,a!, ..., aM+!,

Lemma 4 Suppose Assumptions 2 and 3 hold. Suppose a(v,b;) = a" if v € (v’l"_], vy) for m =
1,..., M. Then there exists v < vg < Ué <. <L Ué"f < U such that an optimal allocation rule for b,

satisfies a(v, by) = a" ifv € (U’z"_l,u'z")form =1,....M,a(v,b,) =0ifv < Ug and a(v,b,) = 1 if

M
5 -

v>U
The proof of Lemma 4 is similar to that of Theorem 8 and illustrated by Figure 4, where the allocation
rule for low-budget agents (the solid red line) takes three distinctive values: a' < a> < a*. Consider
a feasible allocation rule for high-budget agents indicated by the dotted blue curve. Suppose there
exist a payment rule and an inspection to be used in conjunction with the allocation rule so that the
resulting mechanism is feasible. For ease of exposition, suppose a(-, b,) is continuous and let 7'
be such that a(ﬁ?, b)) = a™ form = 1,2,3. For each m = 1,2, 3, find U’Z” and move the allocation
m am+l 4

07, where f)z

mass of high-budget agents from [07', vJ'] to [v]', 07 = v. The choice of v}’ is uniquely

determined so that the supply to high-budget agents whose value is in [07, ﬁ;"”] remains unchanged.
Redefine the payment rule using the envelope condition and let the inspection rule remain the same.

One can verify that the new mechanism is feasible and clearly improves welfare.

M

L =0

We say an allocation rule a is an M -step allocation rule if there exist v = U? < u} <<
v<v) vl < <o <Tand0=a’ <a' <a® <o <aM < oMt =1 for some M > 2

such that a(v, b)) = a™ if v € (U’l"_l,v’l") form=1,...,M and a(v,b,) = a™ if v € (U?‘l,vg’)
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form=0,1,...,M + 1. Lemma 4 shows that it is without loss of generality to focus on M -step-

allocation rules among all step allocation rules.

Consider a mechanism using a M -step allocation rule. It is easy to see that for v € (v’l"_l, ul'), the

m—1

type b, agents who benefit most from falsely claiming to be type (v, b, ) have valuations v¢(v) = vy

Hence, we can keep track of the binding (IC-b) constraints by keeping track of the jump points of the
allocation rule. In this case, the optimal inspection rule satisfies g(v, b;) = g™ forall v € (U’l”_l, U’l”)

and

= %max {0’ u(v, by) — u(v, by) + Zl(af - aj—‘)(vé—l _ u{—l)} 3.7)
=

form=1,..., M.

Consider the principal’s problem (P’) with two modifications:
max E,[a(t)v — q(2)k], (P'(M,d))
a’p’q

subject to (IR), IC-v), IC-b), (BC), (S),

a is a M’-step allocation rule for some M’ < M,

Elp(®) — q(H)k] = —d. (BB-d)

The second modification is to relax the government’s budget balance constraint by d > 0. As it will
become clear later, any feasible mechanism of P’ can be approximated arbitrarily well by a feasible

mechanism of P’'(M, d) for M sufficiently large and d sufficiently small.

Next, I show that in an optimal mechanism of P’/(M, d), in the absence of verification, either no
high-budget agent has incentives to misreport as low budget, or all high-budget agents weakly prefer

to misreport as low budget.

Lemma 5 Suppose Assumptions 2 and 3 hold. An optimal mechanism of P'(M, d) satisfies one of

the following two conditions:
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(Cl) Forallm=1,..., M,

u(v, b)) —u(v. by) + Y (@ —a WS =0 > 0. (3.8)
j=1

(C2) Forallm=1,..., M,

u(v, by) = u(v, by) + Y@ = H@ " — v <0. (3.9)
Jj=1

The basic intuition underlying Lemma 5 is as follows: As long as a mechanism satisfies neither (C1)
nor (C2), one can strictly improve welfare by adjusting the allocation rule in regions in which high-
budget agents find it strictly optimal to report their budgets truthfully. I provide only a proof sketch

of Lemma 5 here. The full proof can be found in the appendix.

Proof Sketch. The proof is by contradiction. Let (a, p, g) be a feasible mechanism, where a is a M -
step allocation rule. Suppose (a, p, q) satisfies neither (C1) nor (C2). I show that one can construct
another feasible mechanism (a*, p*, ¢*), which strictly improves welfare and satisfies one of the two
conditions. Furthermore, a* is a M’-step function for some M’ < M. I break the proof into two

steps.

Step 1. I show that it is without loss of generality to assume that (3.8) holds for m = 1. Suppose, on

the contrary, that u(v, by) —u(v, b,) + al Ug < 0. Then there exists m > 1 such that Ug’"l - U’l”,‘1 <0

m—1

for all m’ < m and 1)'2"'1 — U]

> 0. One can construct another feasible mechanism by redirecting
cash subsidies from high-budget agents to low-budget agents, and shifting the allocation mass from
low-budget agents in [v’l"‘l, 17’1"‘1] to high-budget agents in [ﬁg’_l, vg’_l] for some 0’1"‘1 < 17’1"‘1 <

~m—1 m—1
0, sz .

Step 2. Suppose u(v, b)) — u(v, by) + alvg > 0. There exists m > 1 such that (3.8) holds for all
m' < m and

u(v,by) = u(w, by) + Y (@ =N =0T <.
j=1
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ml<Um1

It must be the case that v For ease of exposition, assume that v’ > v’z"'l.ls One can

construct another feasible mechanism by either shifting the allocation mass from high-budget agents

!, 9] to high-budget agents in [0, vy'] for some v~ I < © < u™, or shifting the allocation

1 m
in [v] 2 2>

mass from high-budget agents in [U’z"'l, o1

51t low-budget agents in [5'1”' , U’l"'l] for some v~ ! <

2 =

~m—1 ~m—1 m—1
U, 51)1 51)1 .

If (C2) holds, then the optimal inspection rule is ¢ = 0. The optimal mechanism of P’ in this case,
which is characterized in Section 3.4.1, is a feasible mechanism of P’(M, d) and satisfies (C1) with

equality. Thus, I can conclude that an optimal mechanism of P’(M, d) satisfies (C1).
Corollary 5 Suppose Assumptions 2 and 3 hold. An optimal mechanism of P'(M , d) satisfies (C1).

Hence, an optimal inspection rule satisfies g(v, b;) = g™ forall v € (v'l"_l, vl'), where

q" = % [u(g, by) —u(v,by) + Y (@ —a W)™ - u{‘l)] (3.10)

j=1

form = 1,..., M. Now the principal’s problem P’(M, d) can be written as follows, where the Greek

letters in parentheses denote the corresponding Lagrangian multipliers.

M+1

do+ (1 — d
u(y,brlr)l,ilgz,bz), / avf(v)dv + ( 7:)2/ a”vf(v)dv
{am}M { m}M—l {Urzn}M_O

—(1 - )= Z/ lu(v b)) — u(v, b2)+2(af s (v 1)] f(v)do,

j=1

5Tn the appendix, I break the proof in three steps. I consider the case in which U;"_l < UQ” in Step 2 and the case
vp~t = v} in Step 3.
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subject to

M+1 M
7 ) a"F@)) - FOy )+ (1 —m) ), a"[FW) - FW)™)1 < S,
m=1 . m=1
au}=t = N @] -] —u(. b)) < by,
j=1
< [ 1 - F(v)
— (1 = mu(v, b))+ (1 - n); /UT‘I a" [U - W] f(v)dv

M+1 o _
—mu(v, b))+« ,; /u;"-l a” [U — %] f(w)dv > —d,

H(E, b]) 2 O, M(E, b2) Z 0,

u(v,b) = u(. b)) + (@ = HW " =20, m=1,.... M,
j=1

0=d"<a' << <a¥ <aM =1, @, ...
E=U?SU%S --SU{”:E,

0 1 M - 0
VXU, S0, <+ S0, SV (rys ---

7l

M
1

(h)

()

(4
(&156)
(u™)
aM+1)

i

+1)

To solve this problem, I first show that in an optimal mechanism of P’/(M, d), the inspection proba-

bility is non-decreasing in a low-budget agent’s reported value:

Lemma 6 Suppose Assumptions 2 and 3 hold. In an optimal mechanism of P'(M , d), Ué - Ui > 0.

Suppose in addition that V(M ,d) > V(M — 1,d) for M > 3, then

1_ 1
> >0, -0, 20.

As a result, the inspection probability in an optimal mechanism of P'(M, d) is non-decreasing in

reported value, i.e., gM > ... > q1 > 0.

To understand the intuition behind the monotonicity of inspection probability, consider a low-budget
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agent and a high-budget agent both receiving the good with probability a™. Let p!" and p;' denote
their payments respectively. The difference in their payments, to which the inspection probability is

proportional, is

m
Py = = (. by) —u. by) + Y (@ —aH] =,
j=1

Clearly, this difference is non-decreasing in m since v~ — 0'1”'1

4 > 0. Suppose, on the contrary,

that ¢"~! > ¢™. Then the principal can shift allocation from low-budget agents in [v’l”_z, U’l”_l] to
low-budget agents in [v’l"_l, v"], which clearly improves allocation efficiency and revenue. This shift

also strictly reduces inspection cost because more low-budget agents are inspected with probability

g™ rather than ¢"~! and ¢! > ¢".

The inequality constraints corresponding to u™’s in P’(M, d) are non-negativity constraints on in-
spection probabilities. As shown in Lemma 6, in an optimal mechanism of P’(M, d), the inspection
probability is non-decreasing in a low-budget agent’s reported value. As a result, it is sufficient to

consider the inequality constraint corresponding to '
1,0 _ .0
u(v, b)) —u(v, b)) +a (v, —vy) 2 0.

Note that for fixed jump discontinuity points v!"’s, the principal’s problem P’(M, d) is linear in
u(v, by), u(v, b,) and a"’s. Hence, an optimal solution can be obtained at an extreme point of the
feasible region. The monotonicity of inspection probability implies that in addition to the mono-
tonicity constraints on a™’s there are only finitely many other constraints binding. As a result, for an
M sufficiently large, there are finitely many distinct a™’s in an optimal mechanism. More formally,
let V(M, d) denote the value of P'(M,d). Then V(M,d) = V(M — 1,d) for M sufficiently large.
This result still holds if I replace (BC) with a per-unit price constraint, as shown in Section 3.7.1. If I
impose only (BC), then I can further prove that in an optimal mechanism of P’(M, d) the allocation

rule is a 2-step allocation rule, i.e., V(M,d) =V (M — 1,d) for M > 3.

Lemma 7 Suppose Assumptions 2 and 3 hold. Then V(M ,d) =V (2,d) forall M > 2 and d > 0.
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Furthermore, for all M > 2, in an optimal mechanism of P'(M, d) the allocation rule is a 2-step

allocation rule.

Proof Sketch. I provide a proof sketch of Lemma 7. Assume, for ease of exposition, that

u(v, by) = u(v, by) + a' (V) = v}) > 0, (1)

—_ 0 1 M _ — 1 M

v=0v<v; < <ol =D, (s

0 1 M _ — 0 M+1

0<v,<v, < <0y <w. (;/2,...,3/2 )

Then y! = - = uyM =0, 7/11 = = yf” = 0 and y21 = . = yé‘“l = 0. The first-order conditions

forv’l" andvg’ (m=1,...,M —1)are

(1= 1) [(B = " = AN F @) + (1 + Dpll = FWM] + (1 + Dp@] — oM f W] —n =0,

7(f — 0 — A@(WI)f (W) — (1 — m)(1 + Dp[1 = FWM] =0,

where p(v) := v — [1 — F(v)]/f(v) denotes the virtual value function. I show in the appendix
that If f is “regular”, which is to say that it satisfies Assumptions 2 and 3, then the above system of
equations has at most one solution. This result is illustrated by Example 2. Hence, I can conclude

that V(M,d)=V(2,d). m

Example 2 Let v be uniformly distributed on [0, 1] and p < ”;L_—; Then the first-order conditions

forviand v7 (m=1,....M - 1)

A=) [f+ 2+ L+ Dp—(1+22+ 21+ D)o + (1 + Dpvl] —n =0, 3.11)

2B+ A) = (1= )1+ Dp+ (1= 1)1+ v — (1 + 20" = 0. (3.12)

Given f, n and 4, (3.11) and (3.12) define U’Z" as functions of U’l", denoted by g, and g,, respectively.
Then
1+24 (1-m)(d+Ap

W =2+ > =g/ (U").
&i(7) A+ miran &l
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This inequality implies that g, can cross g, at most once from below. Hence, (3.11) and (3.12) have

at most one solution.

The main result of this section is Theorem 9, which characterizes an optimal mechanism of the
original problem P. In particular, I show that an optimal mechanism of P’(2,0) is also an optimal
mechanism of 7. In other words, in an optimal mechanism of P, the allocation rule is a 2-step

allocation rule.

Let V' denote the value of P’. We prove Theorem 9 by first showing that for any d > 0 there exists

‘M(d) > 0 such that for all M > M(d)

V-VM,d)<(1-=) +p)@.
M
The proof is by construction. Fix d > 0 and an integer M > ‘M(d). 1 can construct a feasible
mechanism of P’/(M, d) that possibly violates (BB) by at most d and generates welfare which is
atleast V.— (1 —z)(1 + p)E[v]/M. By Lemma 6, V — V(M,d) =V - V(2,d) < (1 —=z)(1 +
k/c)E[v]/M foralld > 0 and M > M(d). Fixing d > 0 and taking M to infinity yields V' <
V' (2,d) for all d > 0. By definition, V' > V' (2,0). Hence, V' = V' (2,0) by the continuity of V' (2, -).
Thus, an optimal mechanism of P’ also solves P’. It is easy to verify that an optimal solution to
P’(2,0) satisfies (IC) constraints corresponding to agents over reporting their budgets and therefore
solves P. Finally, I show that vg = v and a* = 0 in an optimal mechanism. Let a*(p) = a°,
vi(p) = vy, Ui(p) = v}, U3 (p) = U%, wi(p) = u(v,by) and u}(p) = u(v,b,), then an optimal

mechanism is characterized by the following Theorem 9.

Theorem 9 Suppose Assumptions 2 and 3 hold. There exist a*(p), Ul*(p), U;(p), U;*(p), u’i‘(p) and
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u;(p) such that an optimal mechanism of P is given by

a(v, 1) = X201} @ (P)s PO DY) = X (150} @ ()] (P) = U (p),
q(v, b)) = % [X{Uzvf(p)}a*(p) (v3(0) — Vi (p)) +uj(p) — u;(p)] :

a(v.02) = X202 @ )+ X{uzz-p) (1= " (0)).

PO b2) = X {20, @ (OIO3(0) + X {3y (1 = () 057 (0) = 5 (p).

q(v, by) =0,

where a*(p) = [u(p) + by | /v (p), v < V¥(p) < V5(p) < U3 (p) £ T, 0 < a*(p) < 1 and ul(p) >

uy(p).

In notations a*(p), v} (p), U;*(p) and u?(p) (i = 1,2), subscript i indicates the corresponding budget
b; and argument p indicates their dependence on p. In an optimal mechanism, low-budget agents
receive more cash subsidies (as in the case of common knowledge budgets), but high-budget agents
may also receive strictly positive cash subsidies (as in the case of private budgets without inspection).
There are three cutoffs: UT(p) < v;(p) < vz*(p). All high-budget agents whose valuations are above
v;*(p) receive the good with probability 1. All low-budget agents whose valuations are above v} (p)
receive the good with positive probability but may be rationed. Similar to the case of private budgets
without inspection, some high-budget agents (whose valuations are in [U;(p), vé*(p)]) are pooled
with low-budget agents. However, UT(p) < Uz(p). This difference between vT(p) and v;(p), together
with budget dependent cash subsidies, creates an incentive for high-budget agents to under report
their budgets. All agents who report low budgets are inspected with non-negative probability and

those who receive the goods are more likely to be inspected.

I note here that if p = 0, then u;(O) = 0 and v;(O) = v;*(O), which is the case in Theorem 7. If
p = oo, then u’l“(oo) = uﬁ(oo) and UT(OO) = U;(OO), which is the case in Theorem 8. To simplify
notation, in what follows, I suppress the dependence of uT, u;, UT, U;, v;* and a* on p whenever it is

clear.
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Theorem 9 also greatly simplifies the analysis. Now the principal’s problem can be reduced to:

v2 v v
max 7« / ’ avf(v)dv + / vf(wydv| + (1 - 7[)/ a®vf(v)dv
u(v,by),u(v,b,), vl v} !

1,1,2
az,vl,vz,v2

—(1 - ”)g [u(v, b)) — u(v, by)] F(vy) — (1 - n)é / 1 [u(v, b)) — u(v, by) + a*(v) — v))] f(v)dv,

subject to
ma* [F(v3) — F)] + 7 [1 - F@))] + (1 - n)a’[1 — FoD)] < S, #)
a’v; —u(v.b) < b, ()
— (1= mu(v, b)) + (1 - x) /vi e [U - %} f(v)do

—-(1- 7[)% [u(v, b)) — u(v, by)] F(v]) — (1 — n)é /1 [u(v, b)) — u(v, b)) + a*(v} — v})] f(v)dv

— zu(v, by) + 7 / f a’ [u - %} f)dv+ / ; [v - %} f(v)dv >0, )
u(v, by) =2 0,u(v, by) > 0, (¢1,62)
u(v, by) —u(v, by) 2 0, (u')
u(v, by) — u(v, by) + >, — v}) > 0, (u?)
0<a<d=1, (%, %)
v<u <7D, (7D
vl <2< (r3:73-73)

Furthermore, the optimal mechanism is unique. Suppose, on the contrary, that there are two optimal
mechanism. Since P’ is linear in (a, p, ¢),'® the convex combination of these two optimal mech-
anisms is also optimal. However, the convex combination of two 2-step allocation rules is not a
2-step allocation rule in general, which cannot be optimal by Lemma 4. Hence, there exists a unique

optimal mechanism.

19P’(2,0) is not linear in u(v, b, ), u(v, b,), @, v}, v} and v2.
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Corollary 6 Suppose Assumptions 2 and 3 hold. There exists a unique optimal mechanism of P.

Furthermore, u’lk, u; UT, U;, U;* and a* are continuous in k, ¢, n, by and S.

3.4.3. Subsidies in cash and in kind

I complete this section by a discussing subsidies in cash and in kind. In the optimal mechanism,
compared with the high-budget agents who do not receive the goods, high-budget agents whose
valuations exceed v3* receive the good with probability 1 by making an additional payment a*v] +
(1-a*)v3*. All high-budget agents whose valuations lie in [v], v*] receive the good with probability
a* by making an additional payment a* v, which is an in-kind subsidy. In the literature, the value of
an in-kind subsidy is often measured by its market value. In this paper, I do not model the private
market explicitly, so I use the additional payment, a*v; + (1 — a*)v5*, made by high-budget high-
value agents as a measure of “price”. Then the amount of in-kind subsidies offered to a high-budget

agent is a* [a*u§ +(1 - a*)U;*] — a*v;. Note that high-budget agents do not receive any in-kind

kok

subsidies if U; =v3,

as in the case when budgets are common knowledge. Similarly, the amount of
in-kind subsidies offered to a low-budget agent is a* [a*v§ +(1- a*)vz*] — a*v}. The difference in

in-kind subsidies offered to the two budget types is a*(v; — v7}).

In-kind subsidies are widespread around the world. The conventional wisdom rationalizing the
prevalence of in-kind subsidies is paternalism. A more recent justification is based on the idea that
agents have private information about their financial constraints, and governments cannot accurately
identify low-budget agents in need of help. As a result, in-kind subsidies will be part of a surplus-
maximizing mechanism as it is less susceptible to mimicking by high-budget agents. One difficulty
with this justification is that, in many transfer programs, governments first “verify income, and then
give benefits in kind, which would seem to rule out self-targeting as the primary reason for supplying
benefits in-kind”.!” Moreover, governments “generally expend considerable resources determining
eligibility”.!® In this paper, I formalize the idea that governments can verify agents’ private infor-

mation about their financial constraints via a costly procedure, and show that in such an environment

7Currie and Gahvari (2008)
18Currie and Gahvari (2008)
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the optimal mechanism still makes use of both cash and in-kind subsidies.
3.5. Implementation

In this section, I provide one simple implementation of the direct optimal mechanism character-
ized in Section 3.4. This implementation exhibits some of the features of Singapore’s housing and

development board (HDB).

Consider the following random assignment with regulated resale and cash subsidy (RWRRC) scheme,

which consists of two stages.

1. In the first stage, each agent reports his budget. Agents who report low budget are inspected
with a probability of (u} — u3)/c. The principal offers cash subsidies u}" to low-budget agents
and u; to high-budget agents. The principal also offers low-budget agents the choice of par-
ticipating in a lottery at price pi := a*v} and high budget agents the choice of participating
in the same lottery at price p; := a*vj. The principal distributes the goods randomly with
uniform probability among all participants of the lottery. Each participant receives one unit

of good with a probability no more than a*.

2. In the second stage, the resale market opens, in which agents can purchase goods from each

other and the principal if not all the goods are distributed in the first stage. The per-unit sales

taxes are rf = U;* -

sk

v} for low-budget sellers and 7} := 0]

v; for high-budget sellers.
Agents who report low budget in the first stage and choose not to sell the good in the second

stage are inspected with probability (v5 — v})/c.

Let a denote a lottery participant’s expected probability of receiving the good in the first stage, and
p® denote the expected price a buyer pays in the second stage. Assume without loss of generality
that p* > b, so that a low-budget agent cannot afford it. Consider a low-budget agent whose type is
(v, by) and who reports his budget truthfully. Then his payoff is u7 if he does not enter the lottery. If

he buys the lottery, there are two possibilities. If he keeps the good when he receives it in the first
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stage, then his payoff is u} + av — a*v}; otherwise his payoff is
uy — a*vi +a(p* — v3* +v)).

Clearly, in the second stage, it is optimal for him to keep the good if and only if v > p* — 03" + v7].

In the first stage, it is optimal for him to purchase the lottery if and only if
amax {U,ps - vy + UT} > a*v].

Similarly, consider a high-budget agent whose type is (v, b,) and who reports his budget truthfully.
It is easy to see that if it is optimal for an agent not to buy the lottery in the first stage, then it is also
optimal for him not to buy the good in the second stage. If it is optimal for an agent to sell the good
he receives in the first stage, then it is optimal for him not to buy the good in the second stage when
he does not receive it in the first stage. Then his payoff is u} if he does not buy the lottery. If he buys
the lottery, there are three possibilities. If he buys the lottery, keeps the good when he receives it

and buys it when he does not receive it, his payoff is
wy —a*vy +av+ (1 —a)v - p');

if he buys the lottery, keeps the good when he receives it and does not buy when he does not receive
it, his payoff is u + a*(v — v7]); if he buys the lottery and sells the good when he receives it, then his
payoff is
uy —a‘vy +a(p® — vy +vj).

Clearly, in the second stage, it is optimal for him to keep the good if and only if v > p* — v3* + v}
and buy the good if and only if v > p®. In the first stage, it is optimal for him to purchase the lottery
if and only if

amax {U,ps - U;* + U;} >a*v

%
2

Hence, in the second stage, the demand of the goods is #(1 — a) [1 — F(p*)] and the supply of the
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goods is

E
(lUl

a*vt
R B e |
a a

It is not hard to verify that a = 4" and p* = v}* is the unique equilibrium.!” Note that in this

equilibrium, an agent is indifferent between not buying the lottery, and buying the lottery but selling
the good when he receives it. All low-budget agents whose valuations are above v} strictly prefer to
participate in the lottery and keep the good they receive. All high-budget agents whose valuations
are above v] strictly prefer to participate in the lottery and keep the goods they receive. In addition,
all high-budget agents whose valuations are above v5* will buy the goods in the second stage if they

do not receive any in the first stage. These arguments prove the following result.

Proposition 1 Suppose Assumptions 2 and 3 hold. The optimal mechanism is implemented by

RWRRC with v < vi < v5 < 03" < v, uj 2 u) and 0 < a* < 1 given by Theorem 9.

If inspection is sufficiently costly or the principal cannot inspect agents, then in the RWRRC scheme

| = u; and the same price pj = p} in the first

agents receive the same amount of cash subsidies u] 5

stage and face the same sales taxes 7} = 7 in the second stage regardless of their budgets. This is
consistent with the findings in Che et al. (2013a). If inspection is not too costly, then the principal
provides financial aids to low-budget agents (v} < u3, p; = pj) in the first stage and discourages

them from reselling by imposing a higher sales tax in the second stage.

This implementation exhibits some of the features of Singapore’s HDB. HDB develops new flats
and sells them to eligible buyers.?’ Buyers can purchase new flats directly from HDB or resale flats
from existing owners in the open market. Buyers must have resided in their flats for a period of time,
referred to as the minimum occupation period (MOP), before they are eligible to resell or sublet their

flats. Buyers of resale HDB flats can apply for a CPF housing grant, which is a housing subsidy to

19Clearly, for each a, there is a unique p* such that demand is equal to supply in the second stage. By construction,
a < a*. Suppose a < a*, then the market clearing condition in the second stage implies that p* < v3*. This implies that
a low-budget agent buys the lottery only if v > v} and a high-budget agent buys the lottery only if v > v3, which in turn
implies that a = a*, a contradiction. Hence, a = a* and p* = v}".

2090% of HDB flats are owned by their residents. The remainder are rental flats for people who cannot afford to
purchase the cheapest form of HDB flats despite financial aid.
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Table 1: Minimum occupation periods (MOP) of housing and development board (HDB) flats

Types of HDB flats MOP
Sell Sublet
Resale flats w/ Grants | 5-7 years | 5-7 years

Resale flats w/o Grants | 0-5 years | 3 years

Sources. — Sell: http://www.hdb.gov.sg/cs/infoweb/residential/selling-a-flat/eligibility; and Sub-
let: http://www.hdb.gov.sg/cs/infoweb/residential/renting-out-a-flat-bedroom/renting-out-your-flat/
eligibility.

help eligible households. HDB flats purchased with CPF housing grants are subject to longer MOPs

as illustrated by Table 1.
3.6. Properties of the optimal mechanism

Having derived the optimal mechanism, I would like to investigate the following questions. Is it
optimal for the principal to limit the supply of goods? When can the first-best outcome be achieved?
What is the effect of a decrease in verification cost as, for example, a government’s bureaucratic effi-
ciency improves? What is the effect of an increase in the supply as, for example, a government builds
more houses? What if agents become less budget-constrained? This loosening of constraints could
happen as more agents are admitted into the formal financial system (x increases) or if their wealth in-
creases as the economy grows (b, increases). What if the principal becomes less budget-constrained
as a government increases expenditures on transfer programs? In what follows, I investigate each of

these questions in turn.
Firstly, I show that it is not optimal for the principal to limit the supply of goods.
Proposition 2 Suppose Assumptions 2 and 3 hold. In an optimal mechanism, (S) holds with equality.

This result is straightforward if agents are unconstrained. However, it is not immediate from the
principal’s concern for efficiency if agents are budget-constrained. Recall that the principal also has
a budget constraint, and this constraint may cause her to restrict supply. To see why, consider the
extreme case in which low-budget agents have no money, i.e., b; = 0. In this case, the principal

needs to raise all money from selling to high-budget agents. On the one hand, as she increases the
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amount of goods sold to high-budget agents, the revenue will start declining at some point. On the
other hand, increasing the amount of goods allocated to low-budget agents raises the inspection cost.
Thus, it is not obvious that in an optimal mechanism all the goods are distributed to agents. In the
proof of Proposition 2, I show that if not all the goods are distributed to agents yet, then the principal
can increase the amount of goods allocated to high-budget and low-budget agents simultaneously.
For an appropriately chosen allocation rule, the resulting mechanism is feasible and strictly improves

welfare.”!
Secondly, I give a necessary and sufficient condition under which the first-best is achieved.

Proposition 3 Suppose Assumptions 2 and 3 hold. The first-best is achieved if and only if S > S (by),
where S(b,) is the solution to

by —v*F(*)=0
with v* = F~Y(1 — S). Furthermore, S'(bl) is strictly decreasing in b,.

Intuitively, the first-best is achieved if the supply of the good is abundant or agents have ample bud-
gets. Note that the condition given in Proposition 3 is independent of inspection cost k, punishment
¢ and the percentage of high-budget agents z. This is because when the first-best is achieved, agents
of both budget types receive the same amount of cash subsidies and the same allocation rule, and
the inspection probability is zero. For the rest of this section, I assume that the first-best cannot be

achieved, i.e., S < S(b)).

Thirdly, T study the impact of changes in effective inspection cost (p = k/c), supply (.5), budget
(b)) and the percentage of high-budget agents (x) on the optimal mechanism as well as welfare.
The optimal mechanism is characterized by uj, uj, v], v3, v3* and a*, which (together with the
corresponding Lagrangian multipliers) are solutions to a system of non-linear equations. As a result,
itis hard to perform all comparative statics analysis analytically. In what follows, I give some analytic
results for extreme cases such as when effective inspection cost is sufficiently large and explore the

intermediate case numerically.

21T thank Michael Richter for suggesting this proof.
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Figure 5: The impact of an increase in effective inspection cost (p) on cash subsidies, allocation,

inspection and welfare. In this numerical example, v is uniformly distributed on [0, 1], S = 0.4,
b; =02, 7=0.5and p € [0,0.2].
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in-kind subsidies. In this numerical example, v is uniformly distributed on [0, 1], S = 0.4, b; = 0.2,
7 =0.5and p € [0,0.2].

Effective Verification Cost (p). Intuitively, as verification becomes more costly (p increases), the
principal tends to inspect agents less frequently in the optimal mechanism. To maintain incentive
compatibility, the principal needs to reduce the differences in cash and in-kind subsidies offered to
agents with different budgets. Proposition 4 shows that, for a large p, agents of both budget types
receive the same amount of cash subsidies. Eventually, for p sufficiently large, verification is never
used. The two lower bounds given in Proposition 4 are not tight, as illustrated in the numerical ex-
ample in Figure 5. If v is uniformly distributed, then one can further prove that, for fixed punishment
¢, the verification probability is non-increasing in verification cost k. However, the change in total

verification cost may not be monotonic as illustrated by Figure 5c.
Proposition 4 Suppose Assumptions 2 and 3 hold.

1. Ifp > ﬁ, then agents of both budget types receive the same amount of cash subsidies, i.e.,

sk __ %
ul—uz.

ra

2. There exists p < Sa=n)

such that the verification probability in an optimal mechanism is zero,
i.e.,, q(v,b) = 0 forall v and b, if and only if p > p. Furthermore, the total welfare is strictly

decreasing in p over [0, p] and constant in p over [p, ).
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3. If v is uniformly distributed, then the verification probability is non-increasing in k.

Figure 5 plots the impact of an increase in effective verification cost (p) on cash subsidies, allocation,
verification and welfare in a numerical example. It is straightforward that an increase in p reduces the
total welfare but its impacts on different budget types are different. Verification allows the principal
to more accurately target low-budget agents and improves their welfare. As a result, as p increases,
the welfare of low-budget agents declines while that of high-budget agents rises, as seen in Figure

5d.

More interestingly, the optimal mechanism makes use of both cash and in-kind subsidies, and the
change in verification cost affects that mechanism’s reliance on each of them as shown in Figure 6.
If p is sufficiently small, then the principal helps low-budget agents mainly by offering them more
cash subsidies. As p increases, the difference in cash subsidies declines but the difference in in-kind
subsidies increases. This is because even though cash subsidy is more efficient in the sense that it
does not introduce any distortion in allocation, it is more expensive in terms of verification cost.
Cash subsidy is attractive to everyone regardless of their valuations. In contrast, in-kind subsidy
is attractive only to agents whose valuations are high enough. Eventually, the difference in in-kind

subsidies also declines as verification becomes sufficiently costly.

Supply (). The impact of an increase in the supply (.5) on the optimal mechanism is complicated.
On the one hand, the principal becomes less budget constrained, and can direct more subsidies to
low-budget agents and inspect them more frequently. On the other hand, low-budget agents also
become less budget constrained as S increases,>? which reduces the needs to subsidize and inspect
them. As shown in Propositions 4 and 5, for sufficiently large and small .S, agents of both budget

types receive the same amount of cash subsidies.

Proposition 5 Suppose Assumptions 2 and 3 hold. If S is sufficiently small, then agents of both

L —

1 u

budget types receive the same amount of cash subsidies, i.e., u 5

22 Asin Section 3.4.3, T use the additional payment a* U5 +(1—a")v;* made by a high-budget high-valuation agent a mea-
sure of “price”. Then this price generally declines as .S increases and low-budget agents become less budget constrained
in the sense that the gap between this price and their budgets shrinks.
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Figure 7: The impact of an increase in the supply (.5) on cash subsidies, allocation, verification and

welfare. In this numerical example, v is uniformly distributed on [0, 1], p = 0.08, b; = 0.2, # = 0.5
and S € [0,0.6].
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by a high-budget agent who receives the good with probability one. In this numerical example, v is
uniformly distributed on [0, 1], p = 0.08, b; = 0.2, z = 0.5 and S € [0, 0.6].

These effects can also be seen in Figures 7 and 8, which plot the impact of an increase in the supply
(S) on cash subsidies, allocation, verification and welfare in a numerical example. Specifically,
Figure 8a plots the differences in cash and in-kind subsidies between high-budget and low-budget
agents. If S is sufficiently small, then agents receive the same amount of subsidies regardless of
their budgets. As S increases, the principal raises first the difference in in-kind subsidies and then
that in cash subsidies. This order occurs because it is less expensive to target only low-budget high-
valuation agents than all low-budget agents. Eventually, the differences in both cash and in-kind
subsidies decline as the need to subsidize low-budget agents declines. As a result, the verification

probability is hump-shaped as shown in Figure 7c.

Intuitively, the total welfare is strictly increasing in .S. More interestingly, the welfare of each type
is not monotonic in S. Figure 7d plots the total welfare and the average utility of each budget type
as a function of .S Initially, the average utilities of both budget types increase as .S increases. When

S is large enough that the principal begins to divert more cash subsidies and goods to low-budget
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agents, the average utility of high-budget agents begins to decrease as .S increases. Eventually,
the need to subsidize low-budget agents decreases as .S increases, and the average utility of low-
budget agents begins to decrease while that of high-budget agents begins to increase, until they
coincide. Specifically, low-valuation agents of both budget types can get worse off as they receive
less cash subsidies. Interestingly, high-budget high-valuation agents can also get worse off because
their payments can increase as .S increases (see Figure 8b). These increases in payments occur
because disproportionately more goods will be allocated to low-budget agents and there will be less

pooling when .S increases.

Percentage of high-budget agents (z). Proposition 4 also proves that for small z, agents of both
budget types receive the same amount of cash subsidies. Eventually, for 7 sufficiently small, verifi-
cation is never used. This result is intuitive because a smaller # means a larger population of low-
budget agents and therefore higher total verification cost given the same mechanism. Hence, the
principal tends to inspect agents less frequently as 7 decreases. However, this change in verification
probability is not monotonic in z, because an increase in z not only makes verification less costly
but also makes the economy wealthier. If z is sufficiently large, then the principal becomes less
budget-constrained and can afford to maintain incentive compatibility by subsidizing high-budget
agents directly rather than inspect low-budget agents. This is illustrated by the numerical example

in Figure 9.

The total welfare as well as the welfare of low-budget agents are strictly increasing in z, but the
welfare of high-budget agents is not monotonic in . Initially, as z increases, the welfare of high-
budget agents declines as the principal provides more subsidies to low-budget agents. Eventually,
the welfare of high-budget agents rises as the principal subsidizes high-budget agents rather than

inspecting low-budget agents.

Budget (b;) Low-budget agents become less budget constrained as b, increases. This change re-
duces the need for subsidies, which leads to a decline in verification probability. Proposition 6 proves

that for large b,, agents of both budget types receive the same amount of cash subsidies. Figure 10
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allocation, verification and welfare. In this numerical example, v is uniformly distributed on [0, 1],
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plots the impact of an increase in b; on cash subsidies, allocation, verification and welfare in a nu-
merical example. In this numerical example, the total verification probability is non-increasing in

b, and zero for b, sufficiently large.

Proposition 6 Suppose Assumptions 2 and 3 hold. If b is sufficiently large, then agents of both

>(<=u>l<

budget types receive the same amount of cash subsidies, i.e., u] 5

The total welfare, as well as, the welfare of high-budget agents is strictly increasing in b,, but the
welfare of low-budget agents is not monotonic in b;. On the one hand, low-budget agents become
less budget-constrained as b; increases. On the other hand, the principal provides lower cash and
in-kind subsidies to low-budget agents as b, increases. As shown in Figure 10d, either effect can
dominate the other. Hence, the welfare of low-budget agents may either increase or decrease as b,

increases.

Lastly, I study the impact of relaxing the principal’s budget-balanced constraint on the optimal mech-

anism and welfare. Specifically, I reformulate the principal’s budget constraint as follows:

E, [p(t) — q(t)k] > —d. (BB)

In the main part of the paper, I assume d = 0. But it is easy to see that all the results in Sections 3.3

and 3.4 extend to the case of d > 0.

Figure 11 plots the impact of an increase in the principal’s budget (d) on cash subsidies, allocation,
verification and welfare in a numerical example. Note that an increase in d leads to an increase in
the total cash subsidies by more than one-hundred percent. This is easy to see when there is no
verification. An increase in d raises cash subsidies to low-budget agents, which relax their budget
constraints and improve allocation efficiency. Under Assumption 2, this in turn improves the prin-
cipal’s revenue and allows her to further raise cash subsidies. The numerical example suggests this

is still true when verification is possible.
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3.7. Extensions and discussions

In this section, I discuss several issues. Section 3.7.1 shows that some of the analysis extends if
I replace the budget constraint by a more stringent per-unit price constraint. Section 3.7.2 shows
that the analysis extends to the case where punishment is transferable. Sections 3.7.3 and 3.7.4
discuss the robustness of my analysis to weakening the assumptions on verification and punishment,

respectively. Section 3.7.5 discusses why it is necessary to explicitly model budget constraints.
3.7.1. Per-unit price constraint

In the optimal direct mechanism, agents make payments to the principal regardless of whether they
receive the goods,?® which some may consider unrealistic. The question, then, is whether this direct
mechanism can be implemented by a mechanism in which agents pay if and only if they receive the
goods and their payments are within their budgets. Such an implementation is impossible if a* < 1.
I can guarantee that such an implementation always exists if I replace (BC) by the following per-unit
price constraint:

p(t) < a(t)b, Vit = (v, b). (PC)

(BC) is the same as that found in Che and Gale (2000) and Pai and Vohra (2014a), but different from
Che et al. (2013a), which uses (PC).

Nevertheless, I assume (BC) in the main body of the paper for the following reasons. First, as
will become clear, the optimal mechanisms in these two settings share qualitatively similar features.
Second, for some parameter values (e.g., verification cost is low, resources are relatively abundant or
the percentage of budget constrained agents is small), there is no rationing in the optimal mechanism
(a*(p) = 1). Third, rationing is realistic if b, is close to zero. For example, families with very low

income may receive free coverage from Medicaid.

In the rest of this subsection, I consider the principal’s problem in which (BC) is replaced by (PC),

denoted by Pp. I first make the observation that if (PC) holds for ¢ then it holds for all v < /.

Z3For a finite number of agents, this is similar to an all-pay auction.
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This is trivial if a(v, b) = 0. If a(v, b) > 0, then by the envelope condition we have

p(V'.b)  p(v,b) /”’ < a(v, b) ) /” ( a(v, b) a(v,b)> u(v,b)  u(v,b)
- = 1- dv — - dv — +
a',b)  a(v,b) J, a(v', b) , \a('.b) a(.b) a(v',b) " a(v,b)

>0

’

where the last inequality holds since a(v, b) is non-decreasing in v. Hence, (PC) holds if and only if

p(v, b) < a(v, b)b for all b.

Given this observation, it is straightforward to extend the results of Theorems 7 and 8 to the current
setting. Theorem 10 characterizes an optimal mechanism of P~ when budgets are common knowl-
edge (p = 0). Theorem 11 characterizes an optimal mechanism of Pp- when budget is an agent’s
private information and the principal cannot verify this information (p = oo0). The latter theorem
extends the results in Section 3 of Che et al. (2013a) to the setting of a continuum of values under

the regularity conditions.
Theorem 10 Suppose Assumption 3 holds, and budgets are common knowledge. There exists v (0),

U;(O), uT(O) and uz(O) such that an optimal mechanism of Ppc cp is given by

a(,b1) = £ (130010 O PO = X(pniry) (450) +a*(0)by) = u”(0),

a(U’ b2) = I{UZU;(O)}’ p(Uv b2) = I{UZU;(O)}U;(O)’

where a*(0) = u*(0)/ [v¥(0) — by ], by < v¥(0) < v5(0) < D and 0 = u}(0) < u}(0) < v*(0) — by

Theorem 11 Suppose Assumptions 2 and 3 hold, and the principal does not inspect agents. There
exists v} (o), U;(OO), U;*(OO), uj(co0) and uz(oo)such that an optimal mechanism of Ppc 1 with no

verification satisfies

a(v, b)) = x{l,zv»;(@}a*(oo), p(v, b)) = x{vzugoo)}a*(oo)vj‘(oo) — uj(c0),
a(v, by) = ;({UZUT(OO)}a*(oo) + X {v200 (o)) (1-a*(0)),

P(0:53) = X {1301(00)) @ (00)05(00) + X115 00 (1 - a*(c0)) v5*(c0) — uz(c0),
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where a*(c0) = u¥(00)/ [v(0) = by, by < vi(e0) = vj(00) < v3*(c0) < D and 0 < uf(c0) =

u;(oo) < UT(oo) —b,.

The analysis is more complex if budget is an agent’s private information and the principal can verify
this information at a cost. As before, I first consider the principal’s relaxed problem P;, ¢ in which
I relax (IC) corresponding to over-reporting of budgets. One can show that Lemmas 4 and 5 and
Corollary 5 still hold. Next, I consider the principal’s relaxed problem with two modifications: (i)
The allocation rule is an M’-step allocation rule for some integer M’ < M and M > 2 is a fixed
integer; and (ii) the principal’s budget balance constraint is relaxed by a constant d > 0. Denote this
problem by P}, .(M, d) and its value by Vpc(M,d). Then P, (M, d) is identical to P'(M, d) if I

replace (BC) by the following (PC) constraint:

M-1
Mot = N dlw) - o)) —u(w by) < bat. ()

j=1
One can readily extend the results of Lemma 6 to the current setting, which says that, in an optimal
mechanism of PI’DC(M ,d), the verification probability is non-decreasing in a low-budget agent’s
reported value. Using the monotonicity of verification probability and the linearity of P;, cM.d)
in u(v, by), u(v, by) and a™’s, we have Vpo(M,d) = Vpo(M — 1,d) for M sufficiently large. By
a similar approximation argument to that in the proof of Theorem 9, one can prove the following

theorem, which characterizes an optimal mechanism of Pp.
Theorem 12 Suppose Assumptions 2 and 3 hold. There exists an integer 2 < M < 5, v < U% <

- < pM-l <E,g§vg§v;< e < pM-1 SUé"’ <vand0 < a' <a? < ...aM < 1 such that an

1 2

86



optimal mechanism of Pp is given by

Mz

a0, b)) = 2, Kioptcozom @
m=1
M-1
Pw.b) = ) Ziumury (@™ = @) v} = u(@, by),
m=1
1 M-1
9. b)) = = (. b) —u@ by) +a' (v) = 0) + X Az ("' = a”) (0f = o)
m=1
M
a(v, by) = 21 )({U'Z“‘]<USU’2”}am + )({uZUé”}’
m=

M-1
p(U7 bZ) = Z I{UZU'Z"} (am+l - am) Urzn + X{UZU;”} (1 - aM) - U(E, bz)
m=0

However, it is hard to further improve this result, as in Section 3.4.2 when we require only the weaker
(BC) constraint. In particular, the proof of Lemma 7 does not apply here. It holds if we also make

the following assumption.
Assumption 4 a(v,b) = 0 forall v < b,.

Assumption 4 requires that an agent whose valuation is too low (lower than b;) receives the good
with probability zero. Note that optimal mechanisms in Theorem 10 and Theorem 11 satisfy this
condition. I conjecture this condition also holds in the general case, although I cannot prove it.

Under this additional assumption, we have

Lemma 8 Suppose Assumptions 2, 3 and 4 hold. Then Vpo(M,d) = Vpc(2,d) for all M > 2 and

d>0.
Given Lemma 8, it is easy to extend the result of Theorem 9 to this setting.

Theorem 13 Suppose Assumptions 2, 3 and 4 hold. There exist a*(p), vT(p), U;(p), vz*(p), uT(p)
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and u3(p) such that an optimal mechanism of Ppc is given by

a(v, 1) = X201} @ (P)s PO DY) = X (y50 )y @ ()] (P) — U (p),
q(v, b)) = % [)({UZU»I«(,,)}a*(p) (v3(0) — Vi (p)) +uj(p) — uZ(p)] :

a(v.02) = X202 @ )+ X{uzz-p) (1= " (0)).

PO b2) = X {20, @ (OIO3(0) + X {3y (1 = () 057 (0) = 5 (p).

q(v, by) =0,

where a*(p) = u(p)/ [vi(p) — by], v < V¥(p) < Vi(p) < U3 (p) < T, 0 < a*(p) < 1 and ul(p) >

uy(p).
3.7.2. Monetary penalty

In this subsection, I discuss what happens if penalty is transferable. Specifically, the principal can
inspect an agent’s budget at a cost k > 0, and can impose a monetary penalty of up to ¢ > 0. I also
allow the principal to punish an innocent agent and an agent without verification. Nonetheless, as
I will show later, it is optimal for the principal to punish an agent if and only if he is found to have
lied about his budget. Using this result, the principal’s problem can be reduced to the one stated in
Section 3.2, when penalty is not transferable. Hence, all results in previous sections also hold in the

case of monetary penalty.

I also relax the assumption that an agent is punished if and only if he is found to have lied. In
this case, a direct mechanism is a quadruple (a, p, g, 6), where a, p and q are defined as before and
0 : T X {by,by,,n} = [0,c] denotes the penalty imposed on an agent. In particular, 0(i,n) € [0, c]
denotes the penalty imposed on an agent who reports 7 and is not inspected, and (7, b) € [0, c]
denotes the penalty imposed on an agent who reports f and is inspected, and whose budget is revealed

to be b. The utility of an agent who has type ¢ := (v, b) and reports 7 is

a(®v = p(t) = (1 = g0, n) — (DO, b)  if p(D) + 6(7, b) < b and p(7) + 6(i,n) < b,

-0 otherwise.

u(t,t) =
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The principal’s problem is

;g%EJdﬂv—ﬂﬂﬂ, P)
subject to
u(t) = u(t,t) >0, Vt €T, (IR)
u(t) > u(d, 0, V1 € T,i € {{ € T |p() + max{0(,n),0(,b)} < b}, IC)
p(t) + max{6(t,n),0(t,b)} < b, V1 €T, (BC)
E, [p(1) + (1 — q(0))0(1, n) + q(1)6(1, b) — q(1)k] = 0, (BB)
E [a(] < S. (S)

Note that (BC) requires that an agent must be able to afford the payment and the punishment. I show
that it is without loss of generality to focus on mechanisms in which an agent is penalized if and
only if he is found to have lied about his budget, and whenever he is found to have lied he has the

maximum possible monetary penalty ¢ imposed upon him.

Lemma 9 It is without loss of generality to focus on mechanisms in which 0(f,n) = 0, 0(f,b) = 0 if

b=band 0@, b) = c ifb +# b.

Using Lemma 9, the principal’s problem can be reduced to the one stated in Section 3.2 when penalty

is not transferable. Hence, all results in previous sections also hold in the case of monetary penalty.
3.7.3. Costly disclosure

In this subsection, I study what happens if it is also costly for an agent to have his report verified. For
example, agents may bear some costs of providing documentation. Assume that an agent incurs a
non-monetary cost only when his report is verified. Let ¢/ > 0 denote the cost incurred by an agent

from being verified by the principal if he reported his type truthfully, and let ¢/ > ¢’ be his cost
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if he lied.?* As I will show below, disclosure costs have three effects. Firstly, similar to monetary
transfers, disclosure costs can also be used to screen agents with different valuations and help relax
agents’ budget constraints. Secondly, it is more costly for an agent to lie about his budget because
¢ > ¢T. Finally, disclosure costs make verification more costly for the principal whose concern
is welfare. Even though it is difficult to solve the optimal mechanism, I show that if the difference
between ¢! and c” is sufficiently large, then the first two effects dominate and introducing disclosure

costs improves welfare.

The utility of an agent who has type t = (v, b) and reports 7 is

a(ho — p(@) - q@dc” if b=band p(f) < b,
ul@, 1) =3 a@®v - p) — q@d) (cF+¢) if b # b and p(7) < b,

—00 if p(f) > b.

The principal’s problem is

max E, [att)v — gDk — q(H)cT], (Ppc)

subject to (IR), (IC), (BC), (BB) and (S). Note that if ¢’ =0, then (Ppc) is equivalent to the original

problem (P) in which the punishment is ¢ + c.

Consider the more general case in which ¢/ > 0. Define p(¢) := p(t) + q(t)c’, k¢ := k + cT

T

and ¢® := ¢ +c’ —c’. Asin Section 3.4, I separate (IC) into two categories and ignore those

corresponding to over-reporting of budgets. Then the principal’s relaxed problem can be written as:

rg};;( E, [a(t)u - q(t)ke] , Ppe)

24The analysis goes through as long as ¢ + ¢ > cT.
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subject to

a(tyv — p*(1) >0, Vi € T, (IR)
a(v, b)v — p°(v, b) > a(d, byv — p°(0, b), Vv, 0, b, (IC-v)
a(v, by)v — p(v, by) > a(d, b))v — q(0, b))t — p*(D, by), Vv, D. (IC-b)
P’ <b+qt)’, VIET, (BC)
E, [p°() — k] > 0,, (BB)
E [a(n] < S. (S)

Compare pzl)c with P’. Tt is easy to see that the two problems are identical except for the (BC)
constraint. In P}) ¢ @ low-budget agent faces a less stringent budget constraint if he expects to be
inspected with a non-zero probability. This is because in the presence of disclosure cost the effective
payment made by an agent who reports his type truthfully is p°(t) = p(¢) + q(t)c”. In addition to
the monetary transfer p(¢), disclosure cost g(f)c’ can also be used to screen agents with different
valuations. Intuitively, an agent with a higher valuation is also willing to bear a higher disclosure
cost. Though disclosure cost can be used to relax an agent’s budget constraint, it reduces an agent’s

utility which makes verification more costly from the principal’s perspective, i.e., k¢ = k + ¢! > k.

As a result, the total welfare effect of introducing ¢’ is ambiguous.

The effective punishment perceived by an agent is now ¢ +c’ —¢”, the original punishment plus the
additional disclosure cost one must incur when lying about his budget. Hence, an increase in c¥ is

always welfare-enhancing, as it discourages agents from misreporting their budgets.

Though solving Pp,- is beyond the scope of this paper, Proposition 7 provides a sufficient condition
under which introducing disclosure costs ¢’ and ¢ improve the total welfare. Let V (k, ¢, b;) denote
the value of the principal’s original problem, in which verification cost is k, punishment is ¢ and low-
budget agent’s budget is b;; and let V- (k, ¢, by, T, ¢F') denote the value of the principal’s problem
in which verification cost is k, punishment is ¢, low-budget agent’s budget is b; and disclosure costs

are ¢! and ¢f. Then
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Proposition 7 Suppose Assumptions 2 and 3 hold. Ifk/c > ¢ /(ct'—cT), then Vpc(k,c, by, et cT) >
V(k,c,b;). Furthermore, if q(v,b,) > 0 in the optimal mechanism of P(k + cToe+cf =cT, b)),

then Vpco(k,c, by, ctoely> Vik,e, by).
3.7.4. Punishing the innocent or without verification

In Appendix B.1, I show that it is without loss of generality to focus on a direct mechanism (a, p, g, 9),
where a : T — [0, 1] denotes the probability an agent obtains the good, p : T — R denotes
the payment an agent must make, g : T — [0, 1] denotes the probability of inspecting and 6 :
T X {b{,by,n} = [0, 1] denotes the probability of punishment. In particular, 0(f,n) € [0, 1] denotes
the probability of punishing an agent who reports 7 and is not inspected, and 8(7, b) € [0, 1] denotes
the probability of punishing an agent who reports 7 and is inspected and whose budget is revealed to
be b. In the main part of the paper, I assume that 8((v, b), n) = 6((v, b), b) = 0. In other words, the
principal is not allowed to punish an agent without verifying his budget or an agent who is found to

have reported his budget truthfully. This assumption is not without loss of generality.

In this case, the utility of an agent who has type ¢ = (v, b) and reports 7 = (0, b) is

a(® — p(7) = (1 — ¢())8(, n)c — q(HO(, b)e  if p)) < b
— if p(f) > b

ut,t) =

Then the principal’s problem is

max E, [a()v — q(Ok — (1 — q())0(t, n)c — g()0(t, b)c], Ppp)

subject to (IR), (IC), (BC), (BB) and (S). Lemma 10 shows that the principal finds it optimal to
always punish an agent who is found to have lied about his budget and never punish an agent who is

found to have reported his budget truthfully.

Lemma 10 An optimal mechanism of Pp satisfies that (i) 0((, i)), b)y=1 lf13 # band (ii) 0((v, b), b) =

0 for almost all (v, b).
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Define p*(¢) := p(t)+ (1 —q(¥))0(t, n)c, which is the effective payment made by an agent who reports
his type truthfully. As in Section 3.4, I separate (IC) constraints into two categories and ignore those

corresponding to over-reporting of budgets. Using Lemma 10, the principal’s problem can be written

as:
anll,% E; [a(®v — q(®)k — (1 — q())0(¢, n)c], Pp)
subject to
a)v—p°(t) >0, Vi €T, (IR)
a(v, b)v — p°(v, b) > a(d, b)v — p°(0, b), Vv, D, b, (IC-v)
a(v, by)v — p(v, by) > a(d, by)v — q(0, by)c — p(0, by), Vv, D. (IC-b)
) <b+(1—-q@®)0(t,nec, Vit eT, (BO)
E, [p°() — a(dk — (1 = q@)8(t, n)c] 20, (BB)
E; [a(®)] < S. (S)

Compare 7);, ; with P’. Note that by punishing an agent without verifying his budget, the principal
relaxes the agent’s budget constraint. However, it is costly, as reflected in the principal’s objective

function and (BB). Hence, in general, it is unclear whether it is optimal for the principal to do so.
3.7.5. Modified type

In the standard environment, when agents are not budget-constrained, an agent’s valuation is defined
as the maximum amount of money he is willing to pay for the good. When agents are budget con-
strained, the natural analogue is the minimum of an agent’s valuation v and budget b. I follow Pai
and Vohra (2014a) and redefine ¢+ := min{v, b} as an agent’s modified type. In this subsection, I
show why it is necessary to explicitly model budget constraint rather than accommodate budgets in

the above way.
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Let G denote the distribution of the modified type. Then

F(t) if 1< by,

TF() ift>b,.

The principal’s ability to inspect an agent’s budget implies that she can perfectly learn a low-budget
agent’s modified type if his valuation exceeds his budget. I first solve the principal’s problem by
assuming common-knowledge budgets and then verify that no agent has any incentive to misreport
his modified type. In other words, there is no inspection in the optimal mechanism. Denote the

principal’s problem by P, 7.

Proposition 8 Suppose an agent’s budget is common knowledge. (i) If © [1 - F (bl)] <S<l1-

F (b)), then the optimal mechanism of Py, is given by

S—x[1=F(b) it Ut
ﬂ'[ 1]+Z{t>b1}’ p(l‘)=)({t:b1} 7[1[—71' 1]

a(’)=){{t:b|} b, +I{r2b1}b1-

1-rx

(i)IfS <=z [1 — F(bl)], then the optimal mechanism is given by

a(t) = Xir>r+}s p() = }({tzbl}t*9

where t* is such that x [1 — F(t*)] = S.
The following corollary is a straightforward corollary of Proposition 8.

Corollary 7 Suppose an agent’s budget is his private information. The mechanism given in Propo-

sition 8 is incentive compatible and therefore optimal in Pysr.

Compared with Theorem 9, the mechanism given in Proposition 8 is sub-optimal because (i) it allo-
cates too many resources to high-budget agents; and (ii) it has “too little” rationing for high-budget

agents but “too much” rationing for low-budget agents.
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What went wrong here? First, consider a low-budget agent with modified type t = b; and a high-
budget agent with modified type t = b; + € for some ¢ > 0. Then the low-budget agent’s expected
valuation is higher than the high-budget agent’s valuation, i.e., E[v|t = b;,b = b;] > b| + €,
for € > O sufficiently small. This implies that the low-budget agent should receive the good with
higher probability as in Theorem 9, i.e., v} < vj. However, in the current mechanism it is the
high-budget agent who receives the good with higher probability. Second, consider two low-budget
agents with valuations v = b, and v/ = b, + € for ¢ > 0 sufficiently small, respectively. In the
current mechanism, they are pooled. However, their payments are p(b;) < b;, which suggests that

they should be separated as in Theorem 9, i.e., U’f > b,. The second observation is also made in Pai

and Vohra (2014a) in which the principal’s objective is maximizing revenue.
3.8. Conclusion

In this paper, I study the problem of a principal who wishes to distribute an indivisible good to a
population of budget-constrained agents. Both valuation and budget are an agent’s private informa-
tion. The principal can inspect an agent’s budget through a costly verification process and punish an
agent who makes a false statement. I characterize the direct surplus-maximizing mechanism. This
direct mechanism can be implemented by a two-stage mechanism that exhibits some of the features

of Singapore’s housing and development board.

Throughout the paper, I impose two regularity assumptions on the distribution of an agent’s valua-
tion: monotone hazard rate condition and decreasing density condition. These two assumptions are
commonly used in the literature studying mechanism design problem with financially constrained
agents. Their primary role is to rule out complicated pooling regions in an optimal mechanism,
which greatly simplifies analysis. Several of the paper’s results (Lemmas 4, 5 and 6) still hold if I
replace these two assumptions by weaker conditions. However, Lemma 7 may not hold anymore as

an optimal mechanism is expected to involve more complicated pooling regions.

Another simplifying assumption I make in the paper is that valuation and budget are independent.

In some environments, this assumption is reasonable. For example, an individual’s valuation of
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health insurance is largely affected by his or her health risk, which is relatively independent of his
or her wealth. In general, an individual’s valuation and budget can be either positively or negatively
correlated, depending on whether the goods are considered normal goods or inferior goods. The
independence assumption is much harder to relax. As Pai and Vohra (2014a) show, if valuation and

budget are correlated, an optimal mechanism may involve more complicated pooling regions.
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CHAPTER 4 : EFFICIENT MECHANISMS WITH INFORMATION ACQUISITION

4.1. Introduction

Most literature on mechanism design assumes that the amount of information possessed by agents
is exogenous. In many important settings, however, this assumption does not apply. For example,
in auctions for offshore oil and gas leases in the U.S., companies use seismic surveys to collect
information about the tracts offered for sale before participating in the auctions. Another example
is the sale of financial or business assets, in which buyers perform due diligence to investigate the
quality and compatibility of the assets before submitting offers. In other words, in these settings
the information held by agents is endogenous. Moreover, it is costly to acquire information. In the
example of U.S. auctions for offshore oil and gas leases (see Haile et al. (2010)), companies can
choose to conduct two-dimensional (2-D) or three dimensional (3-D) seismic surveys. 3-D surveys
can produce more accurate information, and thus were used in 80% of wells drilled in the Gulf
of Mexico by 1996. However, this number was only 5% in 1989 when 3-D surveys were more
expensive than 2-D surveys.! Similarly, the legal and accounting costs of performing due diligence
often amount to millions of dollars in the sale of a business asset (see Quint and Hendricks (2013)

and Bergemann et al. (2009)).

Furthermore, the incentives for agents to acquire information depend on the design of a mechanism.
This can be seen from earlier studies that compare first price auctions with second price auctions
in terms of the incentives they provide for agents to collect information in advance (among them
Matthews (1984a), Stegeman (1996) and Persico (2000)). More recently, Bergemann and Valimaki
(2002) consider the socially optimal information acquisition in the context of general mechanism
design. They focus on mechanisms that implement the ex post efficient allocations given acquired
private information, and find that ex ante efficient information acquisition can be achieved if agents
have independent private values. However, if agents’ values are interdependent, then ex post effi-

cient mechanisms will result in socially sub-optimal information acquisition. In a follow-up paper,

'For instance, it costs $1 million to examine a 50 square mile 3-D seismic survey in 1990, while this number was less
than $100, 000 in 2000.
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Bergemann et al. (2009) study the equilibrium level of information acquisition when agents face
binary information decisions, and find that ex post efficient mechanisms result in excessive infor-
mation acquisition in equilibrium. In summary, there is a conflict between the provision of ex ante
efficient incentives to acquire information and the ex post efficient use of information. The question

regarding how to design an ex ante efficient mechanism to balance the two trade-offs remains open.

This paper studies the design of ex ante efficient mechanisms in the sale of a single object when
agents’ values are positively interdependent. The true value of the object to each agent is initially
unknown. Before participating in a mechanism agents can simultaneously and independently decide
how much information to acquire, and the private information they acquire is independent. Infor-
mation acquisition is costly and the information choice of each agent is his private information.
In this paper, I assume that the information structures are supermodular ordered. Ganuza and Pe-
nalva (2010) first introduce the notion of “supermodular precision", and Shi (2012) later uses it when
studying revenue-maximizing mechanisms in the independent private value setting with endogenous

information.

In the main body of the paper, I focus on symmetric mechanisms and symmetric equilibria in which
agents acquire the same amount of information before participating in a mechanism. Firstly, I show
that the social planner never withholds the item in an ex ante efficient mechanism. Intuitively, when-
ever the social planner withholds the object, she can also allocate it randomly. By doing so, the
allocative efficiency increases while an agent’s ex ante incentive to acquire information remains
unaffected. Though intuitive, the proof of this result is non-trivial because of the presence of the
non-standard information acquisition constraint. In addition, this result facilitates the analysis by

allowing us to work with interim allocation rules directly.

Secondly, I show that it is socially optimal for agents to acquire no more information than what
they would when the ex post efficient mechanism is used. This is consistent with Bergemann and
Vilimzki (2002) and Bergemann et al. (2009). For any given information choice satisfying the
above condition, I fully characterize the mechanisms that implement this choice and maximize the

net social surplus. An ex ante efficient mechanism discourages agents from excessive information
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acquisition by sometimes randomly allocating the item. Specifically, an ex ante efficient interim
allocation rule randomizes in areas in which the accuracy of an agent’s posterior estimate can be
significantly improved if an additional piece of information is acquired. In the special case in which
the improvements are the same for all possible posterior estimates, i.e., the information structures
are uniformly supermodular ordered, it is optimal to allocate the object uniformly at random with

some probability.

Methodologically, when characterizing the optimal mechanisms, I use an approach first proposed by
Reid (1968) and later introduced into the mechanism design problem by Mierendorff (2009). My
proof, however, is not a straightforward modification of Mierendorff (2009). In Mierendorff (2009),
the interim allocation rule is discontinuous at one known point. In my model, the interim allocation

rule could be discontinuous at most countably many times, at unknown points.

I also study how the socially optimal information choice is affected by model primitives such as the
interdependency of agents’ values and the number of agents. In general, it is difficult to solve the
optimal information choice analytically. Hence, I restrict attention to the special case in which the
information structures are uniformly supermodular ordered. Under this restriction, I show that the
optimal level of information gathering decreases as the interdependency of agents’ values increases,
and gathering no information is optimal in the case of pure common value. Furthermore, when the
ex post efficient mechanism is used, the amount of information acquired by each agent diminishes
as the number of agents increases to infinity. As a result, the ex post efficient mechanism is also ex

ante efficient when the number of agents is large.

Lastly, I study the general ex ante efficient mechanisms without restricting attention to symmetric
mechanisms or symmetric equilibria. As in the symmetric case, the social planner never withholds
the item in an ex ante efficient mechanism. Because characterizing optimal mechanisms in the gen-
eral setting is extremely hard, I again restrict attention to the special case in which the information
structures are uniformly supermodular ordered. Under this assumption, I provide conditions under
which the socially optimal information choices are the same for all agents and there exists a sym-

metric ex ante efficient mechanism. I also provide an example in which an asymmetric mechanism
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generates higher expected social surplus than the optimal symmetric mechanism does when these

conditions are violated.

This paper is related to the literature studying agents’ incentives to acquire information given some
commonly used mechanisms. Earlier papers focus on the comparison between first-price and second-
price auctions. For example, Matthews (1984a) considers a first-price auction with pure common
values, and examines how an increase in the number of agents affects the information acquisition.
Stegeman (1996) finds that both auctions lead to identical and, more importantly, efficient incentives
for information acquisition when agents’ values are private and independent. In contrast, Persico
(2000) finds that first-price auctions provide stronger incentive for agents to acquire information
than second-price auctions do when their values are affiliated. The two most closely related papers
are Bergemann and Viliméki (2002) and Bergemann et al. (2009). Both study the efficiency of
information acquisition by agents when ex post efficient mechanisms is used. Instead of focusing on

a particular mechanism, this paper studies the design of ex ante efficient mechanisms.

This paper is also related to papers that study the revenue-maximizing mechanisms with endogenous
information acquisition. The most closely related paper is Shi (2012) who considers the sale of a
single asset when buyers have independent private values and who, before the auction, can simultane-
ously and independently decide how much information to acquire. He finds that the optimal reserve
price is always below the standard monopoly price to encourage information acquisition. Several
other papers consider the case where the seller can control the timing of information acquisition (see,

for example, Levin and Smith (1994), Ye (2004), and Crémer et al. (2009)).

The rest of the paper is organized as follows. Section 4.2 presents the model. Section 4.3 contains the
main results. More specifically, Section 4.3.2 characterizes optimal symmetric mechanisms for each
given information choice and Section 4.3.3 studies the socially optimal information choice. Section
4.4 examines ex ante efficient mechanisms without imposing symmetry restrictions. Section 4.5

concludes. All omitted proofs are relegated to appendix.
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4.2. Model

There are n agents, indexed by i € {1,---,n}, who compete for a single object. Each agent i has a

payoff-relevant type 6;, which is unknown ex ante. The true value of the object to agent i is

J#i
where 6 := (0, ...,0,) is the type profile, and y € [0, 1] is a measure of interdependence.? Each
agent has a quasi-linear utility. Specifically, agent i’s payoff is q;v;(0) — ¢, if he gets the object with

probability g; € [0, 1] and pays t; € R.

Initially, agents only know that {6,} are independently distributed with a common prior distribution
F and support [6, 5] C R,. F has a positive and continuous density function f over [6, 5], and
its mean is denoted by u := ff 01 (6)d0. Each agent i can covertly acquire a costly signal x; €
R about his type 6; by selecting a joint distribution of (x;, ;) from a family of joint distributions
{G(x;,6;|a;)}, indexed by a; € A := [a,a] C R. Foreach a € A, we also refer the joint distribution
G(-, -|a) as an information structure. Let g denote the density function associated with G. For each
a € A, G(-,-|a) admits the same marginal distribution of 9, i.e., /R g(x,0|la)dx = f(O) for all
0 € [0, 5]. Assume that E[0|x, a] is strictly increasing in x for all @ € A. That is, a higher signal
leads to a higher conditional expectation.’> A signal with a higher a is more precise, in a sense
which I formally define below. Let C(a) denote the cost of acquiring a signal with precision a. As
is standard in the literature, assume that C is non-negative, strictly increasing, twice continuously

differentiable and strictly convex. Furthermore, assume that C(a) = C’(a) = 0.

2Under this specification, the range of possible valuations for agent i depends on the number of agents. An alternative

normalized specification is given by
v,(0) = (1 - )6, + nyTl Zaj.
J#i

With this specification, the range of possible valuations for agent i does not depend on the number of agents, but now the
single-crossing condition does. Most of my results hold for either specifications.

3For each a € A, let G(|x, a) denote the conditional distribution of 8 given x. Then one sufficient condition for this
is to assume that G(6|x, &) have the monotone likelihood ratio property.
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4.2.1. Information order

Let G(x|a) denote the marginal distribution of signal x given precision a. I define a new signal
by applying the probability integral transformation on the original signal. Let s := G(x|a). This
transformed signal s is uniformly distributed on [0, 1].* Clearly, the transformed signal has the same
informational content as the original signal. Furthermore, because any two transformed signals
have the same marginal distribution, their realizations are directly comparable. Therefore, I will
henceforth work with the transformed signal directly. Let w(s,a) := E[0|s, «] be the conditional
expectation of 8 given signal s and precision a. Then, by assumption, w(s, @) is strictly increasing
in s. For each @ € A, let H(w|a) := P(w(s, a) < w) denote the cumulative distribution function
of w(s, a), and h(w|a) denote its corresponding density function. I assume that both H (w|a) and
h(w|a) are twice continuously differentiable in w and a. Throughout the paper, I assume that the

information structures are supermodular ordered:

Definition 1 The information structures are supermodular ordered if for all a € A,

H,(wla) . .
—————— is strictly increasing in w on [w(0, a), w(1, a)].
h(w|a)
To understand Definition 1, note that w,(s,@) = —H,(w(s, a)|a)/h(w(s, a)|a) which is strictly

increasing in s. Hence, w(s, «) is supermodular in (s, ). Formally, I prove in the appendix that if

the information structures are supermodular ordered, then w(s, @) satisfies the following property:’

Lemma 11 Suppose that the information structures are supermodular ordered. Then w(-,-) is

45 is uniform on [0, 1] only if G(x) is continuous and strictly increasing. This can be assumed without loss of gen-

erality. If G has a discontinuity at z, where P(X = z) = p, x can be transformed into x*, which has a continuous and
strictly increasing distribution function using the following construction proposed in Lehmann (1988): x* = x for x < z,
x* = x + pU if x = z, where U is uniform on (0, 1), and x* = x + p for x > z.

SLemma 11 is not an equivalent definition of supermoduler ordered information structures. If w(:, -) is strictly su-
permodular, i.e., satisfies inequality (4.1), then —H (-|a)/h(-|a) is non-decreasing, but not necessarily strictly increasing.
I conjecture that all the results still hold if we only require that —H ,(-|@)/h(-|@) is non-decreasing, but the stronger as-
sumption simplifies analysis.
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strictly supermodular: for all s,s' € (0,1), s > s’ and a > o’

w(s,a) —w(s',a) > w(s,a’) —w(s', a). 4.1)

Intuitively, if s contains little information about 8, then w(s, a) does not vary much as s changes
and its distribution concentrates around u. As s becomes more informative about 0, w(s, «) varies
more as s changes and its distribution becomes more dispersed. Formally, if « > o’ then w(s, a) is
strictly larger than w(s, @') in the dispersive order.® Based on this notion of dispersion, Ganuza and
Penalva (2010) first introduce the information order called “supermodular precision” . Shi (2012)

also assumes that the information structures are supermodular ordered for some of his results.

For some results of the paper, I further require that the information structures are uniformly super-
modular ordered. Recall that if an information structure is more precise, then w(s, @) changes more
dramatically as s changes, i.e., w(s, @) is larger. Hence, we can interpret w(s, @) as a local measure
of the information structure’s precision around s. Then, wj , (s, )/w(s, a) is the percentage change
of the information structure’s precision around s as « increases. We say the information structures

are uniformly supermodular ordered if

ws,a(s9a*) _ 0 Ha(w(s,a*)la*)
w,(s, a*) T ow | h(w(s, a*)|a*)

is independent of s (or equivalently w). In other words, when « increases, the information structure

becomes more precise “uniformly” over [0, 1]. The formal definition is given as follows:

Definition 2 The information structures are uniformly supermodular ordered if there exists a posi-

tive function b : A — R, such that, for all « € A and w € [w(0, @), w(1, a)],

_Ha(wla) w—pu
h(wla) ~ bla)

(See Ganuza and Penalva (2010)) Let Y and Z be two real-valued random variables with distributions F and G,
respectively. We say Y is greater than Z in the dispersive order if for all ¢, p € (0,1) and g > p,

F (9= F'(0)26"(9)-G"p).
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When the information structures are uniformly supermodular ordered, we can obtain a sharper and
simpler characterization of the optimal mechanisms. The following two commonly used information

technologies in the literature are uniformly supermodular ordered:’

Example 3 (Linear experiments) Consider the following information structure, which is called
“truth-or-noise” in Lewis and Sappington (1994), Johnson and Myatt (2006) and Shi (2012). With
probability a; € [0, 1], x; is equal to agent i’s true type 0;, and with probability 1 — «a;, x; is an
independent draw from F. Since the marginal distribution of x; is F, the transformed signal is
s; = F(x;). Then the posterior estimate of an agent who chooses a; and receives s; is w(s;, ;) =
aiF_l(sl-) + (1 — a))u. It is easy to verify that

Hai(wilai) wi—ﬂ

Chwla) | q

Hence, the information structures are uniformly supermodular ordered.

Example 4 (Normal experiments) Let {0,} be independently distributed with a normal distribu-
tion: 6; 9 N'(u,1/P). Agent i can obtain a costly signal x; = 0, + €,;, where &, w N, 1/a,).
Since the marginal distribution of x; is also normal, i.e., x; ~ N (u, (B + @;)/Ba;), the transformed

signal is s; = @ (\/ Po(x; — W) /\/F + a,-), where ® is the distribution function of the standard

normal distribution. Then the posterior estimate of an agent who chooses a; and receives s; is

Vae(s)
VB@ +p)

w(s;, o) =pu+

It is easy to verify that
Hy, (wile) — paw, — p)
h(w;la;)  2a;(a; +p)

Hence, the information structures are uniformly supermodular ordered.

7See, for example, Ganuza and Penalva (2010) and Shi (2012).
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4.2.2. Timing

The game proceeds in the following way: The social planner announces a mechanism. After ob-
serving the mechanism, agents simultaneously choose their information structures {«;} and observe
the realized signals {s;}. Both a; and s; are agent i’s private information. Then agents simultane-
ously decide whether to participate in the mechanism. Each participating agent reports his private
information. Based on their reports, an allocation and payments are implemented according to the

announced mechanism.

I assume that the payoff structure, the timing of the game, the family of information structures and

the prior distribution F are common knowledge. The solution concept is Bayesian Nash equilibrium.
4.2.3. Mechanisms

The private information of agent i is two-dimensional, including the choice of information structure
@; and the realized signal s5;. However, similar to Biais et al. (2000), Szalay (2009) and Shi (2012),
the usual difficulties inherent in multi-dimensional mechanism design problem do not arise here.
This is because the posterior estimate, w(s;, «;), summarizes all the private information needed to

compute agent i’s expected valuation of the object:

Eolv,(0)la;, 5,1 = w(s;, &) +v ) EI6;].
J#i
Furthermore, the social planner cannot screen agents with the same posterior estimate but different
choices of information structures. Hence, I can appeal to the revelation principle and focus on direct
mechanisms in which agents report their posterior estimates directly. For ease of notation, I use w; to
denote w;(s;, ;) and w := (wy, ... ,w,) denote a vector or posterior estimates. A direct mechanism
is a pair (q,t), where q 1= (q;,...,q,) and t :=(¢{,...,t,). Fori=1,...,n,q; : [Q,E]” — [0, 1]
is agent i’s allocation rule and ¢; : [0, 01" > Ris agent i’s payment rule. Specifically, given a
reported vector of posterior estimates w, agent i receives the object with probability g;(w), and
makes a payment #;(w) to the social planner. I note here that the message space for each agent in

a direct mechanism is [0, 5] because, without further knowledge on agents’ choices of information
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structures, any w; € [0, 6] can arise in the game.
Given a mechanism (g, t), let a™ := (af, ... »a,) denote the equilibrium vector of information struc-
tures. Define agent i’s interim allocation rule as

Q,(w;) :=E,_lq,w;,w_pla*,], Yw, €0,0], (4.2)

where a*, are his opponents’ information structures. Then the interim utility of agent i who has a

posterior estimate w; and reports w/, is
U(w;, w)) := w,Q;(w)) + Ep |7 (Z wj> q(w), w_) — t;(w), w_)|a’,
J#i

Note that Q;(w;) and U;(w;, w}) also depend on a*,, and I suppress the dependence for ease of

notation.

I require that the mechanism chosen by the social planner must satisfy the following constraints.

First, the mechanism must be individually rational (IR):
U(w) :=U(w;,w;) >0, Yw; € [0, 0], (IR)

so that the agents are willing to participate in the mechanism. Because the social planner’s goal is
to maximize social surplus and transfers between agents and the social planner do not affect social
surplus, we can guarantee that (IR) is satisfied by making sufficiently large lump sum transfers to
agents. Hence, we can safely ignore (IR) for the remainder of the paper. Second, the mechanism

must be Bayesian incentive compatible (IC):
Ui(w;) > Uy(w;, w)),Yw,, w), € [0, 0], (IC)

so that truth-telling is a Bayesian Nash equilibrium. Lastly, because the information structure chosen

by an agent is unobservable, the mechanism must also satisfy the information acquisition constraint
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(IA). That is, no agent stands to gain by deviating from his equilibrium choice: for each agent i,

of € argmax By, | q(w) | w;+y D EI0;] | - t,w)| a0y = & ¥j # i | = Cla). IA)
% J#i

Then the social planner’s problem is to choose a mechanism (g, t) and a vector of recommendations

of information structures a* to maximize the social surplus:

max E Z(w,. +7 ) w)g(w)|a; = a} Vi| - Z C(a?),

a*,(q.t) i

subject to (IC), (IA) and the feasibility constraint (F):,
0<qw) <1, ) qw)<1,Vw. (F)
i

We say a mechanism is ex post efficient if for all i, g;(w) = 1 if w; > max ;W and q;(w) = 0 if
w; < max; w;. We say a mechanism (g, t) is ex ante efficient or optimal if there exists a* such that

a* and (g, t) solve the social planner’s problem.
4.3. Efficient mechanisms

In this section, I restrict attention to mechanisms that treat all agents symmetrically® as well as
symmetric equilibria in which all agents acquire the same information structure, i.e., a = a* for all
i. This restriction significantly simplifies the analysis, but it may result in a loss of generality. Section
4.4 presents a study of ex ante efficient mechanisms without imposing this symmetry restriction,
and provides conditions under which the socially optimal information choices are the same for all
agents and there exists a symmetric ex ante efficient mechanism. Note that when g is symmetric
and all agents acquire the same information structure, the corresponding interim allocation rule O,
is independent of i. From here on, I drop the subscript i from Q, w and @ whenever the meaning is

clear.

8The formal definition of symmetric mechanisms can be found at the beginning of Appendix C.1.
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Now the social planner’s problem becomes:

max E Z(Wi +v Z w;)g;(w)

a*,(q.t) ; =y

a=a" Vi] —nC(a™),

subject to (IC), (IA) and (F).

By the standard argument (see, for example, Myerson (1981)), (IC) holds if and only if
O(w) is non-decreasing in w, (MON)
and U;(w) is absolutely continuous and satisfies the following envelope condition
w —
U,(w) =U;0) +/ O(w)dw, Yw € [0, 0]. 4.3)
(2
Suppose that agent i chooses «;, then his expected payoff is

w(l,e;)
/ U,(w)dH (w|a;) — C(a;)
w(0,a;)

w(l,e;)
/w(O,a,.)

w(l,a;) w(l,e;)
=U,(0) + / O(w)dw — / H(wla)Q(w)dw — C(a;)
A w

(0.a;)

U0 + / Q(Lb)dbb] dH (w|a;) — C(a;)
0

w(l,e;)

=U,(w(0, a;)) + / [1 - H(w,|a))] 0;(w)dw; — C(a;),

w(0,a;)

where the first and the last lines hold by the envelope condition (4.3) and the second line holds by

integration by parts.

Next, I replace (IA) by a one-sided first-order necessary condition. In an earlier paper, Bergemann
and Vilimaki (2002) show that if the social planner adopts the ex post efficient mechanism, then
agents tend to acquire more information than the socially desired level. This result suggests that
an ex ante efficient mechanism would distort the allocation of the object to discourage agents from

acquiring information. Hence, I hypothesize that to ensure that (IA) holds in an ex ante efficient
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mechanism, it suffices to ensure that no agent has incentives to acquire more precise information

than recommended: for all a; > a*,

w(l,a™)
U (w(0, a*)) + / [1 - Hwla")] Q(w)dw — C(a*)
w(0,a*)
w(l,a;)
> U, (w(0, &) + / [1 - H(wla)] Q(w)dw — C(a)).

w(0,a;)

This implies the following one-sided first-order condition:®

E, [ Ho@wla) 5

B h(w|a*) “= a*] < ¢, A

The left-hand side of the above inequality is agent i’s marginal benefit from acquiring «}, and the
right-hand side is the marginal cost. In Lemma 43 in the appendix, I show that for any non-decreasing
Q;, an agent’s marginal benefit from acquiring information is non-negative. Subsequently, I consider
the relaxed problem of the social planner by replacing (IA) by (IA”). Ilater show that (IA”) holds with
equality when a* is chosen optimally. The first-order approach is valid if the second-order condition
of the agents’ optimization problem is satisfied. Appendix C.1.3 provides sufficient conditions that

ensure the first-order approach is valid.

Although (TA’) is easier to work with than (IA), it is still nonstandard and prevents me from solving
the social planner’s problem directly as in Myerson (1981). To overcome this difficulty, I focus on

reduced form auctions. Formally,

Definition 3 An allocation rule q implements Q : [0, 0] — [0, 1] and Q is the reduced form of qif

q satisfies (4.2) and (F) for all w € [6, 0. Qs implementable if q exists implementing Q.

One important prior result I use in this paper is the necessary and sufficient condition of Maskin and
Riley (1984a), Matthews (1984c¢) and Border (1991), which characterizes the interim allocation rules

implementable by symmetric mechanisms. By Theorem 1 in Matthews (1984c), any non-decreasing

9The main reason why I consider a one-sided first-order condition here is to sign the Lagrangian multiplier associated
with (TA”). Admittedly, this relaxation also simplifies the proof of Theorem 14. But my conjecture is that Theorem 14 can
be proved even if we require the first-order condition holds with equality.
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function Q : [0, 5] — [0, 1] is implementable if and only if it satisfies

0
Y(w) := / [H(zla*)"™" = 0(z)] h(z|a*)dz > 0, Yw € [0, ]. (F)

The above condition says that the probability of assigning the object to an agent whose posterior
estimate is above w, n ff O(z)h(z|a*)dz, must not exceed the probability with which there exists an
agent whose posterior estimate is above w, 1 — H(w|a*)" = n/f H(zla*)" 'h(z|a*)dz. Clearly,
this is a necessary condition for Q to be implementable. If Q is non-decreasing, then Theorem 1
in Matthews (1984c) shows that it is also sufficient. Hence, given (MON), we can replace (F) by
(F'). Note that the support of w is W := [w(0, a*), w(1,a*)] C [6, 5]. Therefore, (F') imposes no

restriction on Q in outside W'.

Now all three constraints ((IC), (IA) and (F)) are replaced by constraints (MON), (IA’) and (F"))
that are expressed as functionals of the interim allocation rule Q. In order to work with reduced
form auctions, we must express the social planner’s objective function or the expected social surplus
as a functional of Q as well. This exercise is trivial when agents have independent private values
(y = 0), because in this case an agent’s expected valuation of the object and his winning probability
are independent conditional on his private information. In general, this is impossible when agents’
values are interdependent (y > 0), because in this case both an agent’s expected valuation of the
object and his winning probability depend on other agents’ private information. Nonetheless, we
can still write the expected social surplus as a functional of Q if Q is the reduced form of an ex ante

efficient allocation rule, which never withholds the object:

Theorem 14 Suppose that the information structures are supermodular ordered, and a* and (q, t)

solve the relaxed problem of the social planner. Then

Y a(w) = 1 for almost all w € W™, (4.4)
i
The proof of Theorem 14 can be found in Section 4.3.1. Using Theorem 14 and the law of iterated
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expectations, the social planner’s objective function can be rewritten as a functional of Q:

Ep | D +7 ) w)gw)
i i

a=a Vi] = Z E., [(1 —Nw,0w))| a; = a*] + nyu.

Because the second term, nyu, is a constant, we ignore it from here on. To summarize, the social

planner’s relaxed problem, denoted by (P’), is as follows:

maxE,, [(1 = PwO(w)| a*] - C(a®), P
subject to
5 p—
Y(w) = / [H(z|a*)"! — Q(z)]h(z]a*)dz > 0, Yw € [6,6]. (F)
O(w) is non-decreasing in w, (MON)
Ha(LU|(X*) *| <« CI * IA/
| " hwlan O(w)|a*| < C'(a”). (IA)

In addition to being instrumental in solving the social planner’s problem, the result of Theorem 14
also has some inherent economic interest. Obviously, when information is exogenous, the efficient
mechanism never withholds the object. This is not obvious when information is endogenous, be-
cause, by withholding the object occasionally, the social planner can discourage agents from acquir-
ing information, which may improve efficiency ex ante. However, intuitively, whenever the social
planner withholds the object, she can also allocate it randomly. By doing so, the ex post allocative

efficiency improves while an agent’s ex ante incentive to acquire information remains unaffected.

Though intuitive, the proof of Theorem 14 is non-trivial. This is because the resulting mechanism,
by simply randomizing the object whenever it is withheld, is likely to violate (MON) or (IA’). To
illustrate this difficulty, let A be a set of types such that ). ¢;(w) < 1 whenever w € A", and suppose

there exists an interval (w, w) such that (w, w)N A =@ and inf A < w < w < sup A.

If we simply redefine g such that it remains unchanged outside A" and ). ¢;(w) = 1 forallw € A",
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then the resulting Q remains unchanged for all w € (w,w) but increases for all w € A. If we
allocate the object too often to agents whose types are in [§, w] N A, the resulting O will no longer
be non-decreasing and therefore violate (MON). If we allocate the object too often to agents whose
types are in [w, 6] A, this will increase an agent’s marginal benefit from acquiring information and
lead to a violation of (IA’). Hence, to ensure that the new g generates a higher social surplus while

satisfies all the constraints, we must adjust g not only inside A”, but also outside A”.
4.3.1. Proof of Theorem 14

This section contains the proof of Theorem 14. The readers who are not interested in the proof may

skip this section and proceed directly to Section 4.3.2 without loss of continuity.

I prove Theorem 14 by proving Lemmas 12 and 13. Observe first that if @; = a* for all i, then
Y (w(0, «™)) is equal to 1 minus the probability of assigning the object to some agent. Clearly, (4.4)

is violated if and only if Y (w(0, @*)) > 0. Then

Lemma 12 Suppose that the information structures are supermodular ordered, and a; = a* for all
i. Let Q be any interim allocation rule satisfying (F'), (MON), (IA”) and Y (w(0, a*)) > 0O, then there

exists Q satisfying (F'), (MON) and (IA’) such that

Ow) > O(w), Yw e W, 4.5)

and strict inequalities hold for a set of w with positive measure.

The intuition behind the proof of Lemma 12 can be illustrated by Figure 12. Suppose that Q satisfies
the assumptions in Lemma 12, then one can construct a Q by increasing Q at the lower end of
its domain as in Figure 12. Clearly, the resulting O is non-decreasing and implementable if the
change is sufficiently small. It remains to verify that Q also satisfies (IA’). Intuitively, agents have
fewer incentives to acquire information if outcomes are less sensitive to changes in their private
information, which is the case when they face a less steep allocation rule. In Lemma 43 in Appendix

C.1, I show that if Q is less steep than Q in the sense that it differs from Q by a non-increasing
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Figure 12: Proof idea of Lemma 12

function (as in Figure 12), then for any amount of information acquired (or any «), Q gives agents a

smaller marginal benefit of acquiring more information. Hence, Q satisfies (IA’) as Q does.

The gap between Lemma 12 and Theorem 14 is that when y > 0, the expected social surplus

E, Z(w,- +y Z w;)g(w)|a; = a* Vi]

J#i

does not directly depend on Q. To prove Theorem 14, we need to show that, for any ex-post allocation
rule g implementing Q, we can find a g that implements Q and yields higher social surplus. This is

the result of the following Lemma 13.

Lemma 13 Suppose that the information structures are supermodular ordered, and a; = a* for
all i. Let Q and Q be two implementable allocation rules satisfying (4.5). Let q be an ex-post
allocation rule that implements Q. Then there exists an ex-post allocation rule § that implements QO

and satisfies

Eu Z(wi +v Z wj)‘ii(w)

i J#i

a=a Vi] > E, [Z(wi +vy Z w;)q;(w)

i J#i

a=a" Vi] .
The proof of Lemma 13 relies on the following technical lemma. I abuse notation a bit and let A
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denote the probability measure on W corresponding to H (w;|a™), then

Lemma 14 Let Q : W — [0, 1] be an interim allocation rule and p : W" — [0, 1] be a symmetric
measurable function. Then there exists a symmetric ex post allocation rule q that implements Q and
satisfies Y, q;(w) > p(w) for almost all w € W" if and only if for all measurable sets A C W, the

following inequality holds

/ p(w)dh" W) < n / O(w)dh(w,) < / dn"(w). (4.6)
A" A n

To see that inequality (4.6) is necessary, suppose that there exists an ex post allocation rule g that
implements O and satisfies Zi q;(w) > p(w) for almost all w € W". For any measurable set
A C W, the probability with which an agent whose type is in A receives the object is given by
n f L Q(w;)dh(w;). This probability cannot exceed the probability that there exists an agent whose
type is in A, f 4n dh"(w); and must exceed the probability with which an agent receives the object
when all agents’ types are in A, / An 2[ g;(w)dh"(w), which is greater than / 40 P(W)dh"(w) by as-
sumption. In Appendix C.1.1, I show that (4.6) is also sufficient. Note also that if A = [w, 5], then

the second inequality in (4.6) becomes (F).
With Lemma 14 in hand, it is easy to prove Lemma 13.

Proof of Lemma 13. Consider two implementable allocation rules Q and 0 satisfying (4.5).
Let g be a symmetric ex-post allocation rule that implements Q. Define p : W" — [0,1] by

p(w) 1= 3. q;(w) for all w € W". Then p is symmetric. By Lemma 14,

/ dh"(w) > n / O(w)dh(w,) > n / O(w)dh(w,) > / p(w)dh"(w).
n A A A"

By Lemma 14, there exists an allocation rule g that implements O and satisfies > §i(w) > p(w) =
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Y.; 4;(w) for almost all w € W". Hence,

[ 2(ergeJuels
_ Z[Ew‘_ [(1 — Pw,0w)| @, = a*] +E, [(wa,) <Z ci,-(w)>
> Z[E [(1 = Pw,0w)| & = a*] + E, [(wa,) <Zq,-(w)>

=E, [2(w +ry Y w >q,(w) o =a v:],

J#i
where the strict inequality holds because Q and O satisfies (4.5)and Y §;(w) > Zi q;(w) for almost

all w € W". This completes the proof. m

4.3.2. Optimal mechanisms for fixed a*

I solve the principal’s relaxed problem (P’) in two steps. In this subsection, I solve the following
sub-problem for each a* € A, denoted by (P’-a*):

V(a®) := max E, [wOw)| a*], P'-a*)

subject to (F'), (MON) and (IA”). In Section 4.3.3, I solve max, (1 — 7)V (a) — C(a).

Fix a*. If the principal adopts the ex post efficient mechanism, then the interim allocation rule is

given by Q(w) = H(w|a*)"~! for all w. Clearly, if a* is such that

H,(w|a®)

o | " e < C'(a"), 4.7

a*

H(w]a*)"!

then the ex post efficient mechanism solves (P’-a*). Hence, in the rest of this subsection, I assume
that o* is such that (4.7) is violated. In what follows, I consider two cases in turn. In Section 4.3.2,
I first solve a relaxed problem by ignoring the monotonicity constraint (MON), and then show that

if the information structures are uniformly supermodular ordered then the solutions of the relaxed
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problem automatically satisfy (MON). In 4.3.2, I consider the general case when the information
structures are supermodular ordered. In this case, the solutions of the relaxed problem violates
(MON) in general. In the main text, I present an informal arugument to derive the optimal solutions
of (P’-a*) using Myerson (1981)’s ironing procedure. The formal analysis can be found in Appendix

C.1.2.
Optimal mechanisms in the regular case
If we ignore the monotonicity constraint (MON), then we can use the following Lagrangian relax-

ation to get an intuition of the optimal solution:

w(l,a®)
& = o™ (Hwla*), a*) Q(w)h(wla*)dw + A5 C'(a*), 4.8)
w(0,a*)

where A, > 0 is the Lagrangian multiplier associated with (IA’) and @*x (-, a*) is defined by!®

H (H™'(t|a")|a*)
h(H=!(t|a*)]a*) ~

™ (ta*) := H™\(t|la®) + Ay vt € [0, 1].

Note that because H(-|a) is strictly increasing, ¢*x(-,a*) is strictly increasing (or decreasing) if
and only if @*x (H(-|a*), a*) is strictly increasing (or decreasing). Here, o*x (H (w|a*), a*) can be

viewed as the “virtual value” associated with posterior estimate w:

H (w|a*
o (H(wl|a®), a®) = w + Axa(—l). YweW.
h(w|a*)

The standard virtual value in a revenue maximization problem is defined as the difference between a
type’s true value and the information rents necessary to induce truthtelling. Here, as in the standard
virtual value, the first term, w, is an agent’s posterior estimate of his type. In the case of private values
(y = 0), this is equal to his expected value of the object. Because agents can acquire information,

we must subtract, from an agent’s posterior estimate, A, multiplied by the marginal change of an

107 define @*x (-, «*) as a function of percentiles rather than posterior estimates simply to make it easier to define “ironed
virtual values" later when the pointwise virtual surplus maximizer violates (MON).
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agent’s posterior estimate if he acquires more precise information:

H,(wl|a*)

ThGeley

where s is such that w(s,@*) = w. If the information structures are supermodular ordered, then
—H_ (w|a*)/h(w|a*) is strictly increasing in w. Hence, the virtual value function is less steeper
than the identity function. In the ex post efficient mechanism, an agent is rewarded based on his
posterior estimate. In contrast, in an ex ante efficient mechanism, an agent is rewarded based on
his virtual value which is less sensitive to his private information than his posterior estimate does.
Intuitively, this difference would discourage agents from acquiring excessive information. Finally,
because the social planner’s goal is to maximize the social surplus rather than her revenue, the inverse

hazard rate associated with the information rents does not appear.

If Ay is chosen optimally, then the optimal solution to (P’-a*) can be obtained by maximizing the
virtual surplus pointwise. If, in addition, the virtual values are non-decreasing in w, then there exists

a pointwise virtual surplus maximizer that is non-decreasing and therefore incentive compatible.

This method works in the simple case in which the information structures are uniformly supermod-

ular ordered. Recall that in this case we have

_Ha(wla*) _ w—-pu
h(wla*) ~— bla*)’

Hence, the virtual values are given by

u

* * w—
™ (H(w|a*), a*) = W—ﬁxm,

I first argue that the optimal 4 is equal to (™). Suppose that Ay < b(a*), then the pointwise virtual
surplus maximizer is the ex post efficient allocation rule: Q(w) = H (w|a*)"~! for all w. However,
because, by assumption, a* is such that (4.7) is violated, (IA’) is violated. This is a contradiction.

Hence, Ay > b(a*). Suppose that A1y > b(a™), then @*x (H(w|a*), a*) is strictly decreasing. Hence,
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the pointwise virtual value maximizer is strictly decreasing and not incentive compatible (or violates
(MON)). It is easy to see that the interim allocation rule Q that maximizes the expected virtual
surplus and satisfies (MON) is constant. However, in this case (IA") holds with strict inequality,
which implies that Ay = 0 and contradicts to hypothesis that 41, > b(a™) > 0. Hence, the optimal

Ay is equal to b(a™).

If Ay = b(a™), then the virtual values are given by @*x(w, a*) = p for all w, which is constant.
Hence, any feasible non-decreasing allocation rule Q satisfying condition (4.4) maximizes the ex-
pected virtual surplus. If Q also satisfies (IA") with equality, then it solves (P’-a*). In particular,

there exists & € [0, 1] such that the following interim allocation rule solves (P’-a*):
O(w) = EH(wlay"™" + (1 - O, Vu.
n
Recall that (4.4) holds if and only if Y (ww(0, a*)) = 0. These arguments prove the following Propo-

sition 9.

Proposition 9 Suppose that the first-order approach is valid, and the information structures are
uniformly supermodular ordered. Suppose, in addition, that a* is such that (4.7) is violated. Then
0 solves (P'-a*) if and only if Q is non-decreasing, Y (w(0,a*)) = 0 and Q satisfies (IA") with

equality.
Optimal mechanisms in the general case

If the information structures are not uniformly supermodular ordered, then typically the pointwise
virtual surplus maximizer is not incentive compatible (or violates (MON)), and ironing is necessary.
In particular, an optimal solution can be obtained by ironing @*x (-, «*) in the following procedure

first introduced by Myerson (1981). For each ¢ € [0, 1], define

t
It a*) = / @™ (r, a*)dr.
0
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Figure 13: Ironing

—
Let J * denote the convex hull of J#x, defined by

—A

Tt ) t=min {BI (1), a*) + (1 = P)J (ty, 0"t 1, € [0, 11, t; + (1 = Pt =1}, Ve € [0, 1].

This is illustrated by Figure 13. Because 7/1)((‘, a*) is convex, it is continuously differentiable vir-
tually everywhere. Define the ironed virtual value EAX (-, a*) as follows. First, for each t € (0, 1)
such that 97 (¢, a*)/dt exists, let @™ (1,a*) := 9T (1, a*)/dt. Then extend 3 (-, a") to [0, 1]
by right continuity. Because 7/1)((-, a*) is convex, EAX (-, a*) is non-decreasing. By construction,
JAx (H(-|la*), a*) > 7/1X(H(-|a*), a®). If JAx (H (w|a*), a*) > 7“(H(w|a*), a*) for some w, then
7“(H(~|a*), a*) is linear and therefore 5“(H(~|a*), a*) is constant in a neighborhood of w. (See

Figure 13.)

Suppose that 4y is chosen optimally. I argue that, any interim allocation rule Q solves (P’-a*) if
and only if (i) Q satisfies (IA”) with equality; (ii) Y (w(0, *)) = 0; and (iii) Q satisfies the following

two pooling properties:

—i _ _
1. If I (H(w|a*), a*) > J X(H(wla*), a*) for all w € (w, w) and let (w, w) be chosen maxi-

mally, then Q is constant on (w, w).

2. IfY(w) > 0 for all w € (w, w) and let (w, w) be chosen maximally, then 5’“‘(H(~|a*), a*)is
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constant on (w, w).

The proof is based on Toikka (2011). For the ease of notation, I suppress the dependence of @*x

—2
5’1" ,J* and 77 on A x- Then the expected social surplus is

w(l,a*)
/ zQ(2)h(z|a*)dz

(0,0%)
w(l,a™)
S/ +/1X—)] O(2)h(z|a* )dz+/1XC (a™) 4.9)
w(0.a%) h(z|a*)
w(l,a*)
=/ @™ (H(z|a*"))Q(z)dH (z|a*) + AxC'(a*)
w(0,a*)

w(l,a™)
= [ ot -7 e | 0@ e
w(0,a*)

w(l,a*)
+ / @' (H(z|a*)O(2)dH (z|a*) + A4 C(a*)
w(0,a*)

w(l,a*) _
_ / |74 zla)) - 7 (H(zla")] dO()
w(0,a*)

w(l,a™)
+ / 6” (H(z|a™)O(z)dH (z|a™) + AXC’(a*) 4.10)
w(0,a*)
w(l,a*)
< / @ (H(z|a*)Q(z)dH (z|a*) + A4 C'(a*) 4.11)
w(0,a*)
w(l,a*) w(l,a®)
:/ 5%‘(H(z|a*))H(z|a*)"_ldH(z|a*)+/ 5”(H(z|a*))¥’(z)dz+ AXC’(a*)
w(0,a*) w(0,a*)
(4.12)
w(l,a*) w(l,a*)
< / @' (H(zla*)H(z|a*)""'dH (z]a*) - / Y (2)d@™ (H (z|a*)) + A4 C'(a*)
w(0,a*) w(0,a*)
(4.13)
w(l,a®)
:/ EAX(H(Z|(X*))H(Z|0{*)n_1dH(Z|0(*)+ /IXC’(a*). “4.14)
w(0,a*)

Here, the inequality (4.9) holds because Ay > 0 and Q satisfies (IA’); and the equality holds if and
only if Q satisfies (IA’) with equality. (4.10) follows from integration by parts. The inequality (4.11)
holds because J*x > 7%{; and the equality holds if and only if Q satisfies the first pooling property.
(4.12) follows from the definition of Y. The inequality (4.13) follows from integration by parts and

the fact that Y ((w(0, a*))) > 0; and the equality holds if and only if Y (w(0, «*)) = 0. Finally, the
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equality (4.14) because Y > 0; and the equality holds if and only if Q satisfies the second pooling

property.

It remains to determine the optimal multiplier A,. In order to do so, I first define the “steepest"
allocation rule Q% and the “least steep" allocation rule Q™ satisfying conditions (ii) and (iii) given
—1 —
above. Define Q*(-, Ay) as follows. If JAx(Hwl|a*),a*) > J X(H(wla*), a*) for w € (w, w) and
let (w, w) be chosen maximally, then let
[Hw|a*)" — H(w|a*)"]

1
+ =2z v w, w).
0" (w, 1x) Hwla) - Hala) w € (w, w)

Otherwise, let Ot (w, %) := H(w|a*)""'. Define O~ (-, Ax) as follows. If 5”(H(~|a*),a*) is
constant on (w, w) with w < w and let (w, w) be chosen maximally, then let
L[ H (wla*)" — H(w]a*)"]

- = .V w, w).
O™ (w, Ay) Hwla") — Hwla) w € (w, w)

Otherwise, let 07 (z,4y) = H (z|la*)""'. Clearly, both Q* and Q~ are non-decreasing, imple-
mentable and satisfy conditions (ii) and (iii). I demonstrate Corollary 12 in Appendix C.1.2 that O*
is the “steepest” allocation rule and O~ is the “least steep" allocation rule among all non-decreasing

implementable Q’s satisfying conditions (ii) and (iii) in the following sense: for all non-decreasing

Hence, there exists a non-decreasing implementable Q satisfying conditions (i)-(iii) if and only if

implementable Q’s satisfying conditions (ii) and (iii),

- [_H—a(wla*)@(w, i)

h(w|a*)

| > H,(wl|a*)
| > £ |2 0w

| > H, (wla®) _ ]
a ] = [—WQ (w, 1x)

Ay is such that

H, (w|a*)
 h(wla®)

H,(w|a®)

+ _—
Q (LU, /1X) h(wla*)

(x*] >C'(a*)>E [— a*] . 4.15)

Q_(LU, XX)

Lemma 15 proves that such a 1 exists and is unique, and its proof can be found in Appendix C.1.2.
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Lemma 15 Suppose that the first-order approach is valid and the information structures are super-
modular ordered. Suppose, in addition, that o™ is such that (4.7) is violated. There exists a unique

Ax > 0 such that inequality (4.15) holds.

The main result of this section is the following Theorem 15, which demonstrates that the unique Ay

given in Lemma 15 is indeed optimal, and the allocation rules I have derived above solve (P-a*):

Theorem 15 Suppose that the first-order approach is valid and the information structures are su-
permodular ordered. Suppose, in addition, that a* is such that (4.7) is violated. Let Ay > 0 be
such that inequality (4.15) holds and Q be a non-decreasing implementable allocation rule. Then Q
solves (P'-a*) if and only if Y (w(0, a*)) = 0, and Q satisfies 1A") with equality and the two pooling

properties.

My interpretation of the optimal pooling areas is as follows: Optimally, pooling occurs where

@*x (H(-|a*), a*) is not strictly increasing, i.e.,

ws,a(s’ a*) 0 _Ha(w(sa a*)la*) > 1

w,(s, a*) - Jw h(w(s,a*)|a*) | — Ay

Recall that if an information structure is more precise, then w(s, a) changes more dramatically as
s changes, i.e., w,(s, @) is larger. Hence, one can interpret w (s, @) as a local measure of the in-
formation structures’ precision around s. Then, w; ,(s, a)/w (s, @) is the percentage change of the
information structures’ precision around s as « increases. Intuitively, the most effective way to dis-
courage agents from acquiring too much information is to introduce randomization to where the
information structures’ precision increases most rapidly. If the information structures are uniformly
supermodular ordered, then wy ,(s, a) Jw(s, a) is a constant. In other words, when « increases, the

information structure becomes more precision uniformly over [0, 1].

Lastly, given Theorem 15, it is straightforward that there exists an optimal Q which takes the fol-

lowing relatively simple form:

Corollary 8 There exists & € [0, 1] such that Q(w) := EQ*(w, Ax) + (1 = &0 (w, Ay) solves
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P'-a™).

Though the result is intuitive, the proof of Theorem 15 is difficult because of the presence of both the
non-standard constraint (IA”) and (MON). In this paper, I use the following approach first proposed
by Reid (1968) and later introduced into the mechanism design problem by Mierendorff (2009). I first
solve (P’-a*) under an additional restriction, that Q is Lipschitz continuous with global Lipschitz
constant K:

|O(w) — QW] < K|lw—-u'|, YVw,w' € W.

Denote the modified maximization problem by (PX-a*). I show that the optimal solutions of (PX-a*)
converge to that of (P’-a*) as K — oco. Then I can obtain a characterization of the optimal solutions

of (P’-a*) in the limit. The formal analysis can be found in Appendix C.1.2.

The proof is not a straightforward modification of Mierendorff (2009). Let O and 0K denote the
optimal solutions to (PX-a*) and (P’-a*), respectively. In Mierendorff (2009), Q is discontinuous at
exactly one point, and it can be shown that for K sufficiently large, the slope of QX is equal to K only
in a neighborhood around the discontinuity point. In this paper, however, O could be discontinuous
at most countably many times, at unknown points. If Q is discontinuous at tw, then it is possible that
every neighborhood of w contains another discontinuity point. Hence, it is non-trivial to characterize

O as the limit of OX.

I conclude this subsection by briefly discussing why I cannot apply control they directly. In the
published version of Mierendorff (2009), Mierendorff (2016) does not use the approach described
above, and directly appeals to Theorems 7 and 8 in Seierstad and Sydseter (1987). However, the
problem considered here, (P’-a*), is more complex for the following two reasons. First, as I have
mentioned above, in Mierendorff (2016), state variable Q is discontinuous at exactly one point,
while in (P’-a*), Q could be discontinuous at most countably many points. Second, the problem in
Mierendorff (2016) can be written as a control problem without restrictions on the state variables,
while (P’-a*) contains pure state constraints (constraints in which control variables do not appear).

To the best of my knowledge, no existing theorem can be applied to provide necessary and sufficient
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conditions for the optimal solutions of (P’-a*).
4.3.3. Optimal a*

Given optimal solutions of (P’-a*), I can now study the optimal information choices. Let 7°(a) :=

(I =y)V(a) — C(a) and a* € argmax,cn 7°(a). I show in Appendix C.1.2 that

w(l,a)
(@) =(1-7) o @ (H(wla), ) H (w]a)"™ h(wla)dw + (1 = 1) Ax C'(a) = C(a),

where, as demonstrated in Theorem 15, Ay depends on a in a complex way. In general, it is hard to
solve the optimal a*. In this section, I first give a condition that the optimal a* must satisfy and then

solve it when the information structures are uniformly supermodular ordered.

In Lemma 63 in Appendix C.1.3, I show that if the second-order condition of the agents’ optimization

problem is satisfied, then

w(l,a)
/ —Ha(wla)H(wla)"_ldw — C'(a) is strictly decreasing in a. 4.16)
w(0,)

Let

& 1= inf {a € A|(4.7) holds for a} . 4.17)

Then & is independent of y and lim,_, & = a. By (4.16), inequality (4.7) holds for all @ > &. I
claim that the socially optimal a* < @. Note first that for all @ > &, the optimal solution to (P’-a™)

is O(w) = H(w|a)""!. Hence, the average social surplus is

w(l,a)
(@)= —-y) wH (w|a)" ' h(w|a)dw - C(a).
w(0,a)

Taking derivative with respect to a gives

w(l,a)
(@) = (1 —p) —H,(w|a)H (wl|a)"'dw - C'(a).
w(0,a)

Because C'(a) is strictly increasing, 7*' (@) is strictly decreasing by (4.16). By construction, 7%/ (&) =
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—yC’(&) £ 0. Hence, 7% (a) < 0 for all @ > & and at optimum «* < &. This result is summarized in

the following proposition:

Proposition 10 Suppose that the second-order condition of the agents’ optimization problem is sat-
isfied, and the information structures are supermodular ordered. The socially optimal information

choice a* is such that a* < &, where & is such that (4.7) holds with equality if @ = a.

Proposition 10 states it is not optimal for the social planner to encourage agents to acquire more
information than they would under the ex post efficient mechanism. This result is not surprising
given the results of Bergemann et al. (2009). Proposition 10 also implies that (IA’) always holds
with equality when a* is chosen optimally.'! Hence, it is sufficient to consider the one-sided first-

order condition.

To obtain further results about the socially optimal information choice a*, I assume that the infor-
mation structures are uniformly supermodular ordered for the rest of this section. In this case, the
average social surplus is

(@) =(1-7) % + b(a)C'(a)] — C(a), Va € [a, 2],

Hence,
(@) = [(1 = b (@) — 1] C'(@) + (1 = y)b(@)C" (), Va € [a, a].

Hence, 7'(a) < 0if and only if 1 — C’(a)/ [b'(@)C' (@) + b(a)C"(a)] < y. Assume that

C'(a)/ [b’ (a)C'(a) + b(a)C" (a)] is strictly increasing. Then there exists a unique «° € A such that
7%(a) $ 0 if and only if @ Z a°. Furthermore, «° is strictly decreasing in y and independent of
n, and lim,_,; «® = a. Therefore the socially optimal information choice is a* = min{a®, @}. This

result is summarized by the following proposition:

If @* = &, then the ex post efficient mechanism is optimal and (IA’) holds with equality by the definition of &.
Suppose that a* < @. Suppose, to the contrary, that (IA") holds with strict inequality. Then the ex post efficient mechanism
is optimal. However, because inequality (4.7) is violated when a* < &, (IA’) is violated, which is a contradiction.
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Proposition 11 Suppose that the second-order condition of the agents’ optimization problem is
satisfied, and the information structures are uniformly supermodular ordered. Suppose, in ad-
dition, that C'(a)/ [b’ (a)C'(a) + b(a)C" (a)] is strictly increasing in a. At optimum, a*(n,y) =

min{a®(y), &(n)}, where a° is strictly decreasing in y, lim,_,y a° = a and lim,_,, & = a.

Proposition 11 implies that the ex post efficient mechanism is also ex ante efficient if the level of
interdependency is low. As the level of interdependency increases, the socially optimal information
choice decreases, and an ex ante efficient mechanism introduces more randomization into the alloca-
tion rule to discourage agents from acquiring too much information. Proposition 11 also implies that
the ex post efficient mechanism is also ex ante efficient for a sufficiently large number of agents. In-
tuitively, when there is a large number of agents, the incentive for each agent to acquire information
is already small and there is no need for the social planner to further discourage them from acquiring

information by distorting the allocation rule.

Example 5 (Linear experiments) Consider the information structures in Example 3. Assume that

F(0) = 0 with support [0, 1], and the cost function (used in Persico (2000)) is of the form
Ca)=K (a —g)z, Va € [a, 1],

where 0 < a < 1and K > 1/8a. Then, as I demonstrate in Appendix C.1.3, the first-order approach

is valid. In this case & is such that

~1
2K@—a)= ———.
i

Note that the left-hand side of the above equation is strictly increasing in &; and the right-hand side
is strictly decreasing in n for n > 2 and converges to 0 as n goes to infinity. Hence, & is strictly

decreasing in n and goes to a as n goes to infinity. Finally,

7*'(a) = 2K [ya — 2y — Da .
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Ify < %, then n¥'(a) > 0 for all a and therefore a* = a. If y > %, then n¥'(a) is strictly decreasing

in a and therefore

Thus, if y sufficiently small or n sufficiently large, then a* = @&, and the ex post efficient mechanism
is also ex ante efficient. If y sufficiently large or n sufficiently small, then the optimal a* is strictly

decreasing in y, and goes to a as y increases to 1.
4.4. Efficient asymmetric mechanisms

In this section, I study the ex ante efficient mechanisms without restricting attention to symmetric
mechanisms and symmetric equilibria. First, I show that the result in Theorem 14 is still valid for
general asymmetric mechanisms, i.e., an ex ante efficient mechanism never withholds the object.
Second, I derive the ex ante efficient mechanisms when the information structures are uniformly
supermodular ordered, and provide conditions under which the socially optimal information choices
are the same for all agents and there exists a symmetric ex ante efficient mechanism. Finally, I give
an example in which an asymmetric mechanism generates higher net social surplus that the optimal

symmetric mechanism.

As in the symmetric case, I consider the relaxed problem of the social planner by replacing (IA) by

the one-sided first-order conditions

Hai(wla;k) * !, % . /
w _h(w—l(xl*)Q(W) a; = a; <C ((Xl. ), Vi. (AIA )
and focus on reduced form auctions. Let Q := (Qy,...,Q,), where Q; : [0, 5] — [0, 1] is non-

decreasing for all i. By Theorem 3 in Mierendorff (2011), Q is implementable if and only if it

satisfies

n w(l,a) n n
> / 0i(z)dH (z]a)) < 1=~ [T Hwilap). vw € [J1w(©.a)). w(l.ap)).  (AF)
=1 Jw i=1 i=1

i

Thus, given (MON), we can replace (F) by (AF’). Finally, as in the symmetric case, an ex ante
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efficient mechanism never withholds the object:

Theorem 16 Suppose that the information structures are supermodular ordered, and a* and (q,t)

solve the relaxed problem of the social planner. Then

Y a,(w) = 1 for almost all w € [ [1w(0, &), w(l, a))]. (4.18)
i i=1

By Theorem 16 and the Law of iterated expectations, we can rewrite the social planner’s objective

function as a function of Q:

Ew [Z(w,. +7 ) w))g,w)

i J#i

a=a Vi] = Z Ey, [(1 = nw,0,w)| a; = o] +nyp.

Because the second term, nyu, is a constant, we ignore it from here on. To summarize, the social

planner’s relaxed problem, denoted by (P’), becomes:

@ =a w] =) Cap),
i

max E,, [Z(l - Pw,0,(w;)

subject to

n w(l,ai*) n n
> / 0/(zpdH (z;le) < 1= [[ Hw,lay). Yw € [ [1w(0. &), w(l, )], (AF)
=1 Jw i=1 i=1

i= i
Q;(w;) is non-decreasing in w;, Vi, (MON)

Ha.(wila;k)
o |~ 0, ()

h(w;|a})

Q= aj] <Cl(a), Vi.  (AIA)

As in the symmetric case, I solve (P’) in two steps. First, for each a* € A", I solve the following

sub-problem, denoted by (P’-a*):

Vi) := max E, [Z w,0,(w;)

a*] subject to (AF'), (MON) and (AIA”) ,
Second, I solve max cn» 7°(a) 1= (1 — )V () — Zi C(a;).
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Fix a*. If the principal adopts the ex post efficient mechanism, then the interim allocation rule is

given by Q;(w;) = H#i H(w;|a?) for all w; and all i. Clearly, if a* is such that

wila;)
E,, [— HGoe) gH(w la?)

*] < C’(a;‘),‘v’i, (4.19)

then the ex post efficient mechanism solves (P’-a*). Furthermore, I show Lemma 67 in the appendix

that if a* is chosen optimally, then (AIA’) holds with equality for all i and

@) =(1-7y) [;4 +) b(aj)c’(aj)] =) C(ap). (4.20)
i=1 i

Suppose that a* is such that there exists agent i,

Ey, [ | *) HH(w )

*] > C’(al.*). 4.21)
J#

Suppose that there exists 0 < k < n such that (AIA’) binds for the first k agents. Then we can ignore
(AIA’) for the last n — k agents. Let 4, denote the Lagrangian multiplier associated with (ATA’) for
agent i (i < k). By a similar argument to that in Section 4.3.2, we have 4, = b(af) forall i < k.

Then the Lagrangian relaxation becomes

w(l,a)

w(l,a)
&z = ; /w 40, (w)h(w;|a)duw, + Zk /w 10,0,(w,)h(w;la})dw; + Y baF)C' (o)

(0,0} (0.a) i<k
w(lay) w(l,a})
=/ / D ugw) + Y w,q,w) H h(w;|a)dw, ... dw, + Y ba})C'(a)).
w(0,a7) w@,a)  \ i<k i>k i<k

Suppose that k < n, then a pointwise virtual surplus maximizer must satisfy for all w,

1 if max; {w;} <p,

Y qw) =

i<k 0 if max;, {w;} > p.
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and for all j > k,

1 ifw;,>pand w; =max,_  {w;}
J J P>k VT
q;(w) =
0 ifw; <porw; <max;, {w;}

Therefore, for all i > k, the optimal interim allocation rule is given by Q;(w;) = [] H(w; |a;.k)

J>k.j#i

if w; > p and Q;(w;) = 0 if w; < u. Hence,
w(l,a?)
Vi) =u[[H@la)+) / w, [] H(w, a?)h(w,|e)dw, + D b(a))C' ().
i>k i>k JH J>k,j#i i<k
Finally, (AIA’) holds for i > k if and only if
w(l,a)
/ —-H, (w;|a}) H H(wilaj)dwi < C'(a)). (4.22)
H j>koji

Consider an agent i (i > k). I argue that if a* is chosen optimally, then (4.22) holds with equality.

Suppose, to the contrary, that (4.22) holds with strict inequality, then

ors(a*) w(l,af)
——=-(-7) / H,wila)) ] Hle)dw, - C'(af) < =yC'(a}) <0,
a; U j>k,j#i

a contradiction to the optimality of «. Hence, (4.22) holds with equality for all i > k. Furthermore,

because the information structures are uniformly supermodular ordered, we have

w(l,a) w(l,a)
/ w, [] Hwla)Hdw, = C'(af)biar) + / p ] Hw,le)dw,.
JZ H

J>k,j#i J>k.j#i

Substituting this into the expression of V (a*) yields

w(l,af) n
4C) =MHH(M|a7)+Z/ u [ H@ila)hw,le)dw, + ) ba?)C'(a)
U

i>k i>k J>k.j#i i=1
9 n
:MHH(,ula;“)+,u/ dHH(wla;.k)+Zb(a;“)C'(a;")
i>k uoo Sk i=1

=u [T HWla) + 1 [1 -11 H(u|a7)] + D b@)C (@) = p+ Y (@) (@)).
i=1 i=1

i>k i>k
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Hence,
@*)=(-7y) [u +) b(aj)c’(aj)] =) C(ap). (4.20)
i=1 i

Suppose that k = n, then a pointwise virtual surplus maximizer must satisfy Y, g,(w) = 1 for all w.

Hence, (4.20) still holds in this case.
These results are summarized by the following proposition:

Proposition 12 Suppose that the second-order condition of the agents’ optimization problem is sat-
isfied, and the information structures are uniformly supermodular ordered. Let a* be a socially

optimal information choices. Then there exists agent i,

Hai(wi |a7)

* w | _ e %

J#i
and the average social surplus 7°(a™) is given by (4.20).

It follows immediately from Proposition 12 that if there exists a® € arg max, ca (1 — 7)b(@)C’(a) —
C(a) such that ® < &, where @ is define by (4.17), then the socially optimal information choices

are the same for all agents:

Proposition 13 Suppose that the second-order condition of the agents’ optimization problem is sat-
isfied, and the information structures are uniformly supermodular ordered. Suppose, in addition,
that there exists a® € argmax e (1 — 7)b(@)C' (@) — C(a) such that a° < &, where @ is define by

(4.17). Then the socially optimal information choices are the same for all agents.

I conclude this section by giving an example in which an asymmetric mechanism generates higher
net social surplus that the optimal symmetric mechanism when the conditions in Proposition 13 is

violated.

Example 6 (Linear experiments) Consider Example 5. Letn =2, a = 1/2and K =3/8 > 1/8a.

Then, as I demonstrate in Appendix C.1.3, the first-order approach is valid. A socially optimal
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information choice a must be such that

a 9a,

< —= < —. 4.23
N =180, -2 7 "= 180, - 2 (4.23)

When a satisfies (4.23), the average social surplus is given by

co=u-nyeda(ne1) oYl -3

In this case, & is such that

(A 1) 1 n 11
a—=)=—ora=—.
2 12 18

Furthermore, (1 — a)b(a)C'(a) — C(a) = (1 — y)%a((x - %) — %(a — %)2 has a unique maximizer on

W

[%, 1]. Ify < % then a® = 1; and if y > % then a° = y/(4y — 2). By Proposition 13, if a® < & or

y > 11/13, then the socially optimal information choices are the same for all agents.

Assume for the rest of the example that y < 11/13. In this case, the optimal symmetric mechanism
is ex ante efficient, and induces the following symmetric equilibrium: o, = ay = Q. In this case, the
average social surplus is given by

192 — 195y

o~ 059~ 0.60r.

(&, &) =

Consider the following asymmetric mechanism in which

s 7 25
0 y‘mln{max{32,wl},32}<w2

g, (wy, wy) =
1 if min{ max { &, w 215w
EP AR V) 2

and q,(wy,w,) = 1 — q,(w,, w,) for all (w;,w,) € [0, 11%. Given this mechanism, the following

information choices is an equilibrium af = 9/16 and aj = 1. Let n;(a) denote agent i’s ex ante
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*

5 = L, the interim allocation rule of agent 1 is given by

expected payoff for i = 1,2. Given a

% ifwle[O,;—z]
0,(w) =1 w, ifwle[7 25]

32°32

25 . 25
e lfwl (S [5, 1]
It is easy to verify that

ory(ay, ;) w(lay) d , 8a; 3
— == -H , -C =——+=.
aal A/M‘)(Oval) a(wl (xl)Ql(wl) I/Ul (al) 2 8

Hence, it is optimal for agent 1 to choose af = 9/16. Similarly, given af = 9/16, the interim
allocation rule of agent 2 is given by

16 7

It is easy to verify that

aﬂz(af,az) /w(l,az) a7 ( 10(w5)d Cay) 65a, + 3 5 0. Va. € [1 1]
_— = - WsH, @ w Wy — Ay) = ———— - , V& -, .

*

5 = L. Inthis case, the average social surplus is given by

Hence, it is optimal for agent 2 to choose a

728 — 923
7@}, 05) = ==~ 0.71 - 0907,

Clearly, if y < 0.4, then this asymmetric mechanism generates strictly higher net social surplus that

the optimal symmetric mechanism does.
4.5. Conclusion

I have studied ex ante efficient mechanisms in the sale of a single object when agents have posi-
tively interdependent values, and information is independent and endogenous. Specifically, I assume

agents are initially uncertain about the value of the object on sale, and they are able to pay a cost to
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acquire information about this value before participating in a mechanism. In an earlier paper, Berge-
mann and Viliméki (2002) find that using the ex post efficient mechanism will lead to ex ante over
investment in information by agents. This suggests potential gains in ex ante efficiency by adjusting

ex post efficient mechanisms in a way to discourage agents from gathering information.

First, I find that an ex ante efficient mechanism never withholds the object. Intuitively, whenever the
object is withheld, one can instead allocate it randomly among agents. This improves the allocative
efficiency without giving agents additional incentive to acquire information. Second, I fully char-
acterize ex ante efficient mechanisms. When the interdependence is low or the number of agents is
large, the ex-post efficient mechanism is also ex ante efficient. When the interdependence is high or
the number of agents is small, an ex ante efficient mechanism involves randomization. Specifically,
an ex ante efficient allocation rule randomizes in areas in which the accuracy of an agent’s posterior

estimate can be significantly improved if an additional piece of information in acquired.

In this paper, I assume all agents simultaneously acquire information prior to the auction. One inter-
esting direction for future research is to allow for the possibility of sequential information acquisition.
It is likely that the efficiency can be improved if agents are asked to acquire information in turn, and
one’s information acquisition decision can depend on the signals received by those who take actions
earlier. Another interesting direction for future research is to consider the impact of initial private
information. In this paper I only considered static mechanisms in which agents only report their
private information once. In general, one can consider a dynamic mechanism in which agents report

their private information both before and after acquiring information.

134



APPENDIX TO CHAPTER 2

A.1. Omitted proofs in Sections 2.3

A polymatroid is a polytope of type

P(g) := {xe RE

xZO,ZxQSg(A)forallAcE}, (A1)

e€EA

where E is a finite setand g : 2 - R + 1s a submodular function.

Lemma 16 There exists a monotone and submodular functiong : 2F - R + with g(®) = 0 and

P(g) = P(g).

Proof. Let g(¥) := 0 and g(X) := miny y g(A)for X # @. Let X C Y C E. If X = §J, then

g(X)=0<gX). If X # @, then A DY implies that A D X, and therefore we have

E(X) = min g(4) < min g(4) = 5(Y).

Hence, g is monotone. Let e € E\Y. To show that g is submodular, it suffices to show that
gY U {e}) —g(Y) < g(X U{e}) —g(X).
Because g() = 0 < min4 g(A), it suffices to show that
i C i D) < i A i B).
i, 8O+ pungD) < min | 8(4) + pin g(B)

Let A* € argmin -y (., §(A) and B* € argming,y g(B). Then A*UB* D Y U{e} and A*nB* D
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X. Hence,
min g(A) + mm g(B) = g(A") + g(B")
ADXU{e}
> g(A"UB*) + g(A" n BY)

> C)+ D
—c;nyl{ﬂe}g( ) mmg( )

where the first inequality holds because g is submodular. Hence, g is submodular. Finally, I want
to show that P(g) = P(g). Because g(A) > g(A) for all A C E, we have P(g) C P(g). Suppose
that there exists x € R such that x € P(g) and x ¢ P(g). Then there exists A # @ such that
Zee 41X, > g(A). By construction, there exists B O A such that g(A) = g(B). However, then
we have ZeeB X, > Zee 41X, > g(A) = g(B), which is a contradiction to that x € P(g). Hence,

P(g)=P(g). =

Proof of Lemma 1. First, because ﬁ(ﬁ) = 0, and H is non-decreasing and submodular, 2’ is

feasible. Next, I show that 2’ is optimal.

I begin the analysis by characterizing H. Clearly, there exists a unique t € {1, ..., m} such that

n—1 n—1

-1
1]3 . 1 z
;;zlf <@ S;(Ef)

Here, ¢ is the minimum ¢ such that if all agents whose values are weakly less than v are pooled
together and ranked below any other agents with higher values, then they receive the object with

probability of at least @. It is easy to verify that!

—(th_:llf’y—nqoZ;":,f’ ifr>1 |

1 —nge ift<t

H(S) = (A2)

Let A() 1= H(SY=n X" <2 fort = 1,...,m+1. Then A(m+1) = O and A() = & (Z_lff>

T=t |-

I'This result can be seen as a corollary of Lemmas 22 and 23 in Appendix A.3.
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where A(x) = 1 — % —x" - % is concave in x. If A(1) = 1 —ng/(1 —¢) > 0, then let ¢ := 0;
otherwise, there exists a unique; € {1,...,m+ 1} such that
HSH<n i O and H(S™*) > n i ol
=R Tale

Let A := (AL, ..., A" and u := (4!, ..., u™) denote the dual variables corresponding to the upper-
bounds and lower-bounds in (IC'm1), and g := (B(S))g denote the dual variables corresponding
to (F2m1) in problem (OPTml1 — ¢). Consider the dual to problem (OPTml — ¢), denoted by
(DOPTm1 — @),

m

min Y, cof' X, > BSHS) + ¢ i 1,
S

1-c¢ P

subject to

t k t t
——=—A+u - S) >0, Vr,
o' == U nZﬂ()_

Sot

A>20,>20,u>0.

Let 2 be define in (2.7), and (4, f, ) be the corresponding dual variables. Let ° be such that v > k /c

if and only if > 9.

Case 1: V' < % ort < 19, In this case, we have

cof!
at . 1—c

0 ift<t

ift>1

Let #(S) = 0 for all S. If v < k/c, thenlet A’ = 0 and ' = k/c — v' > 0;if v' > k/c, then let
p'=0and A’ = o' — k/c > 0. It is easy to verify that this is a feasible solution to (DOPTm] — ¢),
and the complementary slackness conditions are satisfied. Finally, the dual objective is equal to the

primal objective:

t=t0 t=1



By the duality theorem, 2 is an optimal solution to (OPTm] — @).

Case 2: V' >

o=

ort > 1. In this case, we have

1 _
ol ift>1

1—c

177, of m cof! e, 3
;H(S ) - Z'r=;+l l1—c ifr=t

Z =9 ,

! E(Sf)—ﬁ(sfﬂ)] 0 <r<i

0ifr <1

<t < 1; and A(S) = 0 otherwise. If 1 < 9, then let A’ = 0 and

Let 4(S) > 0if S = S for 0
A =kjc—0v' > 0. If° <t <t thenlet A = g’ =0, f(S) = ' —v""")/nfort > 1° and
B(S™y = (" —k/e)/n. If 1 > 1, then let A = o' — v and 4" = 0. It is easy to verify that this is
a feasible solution to (DOPTm1 — @), and the complementary slackness conditions are satisfied.

Finally, the dual objective is equal to the primal objective:

%H(S’(’)(u’“ - f) + _2 %E(sf)(uf — o) + i cof! (¢ -5)+0 Y 1ot

By the duality theorem, 2 is an optimal solution to (OPTml — ¢). m
Lemma 17 An optimal solution to (OPT — @) exists.

Proof. Let & denote the set of feasible solutions, i.e., solutions satisfying (IC") and (F2). Consider
D as a subset of L,, the set of square integrable functions with respect to the probability measure
corresponding to F. Topologize L, with its weak*, or o(L,, L,), topology. It is straightforward to

verify that @ is o(L,, L,) compact. See, for example, Border (1991).

Let V(@) := suppeg E, [P(U) <v — %)] + (ka. Let {P,} be a sequence of feasible solutions to
(OPT — @) such that

k
/Pv(v) (u - 5) dF(v) + "’T - V(o)

c

By Helly’s selection theorem, after taking subsequences, I can assume that there exists P such that
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{ P,} converges pointwise to P. Because & is ¢(L,, L,) compact, after taking subsequences again,
I can assume that there exists P € & such that { P, } converges to P in ¢(L,, L,) topology. Because

v—k/c € L,, the weak convergence of { P,} implies that

k
/P(v) (u - 5) dF(v) + (”T — V().

C

Proof of Theorem 1. Let {P,} be the sequence of optimal solutions to (O PTm — ¢) defined in

Corollary 1. Let F; :=7'/f"+ ¢ forall . Then

t P ifv >
P! = '
e ifv <

oz ol

Recall that H is given by (A.2). Thus, there are three cases. If 1 > t, then

v ifr>71
1—c _ n
= B m f!
b o T
ft
oo AL En ) 1
Py= dE BT i
| ‘ . rIf 1—1 T
;(Zr=1f ) 02/ i
- iftr=t
” ift <t
If 7 = t, then
v ift>1
1—c t
. 1 =1 ¢ _§m el "
D SR Y= Ei Y e P
ft
” ift <1
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Ift < t, then

I can extend P, to V' by setting

(t-Dw-v 1(v—v)
+ LU+
m m

,t=1,...,m.

P,(v) :=Pl forve |v

Extend Fm to V' in a similar fashion. Compare ?m and ;(p. It is easy to see that {?m} converges

pointwise to ?w' Hence, { P,,} converges pointwise to P;, which is a feasible solution to (O PT — ).

To show the optimality of P(;‘, let P be an optimal solution to (OPT — ¢), which exists by Lemma

17 in the appendix. Define 13m be such that

1(v—-0)

_+ m A
P 1/ PW)AF@) fort=1,....m,

m = 1 D@
f U+<r1>m@g>

and it can be extended to V' by setting

P (v):= 13,; forve |v

(t-D@-v) t(v—0)
+ =, v+ _],t=1,...,m.
m m

By the Lebesgue differentiation theorem, {ﬁm} converges pointwise to P. It is easy to verify that f’m

defined on {v!, ..., v™} is a feasible solution to (OPTm — ¢). Hence
S oA k k
Zf’P;l(U’—£>+(p—SZf’P;,(U’—E>+(p—
pr c c c c
By the dominated convergence theorem,

gffﬁ,'n <Ut—§)=/V13m(l})<0—§>dF(U)—’/VP(U)<U—§>dF(u),

and

gftP,; (Ut_§>=/‘/Pm(v)<v_§>dF(U)_)//P;(U)<U—§>dF(U),
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Hence,
/VP;(u) (u - %) dF(v) = /Vﬁ(u) <u - %) dF (),

which implies that P(’; is optimal. m

Lemma 18 Suppose (1 —¢)/n < @ <min{1/n,1 — c}. Then v' > v* if and only if v < V¥, where
V% is defined by (2.14). Furthermore, if n(1 — ¢) < 1 then V% is strictly increasing in n and strictly

decreasing in c.
Proof. Because (1 —¢)/n < @ <min{1/n,1 —c}, v and v* satisfies:

1— F(U")" B F(Ul)n—l
1-F)  1-c¢

(A3)

Define

n—1¢1 _
AQ) = O l(ic LC) N

Then A(v) = —1 < 0 and A(v) = 0. Then

A(v) =

n—2
—F(Ui — cf(U) [-cnF(v)+n—1].

Clearly, the term in the brackets is strictly decreasing in v. Moreover, A’(v) = n— 1 > 0 and
ANw)=n(l-c¢)-1.

If n(1 — ¢) > 1, then A’(v) > O for all v. Hence, A(v) is non-decreasing, and therefore A(v) < 0 for

all v. Hence,

1 - F@Y' _ F)™' 1= F@ly
1-F*)  1-c — 1-F@W)’

which implies v/ > v*.

If n(1 — ¢) < 1, then there exists v” such that A’(v) > 0 for v € [v, v’] and A/ (v) < 0 for v € [V, D).

Hence, A(v) in strictly increasing in [v, Ub], and strictly decreasing in [U",E]. Hence, there exists a
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unique v € (v, v) such that A(v) < 0if and only if v < v%. By (A.3), this implies that v/ > v* if
and only if o/ < v". Finally, for any v, A(v) is strictly decreasing in n, and strictly increasing in c.

Hence, 0" is strictly increasing in n, and strictly decreasing in c. m

Proof of Theorem 3. First, if ¢ < (1 —c)/n, then v = 0 = v, and

S
o lx o X

The principal’s objective becomes

cp ] k ]
1_CA (U—Z>dF(U)+(p/ vdF(v),

v

which is strictly increasing in ¢. Hence, in optimum, ¢ > (1 —¢)/n.

Given @, let Z(@) denote the principal’s optimal payoff. Suppose that ¢ > 1 — ¢ or equivalently

F@""! > n(1 = ¢). Then v* = 1, and the principal’s payoff is Z(¢p) = Zl(v’((p)), where

Z,) :=/U (o) (u— %)F(U)"'ldF(v)

+ Lp@y- /max{ g (u - 5) dF () + 2Py K.
n C n C

v

If ! < k/c, then Z,(v') is strictly increasing in v. If v > k/c, then
PN Il TSN, Sy _ I k
Z,(v)= — FW)"™f@"){E,v] - E,[max{v, v }]+ e

Clearly, the term inside the braces is strictly decreasing in v/. Recall that v* > k/c is defined by
(2.12). Hence, Z;(ul) > 0 if and only if v/ < v*, and Z, achieves its maximum at o' = v*. I show

in Lemma 19 in the appendix that for any ¢ and the corresponding v/, we have Z(¢) < Z | 0(@)).
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Hence,
Z(p) < Z,(V(p)) < Z,(v).

Thus, if F(v*)"~! > n(1 — ¢), then it is optimal to set ¢* = F(v*)"~! /n and v/ = v*. This proves the

first part of Theorem 3.

Suppose that F(v*)"~! < n(1 — ¢). Then in optimum ¢ < 1 — ¢. Because (1 — c)/n < @ < 1/n,

there is a one-to-one correspondence between 0 and @. Given ¢, 0(¢) is uniquely pinned down by
1 — neF(0) — 1”—(” [1 - F(d)] = 0.
—-c

If @ is such that v’ > v*, then Z(@) = Z,(0(¢)), where

ol

maxy D,
1-c¢ {

}
T J, (U—E>dF(v)

Zy(0) 1= ;

1 Y k l-c &k
EEETR0) /max{,;,g} <” - Z> PO+ T —cFoy e

If 0 < k/c, then Z,(D) is strictly increasing in 0. If > k/c, then

cf(®)

SO T or

{HEU[U] —E,[min{v,0}] + (1 - ¢) [[EU[U] — E,[max{v, 0}] + 5] } .
c
Clearly, the term inside the braces is strictly decreasing in 0. Recall that v™* > v* > k/c is defined

skok

by (2.13). Hence, Zé(ﬁ) > 0 if and only if & < v**, and Z, achieves its maximum at 0 = v

I show in Lemma 20 in the appendix that for any ¢ < 1 — ¢ and the corresponding O, we have
Z(p) £ Z,(0(p)). Hence,

Z(p) £ Zy(0(@)) £ Zp(v™).

! !

Finally, by Lemma 18, v' > v* if and only if v' < o, Thus, if v** < Uh, then it is optimal to set

@* = F(v**)"! /nand o' = v**. This proves the second part of Theorem 3.
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Suppose that F@w*)" ! < n(l —c¢)and v*™* > v%. Then

| k u k

Z(p) =9 /UmaX{v,;} (U— E)dF(v)+ /maX{U ’f} (u— %) F@)""'dF(v)

c max U[’Z}

o

1%
+ -2 / (U—£>dF(v)+(p—k.
l1-¢ max{vu,ﬁ} c c

If @ is such that o' < k/c, then Z(g) is strictly increasing in ¢. If v/ > k/c, then

Z'(p) = ﬁ [E,[v] = E [min{v, v*}]] + E,[v] — E,[max{v, v'}] + %

Because both v/ and v* are strictly increasing in ¢, Z’(@) is strictly decreasing in ¢. Let ¢* be such

that
E,[v] — E [min{v, v*(¢*)}]+ (1 — ¢) [[EU[U] — E, [max{v, v'(¢p*)}] + %] =0. (2.15)

Compare (2.15) with (2.13) and (2.12), and it is easy to see that v*(¢*) > v** > v/(¢*) > v*. Hence,
Z'(p) > 0if and only if ¢ < ¢*, and Z achieves its maximum at ¢ = ¢*. This proves the third part

of Theorem 3. m
Lemma 19 Let Z and Z, be defined as in the proof of Theorem 3. Then Z(p) < Zl(vl((p)).

Proof. Fix ¢ and the corresponding v. Note that Z,(v') is attained by the following allocation rule

F)' ifv> max{ul,
Pl(U) =

j
j

QX o|x

@ ifv<max{v’,

It is easy to see that P; — P; is non-decreasing, and

/ P, (v)dF(v) :/ P;(U)dF(U) = %

Moreover, v—k/c is non-decreasing in v. Hence, by Lemma 1 in Persico (2000), Z(¢) < Z l(vl (p)).
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Lemma 20 Let Z and Z, be defined as in the proof of Theorem 3. If ¢ < 1 — ¢, then Z(¢p) <

Z(0(@)).

Proof. Fix ¢ and the corresponding 0. Note that Z,(?) is attained by the following allocation rule

2 ifv > max

P(v) 1= I

() ifu<max{ﬁ,c}

0,

Ix= olx

It is easy to see that P, — P;‘ is non-decreasing, and

/ P,(v)dF(v) :/ P;(U)dF(U) = %,

Moreover, v—k/c is non-decreasing in v. Hence, by Lemma 1 in Persico (2000), Z(¢) < Z, (02((5)).

Proof of Theorem 2. Let Z and Z, be defined as in the proof of Theorem 3. If v—k/c < E,[v], then
Z,(v) is strictly increasing in v/ and achieves its maximum when v/ = 0. By Lemma 19, Z(¢p) <
Z 1(01 (9)) < Z,(v). Note that Z,(v) can be achieved via pure randomization. This completes the

proof. m
A.2. Omitted proofs in Section 2.4

Proof of Corollary 2. The analysis in Section 2.4 has proved most results of Corollary 2. What is
left to prove is that if n*(p,c) < n < n**(p, c), then vi(n, p,c)is strictly increasing in #, p and ¢ and
v(n, p, c) is strictly decreasing in n and strictly decreasing in p and c¢. If n*(p,c) < n < n™*(p, ¢),

then v/ and v* satisfy (A.3). It is easy to see that v* is strictly increasing in v/ and vice versa.

To prove the properties of ¢/, let
A,(U’,n, p,c) :=E,[v] — E [min{o,v"}] + (1 — ¢) |E,[v] — E, [max{v, v+ E] ,
c
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where v* is a function of v/, n and ¢ defined by (A.3). Then A,(U’, n, p,c) = 0by (2.15). Furthermore,

we have
A, - F(
—_ = = — v
ov!
0A u
- Fe 2 > o,
on on (A4)
0A, :
—=1—-c>0,
dp
A, ek
22— g, 0] - E, [max{v, o' )] + —] > 0.
dc c

Hence, by the implicit function theorem, we have dv’ /on > 0, dv' /dp > 0 and 0v! /dc > 0. To see
that 0v* /dn < 0 in the second line in (A.4), let
F@h='(1 = F("))

NG 1 -1+ F@")".
—c

Then A(v%, o', n) = 0 by (A.3). Furthermore, we have

~ F(0")"

% 3 F(U )n 1
— F(U“)

u\n—1 7
= | @ ]f() [

0A _ F@Y™1[1 = F(v")]log F(V')
on 1-c¢

+nFW")" ' f(*) <0,

+ F(v*)"log F(v*) < 0.

Hence, by the implicit function theorem, dv*/dn = —(dA /on)/(0A/dv*) < 0.

To prove the properties of v, let
A, (V% n,p,c) :=E,[v] — E,[min{v,v"}]+ (1 —¢) [[EU[U] — E, [max{v, o'+ E] ,
c

where ¢/ is a function of v*, n and ¢ defined by (A.3). Then A, (W, n,p,c) = 0by (A.3). Furthermore,

we have

% -
= {1 = F")]

dAu aUl
=—(1-=0)F neY s
( C) (U) <0

oA,
ap
0A
dc

>

(AS)

=1-¢c>0,

v _ [[EU[U] — E,[max{v, v'}] + %] > 0.
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Hence, by the implicit function theorem, we have dv*/dn < 0, dv*/dp > 0 and dv* /dc > 0. To see

that dv' /on > 0 in the second line in (A.5), note that

0A _ (n— DF@Y"2f@hHIl - F")] S

0.
ov'! 1-c

Hence, by the implicit function theorem, dv' /on = —(0A/dn)/(0A/dv') > 0. =
A.3. Asymmetric environment
A.3.1. Finite case

Let D 1= Ylv, — k;/¢;,v; — k;/¢;]. Letd := inf D and d := sup D. Fix an integer m > 2. For
tr=1,...m,let
2t = 1)(d — d)

d i=d + ————,
- 2m

d—d) k, t—1)d—-d) k.
fif;=Fi(g+( —)+—’>—Fi(g+()(—_)+—’>,i=1,...,n.
m C; m C;

1

Consider the finite model in which, for each agent i, v; — k;/c; can take only m possible different
values, i.e., v; — k;/c; € {d',...,d™} and the probability mass function satisfies f:dH = fl.’ for
t =1,...,m. Itis possible that f/ = 0 for some z. The corresponding problem of (OPT A — @) in

the finite model, denoted by (O PT Am — @), is given by:

n m ok,
max E [ fiPld + #] ,
C:
=1 i

i=1

subject to

D;

i PINH A —ﬁ Y LS, c{l,....m). (AF2m)

i=1 1€S, i=1 1S,

, Vi, (AIC"m)

gal.<P.t§

- 1
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Define H(S) 1= 1-[[i_; g5, f1—2io) Lies, @if] forall S :=(Sy, ..., S, and S; C {1,...,m}
forall i. Define H(S) := ming g H(S")forall S. Let z} := f] (Pl’ - gol-) forall i and t. By Lemma
16, (OPT Am — @) can be rewritten as (OPT Aml — )
n m n m k
max Z Z zid" + Z ®; <2 fld'+ c—'> ,
i=1 t=1 i=1 t=1 4
subject to

Cigoifit

0<z < , Vi, Vi, (AIC'm1)

Y YA <HES).VS C{L,....m)". (AF2m1)

i=1tes;
Note that if f/ = 0, then z] = 0 by definition and therefore satisfies (AIC’m1) automatically.

Algorithm 1 below describes an algorithm that finds a feasible solution to (OPT Am — ). 1 start
by giving a verbal overview of the algorithm. It is in the spirit of greedy algorithms. It begins
by assigning values to {z"}; who have the largest weight d™ in the objective function. Let set
collect all the agents whose highest net values are below d™. If i € I, then f" = 0 by definition and
zI" = 0 by (AIC'm1). Next check whether there exists some agent i ¢ 17 such that if z}" is assigned
the highest value allowed by (AF2m1), then the upper-bound on zi" in (AIC'm1) is respected. If
so, assign z" this highest value. Continue until no such agent can be found. Then, among all the
agents whose z!" have not been assign values yet, check whether there exists a pair of agents, a triple
of agents and etc. until there does not exist a group of agents I’ such that if assign Y,/ z;" the
highest value allowed by (AF2m1), then the the upper-bounds in (AIC'm1) can be respected. If now
there still exists an agent i whose z" has not been assigned a value yet, then I conjecture that the
upper-bound on z" in (AIC'm1) binds, and let z!' = ¢;; fl.’ /(1—c¢;). Letset T | collect all the agents
not in 7' and for whom the upper-bounds on z}" in (AIC'm1) do not bind. Continue to assign values

m

to {z; -1 s {z;"_z}i, {zl.l}i in the same fashion.

In order to define the algorithm formally, I introduce some notations. Let Sl.’ = {t,...,m} and
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Sim+1 := @ foralliand?t, S' := {t,...,m}" for all t and S"*! := @. Define S + (¢,i) :=

(Sps e S S;U{t} Sy a8 and S — (1,0) 1= (S, .oy S SN1h Siyy oo S)).

Algorithm 1 Let " := {i|f"=0} and Z' := O for all i € 1. Define 1" C I\I, n",

{n’”’l, N Lo } {S’"’l, ,S’"’"m} and E;" forall i & 17 recursively as follows.
I Let 17" =@ and v = 1.
2. If IT" = I\1]', then go to step 5. Otherwise, let 1 = 1 and go 1o step 2.

3. If there exists T' # @ such that |1'| =1, I' n (I(’)” U Ii”) =@ and

H (s + ) (m, i)) ~HS <Y Clqo_im

iel’ iel’ i

where S; = ST if j € I]" and S; = SJ’.”Jr1 otherwise, then let z' < c;p, f"/(1 —¢;) fori € T'

be such that

Yz'=H (s + ) (m, i)> —H(S).

ieTl’ iel’

Let ™" := 1" and S™" := S. Redefine vasv+1and I{" as T' U IV, and go to step 2. If

there does not exist such an I', go to step 4.

4. If1 <n—|LJ UIY| then redefine1as 1+ 1 and goto step 3. If 1 = n— |17 UI}"|, then go to

step 5.
5. Letn™ :=v-—1 andEl'." = f" /(1 —¢) foralli € T\ (I(’)" U I{")

Let 1 <t < m— 1. Suppose that we have defined 17, II’, n’, {ﬂ”, ,ﬂ?T’nT}, {ST’I, ,S”’T}
and {z; }; forall T > t + 1. Let I\, := {i|f =0} and Z, := 0 for all i € T}, Define I\ C I\I,,

{7[”1, ,7[””[}, {S”l, e S””’} and Eﬁfor alli & I(’) recursively as follows.

1. LetIi =@ andv = 1.
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2. IfIi = I\Z(’), then go to step 5. Otherwise, let 1 = 1 and go to step 2.

3. If there exists T' # @ such that |1'| =1, I' n (I(’) U Ii) =@ and

n t

. == . —r Ci(pif,‘
mSmH<s+Z<t,,)>_z yzey sl

iel’ j=17€S; iel’ !

where S = (S}',..., S witht; > tifj € ' U ur™ " 1, =t+1ifj €T andt; > t+1

otherwise, then let E; < ci(pifi’/(l —¢;) fori € T’ be such that

>z = m}nﬁ(S + ) (m, i)) - Z >z
iel’ iel’ i=1 7€S;

Let "V := 1" and S as a minimizer of the right-hand side of the above equation such that
there is no S 2 S"" which is also a minimizer. Redefine v asv+1and I} as I' U1}, and go

to step 2. If there does not exist such an T, then go to step 4.

4. If1 <n—|IjUT|| then redefine tas i+ 1 and go to step 3. If 1 = n — |Ij U I{|, then go to

step 5.
5. Letn' :=v—landz, :=¢;p,f!/(1 —¢) foralli € I\ (I} UT!).

Note that {S™Y + ) (t,1)} is the collection of sets for which (AF2m1) bind.

ientv

Let z be a solution found by Algorithm 1. I first prove that z is a feasible solution to (O PT Am1 — ¢).
Foreachiandzt, let ?j = E; / fl.’ +o;if fl.’ > 0 and ?j := 0 otherwise. Then z is a feasible solution to
(OPT Am1 — @) if and only if P is a feasible solution to (OPT Am— @). Lemma 25 below proves that

Pis non-decreasing. By Theorem 2 in Mierendorff (2011), P is a feasible solution to (OPTAm— )

if and only if forall ¢, ...,z, € {1,... ,m}
n s n
DRI | DN
i=1 tGS, i=1 tes’t
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By construction, this is true if and only if for all ¢, ... ,¢, € {1, ... ,m},

n

> Yz <HS), (A.6)

i=1 teS;
where S = (Sil, e S,tl”), which is proved in Lemma 24.

Hence, P is a feasible solution to (OPT Am—@), or equivalently, z is a feasible solution to (OPT Am1—
@). Let
z, ifd'>0
ﬁi 1= . (A7)
0 ifd'<0
Clearly, z is also a feasible solution to (OPT Aml — ¢). Furthermore,one can verify that Z is an

optimal solution to (OPT Am1 — ¢) by the duality theorem:
Lemma 21 Z define in (A.7) is an optimal solution to (OPT Aml — @).

Finally, let P" := (P™");,, where

—m,t .
o P, ifd" >0
P = . (A.8)
@, ifd' <0

The following corollary directly follows from Lemma 21:

Corollary 9 P™ defined in (A.8) is an optimal solution to (OPT Am — ).

The rest of this subsection is organized as follows. In Appendix A.3.1, I prove two technical lemmas
on H and H, which are useful for later proofs. In Appendix A.3.1, I prove that z is a feasible solution
to (OPT Am — @) by proving Lemmas 24 and 25. In Appendix A.3.1, I prove that 2 is an optimal
solution to (OPT Am — ¢). In Appendix A.3.1, I prove two technical lemmas that are useful in

characterizing the limit of { P™}.
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Properties of H and H

Here, 1 introduce two technical lemmas on H and H. Lemma 22 proves a useful property of H.

Lemma 23 characterizes H.

Lemma 22 If H(S) <1 =Y ¢, and S' C S, then H(S') < H(S).

i

Proof. Consider S = (S, ...,.S,). We have

ORI EDREDNIDIE | DI/E
i=1

i=l TS, i=1 t&S,

Let S = {t|f! > 0}. If S; = S*"” for some i, then Yegs, J§ = 0 and therefore H(S) >
1 -3, @ Hence, H(S) <1- X ¢; implies that S; # S, or ¥ o f7 > 0forall i. Thus,
@ < 1w ZT¢S, fi foralli. Let S’ :=(Sy,....Si_, S\ {1}, Siyy ..., S,). Then

H(S)- H(S') = f] H Z fi—9;|20.
j#i S,
Hence, H(S') < H(S). By induction, H(S') < H(S) forall S’ C S. =
Lemma 23 H(S) = min {HS),1-Y"_, o}

Proof. Recall that H(S) = ming,¢ H(S). Recall that S' := {1,...,m}". Because S' > S and

H(S")=1-XL, ¢, wehave H(S) < 1= 3, ¢

Suppose that H(S) < 1-Y"_ @, Let S” D S.If H(S") 2 1-Y" ¢, then H(S) < 1-Y"_ @, <

H(S").If H(S")<1-Y"_, ¢, then H(S) < H(S") by Lemma 22. Hence, H(S)= H(S).

Suppose that H(S) > 1 - @;. I claim that HS)=1- Y., @;. Suppose not, then there exists
8" > S such that H(S”) < 1 - )" | @;. Then, by Lemma 22, H(S) < H(S") < 1-Y"_ ¢,

which is a contradiction to the fact that H(S) > 1 — Y, @,. Hence, H(S)=1-Y"_ ¢, ®
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Proofs of feasibility

Lemma 24 Forallt,,...,t, € {1,...,m},

N

< H(S), (A.6)

t

where S = (S|, ..., 5.

Proof. For each £, let z°0 := @ and z""'*! := I\(Z; U I}). Suppose that S C S™, i.e., t; > m for

all i. By Algorithm 1, we have

iexm! iexml
_ g, f"r —
2 Z:n S Z LrJ g S H ﬂ+ Z(m,l) ’Vg # I// g ﬂ.m,l’
ie1” ie1” I-q¢ ie1”

where the second inequality in the second line holds because otherwise |z™!| < |I”| by Algorithm
1, which is a contradiction to " C ™1, Thus, (A.6) holds if t;=m+ 1foralli ¢ aml Suppose
that we have shown that (A.6) holds if t;, = m + 1 for all i & ™ty ua™tandv > 2.
Suppose that #; = m+ 1 forall i ¢ z™! U - U ™. Let " := @+ X, miy... pm-1(m, i) and

1" :={i € z™'|t; = m} C ™. By Algorithm 1, we have

Y z'=H <s’ + ) (m, i)> ~H(S"ifI" = 2™ and v < n",
ie1” ier’

—m eif" — -
AR 1 L< H(s’+ Z(m,i)) ~HSHIfT" Ca™orv=n"+1.
— C.

ier”
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Because S — ). (m,i) C S’, we have

ien™Vv

Y Y E-YYE-Y ¥

i=1 1eS)\S; i=1 res] ign™V tes;
>HS)-H|S- ) (mi)
iex™V
>H (S’ + ) (m, i)> —H(S),
iel’

where the last inequality holds because H is submodular. Hence,

zn: DI Z Zzﬁ—zn: > E§+E<s’+ Z(m,i)) ~H(S")

i=1 tesS; i=1 teSl_’ i=1 teSi’\Si e’
< H(S) - <s’ + Z(m 1)> +HS)+H <S’ + Z(m 1)> —H(S)
iel’ iel’
= H(S).

By induction, (A.6) holds for all S C S™.

Suppose that S ¢ S™*1+Y (t,iyfort <m—land1 <v<n'+1.LetI’' :={i en"|t; =

iexly...uxhv

tyand 8’ 1= S — Y, _;/(t,i). Suppose, w.l.o.g., that I’ # @. If I’ = #"", then, by Algorithm 1, we

have

szgﬁ(s’+2(r,i)> ZZS T$-3 Y7

e’ ie1’

If 7’ C ="V, then, by Algorithm 1, we have

zz;gzcl(’if <H<S’+Z(tz)> Y Y E-H©-Y Y
i=l reS]

iel’ iel’ iel’ i=1 TeS’

where the second inequality holds because otherwise |zV| < |I’| by Algorithm 1, which is a con-

tradiction to I’ ¢ #"¥. Hence, (A.6) holds for S. m
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—t
Lemma 25 P, is non-decreasing int on {t | fl.’ >0 }

To prove Lemma 25, I first prove the following lemma which says that if the upper-bound in (AIC'm1)

does not bind for zg“, then it does not bind for z:.

Lemma 26 Suppose that f!, f'*' > 0. Then Eﬁ“ € Ii“ implies that E; € 1.

1

Proof. Suppose that f7, f/*' > 0 and E;“L € I{“. Then, by Algorithm 1, there exists S with

S; = Sjt.’ C SJ’.+1 forall j # i and S; = S'*' such that

Z 2 zZ = H(S).

j=171€S;

Suppose that H(S) < 1 — Z;’zl ®;. Because, by Lemma 24,

YD T+ ) I <HS-@+1i),

j#i T€S; reS;\{t+1}

we have
t+1
Ci(Pif,-

>Z 2 S -HS-a+ 1. =] X -

J#i TES;

where the last equality holds by Lemmas 22 and 23. This implies that [, ¥, cs f] < I(L"c. Hence,
J -

n

ZL<HS+ @)=Y, D7

j=17€S$;

<H(S + (1,0)) — H(S)

c;p; f!
=il Z 7 o<1
1

Jj#i TES;
where the equality holds by Lemmas 22 and 23.

Suppose that H(S) > 1—2;.':1 @, then by Lemmas 22 and 23, H(S)= H(S+(,i) = 1—27:1 @;.
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Hence,

Z<HS + (i)=Y, Y 7
j=17€S;
<H(S + (1,i)) — H(S)
Ci(pif,'t

=0 < .
T 1—g

Hence, z € Ii. n

Proof of Lemma 25. Suppose that f7, f/*! > 0. Recall that F; =17/ fl + o, if f{ > 0. Suppose

_ —t ) —t+1 — . .
that Z:H 2 Ii“, then P, < % = P, . Suppose that Z;—H € Ii“. Then there exists S with

Ci

S; =5 c S forall j #iand S, = S™*! such that

> D Z =H(S).

j=171€S;

Suppose that H(S) < 1 — 2;21 @;. In the proof of Lemma 26, we have shown that E;H >

—t
! (H#i ZTESJ' i~ (pi> and 7, < f; (H#i ZTGSJ fi = (P,->- Hence,

P<[[Y <P

J#i TES;

— —t+1
Suppose that H(S) > 1 - Z;’zl @;- By the proof of Lemma 26, we have P; =@, < P;+ . m

Proofs of optimality

Before proving Lemma 21, I first prove some useful properties of S*V and z. Recall that {S" +
Yo (1, )} is the collection of sets for which (AF2m1) bind. The result in Lemma 27 implies that

this collection is a nested sequence of sets. In fact, Lemma 27 proves a stronger statement.

Lemma 27 S*' > $*W™ 43 @+ 1,0 for 1 <t <m—1;and S D S+ ¥ (1, 0)
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forl1 <t<m

Proof. By Algorithm 1, ™Vl 5 §mV + ¥ _ . (m,i). Lett <m—1land I’ = . Let S :=
ST 4 3 e (t+1,0). Then Y Y s, zZ, = H(S). Suppose S*! 7 S. Let S’ := SUS"L.

Then S = S;.’ for some 7; > 7 + 1 for all j. By Lemma 24, we have

n

2 X3

J=1 res\s"!
J J
n n
=T =T
X252 X %
J J
j=17€S; J=lzesting,

>H(S)— H(SnS"Y.

Hence,
_ n _ n
H (S’ + Z(t,i)) - Z - H <S”1 + Z(r,:)) + z;
iel’ Jj=1 reS}’. ie?’ J=1 reSI’f1
n
=ﬁ<5’ + Z(t,i)) —E<s” + (t,z)> - Z 2 z,
ier’ ier J=1 zes\s"!
J J
< [ﬁ (s’ + Z(z, i)> —ﬁ(S)] - lﬁ (5”1 + Z(r, i)> —H(SN s’vl)]
iel’ iel’
S07

where the last inequality holds because H is submodular, which is a contradiction to the definition

of S"V. Hence, S"! o SHLn* 4 Zieﬂ,ﬂmm (t + 1,i). By a similar argument, one can show that

Sttt v ¥ i forallt<m—1. m

By Lemmas 22, 23 and 27, there exists ¢ and v such that

— 1=, 0 ift<torv>v,t=t
H <5W+ Z , i)) = z - T . (A9)

ientv H (S™ + Y,cm(t,i)) <1=3.¢; otherwise
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The definition of  is analogous to that in the symmetric case. By a similar argument to that in Lemma

26, we have
Lemma28 Ift <t ort=tandi ¢ n"' U~ Ux", thenZ, = 0.

Proof of Lemma 21. Consider the dual to problem (O PT Am1—g), which is denoted by (DO PT Am1—

®),

n m AIC'¢'ft n m k

. i7itiJ g 7T t gt i
%Z{ZTC[+;/3<S>H(5>+ZI¢,-<ZILd +Z>,
i=1 t= i= t=

subject to

d' =X+ ul =) BS) > 0if £ > 0,Vi, v,

S5t

A>20,u>0,62>0.

Let 2 be defined by (A.7) and (f, 4, /i) be the corresponding dual variables. Let t° be such that

d” > 0if and only if # > °.

Let ﬁ (S””' + Zieﬂ,_nr(t, i)) >0fort > max{to,z} and ﬁ(S) = 0 otherwise. (i) If r < max{to,g},
then let ' = 0 and /i = —d' > 0. (ii) If t = max{#, 7}, then let (S”" + Y j)) —d'>0

and fif = 0. Ifi € I!, thenlet A/ = 0. If i & I\ U T!, let A = d' > 0. (iii) If > max{s%, 7}, let

A

p (5'5"’ + X et (t,j)) =d' —d~' >0and i =0.Ifi € I!, then let A = 0. If i & I/ U T! and

max{to,g}
1

A 5 . ! Oa

iel , then let A = d" —d" > 0 where * = min{¢’ > max{t0,£}|li Si}. Ifi g IInaX{t l},
then let iﬁ = 0. Hence, (4, /1, f) is a feasible solution to (DOPT Am1 — ¢) and the complementary
slackness conditions are satisfied. Finally, it is easy to verify that the dual objective is equal to the

primal objective. By the duality theorem, Z is an optimal solution to (OPT Am1 — ¢). m
Properties of S

Before moving on to the continuum case, I prove the following two lemmas which are useful in

characterizing the limit of { P™}.
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1 r s .
Lemma 29 Suppose S™ = (S',...,S,). Thent; = tifi € ly el tf=t+11if
i € Ii“ U\ (2" U ur™ ), and 1F € {t + 1,m + 1} otherwise. Furthermore, for h &

Ii"’l Uzl u .Uz, we have

Pn -1 —
e [Lizn 2, f7 20 thent; =t+1.

el Y <0and H (S™ + YD) < 1= X0 @ thent’ = m+ 1.

Proof. By Algorithm 1, 7 =t + 1 if i € #'Y. By Lemma 27, t* = tifi € z"' U - U z"V"!
and ¥ = 1+ 1ifi € I\ (z" U - ux™71). If t = m, then, by Algorithm 1, ## = m + 1 for

igatu- vl

Let t < m — 1. For the ease of notation, let I’ = z™¥ and S = (Si‘, s S,t,”) be such that ¢; = t if
ierstu-ur i, =t+1ifi e Ii” U v\ (ﬂ”l U--u n”v‘l) and t; > 1 + 1 otherwise. Fix

he¢ I;” Uzt U Uz andt, for all i # h. Define

A@,) 1= (s + ) z)> Z >z

iel’ =1 7€S;

By Lemma 28 and the fact that h & Ii”, there exists t < t* < m+ 1 such thatifr+ 1 <1, < t*,

then A(t) =1- 3", @, — 2| Xies Z;; and if r* < 1, <m+1, then

N

sop=1-(2 0 ) (127 )- T B st T B o~ 337

i¢l’ =1 iel’ =1 igl’ t=t; i€l t=t i=1 t=t;

Because h ¢ I!*', we have EZ‘ = chgohf;l"/(l —¢y) forall 7, > t+ 1. If t, < r*, then we have

A, +1) =A@y = Ch(thh /(1 —¢,) > 0. Hence, A(t + 1) < A(ty,) forall ¢, < t*. If 1, > t*, we

have

A(th +1) - A(th)
_ ( ( 1157 )(Hzf ))
igT'i#h =1 e’
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If ¢, = t*, we have

Aty + 1) — A1)
ti—1 t—1
(72 - (L) (2 ))
i¢1'i#h =1 iel’ t=1

H i—1 T - T *
Hence, if 12 - (Hiﬂ,#h iy ) (Hiel’ iy ) > 0, then A(r, +1) > A(t,) forall 1, > 1*.
Furthermore, because A(t + 1) < A(t),) for all 7, < t*, we have A(r + 1) < A(ty,) forallt, >t + 1,

hence t;‘l =t+1.

—1 — *
1 2 = (Mrion Zisy /7 ) (T T2 /7)< O, then Ay + 1) < AGy) forall 1, > 1
Hence, A(m + 1) < A(¢),) for all t;, > ¢*. Recall that A(t + 1) < A(z,,) for all ¢, < t*. Hence, t; €
argmin {A(t + 1), A(m + D} If H (S™ + Y, (1) < 1= Y @, then t* = ¢ by definition,

which implies that 7, =m+ 1. ®

Lemma 30 Suppose S*¥ = (St‘, e S,t,'*‘) and h & Ii“ Uzrtlu-- Uzt then t; =t + 1 implies

that h € Ig.

Proof. Suppose E(S”" + Yiean (D)) = 1 = X" @, then by Lemma 28, h € I}. Suppose

— . =1 ..
H (8™ + ¥cp (D) < 1= X7 @;. By Lemma 29, ﬁ_zh 2 [Tizn X/, f7- Hence,

]

H (s”v + Z i) + (@, h)> -H <5”V + Z @, i)>
iexhVv iexhVv

-1
1

<ilT1 2. 77 - on
i#h =1
ft Py _ _ Ch(phfh
- 1 - Cy h B 1- Cy

By Algorithm I, h € 7|. m
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A.3.2. Continuum case

I characterize an optimal solution in the continuum case by taking m to infinity. Let Ii"’t denote

I} and 1™ be defined by (A.9) when D is discretized by m grid points. Clearly, if i € Ii"” then

- - —m 7' —1)d-d x
i€ Ilzm,m " Let?, :=max {1|i € I} andd, :=d+ % Then the sequence of {dl. }
K

is non-decreasing and bounded from above by d. Hence, the sequence converges and let d! :=

. —2r . x 2 _1)d—d s .
lim, ,d ; denote its limit. For each «, let d 2= d+ (12# which is bounded. After taking

subsequences, we can assume { d** }K converges and let d :=lim,_  d** denote its limit. Let

o if v, >d"+ 4
I—c¢; ! i ,
D . ki k; e gl ki u ki
Pi0) =9 Wgrgrs s F; (u,. -k —) ifd+ 2 <v <dr+ b
. k:
®; ifv, <d +=

i

Finally, let P* := (P;"); where

Pv) ifuy,>%
P') i= P (2.19)

®; ifv; < o

= O

We are now ready to prove Theorem 4.

Proof of Theorem 4. We can extend F:n (Pl.m) to [gi, v;] by setting, foreacht =1, ...,m,

t-Dd-d) k  td-d) k
+—+—,d+ +—
¢

- m c

Pl(w) =P (P"(w) := P"forv, € |d

m

. —m ey . .
I show that, after taking subsequences, P, converges to P; pointwise.

—2* K . . —2%
First, by construction and Lemma 28, P, (v;) = ¢, forall v; < f + k—f, we have lim,_, , P, (v;) =

—_— _27( ! _2)(

P;(v;) forall v; < d' + % Similarly, by construction, P, (v;) = % forallv; > d, + %, we have
_2[{ . 1 . 1 1

lim,_, . P, (v;)) = P;(v)) forall v; > d + &,

Ci

Suppose d' < v; — % < d*. Assume without loss of generality that d* > - > d* > d'. If d* = d',
c; i 1 n i

i
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then we are done. Assume for the rest of the proof that d; > d !, Let di | = d'. Consider v; such

that a'lf‘ > d}‘ >v; — % > d}‘ 1 for some j > i. For m sufficiently large, there exists ¢ such that

(t—1)d - d) 1(d — d) k, (t+1)(d - d)
d‘,, <d+———=<d+ — <y ——<d+————"<d"<d"
= m - m g T m S
Hence, by construction, we have II"” = II"”H = {1,...,j}. By Lemmas 29 and 30, there exists

S=(S,....S)suchthatt; =t+1,t, € {t,t+1}ifh<jandh#it,=m+1if h > j, and

/! (?’."” - (p,.) =" = H(S + (1, 1) — H(S).

1

Because H is submodular, we have

(P -0) <HS + @) - HES)

=f,.’< I Zt:f,f—(p,),

h<j.hi 7=1

where S’ = (ST, ..., ST, ST L, S and

m,t

f(P = 0) 2 HES" - (i) - HS)
t—1
=f,.’< 11 Zf;—(p,->,
h<j,h#i t=1

where §” = (S{,...,.87, 874!, ..., S7"*"). Hence,

t—1 t
[ Xrni<?"< I 27

h<j.h#i t=1 h<j.h#it=1

K —
Take m = 2 to infinity and we have lim P, (v) = P(v).

K—00

It follows that, after taking subsequences, P/" converges to P’ pointwise. P™ is feasible by a similar
argument to that in the proof of Lemma 17, and optimal by a similar argument to that in the proof

of Theorem 1. m
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A.3.3. Optimal one-threshold mechanism

By a similar argument to that in the proof of Theorem 2, we can show that pure randomization is
optimal if verification is sufficiently costly or the principal’s ability to punish an agent is sufficiently

limited, i.e., v, —k;/c; < E v, [v;] for all i. To make the problem interesting, in what follows, I assume:
Assumption 5 v; — k;/¢; > E,, [v;] for some i.

Ifd! =0, - Y forall i, then d' > max; { —k;/c; } satisfies that

i

o (e+2) <o (o+2).

Lemma 31 below shows that there exists a unique d' satisfying the above equation. Note that unless
. = 0 forall i, we have d' > max; { —k;/c; } Clearly, in optimum, ¢; > 0 for some i. Hence,

d1>maxj{ —k;/c; }.Letdl.* (i=1,...,n) be defined by

k. k.
E, [v,]1—E, [max {U,»,dl.* +— }] +—=0, (A.10)
' ' ¢ Ci

and d'* := max; d*. Now we are ready to state the main result in this subsection which characterizes

the set of optimal ¢:

Theorem 17 Suppose that Assumption 5 holds. If
n n
k; ki k; k;
Y (1 -c)F, (d’* + —’> 117 (@ -4 —J> <llE (d’* + —’) :
, ¢ ) 44 ¢ c
i=1 4 J#i
then the set of optimal @ is the convex hull of
i* € argmax; d, ¢; = (1 - c)HHél (v - —' + -1 ) Vi # i*,

? H;lzlE(dl*+]:._:)_2i#i*(l_c')nj#i < j‘ﬁ‘ﬁ%) i(d*+ﬁ—:)
b = Fix (d’*+ - )
*
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For each optimal @*, the following allocation rule is optimal.:

k

i

Mw By (0= +2) irozd+
J
@} ifv; <d +

Ci

k

i

l)i**(vi) —

Ci

Proof. Let ®(d’,d", ....d") C {@| X ¢; < 1} denote the feasible set of ¢ given d’ and d¥, ..., d".

I often abuse notation and use @ to denote the feasible set when its meaning is clear. Fix d' >

max; { —k; /e, } and d* = T, — % for all i. Then g is feasible if and only if

" k 1 k
I i) _ [
Sori(a+ ) =Tn (e +3).

k; .
I (= __+_)_ v
1-c¢

J#i i

Hence, @ is non-empty if and only if

g(l—ci)Fi<d’ )HF <U——+—)<HF (d’ >

J#i

Suppose that @ is non-empty. It is not hard to see that ® is convex. Because the objective function

is linear in ¢ and the feasible set is convex, there is an optimal ¢ which is an extreme point.

Clearly, @ is an extreme point of @ if and only if there exists i* such that

Z‘/’: z<d1 > HF(d’ >
"(I‘C)HF< '——+kl),\7’j¢i*.

i#j

In this case, denote the principal’s payoff by Z; ;.(d 1. For ease of notation, let i* = 1. Let @ ;=
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(I=¢)) Hi# F, (Ej - ]Z—’ + %) for all j. Then the principal’s payoff is given as follows:

J i

n

v; k
Z, 1" :=Z/ e < >HF <u —k—+—> dF,(v;)
i=1 max{d +—,—} Ci J#i /

max{d[+c’ L’} k
+Z/ <u ——) @,dF,(v;)
i#1 7Y ¢
n k; ki \ =
max{d1+ 11 Z} kl Hi:l F,(dl'f'c—> —zi?élFi(dl-f-:)(pi
+/ (Ul - —> - ’
v 5]

F, <d’+ﬁ>

c
= M F(d+%)=>. F(d+%)7,
§0iki kl i=1"1 ¢ i#l T ¢, @i

Tt k
# G A F, (dl + 7')
1

If d' < 0, then it is not hard to show that Z | is strictly increasing in d. If d’ > 0, then, after some

dF(vy)

=1

algebra, we have
z},@

e S L LS S TR

J#i,1 F12 (d1+k—1>
1
k
d’+ﬁ ; k k
: L —d 2L dFl(vl)+— .
v €l €l

Because ¢, < [] i (d’ ) the first-term in the above equation is strictly positive. The
/

second-term is strictly decreasing in d'. Let d | be such that

di+it k, k|
b —df — -t dFl(u1)+— —0. (A11)
v C (4]

=1
Then Z| (d') > 0ifd' < d?and Z] (d") < 0ifd' > d}. Hence, Z; (d') achieves its maximum at

I _
d' =d:.

Define d} for all i > 2 as in (A.11). Suppose that d > dJ. By a similar argument to that in Lemma

31, @ <d* v, - ?,...,En - %) # @ implies that ® <df,51 - ?, , U, — %) # @. Suppose that
1 n 1 n
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both @ (d* 5 - o

n

_ ’Z_> and @ (d* v -2, T, - ’Z—) are non-empty. Then
1

Ty e
€1 n

Z, l(dl)_Zl z(dl)

I AT

[T (4 +2) -3 (¢ 2)5)
1 /duri_ll( kl)dF( )+k1
F1<d’+ﬁ) v, g H e

If d' = d3, then by definition we have

(e ()2 (s-2)7]

;[/d?;(u —ﬁ>dF(U)+ﬁ]—d*
F1(d;+'Z—ll) [} b g ?
[HF(d* ) ZF<d* i>_](d;—d;)=0,

where the last inequality holds because d| > dJ, and the inequality holds strictly if d > d7. Hence,

Z, 1(d}) 2 Z,5(d}) and the inequality holds strictly if d} > d.

Let d'* := max, d*. If

Z(l—c)HF(U——+k—>F< >s1:[ <d’* >

J#i

then @ (dl*,ﬁl - ﬁ, vy Uy — %) is feasible. This completes the proof. m

€1
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Lemma 31 There exists a unique d' > max { —k;/c; } such that
Z o F; <d1 > HF <d’ ) (A.12)

Proof. If ¢, = 0 for all i, then d' = max; j { —k;/c; } is the unique solution to (A.12). Assume,

for the rest of the proof, that ¢; > 0 for some i. Let

- k . k
l._z: l i I i
A(d’) : il(pil;i<d+—i>—||l;i<d+—>.

) A(d" = Zf <d’ > [(p, QF (d’ >]

Because A, (maxl { —k;/c; }) > 0, asolution to (A.12) must satisfy thatd’ > max; { —k;/c; }

Assume, for the rest of the proof, that d' > max; { —k;/c; } Then F; (dl ) > 0 for all i. If

A(d") <0, then ¢; < ] i (d’ ) for all 7, and the strict inequality holds for some i, which
!
implies that A’(d’) < 0. Hence, A(d") crosses zero at most once, in which case it does so from

above. Because A, (max { —k;/c; }) > 0and A, (maxj {Ej — kj/cj}) =Y. @ —1<0, there

exists a unique d' satisfying (A.12). m
A.3.4. Symmetric environment revisited

Fix ¢ and let d} and d ! be the associated optimal thresholds. Assume, without loss of generality, that

di > >dl>d' Let1 <& < - <& <nbesuchthatd} = = di.di>df = =df
fort =1,...,L —1 and dg > dg g = =dy = d'. Note that in the symmetric environment
L

u . . . l .
d' > dj only if ¢; > ¢;. The proof of Theorem 5 uses the following properties of d* and d/":

Lemma 32 If > 1foralli <&, then d” =0v- ; otherwise 1% < 1foralli <& and dgl
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satisfies

&
A ®; .k
1‘F("él+2> ‘El_ci[l‘F("é*E)]’
i=

&
- 8<Y % o< qu 4 K
1 F(”)’>Z}1_c“ FI ifosd +-,
i=
) & -1
i zF(ar“+5)1 NVi=1,...&.
| SR
Fo;’z:l,...,L—l,%<1f0r§,+1SiS«S,Hal1cz’dg+1 satisfies
k 51 k §1+l §I+1 (pi k
F(df'+l+3> _F<d¢'r+l+2> =2 1—¢ [1_F<dfz+1+2)]’
i=¢+1 i
§t+1 go k
Ff-F@fs Y ——[I-F@)]ifvsd, +-,
) 1-c¢ +1 ¢
i=£+1
@i >F<d” +5>§'+'_1 Vizé +1
1—c¢c $i c ’ 1_51 ""’§l+1‘

Finally, d' satisfies

& n n )

1, kN 1,k Z ;o k

Fla+g) =Xor(d+7)+ 3 2o [1-F (a4 7).
n

Zn Z Pi .
F(U)gl' § (piF (U) + : [1 - F(U)] lfl) § dl + —.
i=1 i=£;+1

—m —
The arguments used to prove Lemma 32 are similar to that used to show that P, converges to P; if

d' < v, - ? < d/, and are neglected here.

i

Proof of Theorem 5. The first part of the theorem directly follows from Theorem 17. Assume, for
the rest of the proof, that F(v*)"~! < n(1 — ¢). Consider an optimal ¢, and let d! and d! be the
associated optimal thresholds. Assume, without loss of generality, that df > --- > d}/ > d'. Leté¢,

(1=1,..., L) be defined as in the beginning of this subsection.

First, I show that L = 1. Suppose, to the contrary, that L > 2. Suppose that dgz < 0, then the
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principal’s objective function is strictly increasing in @; for i > &,. Hence, in optimum, it must be

that a'g > 0. Construct a new @™ as follows: Let
2

.1

)
@ = E Z(p/’ foralli=1,...,&,

j=1
and @F = @, forall i > &,. Let d** and d"* be the optimal thresholds associated with @*. Then
d‘l‘* =... a'gz* and d* = d} for all i > &,. There are two cases: (1) ¢; < 1 —cforalli < ¢, and (2)

@;>1—cforalli <¢&.
Case 1: ¢; < 1—cforalli <¢;. In this case, 9] < 1—c. Then dgz* is defined by

& *
uk k (pi _ u* k &
F—F@@+—ﬂ§ _1—F@@+Z>. (A.13)

c i=1l—c
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Hence, dé‘z < dgz < dé‘l. Let Z(¢) denote the principal’s payoff given ¢@. Then

Z(9") - Z(p)

& ) s av 4k
@; &HTe
= / (Ui — K) —dF(v;) +/ 2 (Ui - ’_€> F(Ui)'fz_ldF(Ui)
P g*+£ c/ l—-c w c
= ote

§2+c

i=£+1 &HTe
& dv +k v )
-y / ! (u,. - 5) Fu)a~'dF(v,) +/ (u,. - 5) 2 4Fw,)
u  k C u  k C 1—-c¢
i=1 d§ +-= d}; +-=
2 ¢ 1 ¢
a4k Il & *
H ¢ @
=/ 2 (v— E)ng(u)éz—ldF(u)Jr/ (v— ’—c) Y —dF@)
av +& C d"*_'_ﬁ C - 1- C
& ¢ &H e i=1
av +£ & _ m S '
—/ 5lk <v— 5) ( y L +§1F(u)51—1)dF(u) —/ ) (u— 5) Y 2ar)
ay +4 ¢/ \ 2t l-c ay +4 c/=Hl-c
du*_'_lﬁ d¥ +E 62 .
=/ 2 (u— 5) §2F(U)52‘ldF(U)+/ g (u— 5) Y Zar)
v +k c av 4k c/ &~ 1—-c
& ¢ &H e i=1
dv +X ) '
_/ 2 <U_E>( Z &_,_flp(v)fl—l)d}?(u)
dqu +£ C . 1- c
& ¢ ’_§l+1

& &
—Ju u ﬁ) @i _ ( u ﬁ)él u ( 783 K)éz_ < ux I_C) Di
=d! lF(d§1+c Z] o F (4 =) |y | F (a2 F(d+2 2‘ -
i=

&
i fr et ) $ e r )
. lF<d§2+c F a2+ Y - F () +

=& +1
& R P
- / F()22 — F(v) Z L _F@)®|dv- / U F) Z L _ F)* | do,
=ERE aat | AT

where the third equality holds because Zfi @i = 252 @;, and the last equality holds by integration

i=1

by parts. Because dé‘z* satisfies (A.13), a"gl satisfies that

&
u k 6]_ u k (pi
1‘F<da+z> ‘[1‘F<"a+2>]21—c

i=

3]
I-F@H <[1-F@)])Y, l(pT'c,vU <dl + %
i=1
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and a’gz satisfies that

k

C

&
1= F(dg+7) =
2

&
I-FO2>[1-F@] Y IL_’C+ 1= F @) Vo> d! +

u
[1 —F(d§2+

&

2

k

C

)

i=¢,+1

we have

®;

i=E+1

C

+1—F<dg +
2

k

(4

>§1

k

K}
c

Z(@")— Z(9)
¢ &
u* @i u %

i=1 £+l

dviek & ar +k /&

13 c . & e .

+/2 y 2 dv—/“l <Z & —1)dv=0,
R -t st \IS 1-c¢

which is a contradiction to the optimality of ¢.

Case2: ¢, > 1 —cforalli <. If ] > 1 —c, then dgz*

Z(¢")— Z(p)

":2 /E
2/
1Jde +3

i=

(u,. - %) F)a ' dF@) - Y

$

/U
u ﬁ(
d§2+c

i=¢,+1

¢ v
- 2/ (v - 5) F(v,)5 dF (v))
i=1 d§2+1§ ¢

v k v k
/ (v— —)ézF(u)‘fZ_ldF(u)—/ (u— —)
dg +,ﬁ C du +E C l
2 ¢ e
[ & 11°
(0= %) [For-F@ Y, 2= - Fwp
| i=&+1 I-c 1 gu 1k
& e
T i & o, ]
- / F@)? - F(v) ) ——-F@|d,
df +4 i=&,+1 1-c
2 ¢ L 1 .
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k

v — —
C

&

2

§1+1

d. In this case, we have

) %dF(vi)

®;

—C

+ le(v>fl—1> dF(v)



where the last equality holds by integration by parts. Because d '52 satisfies that

&

k @i kot k%
_ u e _ u - — _ u e
-r(a+O)] X oprpwr-r(ae ) =i-r(ae )
i=£+1
[1 - F(v)] Z —+1—F(u)gzl <1-F@)*%,Yv> d" +£,
52 C
i= §1+1
we have
& ) )
N k @i @i
(9" - 2(9) >~ (7- 5~ a2 ) v/ dv =0,
c & i=211_c d§2+§'=§-11_c
which is a contradiction to the optimality of ¢. If 97 < 1—c, thenletd{* = - = dgz* be defined by

(A.13). Note that if £, = 1 and ¢, /(1 —¢) = 1, then the new mechanism using @* coincides with the
old mechanism using ¢. In this case, we can redefine d := dgz without changing the mechanism.
Except for this case, we can show, by a similar argument to that in Case 1, that Z(¢*) — Z(@) > 0,

which is a contradiction to the optimality of ¢.

Hence, by induction, we have L = 1. For ease of notation, let j := &,;. Next, we show that j = 0
or n. Suppose, to the contrary, that 0 < j < n. Suppose that d’ < 0, then the principal’s objective
function is strictly increasing in ¢, for i > j. Hence, in optimum, it must be that d’ > 0. Construct

anew @™ as follows: Let

n

1
== , foralli=1,...,
n;q)/ or all i n

Case1: ¢; <1—cforalli < j. Inthis case, ¢} < 1 —c. Letd{* = --- = d* be such that
k' _ 5 % k
~F(ar+2) = [1-F (e +3)]. A4

i=1

Then dj‘f* < d}‘. Let d'* be such that
F (dl* —) Z 3 (d’* —) . (A.15)
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Then d' < d'*. There are two subcases to consider: (i) d* < d;‘* and (ii) d"* > d}‘*.

(i) Suppose that d"* < d;‘x Then

Z(p*) - Z(p)

du X b *

=§ l/_d1*+§ (Ui - %) @ dF(v;) + /dl*l-p-f ‘ <Ui - If) F(Ui)”—ldF(Ui) + ,/d'_vq_’;‘ (Ui - %) l(lj CdF(Ui)]
(

J
n v
k k @;
b= )edEE) = 3 /d (o= %) Topare)
+_

n

i=j+1

j d}‘+§ k j—1 ’ k\ @
S0 e rartares [ (- 2) or)

i=1 d +Z d}l+z
P L. n dw 4k du+k
c k) J c k —1 J ¢ k (pi
= v— - dF(v) + (U——) F)"'dF(v +/ <U——> ——dF(v
/d 3 ( c ;q)l ® /d1*+& )" @ 2 gur gk ¢ Zl—c @
c - c J c
dauvk

di+5 "
[T ) 8 a7 (0= ) o

i=j+1 +2

j . n
k @ k\/ k" k @i
=" F(d'?+—> i —F(d‘f+—) +dv F(d‘.‘*+—) —F(d‘.‘*+—> i
/l J c i=211_c J e J J c J c 1—-c¢

|
v reB) Sanr(0sh) 3 2 er(oaty]

i=j+1
at+X n duwe ik " vk -
/d/+§ F(u);(p,du /dl*+§ F(v)'dv /d}‘+’z‘ F(U)g;l_cdu
du+k n
+/ e lF(U) 3 ﬂ+F(u)f] do,
dl"'% i=j+1 1-c

where the second equality holds because Z?zl Q; = Z?:l @; and the last equality holds by integra-

tion by parts. Because d;.‘* satisfies (A.14), d'* satisfies (A.15), d}‘ satisfies that

n

ky\’ ®; k
1—F(d'.‘ —) - ’ [I—F(d‘.‘ _)]
o) = X T i+

i=j+1

I-Fy < Y %[1—F(u)],Vv< ',

i=j+1
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and d! satisfies that

p (et (e ()] Sor (o) -

i j+1
n
1—F @)y + Z —[1—F(U)]+Z(piF(U)<1,VU>d1
—j+1 i=1

F(vy — F)" > [1 — F(V)] Z —C Yo>d = d,
i=j+1

we have

Z(@") - Z(p)

J
% .
>du -1 du*
(i) ( e
d’*+— " +k n vk /o
/ dv—/ dv—/'] Z iy dv =0,
d'+ —/+11_c dle+t I—c d+k ~1-c

which is a contradiction to the optimality of ¢.

(ii) Suppose that d'* > d*. In this case, redefine d"* = d'/* such that

*

Z[tp}"F<d’*+5)+ ¥ (1—F<d’*+5)>]=1.
pr c 1-c c

Then d' < d"* = dJ”.‘* < d}‘.‘. By a similar argument to that in case (ii), we can show that Z(¢*) —

Z (@) > 0, which is a contradiction to the optimality of ¢.

Case2: ¢, > 1 —cforalli < j. If ¢} > 1 —c, then let di‘* =..d7" = d and d'* be defined by
(A.15). By a similar argument to that in Case 1, we can show that Z(¢*) — Z(¢) > 0, which is a

contradiction to the optimality of ¢.

If (p’f < 1—c, thenlet d’l‘* =..dv= d be defined by (A.14) and d'* be defined by (A.15). Note that
if j = 1 and @, /(1 — ¢) = 1, then the new mechanism using ¢* coincides with the old mechanism

using @. In this case, we can redefine d| := d' without changing the mechanism. Except for this
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case, we can show, by a similar argument to that in Case 1, that Z(¢*) — Z(@) > 0, which is a

contradiction to the optimality of ¢.
Hence, j = 0 or n.
Case 1: j = 0. In this case, for all i,

. L ifo > d'+ X
P(v) = ‘

@ ifu<d +=

is an optimal mechanism given ¢. Furthermore, @ and d' must satisfy

i .
k @; k\' .
]»—F(d’ —)] <1.-F<d’ —),v <n
[ +c gl—c_ +c L=

kY < K\l w @
F<w+—) A+P—F<f+—ﬂ Lo
c ;q)’ ¢ lzl—c

In particular, (A.16) holds for i = n, which implies
n
1—F(M+§>

;

n
(O <
gl—c_

o=

1= F(d'+
Substituting this into (A.17) yields

" a—cﬂl—F(w+§Y]

¢ = 1= F(d1+4)

(A.16)

(A17)

By the proof of the second part in Theorem 3, j = 0 is optimal if v** < 0¥, in which case the optimal

d = di = =dy=0v"- % The set of optimal ¢ is given by ®(d’, di,....dy). Clearly, ¢ € @ if

and only if @ satisfies conditions (A.16) and (A.17). Because v** < o implies that

_ *%\1
1< 1 < 1 - F(*") ’
1 = cF(v**) 1 — F(v**)
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there exists 1 < i < n such that

1 - F(U**)h—l < 1 < 1= F(U**)h
1—F@*) ~ 1—cF@™)  1-F@™)’

Hence, for all i > h, (A.16) holds if (A.17) holds. Given this, it is easy to see that the set of optimal

@ is the convex hull of

¢, =(1—F@W™*y it j Sh—1,0, = —rte = ¥ /(1 - F (Y7,

@ 1—cF(v**) Jj=1
@; =0if j >h+1and (i,...,i,)is a permutation of (1, ...,n)
J
Case 2: j = n. In this case, let d" :=d| = --- = d}, and
2 ifo, >d"+%
1—c c

Plv) =9 Fy~' ifd' +%<uv <d"+%

®; if o, <d'+%

Furthermore, @, d’ and d“ must satisfy that

i

Q; i
[1—F<d"+5>]z J gl-F(d"+§) Vi<n—1, (A.18)
c j=11_c c
[1—F(d"+5)]2 @i =1—F(d"+5>, (A.19)
c l,zll—c c
F(d’+5)2(p,.=F<d’+5). (A.20)
c/ c

(A.19) and (A.20) imply that d' and d“ satisfy that

n n—1
1—F<du+§> F(d’+§)

1—F(du+§) I-c

By the proof of the third part in Theorem 3, j = n is optimal if v** > 0¥, in which case the optimal

d' = vl (ep*) — % and the optimal d{ = -+ = d;} = v"(¢") — % The set of optimal ¢ is given by
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l . . . .. .
o(d ,a”l‘, ...»d}). Clearly, ¢ € @ if and only if ¢ satisfies conditions (A.18)-(A.20). It is easy to

see that @ is the convex hull of

{(p |(p,.j =(- c)F(v“((,o*))j'1 Vjand (i, ...,i,) is a permutation of (1, ..., n) } .
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APPENDIX TO CHAPTER 3

B.1. The revelation principle

Consider a general mechanism that consists of a message space .# and a quadruplet (a, p, q,0),
where a . ./ — [0, 1] denotes the probability an agent obtains the good, p : .# — [0, 1] denotes
the payment an agent must make, g : # — [0, 1] denotes the probability of inspecting and 8 :
M X {n,b;, by} — [0, 1] denotes the probability an agent is penalized. In particular, 8(77z, n) denotes
the probability an agent is penalized if he is not inspected and 8(77z, b) denotes the probability an

agent is penalized if he is inspected and his budget is revealed to be b.

Given a mechanism, an agent of type t = (v, b) chooses 72 € ./ to maximize

a(mm)v — p(rm) = (1 = q(712))0(772, n)c — q(772)6(772, b)c

subject to the constraint that p(»z) < b. Let 72*(t) denote the solution to the agent’s problem. For
simplicity, I assume »z*(¢) is deterministic, but it is easy to accommodate mixed strategies. If the
agent’s problem has multiple solutions, then some deterministic selection rule is used. Consider a
new mechanism with message space T. Let a*(t) = a(#2*(t)), p*(t) = p(ze* (1)), ¢*(t) = a(z27*(¢t))
and 0*(t,-) = 0(#22*(t), -). Then the new mechanism is incentive compatible. Clearly, an agent has

no incentive to report 7 such that p*(f) > b. For 7 such that p*(f) < b, we have

a(*(0)v — p( (1) — (1 — (" ())0(r2* (1), n)c — (7" (1))0(772 (1), b)c

>a(m* (D)o = pir* (D) = (1 = g2 (D)0 (D), n)c — g™ (D)0(72* (1), b)c.

The inequality simply follows from the fact that 72*(¢) is the solution to a type ¢ agent’s problem in
the original mechanism. Clearly, the principal’s payoff in the truthtelling equilibrium is as same as

that in the original mechanism.

178



B.2. Common knowledge budgets

Proof of Theorem 7. Let (a, p) be a feasible mechanism. For each b € B, a(-, b) is non-decreasing

and p(v, b) = va(v,b) - [

a(v, b)dv —u(v, b). Consider another mechanism (a*, p*). Let a*(-, b) be

defined by
a(v,b) ifv> v,
a*(v,b) = ,
0 otherwise
where UZ is such that
v
/ a(v, b) f(v)dv = a(v, b)(1 — F(UZ)). (B.1)
v

Let p*(v, b) = va*(v, b) — fvv a*(v, b)dv —u(v, b). Clearly, (a*, p*) satisfies constraints (IR), (IC) and

(S) and improves welfare. The revenue obtained by (a*, p*) is

1-F(v)

o [(1 = m)a* (v, b)) + za* (v, by)| dv.

E,[p*®] = —(1 — m)u(v, b)) — wu(v, by) + / [U -

By Assumption 2, v — [1 — F(v)]/ f(v) is strictly increasing. Thus, (a*, p*) also improves revenue,
and therefore satisfies the (BB) constraint. Finally, we show that the (BC) constraint holds:
v

p*(v, b) =va(v, b) — / a*(v, bydv — u(v, b)

v

<va(v, b) — / a(v, bydv — u(v, b) < b.

The inequality holds if and only if

/ [a*(v, b) — a(v, b)]dv > 0,

= / [a*(v. b) — a(v, bYldv > / "la(v. b) — a* (v, b)]dv.
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The inequality holds since

/U[a*(v’ b) - a(U’ b)]dl) = /U[a*(U’ b) - a(U7 b) f(U)mdU

b) — b)]
/[a (v,b) — a(v, )f(v)f( *)

zlvdum—aWMwa(ﬂ

> /UU [a(v, b) — a* (v, b)] f(u)mdu

=/bwum—fmmmU

where the second and fourth line holds since f is non-increasing by Assumption 3 and the third

line holds by (B.1). Hence there exists v’

1
a(v, b)) = X{UZUT}(U) min {

and v such that the optimal allocation rule satisfies
u@b)+b

} and a(v, by) = ,}/{UZU;}(U). [ |

1

B.3. Privately known budgets

B.3.1. No verification

Proof of Lemma 2. If v = v, (3.3) reduces to u(v, b,) > u(v, b;). Suppose u(v, b,) > u(v, b). Let
u*(v, b)) = u*(v, by) = (1 = m)u(v, by) + 7u(v, by).

Let v* be such that

[ a(v,b)dv + u(v, b)) — /" min{a(v, b)), a(v, b,) }dv

*

v* i=supqu| -
—(1 = mu(v, by) — wu(v, b,) <0
Let v~ := sup{v < v*|a(v, b,) > a(v, b))} and vt := inf{v > v*|a(v,b,) > a(v,b,)}. Note that
if v* = v, then v* = v* = v. Note also that if a(v*, by) > a(v*, b;), then vt = v~ = v*. Clearly,
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a(v,by) > a(v, by) for all v € (v™, v"). There exists a € (0, 1) such that

+

/ a(v,b))dv +u(v, b;) — / min{a(v, b;), a(v, b,)}dv

+

- / [@a(v, b)) + (1 — @)a(v, by)ldv — (1 — m)u(v, b)) — mu(v, by) = 0.

Assume without loss of generality that a(v™, b,) = a(v™, b,) and a(v*, b)) = a(v*, b,). Let

min{a(v, b)), a(v, by)} ifo<v
a*(v,b)) =3 aa(v, b))+ (1 — (v, by) ifv- <v<vt .
a(v, by) ifo>o"

and

(1-m)[a(v,b))—min{a(v,b;).a(v,b,)}]

+a(v, by) ifv<ov”

T
at (U, b2) — (1-7m) [a(v,bl )—aa(v,b)—(1 —a)a(v,bz)]

Vi

+a(v,by) ifv- <v<ot

a(U’ b2) ifv > U+

Clearly, a*(v, b) is feasible and non-decreasing in v. By construction, we have (1 — m)u(v, b)) +

ru(v, by) = (1 = mu*(v, by) + nu*(v, b,), (1 — m)a(v, by) + wa(v, b,) = (1 — m)a*(v, b)) + wa* (v, b,)

for all v, and

+ +

v

1%
u(g,b1)+/ a(v,bl)dvzu*(g,b1)+/ a*(v, by)do.

Hence

+ +

u(v, by) + / a(v, by)dv = u*(v, by) + / a*(v, by)dv.
1% 1%
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Let p*(v, b) = va*(v, b) — /U a(v, b)dv — u*(v, b). Then

L

1
p*(v, b)) =va*(v, b)) — / a*(v,by)dv —u*(v, by)
v

vt )
=va(v,b;) - / a*(v, by)dv — / a(v, by)dv —u*(v, b;)
v vt

+ —_

U v
=Da(D, b)) — / a(v, by)dv — / a(v, b,)dv — u(v, b)) < b,
0 vt

where the third line follows from (B.2). Hence the (BC) constraint holds. For v < v~, we have

a*(v, by) > a*(v, by) and u*(v, b)) = u*(v, b,). Hence (3.3) holds. For v > v, we have

u*(g,b1)+/ a*(v,bl)dv=u(g,b1)+/ a(v, by)dv
1% 1%

v
<u(v, by) +/ a(v, by)dv
1%

1%
=u*(v, b2)+/ a*(v, by)dv,
1

where the first line follows from (B.2) and the third line follows from (B.3). Finally, consider v €

[v™,v"]. Suppose a < 1 — z, then a*(v, b)) < a*(v, by) for v € (v, v") and we have

v 1%

a*(v,bl)dv+/ a*(v,by)dv
U

u*(v,by) + / a*(v,bpdv =u*(v, b)) + /
1% 1%

v- v
< u*(ﬂ, by) + / a*(v,by)dv + / a*(v, by)dv
v v

v
=u*(v, by) + / a* (v, by)dv.
1%

Suppose a > =, then a*(v, b;) > a*(v, b,) for v € [v™, v*] and we have

+ +

u*(g,b1)+/ a*(v,bl)dv=u*(g,b1)+/ a*(v,bl)dv—/ a*(v,by)dv
1% 1% v

+ +

12 v
<u*(v,by) + / a*(v, by)dv — / a*(v, by)dv
1% v

12
= u*(v, b2)+/ a*(v, by)dv.
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Hence the (IC-b) constraint holds. Clearly, (a*, p*) also satisfies constraints (IR), (IC-v), (S) and

(BB), and does not change welfare. m

Proof of Lemma 3. Given Lemma 2, (3.3) becomes

v v
/ a(v,bz)d\/Z/ a(v, by)dv, Vo. (B.4)

For each b € B, we have

/Ua(v,b)f(v)dv = /Uf(v)d/va(v',b)dv'

= f(u)/va(v',b)dv' —/U [/V a(v',b)dv'] £ (v)dv.

Since f > 0and —f’ > 0, (3.4) follows from (B.4). m

Proof of Theorem 8. We first solve the optimal mechanism of P’ and then verify that the optimal
mechanism also satisfies the (IC) constraint of low-budget agents. Let (a, p) be a feasible mechanism.
For each b € B, a(-, b) is non-decreasing and p(v, b) = va(v, b) — fvv a(v, bydv — u(v, b). Consider

another mechanism (a*, p*).
Let 0 := inf{v|a(v, b,) > a(v, b;)}. Note that & = v if a(v, b)) > a(v,b,) and & = v if a(v, b;) <

a(v, by). Let a* be defined by

a(v, b)) ifv>v*,
a*(v, b)) = ‘ !

0 otherwise,
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where U’l‘ satisfies a(v, by)[1 — F(U’l")] = /U a(v, b)) f(v)dv, and

v

1 ifv> U;*,
a*(v,by) =9 a(v, by if v; <v< 1);*,
0 otherwise,

where v; < v satisfies a(v, b)) [ F(D)— F(v;*)] = /Uﬁ a(v, by) f(v)dv and vz* > O satisfies 1 — F(Uz*)+

a@,b)IFWS*) = F©O)] = [} a(v, by) f(0)dv. Let p*(v, b) = va*(v,b) — [ a*(v, b)dv — u(v, b).

We show that v’l“ > v;. If U’l‘ > 0, then v’l“ > v;. If U’l‘ < 0, then

a(v, b)[F (D) — F(v])] = / a(v, b)) f(v)dv + / [a(v, b)) — a(v, b))]f (v)dv

< / a(v, by) £ (v)dv

< /U a(v, by) f(v)dv

= a(0, b)[F() — F))],

where the third line holds by Lemma 3. In this case, it must be that a(v, b;) > 0 since otherwise

¥ < v*. Thus, (a*, p*) satisfies the

a(v,b;) = 0 < a(0, b,), which implies & = v < v’]“. Hence, vy |

(IC-b) constraint.

Clearly, (a*, p*) also satisfies constraints (BC), (IR), (IC-v), (S) and (BB) and strictly improves wel-

*

fare. Suppose v < v}, thenitis welfare improving to increase v; and reduce v}

without affecting any

constraint. Hence, it is optimal to set UT = U; = v*. Letu® = u(v, b;) = u(v, b,). Then the optimal

. . [ ut+b . wtb
allocation rule satisfies a(v, b)) = x5, min { "Ut L1 } and a(v, b)) = y(y»,+; Min { . ; L 1} +

b
e, (1 —mln{u; 1,1}).

Clearly, if u* + b; > v*, we can reduce u™ such that u™ 4+ b; = v* without affecting any constraint or

the principal’s objective function. This completes the characterization of the optimal mechanism of

P’. Finally, it is easy to see that the (IC) constraint of low-budget types is satisfied. This completes
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the proof. m

B.3.2. The general case

Proof of Lemma 4. Suppose not. Then one can construct another feasible mechanism (a*, p*, g*),

which strictly improves welfare.

Let 07 = inf{v|a(v,by) > @™} form = 1,...,M, 0} = 0 and 0)'*! = T. Given a, the optimal
verification rule satisfies q(v,b;) = ¢" if v € (u’l”_l, U’l”) form=1,..., M, where

om Um—l
" = L max {0, u(v, by) — u(v, by) —/ " (v, by)dv + a"(@ — oY) +/ ' a(v,bl)dv} .
¢ B B v v

Foreachm =1,..., M + 1, there exists U’z”'1 € [13'2"'1, 13’2"] such that
o
/ a(v, by) f()dv = a" ' [Fy™") = F(@0)~ )] + a"[F(©]) — F(yH]. (B.5)
op!

Consider a*(v, b,) such that a*(v,b,) = a" if v € (Ugl_l, 0’2”) form=1,...,M, a*(v,b,) = 0if

v < vg and a*(v,b,) = 1if v > v)!. Note that if a' = 0, then Ug = v. If a™ = 1, then 0} is

in-determined and we assume Ué\/[ = Ué”‘l. Let a*(v, by) = a(v, b)).

Let p*(v, b) = va*(v, b) — fUU a*(v,bydv —u(v, b). Let g*(v, b)) = q(v, b;). We show that the (IC-b)

constraint is satisfied. Thatis, form =1, ..., M,
m—1 m—1

1% 1%
q'"cZu(g,bl)—u(g,bz)—/ i a*(v,b2)dv+a’"(v'2"_1—U’1"_1)+/1 a(v, by)dv.
1 1
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Since a*(v, b,) = @™ forv € (U'Z”_l, ﬁ'zn), we have

m—1 Um—l

u(g,bl)—u(g,bz)—/z a*(v,bz)dv+a’"(v’2"_1—U’l”_l)+/l a(v, by)dv
1%

1

[
—u(v, by) — u(v, by) — / © a* (v, bydv + @@ — o) + / ' a(v, by)dv

v

ﬁm

om

Um—l
<u(v, by) —u(v, by) — / ’ a(v, by)dv + am(ﬁg1 — U’l”_l) + / 1 a(v,b))dv,

v

where the last inequality holds if and only if

/ o, by) — a(v, by)ldv > 0.

To prove this, we prove thatform=1,..., M
ﬁm

/ a(v, by) — a(v, by)ldv = 0.

(B.6) holds if and only if

m—1

/ " 1@ (v, by) — a(v, by)ldv > / " la(v, by) — a*(v, by)ldv.

(B.7) follows from the construction of a* and Assumption 3:

om

/ [a*(v. by) — a(v., by)ldv > / " [a"(v. by) = a(v, by)) (V) ———dv
U;n—l U'Z"_l f(Urzn_ )
= ’ ab —a* 7b
/ 0069 = &0 O

2/ [a(v, by) — a*(v, by)]dv.

(B.6)

B.7)

By Assumption 2, E,[p*(#)] > E,[p(t)]. Hence, constraint (BB) is satisfied. It is also clear that

(a*, p*, g*) satisfies constraints (IR), (IC-v), (BC) and (S), and strictly improves welfare. m
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Proof of Lemma 5. The proof is by contradiction. Let (a, p, q) be a feasible mechanism, where
a is a M-step allocation rule, p satisfies the envelope condition and ¢ is given by (3.7). Suppose
(a, p, q) satisfies neither (C1) nor (C2). I show that one can construct another feasible mechanism
(a*, p*, q*), which strictly improves welfare and satisfies one of the two conditions. Furthermore, a*

is a M'-step function for some M’ < M. I break the proof into three steps.

Step 1. Suppose u(v, b;) — u(v, b,) + al (vg - U(l)) < 0. Let m > 1 be such that 11'2",'1 - U'l"/'l <0

for all m" < m and U’Z"_1 - U’l”_l > 0. If there is no such m, then (a, p, q) satisfies (C2). Let O be

defined by F(0) = n F(™ )+ (1 —m) F ) if F@T) > zF@y™) + (1 - o) F@! ") and b = o7

otherwise. Consider two different cases.

Case 1

Suppose (a™ — a™ 1) (D — U’l"‘]) > mlu(v, by) — u(v, by) — a' (V9

0 ~m—1 m—1 ~
h~ Ul)], let oy e [07, D]

1
be such that

(@" = a" H@" = o' = 7lu(v, by) — u(v, by) — a' (v) — v9)1.
Let o'~ & [0,v)~"] be such that z[F(v)~") = F@y )] = (1 = »[F@™") = F@! ]
Let 17;.", = U;", fori = 1,2 and m" # m — 1. Let a*(v,b)) = alifv e (v’l"‘l,ﬁ’"‘l)
and a*(v, by) = a(v, b;) otherwise. Let a*(v,b,) = a"if v € (172"'1, U;"'l) and a*(v, by) =

a(v, by) otherwise. Let u*(v, by) = (1 — m)u(v, by) + 7u(v, by) — wa' (v) — v?) and u*(v, b,) =

(1 — mu(v, b)) + wu(v, by) + (1 — ma' (v9 — 1Y) Let p*(v,b) = va*(v,b) — [, a*(v, b)dv —

u*(v, b). By construction, p*(v, b;) = p(v,b;) < b,. Hence, the (BC) constraint is satisfied.
Let ¢*(v, b;) = q(v, b;). By Assumption 2, the (BB) constraint holds. For v € (17’1"’_1, 5’1”’),

m' =1,...,m—1, IC-b) holds since

w0, by) — (@, by) + D (@ =@, =57 <0 < ", by)e.
j=1
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Forv € (f)’l”/'l, 17’1"/), m' =m,..., M, we have ¢*(v, b;) = ¢". Then (IC-b) holds since

!

W (v, b)) — '@, b)) + (@ =@ =5
j=1

_ VR 5 RN Lo S L | m _ m=1\c~m=1 _ ~m—1 _ m—1 m=1y _ 1(,0__ 0
=) @ - W v )+ (@ —a" @ o =T o = d! (0) - v)

m -1 m—1 ~m—1
S , . (@ —a™ ) =07
Y I ROy A R 1 1
<)) @ —d™HW) v’1 )+

T

=Y (@ =D =) +uv, by) - u(v, by)

where the third line holds since by Assumption 3

1

oyt — oy zf(ﬁm_l)[nug"—l) — F(@y™h)]
2
l—-x 1 ~m—1y m—1
>— f(ﬁ,ln_l)mvl )= F(w}™)]
1- ~m— m—
2 ﬂﬂ(vl 1_U1 ).

Clearly, (a*, p*, ¢*) also satisfies constraints (IR), (IC-v) and (S) and strictly increases welfare.

Note also that the new mechanism satisfies u(v, b;) — u(v, b,) + al (Ug - U(l)) =0.

m

~m—1
Suppose 0" < v]

, then continue with the argument in step 2.

Suppose ET'I = ' < ﬁg"l, then by the arguments in Lemma 4, we can construct a new

mechanism which is feasible and strictly increases welfare, and whose allocation rule is a

(M — 1)-step allocation rule. Continue with the argument in step 2.

Case 2

Suppose (a™ — a™ )0 — v < xlu(v, b)) — u(v. b)) + a' (Y

0 ~m—1 _ ~
5~ Ul)]. Let oy = 0. Let

oy~ € [6,057"] be such that z[F(vy~") = F(@~ )] = (1 = o)[F@'") = F@}™")]. Let
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o" = v fori = 1,2 and m # m— 1. Let a*(v,b)) = a" ' if v € ("', 0""), and
a*(v, b)) = a(v, b)) otherwise. Let a*(v, b,) = a" if v € (17’2"_1, 0’2"_1) and a*(v, b,) = a(v, b,)
otherwise. Letu*(v, by) = u(v, b1)+(a’”—a’”_1)(13—v’1”_1) andu*(v, by) = u(v, by)—(1-rx)(a" -
a0 — v /x. Then u*(v, by) > u*(v, b)) + a' (v — 1Y) > 0. Let p*(v, b) = va*(v, b) —
fvv a*(v, b)dv—u*(v, b). By construction, p*(v, b;) = p(v, b;) < b;. Hence, the (BC) constraint
is satisfied. Let ¢*(v, b;) = q(v, b;). By Assumption 2, the (BB) constraint is satisfied. By the

same argument in Case 1, the (IC-b) constraint is satisfied. Clearly, (a*, p*, ¢*) also satisfies

constraints (IR), (IC-v) and (S) and strictly increases welfare.

~m—1

In this case, by construction, we have &{""" = min {5;”_1, U’I”}

Suppose 17’1”_1 = ﬁ;"‘l < v}, then let m* > m be such that 5;{—1 - 5’1”"1 <O forall m < m*

and 1331*_1 - 13'1”*_1 > 0. If there is no such m*, (a*, p*, ¢*) then satisfies (C2). Otherwise repeat

the argument in step 1 for m*.

Suppose 17'1”_1 =o' < 5’2”_1, then by the argument in Lemma 4, we can construct a new
mechanism which is feasible and strictly increases welfare, and whose allocation rule is a

(M — 1)-step allocation rule. Repeat the arguments in step 1 for m.

Since M is finite, in finite steps we can construct a feasible mechanism (a, p, ¢) that either satisfies

(C2) or u(0,by) — u(0, by) + alug > 0. In the latter case, continue with the argument in step 2.

Step 2. Suppose u(v, b)) — u(v, b,) + a' (Ug — U(l)) > 0. Consider m > 2. Suppose (3.8) holds for
all m' < m and

u(v, by) = u(, by) + Y (@' = Hw) " =)™ <.
j=1

If there is no such m, then (a, p, q) satisfies (C1). It must be the case that v’z"_1 < U’l"_l. Suppose

vg"l < Ué” . Let m* > m be the smallest m’ such that vg" > vg"l. That is, 031* > 031‘1 and
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!

vy = v'z"‘1 form' =m,...,m*—1.Letd € [U’Z”‘l, U’l”'l] be such that

m—1
u(v, b)) = u(@, b)) + Y (@ — W) =T+ @ - a" @ - =0,
j=1

‘We consider two different cases.

Case 1
Suppose (@™ — @™ H[F(0) — F(u™")] < (@™ — a™)[F(u)') - F(D)]. Let 07 € [0,0]")

be such that
(@ = " OF@EY) = FO ] = @ = ™) FO") - FE). (B3

! N ! ’ .
Let 0 = 0 for m’' =m-—1,....,m"—1and o' = ifm" <m—-1orm > m*. Let

o™ = v™ for all m'. Let a*(v, b)) = a(v,b)). Let a*(v,b,) = a"if v € (I, o0,

a*(v,by) = am"tlifv e (17’2"*,1)'2"*) and a*(v,b,) = a(v,b,) otherwise. Let p*(v,b) =

va*(v, b) — /UU a*(v,b)dv — u(v,b). Clearly, p*(v,b;) = p(v,b;) < b;. Hence, the (BC)

constraint is satisfied. Let ¢*(v, b)) = q(v, b;). By Assumption 2, the (BB) constraint holds.

Finally, we show that (a*, p*, ¢*) satisfies the (IC-b) constraint. That is, form’ =1,..., M

!

(v, by) —u(w, by) + Y (@ =@ =0 <"
=1

/

. . . . ~ ,_ ~ — pa— p—
This is trivial for m’ < m. Form’ = m+ 1, ..., m*, we have o I = o I < U I < o' L

Hence

!
/

m m
u(v, b)) —u(. b)) + Y (@ = H = Th+ Y @ - - <0< g
j=1 j=m+1
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Finally, consider m" > m* + 1. It suffices to show that

m*+1
u(v, by) — u(v, by) + 2‘1 (@ —ad @ -
J:
m*+1 . A
<u(v, by) — u(v, b,) + 2; (@ - H]" -,
J:

which holds if and only if

@ —a" @ =) <@ —amHy - o).

The last inequality holds by (B.8) and Assumption 3. Clearly, (a*, p*, ¢*) also satisfies con-
straints (IR), (IC-v) and (S) and strictly increases welfare. Let m”’ > m be such that (3.8) holds
for all m" < m"" and is violated for m”’. If there is no such m"”, then (a*, p*, q*) satisfies (C1).

Otherwise repeat the argument in step 2 for m”’.

Case 2

Suppose (a™ — @™ [F(0) = F(Wy™hH] > @+ - am*)[F(ug’*) — F(0)]. Let #%~" be such

that
(@ —a" HF@E) - ForHl = (@' = a™)[Fl) - F@r ).
Let 17’2"/ = 17'2"'1 for ! = m,...,m* and 17’2"/ = v'z"' ifm" < m—1orm > m*. Let

o = v forall m'. Let a*(v.b;) = a(v,b). Let a*(-,b,) such that a*(v,by) = "~ if

ve o), a'(v.by) = @ if v € (@, v7) and a*(v, by) = a(v, by) otherwise.

Let p*(v, b) = va*(v, b) — fUU a*(v, bydv — u(v, b). Clearly, p*(v, b;) = p(v, b)) < b,. Hence,
the (BC) constraint is satisfied. Let ¢*(v, b;) = ¢(v, b;). By Assumption 2, the (BB) con-
straint holds. By the same argument in Case 1, the (IC-b) constraint is satisfied. Clearly,
(a*, p*, q*) also satisfies constraints (IR), (IC-v) and (S) and strictly increases welfare. Note

m* _ ﬁm—l

that for (a*, p*, ¢*) we have 07 5

. Repeat the argument in step 2 for m with m™ replaced

by m* + 1.
Since M is finite, in finite steps we can construct a feasible mechanism (a, p, ¢) that either satisfies
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(C1), or UQ” = v'z”'1 < U'ln‘l and

m
u(, by) = u(w.by) + Y (@ =@y = v <.
j=1

In the latter case, continue with the argument in step 3.

Step 3. Suppose u(v, b)) — u(v, b,) + a! (vg - v‘l)) >0,

!

u(w.by) — u(w.by) + (@ =) =T 20
=1

forallm’ =1,...,m=1,0M = o=" < o1 andu(v, b))—u(v, b+ X (¢ —a’ () =) ™") < 0.
Let 17'1”'1 = U’]"‘1 — ¢ for some € > 0 and 173"/ = 1)’2"‘1 +6form" =m—1,...,M, where § > 0 is
such that

(1—z)a" —a" Y [Fr™) = F@ ] =21 —a" ) [Fy™ ") = F@y™]. (B.9)

Let ﬁ;”/ = u;.”, ifm #m—1fori=1,2. Let € > 0 be such that

m
min {5’1"-1 = 072 u(u, by) — u(v, by + Y@ — @, - ﬁ{‘l)} =0. (B.10)
j=1
Since Z;.":_ll(aj —a )@ - /7" 2 0, we have 77 < " forall m’ > m — 1. Let a*(v, b;) = a”

ifve(ﬁ;”“,ﬁ;”)fori= lL2andm=1,...,M,a*(v,b,) =0if v < 5(2) and a*(v,b,) = 1if v > ﬁé‘l.

Let p*(v, b) = va*(v, b) — fUU a*(v, b)dv —u(v, b). Since a*(v, b)) = a(v, b;) and a*(v, b;) > a(v, b;)

for all v, we have p*(v, b;) < p(v, b;) < b;. Hence, the (BC) constraint is satisfied. Let g*(v, b;) = ¢™

ifve (5’1"_1 ,0™M)form =1, ..., M. Then the change of the verification cost is
k(g" = q" DIF}™) = F@ 1.
Since ¢" =0 < qm_l, the verification cost is reduced. Furthermore, by Assumption 2, the revenue
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increases. Hence, the (BB) constraint holds. Finally, we show that the (IC-b) constraint is satisfied.

Thatis, form’ =1,..., M

m/
u(v.by) — u(v.by) + Y (@ =N -0 < e
Jj=1

This is trivial for m’ < m. For m’ > m, this holds since

/

m
u(w,by) — U@, by) + Y (@ — @@~ 0] <0=g"c.
j=1

Clearly, (a*, p*, ¢*) also satisfies constraints (IR), (IC-v) and (S) and strictly increases welfare.

If the first term of (B.10) reaches zero first, then by the argument in Lemma 4, we can construct
a new mechanism which is feasible and strictly increases welfare, and whose allocation rule is a
(M — 1)-step allocation rule. Then repeat the argument in step 3 for m — 1. If the second term of
(B.10) reaches zero first and m < M, then repeat the argument in step 3 for m + 1. If the second

term of (B.10) reaches zero first and m = M, then (a*, p*, ¢*) satisfies (C1).

Since M is finite, in finite steps we can construct a feasible mechanism (a*, p*, ¢*), which strictly
improves welfare and satisfies (C1). Furthermore, a* is a M'-step allocation rule for some M’ < M.

Lemma 33 Suppose Assumptions 2 and 3 hold. An optimal mechanism of P'(M, d) satisfies that

1 1
v, > v

Proof of Lemma 33. Assume without loss of generality that a*> > a'. Suppose, on the contrary, that
vé < U}. Since (3.8) holds for m = 2, it must be that u(v, b;) — u(v, b,) + al(vg - v(l)) > 0. Hence, it

is either (i) u(v, by) > u(v, b,) > 0, or (ii) a' > 0 and vg > v(l).

Suppose u(v, b;) > u(v, by) > 0.
We construct another feasible mechanism (a*, p*, g*), which strictly improves welfare. Let

€ > 0 be sufficiently small. Let f)i = v} —ze/(1 — ) and ﬁé > Ué be such that (1 —
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m) [F(v}) — F(@})| =  [F(8}) — F(v})]. By Assumption 3,

- o} < [F@) - Fh] -
2
< L% pad) - Pl f(;l)
1
1-nx

1 _ ~l
(v, —0)) =e.

T

For £ > 0 sufficiently small, ﬁ; < 17}. Let 0" = vf" fori = 1,2 and m # 1. Letu*(v, b,) =
u(v, by)+(a*>—a')e and u*(v, b)) = u(v, b)) —n(a*>—a')e /(1 -rx). For € > 0 sufficiently small,
u*(v,by) > u*(v,by) > 0. Leta*(v, b;) = a" forv € (17;"_1, of)fori=1,2andm=1,..., M,
a*(v,by) =0if v < ﬁg and a*(v, b)) = 1if v > 5;”. Let p*(v, b) = va*(v, b) — /UU a*(v, b)dv —
u*(v, b). By construction, p*(v, b;) = p(v, b;). Hence, the (BC) constraint is satisfied. Let
q*(v,b) = q(v,b). Clearly, (a*, p*, ¢*) satisfies constraints (IR), (IC-v) and (S), and strictly

improves welfare. (a*, p*, ¢*) satisfies (BB) by Assumption 2.
Finally, we show that (a*, p*, ¢*) satisfies the (IC-b) constraint. If v < 171, then

(a* — a)e 1

w* (v, by) —u*(v, by) + @' (09 — 0% = u(v, b)) — u(v, by) + a' (V) — oY) - <q'e.

1-x

Ifve (17}, v%), then

w*(v,by) — u*(v, by) + a' (05 — %) + (a® — a' )@ — B})

=u(v, b)) — u(v, by) + a' W) = %) + (a* — a")(v) - v})

3 (a® — abe

2 Iyl 1 1_ =1
T— +(@ —a)0,-v,+v,—0))

21
gu(u,bl)—u(u,b2)+a1(ug—u?)+(a2—a1)(u;—u})—Mﬂaz—al)(ﬁ e )
- - 1-x 1-x

=u(v, by) — u(v, by) + a' W) = V%) + (&* — a")(v) - v})

<min{g%c,q'c},

1

where the first inequality holds since o,

- Ué < € and the last inequality holds since v; < vi.
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Ifve (U’I"'l, U’I") for m > 3, then

w (v, by) — (L. by) + @' (@) = B)) + (@@ — a)@y - B + D (e =@ - &)
j=3

<u(v, b)) = u(v, by) +a' (W) = o) + (@ — a" )0y — v} + Z;(“j A G
p=

<q"c.

Hence, (IC-b) constraint is satisfied. This contradicts to that (a, p, q) is optimal.

Suppose a' > 0 and v§ > ',
We construct another feasible mechanism (a*, p*, g*), which strictly improves welfare. Let
€ € (0, a'] be sufficiently small. Let
(a* — a‘)v} + ev(l)

1
b= <
! a2 —a+¢

I
By Assumption 3, we have

(a® —a') [F(v)) — F(@))
<(a* = a"Yv; = DS (B))
=e(0} — V) f (@)

<e [F(@) - F(W))].

Let A := (a® — a") [F(v}) - F(0)| — € [F@]) = F@))] > 0. If v} > 0, then let 8 = o

and ﬁé be such that

n(a* —a') [F(vy)) — F(&)| = ne [F(5)) — FW))] + (1 — m)A.
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For € > 0 sufficiently small, 17; > 173 > U(]). If v; = Ug, then let 17; = ﬁg be such that
n(a® — a") [F(v) — F(@)] = (1 — m)A.

For € > 0 sufficiently small, Dé = 17(2) > v(l). Let 0" = v fori = 1,2and m > 2. Fori = 1,2,
let a*(v, b)) = a' —eif v € (0,0)), a*(v,b) = a* if v € (8},0)), and a*(v, b)) = a(v, b))
otherwise. Let u*(v,b) = u(v,b) and p*(v,b) = va*(v,b) — /UU a*(v,bydv — u*(v, b). By
construction, p*(v,b;) = p(v,b;). Hence, the (BC) constraint is satisfied. Let ¢*(v,b) =
q(v, b). Clearly, (a*, p*, q*) satisfies constraints (IR), (IC-v) and (S), and strictly improves

welfare. (a*, p*, g*) satisfies (BB) by Assumption 2.

Finally, we show that (a*, p*, ¢*) satisfies the (IC-b) constraint. Suppose Ué > vg. Ifv < 5},
then

W (v, b)) —u* (v, by) + (@' — )W) — V) < u(v, b)) — u(v, by) + a' (V) — %) = ¢

If v € (8}, 07), then

u*(v, b)) — u*(v, by) + (a' — e)(vg — U(l)) + (@ -a + s)(ﬁé — 5%)
=u(v, b)) — u(v, by) + a' @ — %) + (&* — a" (v} - v})

+ (a2 —ad' + s)(ﬁé — 5}) - e(ug — U(l)) - (a2 - al)(vé - U})
=u(v, b)) — u(v, by) + a' (v — V%) + (a* — a" )} — v})

2

+ (a” — a' + e)ﬁé —el - (a2 - al)u1

2 2

<u(v, b)) — u(v, by) + a' () — ) + (&> — a")(v) — v}) < min{q'c, ¢*c},

where the last inequality holds since Ué < v}. To see that the first inequality holds, note that

196



by Assumption 3,

) g 1
(@ —a") ) - 0)) > (@ - a") [F0) - F(@)) 7@h
> ¢ [F(0)) — FW))]
> 6(5; - Ug).

Hence, (a® — a! + e)ﬁ; < (a* - al)vé + eug. Furthermore, 7" = vf" fori = 1,2 and m > 2.

Hence, the (IC-b) constraint is satisfied. Suppose Ug = Ué. Ifv< 17}, then

w*(v, b)) — u* (v, by) + (@' — )W) — V) < u(v, b)) —u(v,by) +a' (V) — v)) = g'c.

Ifve (ﬁ}, ﬁ%), then

W' (v, b)) — u*(v, by) + (a' — )W) — ) + (a® — a' + &)@} — 5))
=u(v, b)) — u(v, by) + a' (V) — V) + (&> — a')(vy — v)) + @*(F) — v})

<u(v, b)) — u(v, b)) + a' (W) — ) + (a® — a")(v}) — v}) < min{q'c, g°c},

where the first inequality holds since 17; < U; and the second inequality holds since U% < U%.
Furthermore, 17[’." = vl’." fori = 1,2 and m > 2. Hence, the (IC-b) constraint is satisfied. This

contradicts to that (a, p, q) is optimal.
Hence, v} > v}. ®

Let M > 3 be an integer. We note that if a mechanism is a feasible solution to P/(M — 1, d), then it
is also a feasible solution to P/(M, d). Clearly, V(M — 1,d) < V(M,d). Suppose V(M — 1,d) <

V(M,d), then in an optimal solution to P/(M, d) the allocation rule must be a M -step allocation
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rule, i.e.,

O=a0§a1<a2<---<aM§aM+1=1,

v=0 <ol <<

M _ —
1 1 U1 = 0.

Hencea? = - =a™ =0andy] = - =yM = 0. Let p := k/c. Then the first-order conditions of
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P'(M,d) are

UIZ" 1- F(U) m m—1
x l/v 1 [(1 + A=A ] dv— BIF() - F(0! )]]

m—
2

+(1-7) l/um_ll [(1 +Aw— Al ;(Fugv)] f(v)du]

—(I=m)(1+ Dpy~' =" HIFWMH = FW'H] = (1 = m)p[F@T) — F )]

+ (1 =)+ Dpy - v} —u;" P+ oD = FOM+p@? = 0" D+ "yt = o

-y -l -v

1 §_1+u'1"_1) z W+ ™ — "t =0, (@, 1<m<M-1)

Jj=m+1

nl/ [(1“) PR C) f(§)]f(v)du—ﬂ[F(u%—F(vgf—l)]]
vy~

+(1—ﬂ)/ [(1+,1) .y f(FEU)] f(w)do

— (1= o)1+ Dp¥ ™ = MM = FM )] = (1 = mBLF ) = FM ]

1 MM(Ué\l—l_Ui\l—l)+aM_aM+1 :O, (aM)

(a'"“ —a {1 =m) [ L+ DIFWD + A+ p+ Ap) [T = FWIT + (L + Dp(0f — o) f ()]

M
j=m+1
M
a' {n (8= 1+ D) F@H + A1 = FeDI| = (1 = m)A + Dp+ ), /4’} +7y -7, =0, @9
j=1
M .
@™+ —a™) {n (8= (14 Do) f @ + AL = FWPI] = (= 2)(1+ Dpll = FWOHI+ Y pf }
j=m+1
+yy -yt =0, WL1<m<M-1)
2@+ = aM) [(8 = (1 + Dol f M) + A1 = FM)]] + /M -y M+ =, (©")
M
11+2,um—(1—7r)(/1+p+/1p)+§1=0, (u(v, by))
m=1
M
— Zym—ﬂ/l+(l —)(1+)p+& =0. (u(v, by))

m=1

The variables in the parentheses denote with respect to which variables the first-order conditions

are taken.
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Lemma 34 Suppose Assumptions 2 and 3 hold and V(M ,d) > V(M — 1,d) for some M > 3. An

m

| is strictly increasing inm=1,... M — 1.

optimal mechanism of P'(M , d) satisfies that vy —v

Proof of Lemma 34. Since a"*! > g¢”" form=1,... M — 1, the FOCs of U’l” become

(1 =7) [(B =1+ DO f@N + A+ p+ ap) [1 = FOD]+ (1 + Dp(y = o)) f(W])]
M

- wW-n=0,

Jj=m+1

form=1,....,M —1. Thenform=1,..., M —1

M .
1 A+ p+apl—FQ@]) B n+ 2t H

m Lom
1

B R PR T B TR PR S W Py o)

m+1 _ m+1
2 Uy

m

which is strictly increasing in v}' by Assumptions 2 and 3. If u"*t! =0, then v |

>U’2"—v

since v’l"+1 > v,

If 41 > 0, then U;”“ > v’l"+1 > vf' > vl since (3.8) holds for m and m + 2 and (3.8) holds with
equality for m + 1. Hence, UZH-I - u'l"+1 > 0> vJ' — v]'". By Lemma 33, v; > u}. Hence, if there

exists m > 1 such that v;”” - U’l”+1 > 0 > vy — o}, then it must be the case that U;"H — U’I"Jr1 =

m

2 21
2 T Y v

= v, — U%. Then we can construct another feasible

= eee — 1— 1 1
= =0,-0; = 0. In particular, v, =, )

mechanism (a*, p*, ¢*), which strictly improves welfare. Let & € (U} , v%) be such that
(@’ —a®) [F(v}) — F(®)] = (a* —a") [F(0) — F(v})] .

Let a*(v,b) = ' if v € (v],0), a*(v,b) = @® if v € (0,07) and a*(v,b) = a(v, b) otherwise. Let
p*(v, b) = va*(v, b) — fUU a*(v, b)dv —u(v, b). Then the (BC) constraint is satisfied by Assumption 3.
Let ¢*(v, by) = q(v, b;). Clearly, (a*, p*, ¢*) satisfies constraints (IR), (IC-v), (IC-b), (S) and (BB),

and strictly improves welfare. A contradiction. m

Lemma 35 Suppose Assumptions 2 and 3 hold. Then V(M ,d) =V (5,d) forall M > 5 and d > 0.
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Proof of Lemma 35. Fix d > 0 and M > 6 be an integer. We show that V(M — 1,d) = V(M,d).
Suppose, on the contrary, that V(M — 1,d) < V (M, d), then in an optimal solution to P’(M, d) the

allocation rule must be a M-step allocation rule. In particular, 0 = a° < a! < a®> < -+ < aM <

aM+! = 1. By Lemmas 33 and 34, an optimal solution to P’(M, d) must satisfies

1 1
M2 s >0l -0l >0 (B.11)

Fix v = U(1) <v; < <o =Tand0 > Ug < Ué < <o < vé‘”] < v such that (B.11) holds.
Then P'(M,d) is linear in u(v, b,), u(v, b,) and @™ form = 1,..., M. Then an optimal solution
can be obtained at an extreme point of the feasible region. By (B.11), inequalities corresponding

to u™ for m = 2, ... M holds if the inequality corresponding to ! holds. Hence, the feasible set is

characterized by (S), (BC), (BB) and the following inequalities:

u(g’ bl) Z O’ U(E, bz) Z O,
u(v, by) — u(v, by) +a' () = 1%) > 0, (B.12)

0<a’<a' <o <aM <Mt =1,

Note that if a! = 0, then u(v,b;) > 0 is redundant. Hence, in addition to (S), (BC), (BB) and
aM < 1, at most three of the following four inequalities are active at the same time: u(v, b;) > 0,
u(v, by) > 0, a' > 0 and (B.12). Since M > 6, at least one of the following constraints hold with

equality: a' < a?-- <aM~! < aM, acontradiction. m

Lemma 36 Suppose Assumptions 2 and 3 hold. For any d > 0, there exists ‘M(d) such that for all
M > M(d),

V—V(M,d)s(l—n)<1+§)%.

Proof of Lemma 36. Let (a, p, q) denote an optimal mechanism of P’. Then p(v, b) = va(v, b) —

fv a(v, bydv — u(v, b) for all (v, b) € T and q is defined by (3.6). Fix M > 2. Let a®=0,aM+! =1

L

201



and " = (m — 1)a(v,b))/M form=1,..., M. Letv?=g, U{V’ =vandform=0,...,. M —1

v)' = inf {v |a(U,b1) > gt }

Thengzu?ﬁu}5-~§U{”=Eand0=a°§a1<a2<---<aM5aM+1=1. Let

a*(v,b)) =a"ifv e (U’I"‘l, U'I”) form=1,...,M. Then a(v,b;) —1/M < a*(v,b;) < a(v, b;). Let

07 = inf{vla(v,by) > a"} form = 1,...,M, 09 = 0 and 0}'*' =T. Foreachm = 1,..., M + 1,

there exists Ug'_l S [15’2"_1 s ﬁ;”] such that

Am

12
/ " a(v, by fW)dv = @ F@IY) = F@ )]+ a"[F@) = F@ ). (B.13)
oyt

Consider a*(v, b,) such that a*(v,b,) = a" if v € (vg‘_l, v?) form=1,....,M, a*(v,b,) = 0if

0

v < vg and a*(v,b,) = 1 if v > Ué”. Note that since a! = 0, we have Uy

= v. Clearly, a* satisfies

constraint (S). Let p*(v, b) = va*(v, b) — /UU a*(v,b)dv — u(v, b) for b € B. Let ¢* be such that

*(0,b) = cq(v, b)) + .
cq (v, b)) = cq(v, b)) Y

We show that the (IC-b) constraint is satisfied, i.e., for all v € (U'I”'l, U'I”), m=1,...,.M,
m—1

12 12
cq*(v, b)) > u(v, b)) —u(v, by) — / ’ a(v, by)dv + (1"’(1)’2"_l -v)+ / a*(v,by)dv.

Recall that for v € (0’1"‘1, v'™), we have

o v
cq(v,by) > u(v, b)) —u(v, by) — / ’ a(v, by)dv + a(v, bl)(ﬁg1 -v)+ / a(v, by)dv.
1% 1%
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Then for v € (U’l”'l, U’l")

. v
*(v,by) = v,b))+ —
cq( D = cq( 1) M

ﬁm

> u(v, b)) —u(v, by) — / 2 a(v, by)dv + a(v, bl)ﬁ’z” - (a(U, b) — ﬁ) v+ / a(v, by)dv

Am

1% 1
> u(v,by) — u(v, by) — / " a(v, by)dv + a" (0 — v) + / a(v, by)dv
1 1

Am

> u(v, b)) —u(v, by) — / ’ a*(v,by)dv + a"™ (07 —v) + / a*(v, by)dv
1% 1%

m—1

12 v
=u(v, b;) — u(v, by) — / ’ a*(v, by)dv + a'"(v’z'"1 -v)+ / a*(v,by)dv,

where the third line holds since a(v,b) — 1/M < a*(v, b) < a(v, b) and the fourth line holds by the

same argument in the proof of Lemma 4. Then

E,[p*() — q*(Ok] — E,[p(t) — q()k]

=7r/v [U - %} [a*(u, b2) —a(v, bz)]f(v)dv

+( - zr)/2 [U - % [a*(v, b)) — a(v, b))]f (v)dv

- - ﬂ)/ klg* (v, by) — q(v, b1 f (v)dv

LBl Elk
M M c

For any d > 0, there exists M(d) such that for all M > H(a’), we have % + (1 - n)%% <d.

Then (a*, p*, ¢*) is a feasible solution to P/(M,d) for M > M(d). Hence,

V-V(M,d)

<(1-n) [/ vla(v, by) — a*(v, b1 f (v)dv —/ la(v, b)) = ¢* (v, by)] k f(v)dv

k)%{;]-

g(l—;z)(1+Z
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Proof of Theorem 9. By Lemmas 7 and 36, we have

M

V—V(2,d)=V—V(M,d)s(l—zr)<1+§> Elo]

Let M goes to infinity and we have V'(2,0) < V < V(2,d) for all d > 0. By Lemma 37,
lim,_o,V(2,d) =V (2,0). Hence, V =V (2,0).

Hence, there exists u(v, by) > 0, u(v, b,) > 0, v < U} <v,v< Ug <v

U the optimal mechanism of P’ is given by

a(v, b)) = a + X{vzo) (a2 — al) ,

a(v,0)) = x{>@' + X(zty (6 = a') + (n2y (1 = @),

P(0,by) = =u(w,by) + x(psry (@ —a') 0],

p(v, by) = —u(v, by) + )({UZUg}alvg + X{vs0) (a*—da') vy + Xfus2y (1= a*)v3,
q(v, b)) = % [u(g, by) —u(v, by) + al (vg — v?) + I{vzu}} (a2 - al) (Ué - Ui)] R

q(v, by) = 0.

By Lemma 33, v) > v}. We show below that ) = v and a' = 0.

First, we show that Ug = v. We consider two different cases: u(v, by) — u(v, b,) + a' (Ug — v(l)) =0

and u(v, b)) — u(v, b)) +a' (09 —19) > 0.

Suppose u(v, b)) — u(v, by) + a' (v — v?) = 0.

Suppose to the contradiction that vg > v. Then we can construct another feasible mechanism

0

(a*, p*, %), which strictly improves welfare. Since vg >v=u,

we have u(v, by) > u(v, by)

and, by construction, a' > 0and Ui > .

Let € > 0 be sufficiently small. Let 17(1) = v+ € and ﬁg < Ug be such that H[F(Ug) - F(ﬁg)] =
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(1 = m)F(v + €). For ¢ > 0 sufficiently small, 17? < min{v},ﬁg}. Let 17[.1 = u} for i =
1,2. Let u*(v,b)) = u(v,b;) + a'e and u*(v,by) = u(v,b,) — (1 — m)a'e/x. Fore > 0
sufficiently small, u*(v, b,) > u*(v,b;) > 0. Let a*(v,b)) = 0if v < 17(1) and a*(v, b)) =
a(v, b)) otherwise. Let a*(v, b,) = alifv e (17(2), vg) and a*(v, b2) = a(v, b,) otherwise. Let
p*(v, b) = va*(v, b)—fvv a*(v, bydv—u*(v, b). Since u*(v, bl)—a =u(v, by)— a't’, we have
p*(v,by) = p(v,b;) < b;. Hence, the (BC) constraint is satisfied. Let q*(u,bl) = q(v, b)).
Clearly, (a*, p*, ¢*) satisfies constraints (IR), (IC-v) and (S), and strictly improves welfare.

(a*, p*, q%) satisfies (BB) by Assumption 2.

Finally, we show that (a*, p*, ¢*) satisfies the (IC-b) constraint. First, for v < v + €, we have

u*(v,by) —u*(v, by) <0 < g*(v, by)c. Next, we show that form = 1,2

q c>u (U b )—u (U b2)+2(a1 aJ 1)(~J 1 ﬁjl'_l).

J=1

Since

”_”_/ f()f()

[F(e9) — F@D)]

f( 09)
> 1-zFl+e)
. f(v+e)

where the inequalities hold by Assumption 3, we have

u*(v, b)) — u* (v, b2)+2(af @ -

Jj=

=u(v, by) — u(v, by) + a'v) + L5 +a( —o)—a' (W) +e)

<u(v, by) — u(v, by) +a' (v - u?) :
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Furthermore, 17[’.” = U;" fori = 1,2 and m > 1. Hence, the (IC-b) constraint is satisfied. This

contradicts to that (a, p, q) is optimal. Hence Ug =v.

Suppose u(v, b;) — u(v, b,) + a' (vg - U?) > 0.

Suppose to the contradiction that Ug > v. In this case, yg = 0. By construction, we have

a' > 0and v} > v. Hence, a; = 0. Furthermore, since u(v, b;) — u(v, b,) + al (vg - U?) >0

and v} > v}, we have u' = y? = 0. Then o satisfies

m[(B= A+ Do) f@)+ AL = F) - A =m0+ Dp[l = FH] =0,  (B.14)

M

n / v+ dg() - A1 f(o)do

2
M

+(1-m) [ / ) | o+ () = B1 F@)dv = (1 + Dp() — 1 — F(0)]

1
— ! —a™M* = 0. (B.15)
M
Since Ug > u(l), it follows from Claims 3 and (B.15) that /Uz' [v+ Ap(v)] f(v)dv > p[1 —
1

F@))], ie., 0(p) = v.

Given f, 7 and A, (B.22) and (B.23) define vé as functions of U}, denoted by g, and g,, respec-
tively. By a similar argument in Claim 6, gi(v) > 1, and g;(v) < lifv > 0(B) and g,(v) > v.

Let A5 denote the left-hand side of (B.18) or (B.15), then

} 7) |(B— v, p(v, v))+ L+ Dp(v, —v)f)+ A+ Ap F(v, n,
— = m(p — vy — Ap(D) f (V) — (1 = m)(1 + Dp[1 = F(v})]
5 é 2 2 2 1

Clearly, 0A5(v,, g,(v,))/dv, = 0 by (B.21). Since vé > v}, then g,(v) > g{(v) for all v < v}.
Then 0A5(vy, g8,(v))/0v; > Az(vy, g,(v))/dv, =0 forall v, < Ui. Then

U]
0A;(vy, g, (v
0:A3(U}’Ué):A3(U?,Ug)+/ ] M

0 0y _
p o0, dv; > A3(vl, 02) =0,
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0

a contradiction. Hence, U,

:2.

Next, we show that a' = 0. Suppose a' > 0, then a! = 0. Then vg satisfies

2
a' {ﬂ =19 = Ap@))] FW) = (1 =)L+ Ap+ ) ;ﬂ'} +y) =0, (B.16)
j=1

J

x / v+ e - Bl f(©)do+ (1 - 7) / v A = Bl S )dv = et - ¥ =0,

Y

(B.17)

M
By Claims 3, it follows from (B.17) that fv;' [v+ Ap()] f(v)dv — p > 0, i.e., O(f) = v. Since
gé(u) < lifv > 0(p) and g,(v) > v, and gz(vi) = Ué > U}, we have Ug = gz(u(l)) > v(l) =v,a

contradiction. Hence, a! = 0.

2 1o — ol

, 0¥ =0, v =, and U;* = v%. Let uT = u(v, b)) and u; = u(v, b,). This completes the

*
Leta* =a 1 Y5 )

proof. m

Proof of Corollary 6. This results holds trivially if the first-best can be achieved. For the rest of
the proof, I assume that the first-best can be achieved. Suppose there are two optimal mechanisms

(a,p,q) and (4, p, §). By Theorem 9, there exist (u}, u3, a*, v}, vy, v3") and (47, &3, a*, 07, 03, 03%) that

characterize the two different optimal mechanisms, respectively.

First, I show that the convex combination of the two mechanisms (ka+ (1 — x)a,xp+ (1 — x)p, Kk +

(1 = x)§), where k € (0, 1), is also optimal. Clearly, it satisfies (IR), (BC), (BB) and (S):

[ka(®) + (1 = K)a®)]v — [kp(?) + (1 = ©)p(1)] = k[a()v — p()] + (1 — K)[a(O)v — ()] 2 0,
kp(t) + (1 —k)p(t) < b,
E, [xp(®) + (1 = )p(1) — [Kq(?) + (1 — K)g(H)]k] = «E,[p(t) — q(O)k] + (1 = ©)E,[5(r) — §(H)k] 2 0,

E,[xa(t) + (1 — K)a(0)] = «E,[a()] + (1 — K)E[a(0)] < S.
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It satisfies (IC-v) since xa(v, b) + (1 — k)d(v, b) is non-decreasing in v and

kp(v, b) + (1 — k)p(v, b)

=K [a(v, by — / a(v, b)dv — u(v, b)] +(-x) [é(v, byv — / av, b)dv — a(v, b)]

=[ka(v,b)+ (1 —Kk)]v— / [ka(v, b) + (1 — k)a(v, b)ldv — [ku(v, b) + (1 — x)i(v, b)].

Finally, it satisfies (IC-b) since

[ka(v, by) + (1 — k)a(v, by)lv — [kp(v, by) + (1 — K)p(v, by)]

=k[a(v, by)v — p(v, by)] + (1 — k)[a(v, by)v — p(v, b,)]

>k[a(d,b;)v — p(D, by) — q(0, by)c] + (1 —x)[a(D, by)v — p(D, b)) — 4(D, by)c]

=[ka(v, b)) + (1 — x)a(v, b))]v — [xp(D, by) + (1 — K)p(D, by)] — [kq(D, by)c + (1 — k)q(D, by)]c.

Furthermore,

E; [[xa(®) + (1 = ©)a()]v = [kq(1) + (1 — ©)4(1)]k]

=kE,[a(v — q(Ok] + (1 — K)E,[a()v — §(1)k]

=V.

Hence, (ka+ (1 — x)d,xp+ (1 — k)p, k + (1 — k)qg) is an optimal mechanism of P.

Second, I show that v} = 07. Suppose, on the contrary, that v < 07. Then

ka(v, b))+ (1 —k)a(v, b)) = I{UZUT}Ka* + ;(UZI;T(I —x)a",

which is a 3-step function, a contradiction.

Third, I show that vJ = 07, vJ* = 07" and a* = &*. Suppose a*

2272 2

holds with equality in an optimal mechanism. Hence, v’ = v¥* =

2 2
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Suppose a* < 1 and ¢* = 1. Since (S) holds with equality in both mechanisms, it must be that
U; < ﬁ;. In this case, a(v, b)) = I{vaT}[K"* +(1-x)].Ifve (U;,min{v;*, ﬁ;* ), then a(v, b,) =

ka* < ka* + (1 — k), which is a contradiction to Lemma 4.

Suppose a* < 1 and @* < 1. In this case, a(v, b)) = X{UZUT}[KCZ* + (1 — x)a*]. Suppose, on the

contrary, that v; < 0;. Ifve (v;,min{l};*, ﬁ;}), then a(v, b,) = ka* < ka* + (1 — x)a*, which

is a contradiction to Lemma 4. Hence, v* = J*.

5 5- Suppose, on the contrary, that v3* < 07*. If

2

v € (v3*,05%), then a(v, by) = k +(1 —k)a* > ka*+ (1 —k)a*, a contradiction to Lemma 4. Hence,

k
2
vy* = 05". Finally, since (S) holds with equality in both mechanisms, it must be the case a* = a*.

Lastly, I show that u} = & for i = 1,2. Proposition 14 shows that if the first-best cannot be achieved

L —

then both (BC) and (BB) hold with equality in an optimal mechanism. Hence, u]

* % _
aUl—bl—

*

&*ﬁf -b = ﬁ’f. If p > z /(1 — &), then by Proposition 4 u; = u)

= L?’i‘ = ﬁ; If p < /(1 — ), then

wi = i by (BB). m

B.3.3. Proof of Lemma 7

Let M > 3 be an integer. We want to show that V(M — 1,d) = V/(M,d). Suppose to the contra-
diction that V(M — 1,d) < V(M, d), then an optimal solution to P’'(M, d) satisfies the first-order

conditions given before the proof of Lemma 34 in Appendix 3.4.2.

For later use, we note here that the summation of FOCs of a’",, m+l1<m <M,m=0,....,M—1,

gives:

1 - F(v)

14+ —- A————
A=A

] f)dv - IF () - F(v';)]]

2
M

Y 1-F
+(1—-rm) [/ (I+ v - Angv)] f()ydv -1+ A)p(v’z" - U’l")[l - F(U’l")] - pl1 - F(U’l")]
vy
M
— o + (0 —vf) Z w o+ amt = gMH =, (B.18)
j=m+1
Recall that a = --- = aM = 0. We break the proof into several claims. In all claims, we assume,
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without explicitly repeating this, that Assumptions 2 and 3 hold, u(v, b,), u(v, b,), {a™ M {U’l" } rlr\lllz_ll

m=1’

and {U’Z"},ﬁio} define an optimal mechanism of P/(M,d) and B, n, A, &, &, {u™ Zle, {a’”}r];fll,

{r]" fr‘f: , and {r7'} f:g)l are the associated Lagrangian multipliers.

Claim 1 y£”=0f0rm:2,...,M—1.

Proof. Since ™! > " form = 1,... M — 1, the FOCs of UT become

(1 =) [(B =+ D@D + (G4 p+ Ap) [1 = FWM+ (1 + Dp@) — oM f @M

M
- w-n=0

Jj=m+1

form=1,...,M —1. Thenform=1,... M -1

M .
. A+p+Aipl—F@D B N+ 2immr

m_
1

) VT Ut f@h A+ e A=+ Dpf e’

(B.19)

which is strictly increasing in v}’ by Assumptions 2 and 3. Letm = 1,... .M = 2. If u"+!1 =0, then

UZH'I > vl since U’I"‘Ll > v} and (B.19). If u™1 > 0, then 0'2”“ > v’l"+1 > v} > v} since (3.8) holds

for m and m + 2 and (3.8) holds with equality for m + 1. Hence, y)' =0form=2,.... M - 1. =

Let
3 1- F(v)

@) :=v )

denote the “virtual” value, which is strictly increasing in v by Assumption 2. By Lemmas 33 and

M-1

34, we have vy

> U{V[_l. In this case, ™ = 0.
Claim 2 Suppose Ug”_l > in_l, then v + Ap(0) > f > Ué\/l—l + /1(,0(1)3’[_1),

Proof. Since 4™ = 0, the FOC of v}~" implies that § > v}~ + Ap(v)'~"). Since v)!~! > v}~!

and u™ = 0, the FOC of a™ implies that

% / [0+ Ap() - f1 f@)do + (1 - 7) / v+ Ap(®) = Bl f()dv 2 0.

2
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Hence, it must be the case that § < v + A@(0). =

Claim 3 Suppose Uéw_] > vf/’_l, then sz = yév”l =0and Uéw + A(p(véw) <4

Proof. Suppose Ué"’ + ﬂ(p(ug”) > f> Ué\”—l + /l(p(uéw—l), then vé"’ > ué"’—l and therefore sz =0.
Suppose v} + Ap(v)!) < B < T+ Ap(D), then v}’ < T and therefore y,'*! = 0. Since y)'*' =0

and v} + A@(v}") < B, the FOC of v}/ implies that v/ = 0. Hence, 7, = 0.

Suppose a™*! > oM, then the FOC of v}’ implies that § > v} + Ag(v)!). Suppose a™*! = a™,

then by construction Ué"’ = vé” ~1 and therefore Ué” + A(p(ug” ) < B. Hence, UQ” + /lgo(vé"’ )<<

U+ A@(v), which implies that vé” < v and therefore sz =0 m

In what follows, we consider two cases: u(v, by) —u(v, b2)+a1 (vg - v(l)) > 0and u(v, by)—u(v, by)+

al (Ug — U(l)) =0.

Case 1. 02'~' > vM~" and u(v, b)) — u(v, by) + a' (v) — v¥) = 0.

Claim 4 Suppose Ué”‘l > vi”‘l and u(v, by) — u(v, b,) + a' (Ug - U(l)) =0, theny, = 0.

1
1

0

Proof. Suppose yg > 0, then vg = v. Since (3.8) holds for m = 2, we have Ué >0, >0 =0,

Hence, 7, = 0.

Suppose 7§ = 0. Suppose a' = 0, then the FOC of v) implies that y) = 0. Suppose a' > 0. Suppose

to the contradiction that 7/21 > 0, then we can construct another feasible mechanism (a*, p*, g*), which

strictly improves welfare. Since yzl > 0, we have vg = Ué > U}. We consider two different cases: (1)
0_ 1 _ 1 0 _ 1 1
Uy =0, =0, and (2) Uy =0, > 0.

0_ 1 _ 1
Suppose v, = v, =v;.
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Let 5} be such that az(vi - 51) = al(vi — v). Then, by Assumption 3, we have

a* [F(v]) - F(0))] = (@* —a' + a") [F(v]) - F(0))]
<a' [F(v)) - F(8))] + (a® = a") f(8])(v} - D))
=a' [F(v}) - F(0))] +a' f(5))p,

<a'F()).

Let #) = v and &} be such that z [F(0}) — F(8)] = (1 - z) [a' F(v}) — a* [F(v}) — F(3))]].
Let 5’1" = v’l" and ﬁg’ = 0’2" forallm > 1. Leta*(v,b;) = a™ if v € (17[’."_1, o")form > 2andi =
I,2and a*(v, b;) = 0if v € (v, 171.1)f0ri =1,2. Let p*(v, b) = va*(v, b)—fvv a*(v, bydv—u(v, b).
Then, by construction, p*(v, b;) = p(v, b;) < b,. Hence, the (BC) constraint is satisfied. Let
q*(v,by) = q(v, by). By Assumption 2, (a*, p*, ¢*) improves revenue and therefore satisfies

the (BB) constraint. Clearly, (a*, p*, ¢*) satisfies constraints (IR), (IC-v) and (S), and strictly

improves welfare.

Finally, we show that (a*, p*, ¢*) satisfies the (IC-b) constraint. For v € (v, 171), we have

u(v, by) — u(v, by) < u(v, b)) — u(v, by) +a' (v —v)) =q'c.

Forv € (ﬁi, U}), we have

u(v, by) — u(v, by) + a*(0y — 0)) < u(v, b)) —u(v, by) +a' (v) —v)) =q'c.

The first inequality holds since az(ﬁ; - ﬁi) < aZ(Ui - Di) = al(vi -v) = al (Ug - U(l)). For
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vE (U’l"'l, U’l"'z), m > 2, we have

u(v,by) = u(. by) + a*@y — 5)) + Y. (@' =)@ -5

Jj=3

m
i j— j—1 ji—1 ~ ~
=u(v, b)) = u(v.by) + Y (@ = (W)~ + (@) - 5))
j=1

2 Iyl 1 1(,0_ .0
—(@—-a)v,-v)—a (uz—ul)
m
=u(v, by) —u(v, by) + Z(a/ - af_l)(v’z_1 - Ujl_l) + a2ﬁé — azﬁi - a2vé +(d® - al)ui + alv(l)
j=1

m
<u(v, b)) —u(v, by) + Y () =W =07 = g"e,
j=1

where the last inequality holds by construction. Hence, the (IC-b) constraint is satisfied. Thus,

(a*, p*, q%) is feasible. Howeyver, this contradicts to that (a, p, q) is optimal.

0

Suppose v,

=0} > v}

Let a*(v, b)) = a' — ¢ for some £ > 0 sufficiently small if v < vi and a*(v, b)) = a(v, b))
otherwise. Let 8 < v be such that z(a' — ¢) [F(19) — F(2))] = (1 — n)eF(v}). Fore > 0
sufficiently small, v} < 29. Let & = vj form > 1. Let a*(v, b)) = a' — e if v € (89, 5}) and
a*(v, by) = a(v, by) otherwise. Let u*(v, b;) = u(v, b)) + e(v} — 0% and u*(v, by) = u(v, by) —

(1- n)e(v} — U?)/zr. For € > 0 sufficiently small, u*(v, b,) > u*(v,by) > 0. Let p*(v,b) =

va*(v, b) — fUU a(v, b)dv — u(v, b). Then, by construction, we have p*(v, b;) = p(v, b)) < b,.

Hence, the (BC) constraint is satisfied. Let g*(v, b;) = q(v, b;). Then (a*, p*, ¢*) satisfies (BB)
by Assumption 2. Clearly, (a*, p*, ¢*) satisfies constraints (IR), (IC-v) and (S), and strictly

improves welfare.

Finally, we show that (a*, p*, ¢*) satisfies the (IC-b) constraint. Note that, by Assumption 3,
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we have

(@ - &)t - ) = (@' —¢) / ; f(u)ﬁdu
> (a' — )——[F(t) - F(&0)]

1)2)
> 1- 71,'6 1

T f@h

1-7x

F(v))

>

1 0
> e(v; —v)).

Then, for v < Ui, we have

u'(v,by) —u*(v, by) + (a' - 6)(53 - U(1))

1,0 6(')} B U(l)) 1 0_ 0 0 1 0
=u(v,by) —u(v,by) +a v, + +(a —e)0, —v,) —ev, —(a — &€

0
1

0_
2

ey —v) (1 -me, —d)

— €V (a1 — &)

<u(v, by) — u(v, by) + alvg +
- - s

<u(v,b;) —u(v, by) + a' (vg - v(l)) + s(v} — vg)

<u(£’ bl) - M(E, b2) + al (U(z) - U(l)) = qIC.

Forv e (vq"_l,v'l") form=2,..., M, we have

w* (v, b)) —u*(v, by) + (@' — )@ — V) + (a* — a' + &)(v) — v))

+ Y@ - @ -5
j=3

J

m
<u(v,b) = u(v,by) + Y (a/ =W = ) + e(v] - 1Y) + e(v) — v},
Jj=1

=u(v, b)) —u(v. by) + Y.(a =YW =) = g"e.
j=1

Hence, the (IC-b) constraint is satisfied. Thus, (a*, p*, ¢*) is feasible. However, this contra-

dicts to that (a, p, ¢) is optimal.
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Hence, it must be that yzl =0. m

By Claims 1, 3 and 4, we have yé" =0form=1,...,M+ 1. Thus,form=1,... M —1, U'l'l and

vy satisfy

(1 =) [(B =V} = AN S W) + (1 + Dpll = FWH] + (1 + Hps = o)) f(w])]

M
_ Z W —n=0, (B.20)
j=m+1
M .
7(B = v = AN F W) = (1= m)(1 + Dpll = FWHI+ Y, pl =0. (B.21)

Jj=m+1
Recall that (B.20) and (B.21) are the first-order conditions of v}' and v7', respectively, for m =

1,...,.M—-1.

Claim 5 Suppose 03’1_1 > U{V’_l and u(v, by) — u(v, by) + a' (Ug - U?) = 0, then y™ = 0 for

m=3,..., M.
Proof. The result follows directly from Lemmas 33 and 34. m

Claim 6 Suppose Ué”‘l > UJIW_I and u(v, b)) — u(v, by) + a! (Ug - U(l)) =0, then M < 2.

Proof. Let i = 1if y> =0and m =2 if y> > 0. Form =, ..., M — 1, (B.20) and (B.21) become

(1 =2 [(B =" = AW f @) + (1 + Dpll = FWM] + (1 + Dp@) — oM f @] —n =0,
(B.22)

m(B — vy = Apy)f(Wy) = (1 = )1 + DHpll — F)] =0, (B.23)

Given 8,7 and 4, (B.22) and (B.23) define 07 as functions of vf', denoted by g, and g,, respectively.
Clearly, by Assumptions 2 and 3, g;(v’l") > 1. Since u™ > 0, (3.8) holds by equality for 72, which
implies that Uz’;‘ > v’lﬁ. Furthermore, since g;(v’l") > 1, U? > 0'1” forallm < m < M — 1. Since

U+ﬂ(p(v)<ﬁf0rallv<uy, vy 2uvf2v 20, ZinmH”j =0,7>0,a""! =0and a™*! >0,
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(B.18) implies that

/ [v+ 4p(v) = p] f(v)dv 2 0,

which holds if and only if ™ > 0(f), where

o(p) 1= inf {ﬁ

By the implicit function theorem, we have

/ [U+/1qo(v)—ﬂ]f(v)d1)20}.

-y A+ Dpf])
—(f—=A+ D) W)+ + 2/1)f(v'")

ghwm = 1 (B.24)

To see that the last inequality holds, note that (f — v — A@(v)) f(v) is strictly decreasing in v for

v < vé‘l . Taking derivative with respect to v yields (8 — (1 + D)v)f'(v) — (1 +24)f(v) < O for

U< UQ” . Note that Assumption 2 implies that for all v > v}', we have

1 - F(v)

f) = f(UT)T(U”')'
1

(B.25)

Then for U’l" > 0(f) we have

= FO) 2+ (m)/ (1 — F(v))do

= f(’ln) 1+ 4 Ul F(v))dv - A El F(v))d
_T(U'I”) (I+ )[T( — F(v))dv — [T( — F(v))dv

e [

“Fo —(1+ Dol = F@] + ./Um

1

1-F(v)
(1 + i)U - ﬁw] f(U)dU]

> (f— 1+ Do f ),

where the first line holds by (B.25), the third line holds by integration by parts, and the last line holds

216



since U’I" > O(f). Combining this and (B.23) yields

1 -
T

= (1= FEMI+ AL = FeD]

Z(1+ Dpll = F™)]

(B — vy = Ap(Wy) f(vy)) =

> 1 —Zp[(B= 1+ DS + ALl = F]

= L8, (= o = dgW]

T

Hence,

pIWD B e
F@ S 1=z p—o" — dp@))

Furthermore,

— (B =L+ DS W) + (142D f @)
[1— FMIf' W)
7@

= — (B = AW W) + 4 { + f(vg”)} +(L+ Df @D

>(1+ A)f (),
where the last inequality holds since f — 0’2" — /l(p(v’z") > 0, f' < 0 by Assumption 3 and [1 —
F(vg’)]f’(vg') + fz(vg’) > 0 by Assumption 2. Finally, since U? > v’l" > 0(p), we have

l—x (1 + Dpf W) p— vy — Ap(ul)
g = < <
2 7 =(B— A+ DODSWH+A+20) W) ~ B =0T — Ap@])

Note that g (v") < 1if v} > 0(B) or v < v}

Thus, there exists at most one v'l” > 0(p) such that gl(v'l") = gz(v’l") > v'l", i.e., (B.22) and (B.23) has

at most one solution such that 0’2" > U’I” > 0(f). Hence, M <m+1 < 3.

Suppose M = 3. By Claim 3, v + Ap(v) < f for all v < v})!. Furthermore, > 0 and a™*! > 0.
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Hence, it follows from (B.18) that

/ [v+ Ap(v) = B] f(v)dv 2 0,

ie., v' > 0(f). Then we have U’f’ > vl > p(p), and gz(v’f') = Ug‘ > v’f‘ since u™ > 0. Since

gé(u) < 1ifv > 6(p) and g,(v) > v, we have g,(v) > vforall v < U’f’. Hence, v ! = gz(vm_l) >

1

=14 contradiction. Hence, M = 2 and v% 2 v

v |

Case 2. v}~ > v~ and u(v, b)) — u(v, by) + a' (vg - U(l)) > 0. In this case, by Lemmas 33 and

34, ym=0form=1,..., M.

Claim 7 Suppose v)'~' > vM~ and u(v, b)) — u(v, by) + a' (v) — vV) > 0, then y; = 0.

Proof. Since u(v, b;) — u(v, b,) + al (vg - U(l)) > 0, u' = 0. Suppose, on the contrary, that yzl > 0.

1_.,0
Then v, = U,

0

Suppose yg > 0, then Ué = v,

=v= v(l’. Hence, u(v, b)) > u(v, b,). Let ﬁé = v + ¢ for some
€ > O sufficiently small. Let ﬁi be such that 7 F(e) = (1 —r) [F (Ui) -F (ﬁi)]. For € > 0 sufficiently
small, l")% < l")i. Let 0" = vf" and for i = 1,2 and m # 1. Let a*(v, b,) = a' for all v € (v, ﬁé) and
a*(v, by) = a(v, by) otherwise. Let a*(v, b;) = a* for v € (7}, U%) and a*(v, b)) = a(v, b;) otherwise.
Letu*(v, b)) = u(v, b;)—(a® —a')(v} - 8}) and u* (v, by) = u(v, by) + == (a® —a')(v} - 8}). Fore > 0
sufficiently small, u*(v, b;) > u*(v, b,) > 0. Let p*(v, b) = va*(v, b) — fUU a*(v,bydv —u*(v, b). By
construction, p*(v, b;) = p(v, b;) < b;. Hence, the (BC) constraint holds. Let g*(v, b)) = q(v, by).
By Assumption 2, the (BB) constraint holds. For v € (v, ﬁ%), (IC-b) holds since

(@ —av -

w*(u,by) — u* (. by) + a' (@) — ) = u(v, by) — u(v. by) + a' (W — v)) — . <g'c.
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Forv € (171, Ui), (IC-b) holds since

w*(v, b)) —u*(v, by) + a' (&) — 00 + (@ — a (@) — B))

2
=u(£, b)) — u(g, by) + Z(Clj - aj_l)(Ué_l - Ujl'_l)
=1

(@~ a')(o} - o)

- + (d?
r

—a")v; = B, + ) — vy)
(1 — z)(a* — a") (v} - b))

T

2
=u(v, b)) — u(v. by) + Y (& — W) = 0] + (@@ - a")(@) - v)) -
j=1

2

<u(v.by) = u(.by) + Y (@ — W — )

j=1
1

<u(v,by) — u(v, by) + a' (W9 - ) = ¢,

1

where the last inequality holds since v,

=v< v}, and the first inequality holds since by Assumption

3 we have

. F(e)
BT E T
1 1-rx 1 ~1
< F - F
7@ [Fv) — F(@))]
(1 - 2w} - o))
<——1
T

Forv e (!, v, m=2,..., M, (IC-b) holds since

W, by) — '@ by) + Y (@ — @) -5
j=1
(1 — z)(a* — a") (v} - D))

T

=u(v, b)) — u(v, by) + Y (! — W) = v + (@ = a" )@, - v)) -
j=1

<u(v, by) — (v, by) + Y (@ - HW) =) = g"e.
j=1

Clearly, (a*, p*, ¢*) also satisfies constraints (IR), (IC-v) and (S), and strictly improves welfare. This

contradicts to the optimality of (a, p, ). Hence, yzl =0.
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Suppose yg = 0. Suppose a' = 0, then the FOC of vg implies that y21 = 0. Suppose a' > 0. Then

(B = (1 + Do fY) + mA[l — F())]

M
>(1 = m)(1+p— ) W
j=2

J

M
>(1 = x)(1+ Dpll = FDI = Y o/
j=2

>n(f — (1 + D)) f(vy) + mA[l = F(u))].

Since (f — (1 + Av)f(v) + A[1 — F(v)] is strictly decreasing in v when v + A@(v) < f, we have

U; > Ug and therefore 7/21 =0. m

By Claims 1, 3 and 7, we have yg’ =0form=1,...,M. Thus,form=1,..., M — 1, U’I" and U'Z”

satisfies (B.22), (B.23) and (B.18).

Claim 8 Suppose v}~ > vM=" and u(v, b)) — u(v, b)) + a' (v — 1) > 0, then M < 2.

Proof. Suppose, on the contrary, that M > 3. Then there exists 1 <m < M — 1 such that 07" > v7".
M

It follows from (B.18) that fU',J,} [v+ Ap)] f(v)dv > p[1 — F(U’l")], 1.e., U’l" > 0(f). Both (U’I”, U?)
1

and (v{”_l, ug”_l) are solutions to (B.22) and (B.23), and satisfy v, > v, > 0(f). However, by a

similar argument in Claim 6, (B.22) and (B.23) have at most one solution satisfying v, > v; > 0(f),

a contradiction. Hence, it mustbe M <2. m

To summarize, we have shown in both cases that M < 2. However, this contradicts to the assumption
that M > 3. Hence, it must be that V(M,d) = V(M — 1,d) for all M > 3. This completes the

proof of Lemma 7.
B.3.4. Continuity

Let p = k/c. 1 abuse notation and let P’(2, p, x, .S, b;, d) denote the principal’s problem P’(2, d)
when verification cost is k, punishment is ¢, the percentage of high-budget agents is 7, supply is

S and low-budget agent’s budget is b;. Define V' : R, X (0,1)> X [v,0] X R, — R, and T"* :
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R, x (0, 1)2 x [v,v] X R, — Ri x[0,1] X [v, ?)? as follows. Let V(p, x, S, by, d) denote the value

of P'(2,p,x,S,by,d) and T™*(p, x, S, by, d) the set of optimal solutions.

Lemma 37 Suppose Assumption 2 holds. Then V (p, ., S, by, d) is continuous and I'*(p, z, S, b, d)

is upper hemicontinuous.

Proof of Lemma 37. Let correspondence I' : R, X (0,1)* X [0,0] X R, — R% x [0, 1] X [0, 0]
be defined as follows. For each (p, 7, S, by, d), let (u(v, b)), u(v, by), a*, v}, v}, v3) € D(p, 7, S, by, d)
if and only if it is a feasible solution to P(2,d). To simplify notation, let u; = u(v, b;) and u, =
uy(v, by). Clearly, I' is compact-valued and upper hemicontinuous. I show that it is also lower

hemicontinuous.

1

Fix (p, 7, S, by, d), (uy,u,, a?, v, u;, v%) el'(p,n,S,b,,d)and a sequence

(p(n)7 ”(n)’ S(")? bl (n)a d(n)) - (pe , S’ bl s d)

1-F(v)
f)

subsequence there exist (uy(n), uy(n), a*(n), vy (n), v(n),v3(n)) € T (p(n), #(n), S(n), by(n),d(n))

asn —» . Let p(v) = v — and r be such that @(r) = 0. I show that after taking a

for all n and (ul(n), u,(n), a*(n), v}(n), vé(n), U%(n)) — (uy, Uy, a%, 0!

1,1);, U%) asn — oo.

Case 1: Suppose > = 0. Then (S) and (BB) become:

z[1-F@y| <,

—u —[A=-mp—7rlu —w)+r /2 p)f(v)dv = —d.

Y

Case 1.1: Suppose v% <r.

After taking a subsequence, I can assume that for all n, F~! <%) < rand

—(1 =z(m)A + p(m)u; + [(1 = z(m)p(n) — w(n)] uy + 7(n) / ) f()dv =2 —d(n).
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Letu;(n) = uy, uy(n) = u,, a*(n) = a2, Ui(l’l) = vi, Ué(n) = U; and

v > max {02, F1 (2250
= 2° z(n) s

v3(m) =inf 3 —(1 = z(m))(1 + p(m))u; + [(1 — 2(n)p(n) — 7(m)] 1y
+7(n) [7 o) f(V)dv > —d(n)

Clearly, (u(n),u,(n),a*(n), vy(n), v3(n),v3(n)) € T (p(n), z(n), S(n), by(n),d(n)) for all n

2 1

and (u,(n), uy(n), a*(n), v} (n), v (n), U%(n)) = (g, Uy, @, v}, 03, v%) as n — oo.

Case 1.2

Suppose U% > r. Suppose v2

> 5 = U, then (BB) implies that u; = u, = 0. Let u;(n) = uy,

u,(n) = u,, a*(n) = a2, U}(n) = U}, Ué(n) = Ué and U%(n) = U%. Clearly,
(uy (n), uy(n), @*(n), 0} (n), VX, V2()) € T (p(n), w(n), S(n), by (n), d(n))

for all nand (u(n), uy(n), a*(n), v} (n), v3(n), v3(n)) = (uy, Uy, a*, vy, v}, v3) as n = o.

Suppose U% < D. After taking a subsequence, I can assume that for all n, F~! (M) v

() <v.

Let a%(n) = a2, U}(n) = U}, vé(n) = Ué and

For n sufficiently large, /Ug(n) e f(v)dv > 0. If uy, > 0, then let u;(n) = u; + min{A(n),0}

_ : _ : _ : A(n) -
and u,(n) = u, +min{A(n), 0}; otherwise let u;(n) = u; +min { )’ 0} and u,(n) =
u,, where

A(n) = =(1 = z(m)(A + p(m)u; + [(1 — z(n)p(n) — 7(n)] uy + 7(n) p(W)f(v)dv +d(n).

v3(n)

Clearly, (u;(n),uy(n), a*(n), vi(n), v3(n),v5(n)) € T (p(n), x(n), S(n), by(n),d(n)) for all n

1 1 2 1,1 .2
and (uy(n), uy(n), a*(n), v{(n), vy(n), V3(N)) = (uy,uy, a*, v}, v}, V) as n — 0.
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Case 2: Suppose a” > 0.

Case 2.1: Suppose v < r.

Let ¢*(n) = min { W, a? } After taking a subsequence, I can assume that for all n,
1

| <7r(n) — S+ (1 - m)d*(n) [1 - F())] - nazF(u§)>
F- <r

1 — n(n)a%(n)
and
— (1 = 2(m)(A + pm)u; + [(1 = 2(m)p(n) — z(m)]uy + (1 — z(n)) / @MW) f (v)dv
— (1 = z()p(ma*(n)(vy — v}) [1 = F(v})]

+ z(n) /1 @ (m)ep(v) f (v)dv + ff(n)/ @(v)f(v)dv 2 —d(n).

Letu;(n) = uy, uy(n) = u,, U%(}’l) = U%, Ué(n) = Ué and

b> max {U% £l <n(n)—S(n)+(1—zr)a2(n)[1—F(u})] —;sz(u;)> } ’

1-n(n)a%(n)
v3(n) = inf 1 =0 =2+ p(D)uy + [ = 2 (o) = ()] |
(1= ) [§ e (v = (1 = 2m)pma(n)(l = o) [1 = Fo))

+(n) [3 M@W)f AV + 7(n) [ @(V)f (W)dv 2 ~d ()

Clearly, (u(n),u,(n),a*(n), vi(n), v3(n),v3(n)) € T (p(n), z(n), S(n), by(n),d(n)) for all n

2 1

and (ul(n), u,(n), a*(n), U%(n), U;(l’l), U%(n)) = (U, uy,a°, v, Ué, U%) asn — oo.

Case 2.2: Suppose v > r.

1

Suppose v,

=vand v; = U%, then the proof follows that of Case 1.2. Assume for the rest of

the proof that vi <vor Ué < U%. Let

2

A :=(1—ﬂ)/1l(p(v)f(v)du—(l—zr)p/l (u;—u})f(u)du+7z/l2¢(u)f(u)du.
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and

Amw=a—nmy[’wwﬂmw—u—nmmmqﬁag—ﬁvme

+ﬂm/f¢wvau

2

Suppose A < 0. After taking a subsequence, I can assume that for all #, S (n)—7z(n) [1 - F (U%)] >

0, A(n) < 0 and

—(1 = z(m)A + p(m)u; + [(1 = 2(n))p(n) — m(n)] uy + (n) /2 @) f(v)dv > —d(n).

Let uy(n) = uy, uy(n) = uy, vy(n) = v}, v3(n) = v}, v3(n) = v and
2 S(m)—z(m)[1-F (3| by (n)+u,
> m(m)[F(3)-F)l+(1-zm)[1-F@hH]” ol 7

2N 7.
a”(n) = min (1= (m)(1+p(m)uy H(A=z(m)p(m) = ()l +7(n) [ @(0) f @)dw-+d (n)
2

—A(n)
Clearly, (u;(n),uy(n), a*(n),v}(n),v3(n),v3(n)) € T (p(n), x(n), S(n), by(n),d(n)) for all n
and (u(n), uy(n), a*(n), vi(n), vy (n), v%(n)) — (uy, Uy, a%, U%, vé, v%) as n — oo.

Suppose A = 0.

Suppose d = 0 and U% =v. Thenu; = u, =0 and U; > U}. Define

(1 = z(m) ff (V) f(V)dv = (1 = z(m)p(n)(vy — V)1 = F(0)] + z(n) fj pWfdv  ifv<u,

g,(v) = _ .
[ oW f(v)dv if v> 0}
Then
S0 = —(1 = 2(m)p) f () + (1 — 2(M)p(n) (V) — v) f (V) + (1 — z(n)p(W[1 — F(v)] ifv < v}

—p(0) f (V) ifo>ol

Let g, and g;o denote the case in which 7z (n) = x and p(n) = p.
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1 1
Suppose v; < v,. Then

g,(v)) = /1 e(v)f(v)dv > 0.

2

— _ Loy — ol 0200 — 2
Let u;(n) = uy, u,(n) = u,, Uz(n) =0,, 1)2(}'1) =0,

vi(n) = inf {U > vi |g,(v) > 0} < v;,
Sn) - z(n) |1 = F(3)] by(n)
A F@2) = FOh]l+ (1 = z(m)[1 - F@lm)] vim) |

and a*(n) = min {a2

If v € (v}, ), then g/ (v)/ f(v) is strictly decreasing. Since g, (v]) = A = 0 and g,,(v}) > 0,

1

g()>0forallv e (vi, v;). Hence, v}(n) — U asn — oo. Clearly,

(u1(n), uy(n), a*(n), v} (n), v, (n), V3(n)) €T (p(n), x(n), S(n), by(n), d(n))

for all n and (u;(n), uy(n), a*(n), vl (n), vy (n), v%(n)) = (uy, Uy, a%, U}, v}, v%) as n — oo.

1_ 0 _= _ — ol ol ey 1 20N 2
=0, <0. Let uy(n) = uy, uy(n) = u,, vl(n) =0, vz(n) =v,, Uz(l’l) =0, and

Suppose v,

—r _F(12
az(n) = min{ az, i S(n) : (m[1-F@3)] 1 , b{(n) } ‘
(M F(v3)~F )+ =z@)[1=F (v, (m)]” v|(n)
Clearly, (u;(n),uy(n), a*(n), v}(n), v3(n),v5(n)) € T (p(n), x(n), S(n), by(n),d(n)) for all n

and (ul(n)’ UZ(I’I), az(n)’ U}(n)a Ué(n)’ U%(l’l)) - (M], l/l2, a2’ U{, Uéa U%) asn — 0.

Suppose U% < vord > 0. After taking a subsequence, I can assume there exists € > 0 such
that for all n, S(n) — #(n)[1 — F(n)] > €, b;(n) > € and

/ @) f(v)dv + d(n) > €.

2
v
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Note that (0,0, 0, vy, v}, v3) € [(p(n), 7(n), S(n), by (n), d(n)). Define x(n) € (0, 1] as follows:
m(nkd®[F(v3) = Fw)] + a1 - F(v3)]
+(1 — z(n)ka*[1 = F(v))] > S(n),

Kazu: —kuy; < b(n),

g

k() =supqk < 1| =(1 = mm)(1 + p(m)xu; + [(1 = m(m)p(n) — 7(m)] K
+(1 = x(w) [} ka*p()f (V)Y
—(1 = z(m)p(m)xa®(vy — v}) [1 = F(v})]
+2(n) k@) WAV + 2(n) [3 p(V)f (V)dv = ~d(m)

L J

Since at (0,0, 0, Ui, U;, U%) constraints (S), (BC) and (BB) hold with strict inequality by a gap
at least ¢, it is not hard to see that xk(n) = 1 as n = oo. Let u;(n) = k(n)u,, u,(n) = x(n)u,,

a*(n) = k(n)a®, vy (n) = v, v)(n) = vy and U%(l’l) = U%. Clearly,
(4 (), uy(n), @*(n), v} (n), vy(n), U3 (n)) €T (p(n), x(n), S(n), by(n), d(n))

for all n, and (u;(n), uy(n), a*(n), v} (n), v3(n), vV3(n)) — (uy,up, @*, v}, v}, 03) as n — c.

Suppose A > 0. After taking a subsequence, I can assume that there exists € > 0 such that

for all n, S(n) — z(n) [1 = F(v3)] > &, by(n) > € and A(n) > &.

Suppose U% =vandd = 0. Let

) . 2 £ £
a‘=min< a°, ,— >0
{ 2[F@)) - F(w) +1—-F(@))] 20, }
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Then (0, 0, 42 U v vz) € I'(p(n), #(n), S(n), b;(n), d(n)). Define k(n) € (0, 1] as follows:

m(mka® + (1 — K)a*][F(v3) — F(})] + z(n)[1 — F(03)]
+(1 = z(m)lka® + (1 = K)a*][1 = F(v)] = S(n),
[ka® + (1 — k)a*]v} — ku; < by(n),

—(I =z + p(m)kuy + [(1 — 7(n)p(n) — z(n)] ku,
k(n) =supsk <1 _ >
+(1 = 7(n)) /U’f[xaz +(1 = 0)a%lp(v) f(v)dv
—(1 = Z(m)p(n)lka® + (1 — )@(vy — v}) [1 = F(v})]

+7(n) /Uﬁ[va + (1 = )@ ]e(v) f (v)dv

+7(n) f' (V) f(W)dv > —d(n)

\ J

Since at (0, 0, 42 v v1 02) constraints (S), (BC) and (BB) hold with strict inequality by a
gap at least min{a> €,€/2}, it is not hard to see that k(n) — 1 asn — oo. Let u;(n) =
K(muy, uy(n) = k(muy, a*(n) = k(n)a®, vj(n) = v}, vy(n) = v} and v3(n) = v;. Clearly,
(uy(n), uy(n), @*(n), v} (n), V3 (n), v3(n)) €T (p(n), w(n), S(n), by(n),d(n)) for all n,

and (ul(n), u,(n), a*(n), Ui(n), U%(l’l), U%(n)) = (U, u,, az, Ui, vy, U2) as n — oo.

2

5 < vord > 0. Then by a similar argument to that of A = 0, there exist

Suppose v
(uy(n), uy(n), @*(n), v} (n), v3(n), v3(n)) €T (p(n), m(n), S(n), by(n),d(n)) for all n,
2 1

and (u,(n), uy(n), a*(n), vl (n), U;(l’l), U%(n)) = (U, Uy, a ,Ul, vl 1)2) as n — oo.

Hence, I' is hemicontinuous. By Berge’s Maximum Theorem, V is continuous and I'* is upper

hemicontinuous. =

B.4. Properties of the optimal mechanism

Let a* = @, v} = v}, v} = v}, V3" = v%, uw} = u(v,by) and u} = u(v, b,) denote an solution to

P’(2,0). Let p,n, A, u', /42, a3, &, and &, denote the corresponding Lagrangian multipliers.
Proof of Proposition 3. First-best is achieved if the allocation rule satisfies v* = v’ = v} =
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F~1(1 —S) and a* = 1, and verification is zero. Hence, ul* = u; = v* — b; and (BB) holds if and
only if

b, —v*F(v*) > 0. (B.26)

Since v* = F~I(1 — §), there exists S‘(bl) < 1 such that (B.26) holds if and only if .S > S‘(bl).

Clearly, S (b;) is strictly decreasing in ;. m

Proof of Proposition 2. Let S’ := (1 —x)a* [I — F(v})] + ma*[F(v}*) — F})] + [l - F(03")].
Suppose to the contradiction that S” < S. Let k¥ € (0, 1) be such that x + (1 —«)S’ = . Consider a
new mechanism (a*, p*, ¢*). Let a*(v, b) = k+(1—x)a(v, b) and p*(v, b) = va*(v, b)—fUU a*(v, b)ydv—
(1=x)u(v, b) for all v and b. Finally, let g(v, b,) = Oforall v, g(v, b)) = (1—k) [u(g, by) — u(v, bz)] /c
if v < v¥ and (v, b)) = (1 — k) [u(v, b)) — u(v, by) + a* (v} — v})] /e if v > v¥. Clearly, (a*, p*, ¢%)
strictly improves welfare upon (a, p, ¢). Now we show that (a*, p*, ¢*) is also feasible. By construc-

tion, (IR) and (IC-v) hold. Note that

pi(v, b) = va* (v, b) — /U a*(v,bydv — (1 — k)u(v, b)
= (1 — x)va(v, b) + kv — /U [x + (1 = x)a(v,b)]dv — (1 — kK)u(v, b)
= (1 —x)va(v,b) — (1 — k) /U a(v, b)dv — (1 — x)u(v, b)

= (I = x)p(v, b).

Hence, E [p*(v, b) — kq*(v,b)] = (1 — k)E [p(v, b) — kq(v,b)] > 0. That is, (BB) holds. Since
p*(0,by) = (1 — K)p(©, b;) < by, (BC) holds. Since E[a*(v, b)] = k + (1 — K)E[a(v, b)] = k + (1 —
k)8’ =S, (S) holds. Finally, we show that (IC-b) holds. If v < v’l“, then

(1 = x) [u(w, by) — u(v, by)| + k(v = v) < q(v, by)e.
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If o> U’l“, then
(1-x) [u(g, b)) —u(v, bz)] + k(=) + (k+ (1 = Kx)a" - xk)(v; —v)) < q,by)e.

Thus, we can conclude that (a*, p*, ¢*) is feasible. However, this contradicts to that (a, p, q) is opti-

mal. Hence, (S) holds with equality. m

Proposition 14 Suppose Assumptions 2 and 3 hold. Suppose also that S < S (b)), i.e., the first-best

cannot be achieved. In an optimal mechanism of P, (S), (BB) and (BC) hold with equality.

Proof of Proposition 14. First, it follows from Proposition 2 that (S) holds with equality. Second,
we show that (BC) holds with equality. Suppose to the contradiction that (BC) holds with strict
inequality. We consider four different cases: (1) U§ > UT, 2) vz* > v’z‘ = UT, 3) U;* = U; = UT and

a*<land (4) v)* =v; =vjanda* = 1.

k k
Suppose 0] > v},

Lete > 0 and 6 > 0 be such that (1 — ) [F(v} + &) = F(v})| = n[F(v}) — F(v; — 6)]. For

*_

e > 0 sufficiently small, we have v}

v] —& —6 2 0. Consider a new mechanism (a*, p*, ¢*)

that satisfies

a*(Uab]) = X{UZUT'FE}a*’ p(U’ b]) = I{UZUT}G*(UT + 5) - uTa
1 koo ok * % %

q(v, b)) = - [X{vzv’{}a (02 —v]—€— o) + uy — uz] ,

a(U’ b2) = X{UZU;—ﬁ}a* + I{UZU;*} (1 - a*) 5

P, b)) = H{uzs-5)@" (03 = 8) + Xy (1 = @057 — 185,

q(v,b,) =0.

Clearly, for € > 0 sufficiently small, (a*, p*, g*) is feasible and strictly improves welfare upon

(a, p, q), a contradiction.
sk ¥ gk
Suppose v* > v} = v},
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Lete > 0and 6 > 0 be such that a* [F(v} + €) — F(u})| = n[F(v}*) - F(v}* - 6)]. Fore > 0

kok

sufficiently small, we have v}

- UT — & — 6 > 0. Consider a new mechanism (a*, p*, ¢*) that

satisfies

a*(U’ b]) = X{UZUT'FS}a*’ p(U’ bl) = I{UZUT}a*(UT + 6) - uT’
1 k * * £ 3k
q(v, b)) = - [)({uzu’f}a (vy —v)) +uj = ”2] )
a(v,by) = x{u2u3+5}a* + X{v>vi -5} (1 - a*) ’
p(U’ bZ) = /Y{UZU;-{-g}a*(U; + £) + /Y{UZU;*—é}(l - a*)(U;* - 5) - u;’

q(v, by) = 0.

Clearly, for € > 0 sufficiently small, (a*, p*, ¢*) is feasible and strictly improves welfare upon

(a, p, q), a contradiction.

M =p'=v*and a* < 1.

Suppose v 5 )

Lete > 0and § > 0 be such that [(1 — m)a* + 7] [F(v} + &) — F(v})] = (1 — m)s[1 — F(u} +
€)]. For € > 0 sufficiently small, we have 6 < 1 — a*. Consider a new mechanism (a*, p*, ¢*)

that satisfies

a*(U, bl) = X{UZUT"'S}(a* + 5)’ p(U’ bl) = X{UZUT}(a* + 5)(UT + 6) - uT9
1 k 3k

q(U’bl) = Z (ul - uz) )

a(U7 b2) = 1{uzu;+e}’ p(U7 b2) = 1{u20;+e} - u;’

q(v,by) = 0.

Clearly, for € > 0 sufficiently small, (a*, p*, ¢*) is feasible and strictly improves welfare upon

(a, p, q), a contradiction.

Suppose v}* = v] = vi and a* = 1.
In this case, the first-best allocation rule is achieved. Hence, it must be the case that the total

verification cost is strictly positive, i.e., u] > uj > 0. Letuj — uj > € > 0. Consider a new
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mechanism (a*, p*, g*) that satisfies

@050 = Hozerys PODD = Ziomop U — U] + &,
1 * k

q(v, b)) = - (”1 Uy~ £).

a0, b)) = (pus)s P02 = X(psez) = U5,

q(v, by) = 0.

Clearly, for € > 0 sufficiently small, (a*, p*, ¢*) is feasible and strictly improves welfare upon

(a, p, q), a contradiction.

Lastly, I show that (BB) holds with equality. Suppose not. Then we can increase u| and u by the
same amount. The resulting new mechanism is feasible and gives the same welfare. In particular,
(BC) holds with strict inequality in the new mechanism. Then we can repeat the above argument and
construct another feasible mechanism which strictly improves welfare upon (a, p, q), a contradiction.

By Theorem 9, v*, v¥, v**, a?

£Uh, U3, @Rl B, A, u', 1%, a3, € and &, satisfy the following first-order con-
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ditions:

(1—m) [(B— v} — AW f W) + (L + Dpll — FOD]+ (1 + Dpw; — v)) f(0})]

—n—u’=0, (B.27)
m(p — v — ApW) f (W) — (1 = )1 + Dp[l — FH)] + u* =0, (B.28)
(1 = a")(p —v5" = Ap3") f(v5") =0, (B.29)

stk

z / " [0+ Ap@) — A1 f(v)dv

*
Y

+ (1 -7 [/ [v+ Ap(v) = f] f(v)dv — (1 + Dp(v; — v]DI1 = F(u))]

— vt + P — v — o =0, (B.30)
n+u + =1 —n)A+p+ip)+& =0, (B.31)
—p = —ga+ (1 -1+ Ap+& =0. (B.32)

Furthermore, (S) and (BB) become:

(1 = ma*[1 = FWH] + za*[F(0}*) = FW})] + 2[l = F3*)] = S, (B.33)
— (1= mut + (1 = Da* v [l = Fu})] = ul + 2a*vi[1 — FWH] + z(1 — a3l — F})]

— (1 = m)p(ui —u3) — (1 = m)pa*(v; — vl = F(v])] = 0. (B.34)

Proof of Proposition 4.

1. Suppose, on the contrary, that u’i‘ > u; > 0. In this case, & = u' = u? = 0. (B.31) implies
thatn = (1 —7)(A+ p+ Ap). (B.32) implies & = w4 — (1 — x)(1 + A)p. Since &, > 0, we have

Az — p(1 — )] > p(1 — z) which implies that p < z /(1 — ), a contradiction.

*

2. Since S < 1, we have u

u; by the first result of Proposition 4. It suffices to show that
v} = v;. Suppose, on the contrary, that v > v}. In this case, u? = 0. Combining (B.31) and

(B.32) yields n — A+ &, + &, = 0. Since &}, &, > 0, we have # < A. Taking the difference of
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(B.27) divided by (1 — ) f (v’l“) and (B.28) divided by =z f (v;) gives

. 1- F(UT)
[14+ 1+ Al (v = v}) + A o)) — )] + (1 + Hp———
f@H
p(l—m) 1 - Fwp) n
1+ 4 - =0 B.35
HaED f@)  A-nf @) B
Since U; > U’l“, f(U;) < f(u’l“) and 1 < A, we have
— F@p A

1
02 [1+(1+ 291 (05 = 07) + 4 [0(05) = p(]] + (1 + DE— e = s
1 1

>£1—F(u>;)+/1 pl-F@Wp | N
T fW) T fW) A-mf©)

B

where the last inequality holds since 1 — F (U’lk) > Sand p > z/[S(1 — 7)]. A contradiction.

Hence, UT = U;

Proof of Proposition 5. Suppose, on the contrary, that u} > u} > 0. In this case, & = ut=p2=0.
(B.31) implies that # = (1 — 7)(4 + p + Ap). Taking the difference of (B.27) divided by (1 — Jr)f(UT)
and (B.28) divided by 7 f (U;) gives

, . 1= F(@))
[1+ (1 + pl (v = v}) + Ao} — )] + (1 + Ap———

@
(1-m1-F@)) n

p _
D i

(B.35)

Suppose S < (1 —x) [1 — F(bl)]. Since (BC) holds with equality and u’lk > 0, we have a* > bl/v*f.
By (S), we have

b,
(1-m)— [1-F@H| < S.
Yy

Since S < (1 —n) [1 - F(bl)], there exists a unique Let O(S, b;, #) € [b;, v] such that the above

inequality holds with equality when v} = 0(S, by, 7), where 0 is strictly decreasing in .S and = and
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strictly increasing in b;. Then v} > 0(S, by, ). Hence, v —0v] < @(v3)—@(v]) < v—¢ (ﬁ(S, by, ﬂ')).
Since v5 > v, f(vy) < f(v]) andn = (1 — m)(A + p + Ap), we have

1=F@) A+p+ip
fwh) 0 fH

1=F@W) (144
AR

p 1= F(0(S5,b, 1)) P }

1+ 2)3 (L+p) [5— 0 (0(S. by, e v B
<(1+ >{< +0) [0- @ (08, by.m)] + 7 /@) f (08, by, m)

0 <[1+(1+Dpl (05— 07) + Al — o] + (1 + ,1)5

<A1+ D) +p) [v-0 (S, b, m)] + (1 + ,1)5

Note that the term in the braces is strictly increasing in .S and converges to —p/ f(v) < 0 as .S goes

to zero. Hence, there exists S such that u’l" = u; ifS<S. m

Proof of Proposition 6. Suppose, on the contrary, that u} > u3 > 0. In this case, & = u' = y*> = 0.
(B.31) implies that # = (1 — 7)(4 + p + Ap). Taking the difference of (B.27) divided by (1 — n)f(vik)
and (B.28) divided by 7 f (U;) gives

. . 1= F(@))
[1+ 1+ Dpl (v = 0F) + 4 o)) — D] + 1 + Dp———
f@p)
pl—m 1= FWp) n
144 - =0 B.35
D F@)  A-mfw) B
Suppose .S > (1 — ) [1 — F(b)]. Then by (S),

z[l=FW)l =1 —x) |1 = Fb)] - S. (B.36)

Since S > (1—x) [1 — F(b,)], there exists a unique (S, b;, 7) € [b;, V] such that (B.36) holds with
equality, where 0 is strictly decreasing in b, S and #. Then v} < 0(S, b;, 7). Hence, vZ — v7 <

2 = 2 1 —
O(v3) — (W) < ¢ (0(S, by, 7)) — by.
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Since v5 > v, f(vy) < f(v]) andn = (1 — m)(A + p + Ap), we have

1=F@) A+p+ip
W) fwH

—F@]) (1+2)p

A INICH

A p 1—F(b) p
1+ )11 S:bim) =i+ 2 ) |
<(1+ ){( +p) [(p(v( 1 7’7)) 1] + ﬂf(ﬁ(S,bl,ﬂ')) f(bl)}

0 <[1+(1+ Al (0] = v]) + 4 [0(v}) - (WD) + (1 + HE

1
<1+ D)1 +p) [ (0CS, b, m)—by)] + (1 + /1)5

Note that the term in the braces is strictly decreasing in b; and converges to —p/ f(v) < 0 as b; goes

to 7. Hence, there exists b, such that up = uy if by > h. m
B.5. Extensions and discussions
B.5.1. Per-unit price constraint

Proof of Theorem 10. The proof of Theorem 7 can easily modified to prove Theorem 10. It suffices

to show that (a*, p*) satisfies (PC) (instead of (BC)):

p* (v, b) =va(v, b) — / a*(v, bydv — u(v, b)

v

<va(v, b) — / a(v, bydv — u(v, b)

<a(T, b)b

=a* (v, b)b,

where the third line holds by the same argument used in the proof of Theorem 7 and the last line

*

holds since a*(v, b) = a(v, b) by construction. Hence, there exists v

and v such that the optimal

allocation rule satisfies a(v, b;) = X{vzvt) min { *”—*, 1} and a(v, by) = X{ospr)- ®
=t U]—bl ZU,

Lemma 38 Suppose Assumption 3 holds, and the principal does not inspect agents. In an optimal

!/

mechanism of P P

it is without loss of generality to assume that u(v, b;) = u(v, b,).

Proof. The proof of Lemma 2 can easily modified to prove Lemma 38. It suffices to show that
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(a*, p*) satisfies (PC) (instead of (BC)). Note that a*(v, b) = a(v, b) by construction and the rest of

the proof follows from a similar argument used in the proof of Theorem 7. m

Lemma 39 Suppose Assumptions 2 and 3 hold, and the principal does not inspect agents. In an

optimal mechanism of P!

e the allocation rule satisfies

/ a(v,b2)f(v)dv2/ a(v, b)) f(v)dv, Vu. (B.37)

Proof. The proof of Lemma 3 applies. ®

Proof of Theorem 11. The proof of Theorem 8 can easily modified to prove Theorem 11. It suffices
to show that (a*, p*) satisfies (PC) (instead of (BC)). Note that a*(v, b) = a(v, b) by construction and

the rest of the proof follows from a similar argument used in the proof of Theorem 7. m
B.5.2. Monetary penalty

Proof of Lemma 9. Consider types ¢ := (v, b) and 7 such that p(f) + max{0(7, n), 8(, b)} < b. Then

(IC) requires that

a®v — p(t) = (1 = q(0))0(t, n) — q(1)6(z, b)

>a(f)v — p(t) — (1 = q(®)0(7, n) — (DO, b)

Consider an alternative mechanism (a*, p*, g*, 0*) with a* = aand ¢* = q. Let 0*(t,n) = 6*(t,b) = 0
for all ¢ and *(7, b) = ¢ for all 7 such that b # b. Let p*(t) = p(t) + (1 — q(1)0(t, n) + q(1)0(t, b).
Since p(t) + max{6@(t,n),0(t,b)} < b, we have p*(t) < b, i.e., (BC) holds. It is easy to see that the

new mechanism also satisfies (IR), (BB) and (S) and does not affect the welfare.

Finally, I show that (IC) holds. Consider types ¢ := (v, b) and 7 such that p*(f) + ¢ < b. If b = b,
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then (BC) in the old mechanism implies that p(7) + max{@(7, n), 0(f, b)} < b. Hence,

a* (o — p*(z)
=a(t)v - p(t) — (1 — g())0(, n) — g(1)0(1, b)
>a(f)v — p(f) = (1 — )0, n) — (DO, b)
=a*(H - p*(D) + g0, b) — gD, b)

=a*(D)v — p* (D).

If b # b, then b > p*@®) + ¢ = p@) + (1 — g0, n) + g(DOG, b) + ¢ > p(}) + max{0(, n), 0, b)}.

Hence,

a*(tv — p*(1)
=a(t)v — p(t) — (1 — q())0(t, n) — q(16(t, b)
>a(®)v - p(f) — (1 — q())0(, n) — q(D)O(. b)
=a* (v — p* (@) + (DO, b) — g0, b)
>a* (v — p*() — q*(HO* (7. b).
The last inequality holds since (7, 13) > 0and 0*(f,b) =c > 0(f,b). m

B.5.3. Punishing the innocent or without verification

Lemma 40 An optimal mechanism of Pp; satisfies (i) 0(t, by =1 forl3 # b, (ii) p(t) < b implies that
0(t,n) = 0(t,b) = 0 and (iii) (1 — 6(t,n))0(t, b) = 0 for almost all t.

Proof. By the standard argument, (IC-v) implies that a is non-decreasing and
12
p() + (1 — q(1))0(t, n)c + q()0(t, b)c = a(t)v — / a(v, bydv — u(0, b).
0

Consider a new mechanism (a*, p*, ¢*,0%). Let a* = a. Thus, (S) holds. Let 6*(,b) = 1 and

q* () = q(DO(, b) for b # b. Let p*(¢) = min {p(t) + (1 — g(1))0(t, n)c + q(1)0(t, b)c, b} . Thus, (BC)
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holds. Since p*(t) > p(¢) and ¢*(¢) < ¢g(t), (BB) holds. Let 8*(z, n) = 0 if ¢*(¢) = 1 and otherwise

0*(t. n) = min {p(t) + (1 — g))0, me + q0, b)e — p*(®) } .

(I —g*®)c

Finally, let 6*(z, b) = 0 if ¢*(t) = 0 and otherwise

p@®) + (1 = ()0, me + q)0(t. be — p*(1) = (1 = ") (t.m)e
q*(t)c T

0*(t,b) =

Then, 8*(¢, b) > 0 if and only if 8*(¢, n) = 1. Furthermore, p*(t) > p(¢). Hence, 6*(¢, b) > 0 implies

that
(I —q))0(,n) + q)0(,b) — 1 + q*(t) <1
q* () -

0*(t,b) <

Note also that, by construction, p(¢) < b implies that 8*(z, n) = 8*(¢, b)) = 0. By construction,

p@®) + (1 = q()0(t, n)c + q(N0(, b)e = p*(1) + (1 = " (1))07(t, n)c + 4" (OO (1, b)c.

Hence (IR) holds. Consider a type ¢ = (v, b) and 7 such that p(f) < p*(f) < b. Then

a* (v —p () = (1 = g*)6" (1, m)c — ¢* (0" (1, b)e
=a(t)v — p(t) — (1 = q(1))0(1, n)c — q(1)6(t, b)c
>a(f)v — p() — (1 = q(1)0(7, n)c — (DO, b)c

>a"(Ho — p* (@) — (1 — g"()0"(#, n)c — g" (D).

If b = b, the last inequality holds trivially. If b # b, the last inequality holds since p*(f) + (1 —
g (£)0(f, n)c > p() + (1 — q(1)0(, n)c and q*(f) = q(H)O(%, b). Hence, (IC) holds. Thus, we have
verified that (a*, p*, ¢*, 6%) is feasible. Since p*(t) > p(¢), we have (1 — q(2))0(t, n)c + q(t)0(t, b)c >
(1 = g*@)o*(t,n)c + q*(1)0*(t, b)c. Furthermore, ¢*(¢) < ¢(t). For a positive measure set of ¢, one

of the above two inequalities holds strictly. Hence, (a*, p*, ¢*, 6*) strictly improves welfare. m

Lemma 41 An optimal mechanism of Pp; satisfies 0(t, b) = 0 for almost all t.
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Proof. Fix a mechanism (a, p, g, #). Suppose (¢, b) > 0 on a positive measure set of . Consider a
new mechanism (a*, p*, ¢*, ™) with a* = a and p* = p. If (¢, b) > 0, let ¢*(t) = q(1)[1 — 0(¢, b)] <

q(1), 0*(t, b) = 0 and
(1 — )0, n) + q(1)6(. b) _

0*(t,n) = -0

1.

If6(t,b) = 0, let g*(¢) = q(¢), 6*(¢, b) = 0 and 6*(¢, n) = (¢, n). By construction,

(1= q®)0(, n)c + q(1)0(t, b)c = (1 — g*(1)0"(t, n)c + q"(1)0* (¢, b)c.

Clearly, the new mechanism satisfies (IR), (BC), (BB) and (S) and strictly improves welfare. Con-

sider types t = (v, b) and 7 such that p(f) = p*(f) < b. Then

a* (v —p*(t) — (1 = g )0 (t, n)c — g* (" (1, b)e
=a(t)v — p(1) — (1 — q(1)0(t, n)c — q(1)6(1, b)c
>a(t)v — p(t) — (1 = q(D)0(7, n)c — q(D)c
=a*([Dv — p*(@) — (1 — ¢*()6* (T, n)c — ¢* (P)c.

If 6(7, b) = 0, the last equality holds trivially. If 8(7, b) > 0, the last equality holds since (7, n) =
0*Gn)y=1. m
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APPENDIX TO CHAPTER 4

C.1. Omitted proofs in Section 4.3

Before proceeding to the proofs, I first define symmetric mechanisms formally. Leto; ; : W" — W™"

denote the function that interchanges the ith and the jth coordinates, i.e.,
a,.’j(wl, e W) =Wy, ..., W;_y, Wiy Wig s ee s Wi Wiy Wig s e s w,), Y(wy,...,w,).

We say that an allocation rule q is symmetric if q; is such that ¢;(w) = q,(c; ;(w)) for all i, j # 1,
q;(w) = q,(cy;(w)) and Zi q;(w) < 1 for all w. We say that a mechanism (q, t) is symmetric if its

allocation rule q is symmetric.

Proof of Lemma 11. By construction, H (w(s,a)|a) = s for all s € [0,1] and @« € A. Taking

derivative of both sides of the equation with respect to « yields
h(w(s, @)|a@)w, (s, a) + Hy(w(s, a)|a) = 0,

or equivalently,

H,(w(s. o))
— —h(w(s,a)la) = w,(s, a). (C.D

If that the information structures are supermodular ordered, then —H  (w|a)/h(w|a) is strictly in-
creasing in w. Because w(s, ) is strictly increasing in s, w, (s, a) is strictly increasing in s. Hence,

foralls,s’ € (0,1), s’ > s and &’ > o'’ we have

al

w(s', o) —w(s',a") = / w,(s', a)da
a//
!

o
> / w, (s, a)da
aN

= w(s,a’) — w(s,a”).

That is, w(, -) is strictly supermodular. m
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Lemma 42 Let (c, d) be an interval of the real line, and J and Q be two non-decreasing functions.

Assume that for some measure h on R we have

d
/ J(w)dh(w) = 0.
c
Then [ J(w)Q(w)dh(w) 2 0.
Proof. This lemma is a corollary of Lemma 1 in Persico (2000). =
Lemma 43 Suppose that Q : [6, 5] — R is non-decreasing on [w(0, a;), w(l, a;)], then

Ha.(wila,')
v |~ 0w,

 h(w,|a;)

a,.] >0, (C2)

where the equality holds if Q is constant.

Proof. Because both O and — h"(’lif}l'alti’) are non-decreasing on [w(0, «;), w(l, @;)], it suffices to show
that
w(l,a;)
w(0,a;)

On the one hand, by integration by parts,

w(l,a;)

w(l,a;)
(1,a7)
/ H(w;|a;)dw; = w; H(w;|a;) ‘5(0,:) —/ w,dH (w;|a;),
w w

(0,a;) (0,0;)
=w(,a;) — u.
Taking derivative with respect to a; yields
P w(l,a;)
— H(w;|ap)dw; = w, (1, a). (C4
aai w(0,a;)
On the other hand, by the chain rule, we have
9 w(l,e;) w(l,e;)
— H(w;|a))dw; = w, (1, a;) + / H, (w;|a;)dw;. (C5)
00; Jw(0,a,) w(0.a,)
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Figure 14: Proof of Lemma 12

Comparing (C.4) and (C.5) proves (C.3). By Lemma 42, inequality (C.2) holds. If Q is constant,
the equality holds by (C.3). m

Proof of Lemma 12. Define w’ := sup {w; |Y(w!) > 0, Yw(0,a*) < w} < w; }. By the continu-
ity of Y, we have Y («”) = 0 and w” > w(0, a*). The proof is by construction. There are four cases

to consider.
Case I: Suppose that there exists w; € (w(0, a™), w") such that Q is discontinuous at wl’. .

Let Q(w;*') denote the right-hand limit of O at w; ,and Q(w;_) the corresponding left-hand limit. Let

, Y(W,')
DSwisw; g (w!la*)

0 < &€ <min {minw(o’a ,Q(wi.*) - Q(w;._) } Define Q as follows. If w; < w0, a*),

then Q(w,-) '= O(w;,); and if w; > w(0, a*), then
Ow)) 1= QW) + & X, <u)>

where y(,, <,y 1s an indicator function. (See Figure 14a for an illustration.) By construction,
O(w) > O(w) for all w € W and the inequality holds strictly on a positive measure set. It is

also clear that O satisfies (MON). We now verify that Q satisfies (IA’) and (F'). Because X{w <)
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is non-increasing on [w(0, a*), w(l, a*)], by Lemma 43, we have

H, (w;|a”) .
[‘WQ(“’") ]
Ha.(w,'la*) Ha_(wi|0{*)
i [_ Haplary 20| =a*] e [_ hajlany XS | =a*],

<C'(a*)+0 = C'(a").
Hence, Q satisfies (IA’). Finally, let

7
Y(w,) := / [H(z]a*)""! = O(2)] h(z]a*)dz.

w;

If w; < w}, then Y(w,) = Y(w;)—€[HW|a*)— H(w;|a*)] > Y(w;)—eHW|a*) > 0. If w; > w),

then IA/(w,.) =Y (w;) > 0. Hence, O satisfies (F').
Case II: Suppose that Q is continuous on [w(0, a™), wb].

We first show that there exists wl’. € (w(0, a*), wb) such that Q(w;) < Q(wb). Suppose, to the con-

trary, that Q(w;) = Q(w”) for all w; € (w(0, a*), w). If Q(w’) > H(w’|a*)""", then Y (w(0, a*)) =
b

Juo.an L Hzl@)™ = O(2)]h(z]a*)dz < 0, a contradiction. If Ow’) < H(w’|a*)""!, then, by the

continuity of Q and H, there exists 6 > 0 such that Q(w;) < H(w; |a*)"=! for all w; € [wb, w’ +8].

Hence,
wb+6
0=YW)= / [H(z|la*)"" = Q(2)]h(z]a*)dz + Y (u® + 8) > Y (' + 5),
wb

a contradiction. Thus, there exists w; € (w(0, a*), w”) such that o)) < o).

By the continuity of Q, there exists w!’ € (w!,w’) such that Q(w!") = 5 (Qw!) + Q")) Let

1
2
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. . Y (w;)
O<e < min {mlnw(o’a*)swiswl{/ W, Q(w:/) — Q(w:)} Let

max{Qw)) + &, 0(w;)} if w; > w,
0wy =1 O(w,) +e¢ if w(0, a*) < w; < w,

0(w) if w, < w(0,a®).

(See Figure 14b for an illustration.) Note that if w; > w/’ then Q(w;) > Q(w!’) > Q(w))+¢. Hence,
Q(wi) = Q(w;) for w; > w;’. By construction, Q(w) > O(w) for all w € W and the inequality
holds strictly on a positive measure set. Clearly, Q satisfies (MON). We now verify that Q satisfies
(TA’) and (F). It is easy to verify that O0-0is non-increasing on [w(0, a*), w(1, a*)] and therefore
Q satisfies (IA’) by Lemma 43. Finally, if w, > w!’, then Y(w) =Y w,). If w, < w!’, then

b

Y(w) = / [Hzla*)"™" = 0()] h(z|a*)dz,

=Y(wi)_/ i [0(z) - 0(2)] h(z]a*)dz,

>Y (w;) — € [HW]'|a*) = H(w;|a")] ,

>Y (w;) — e Hw!'|a*) > 0.
Hence, O satisfies (F').

Case III: Suppose that Q is continuous on [w(0, a*), w®) and Q(w’~) < H(w’|a*)" L.

Define R(w);) := Y(wi)/(H(wb|a*) — H(w;|a")) for w; < w’. Then by L’Hopital’s rule,

lim R(w,;) = Hw’|a*)""" — Q') > 0.
w;—wb=
Let 0 < € < min {infw(o,a*)sw,.<wb R(w,), Q(w’*) — Q(wb')}. Define O as follows. If w; <
w(0, a™), then Q(wi) '= O(w;); and if w; > w(0, a*), then Q(wi) = Q(w;) + EX {w,<ub)- By
construction, Q(w) > Q(w) for all w € W and the inequality holds strictly on a positive measure

set. Clearly, O satisfies (MON). We can verify that Q satisfies (IA) following the arguments in Case
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L Finally, if w; < w’, then ¥ (w,) = Y (w,)—e[H (W’ |a*)— H (w;|a*)] > Y (w;)— R(w;)[ H (w’|a*)—

H(w;|la")]=0. If w; > w’, then Y(wi) =Y (w;) > 0. Hence, O satisfies (F".
Case IV: Suppose that Q is continuous on [w(0, ™), w®) and Q(w’~) > H" ' (u’|a*).

We first show that Q(wb‘) = H"‘l(wbla*). Suppose to the contrary that Q(wb‘) > H"‘l(wb |a™).
Then by the continuity of Q and H on [w(0, a™), wb), there exists 6 > 0 such that Q(w;) >
H" ' (w;|a*) for all w; € (W’ — 6, w"). Then

b

Y(wb —0) = /w [I{(Z|0(*)n_1 - 0(2)]h(z|a")dz + Y(wb) <0,
wb—§

a contradiction to that Q is feasible. Hence, Q(wb‘) =H ”_l(wb |a*). Second, we show that there
exists w; € (w(0, a*), w”) such that Q(w)) < Q(w"™). Suppose to the contrary that Q(w;) = Q(w’~)

for all w; € (w(0, a*), w®), then Y (w(0, a*)) = /wb [H" '(z|a*) — Q(2)1h(z|a*)dz + Y (W) < 0,

w(0,a*)
a contradiction. Hence, there exists wl’. € (w0, a™), wb) such that Q(wl’.) < Q(wb_). The rest of the

proof follows from that of Case II. m
C.1.1. Proof of Lemma 14

The proof uses a network-flow approach (see Che et al. (2013b) for detailed discussions of this
approach). For simplicity, I prove here the result for the case of finite W. By a similar argument to
that of the proof of Theorem 5 in Che et al. (2013b), the result generalizes to the case of continuum
W . I abuse notation a bit and let f denote the probability mass function in the case of finite W. In

this case, (4.6) becomes:

> [Irwoew) <n Y raow) < Y, [[ /@), vacw. (C.6)

weA" i=1 weA weA" =1

The proof is similar to that of Theorem 3 in Che et al. (2013b). Before proceeding to the proof, I first
introduce some notations and definitions. Let D; := {(w;, )|w; € W}and D :=U?_ D;, where the

latter is known as the disjoint union of the individual posterior estimate spaces. To simplify notation,
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we write typical elements of D as w; instead of (w;, 7). Given an interim allocation rule Q, define a
circulation network as (N, E, k, d) as follows. The node setis N := DU W" U {o} consisting of
demand nodes D, supply nodes W", and a circulation node o. Directed edges E C N X N specify

the pairs of nodes that can carry flows. There are three different kinds of edges:
e Edges from supply nodes to demand nodes: (i, w;) € E if 0, = w;.
e Edges from demand nodes to the circulation node o: (w;, o) € E for all w; € D.
o Edges from the circulation node o to supply nodes: (o, w) € E for allw € W".

Let d(v, N') and k(v, N') denote a lower and upper bound for the total flow from node v to subset

N’ c N\{v}. There are three different kinds of flow capacities:

o Flow capacities from supply nodes: For each supply node w € W", let
n
dw,N') = [ [ fw)rw)

i=1

if N' > {w,,...,w,} orelse d(w, N") = 0; and let

n
kw, N') =[] fw)
i=1

it N'n{w,...,w,} #@orelse k(w, N') = 0.

o Flow capacities from demand nodes: For each demand node w; € D, let
k(w;, N') = d(w;, N') = f(w)Ow,)

if o € N’ orelse k(w;, N') = d(w;, N') = 0.
e Flow capacities from o: Let d(o, N') = O and k(o, N') = K for some K > 0 sufficiently large.

A feasible circulation flow on (N, E, k,d) is a function { : E — R, that satisfies the capacity
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constraints

dv.NY< Y V) <k N'), Vv € N,YN' € N\(v},
VEN':(v,v)EE
and the flow conservation law
Z Cv, V) = Z ¢/, v), Vv e N.

VEN': (v,V)EE vVEN':(V/,v)EE

By Theorem 1 in Che et al. (2013b), an interim allocation Q is implementable by an ex post allocation
rule q satisfying Zf:l q;(w) > p(w) for all w if and only if there exists a feasible circulation flow for
the network (N, E, k, d) defined above. It is easy to verify that for every v € N, k(v,-) and d(v, -)

are paramodular:

1. k(v,-)is submodular: Forany N', N C N, k(v, N )+k(v, N") > k(v, NNUN")+k(v, N'n

N,/).

2. d(v,-) is supermodular: For any N',N” ¢ N, d(v,N')+d(v,N") < d(v, N' UN") +

d(v, N'n N").

3. k(v,-)and d(v, -) are compliant: Forany N, N” ¢ N, k(v, N')—=d(v,N") > k(v, N'\N"")—

d(v, N"\N").

Hence, by Theorem 1 in Hassin (1982), a feasible circulation flow { : E — R exists if and only if

Y dw.N')< Y k(v.N\N), VN’ C N, (C.7)
VEN\N’ veN'

which requires that the sum of lower bounds on the flows entering N’ does not exceed the sum of

upper bounds on the flows exiting N”.

Necessity: Suppose that the interim allocation rule Q is the reduced form of an ex post allocation rule
q satisfying Z?:] g;(w) > p(w) for all w. Then, by Theorem 1 in Che et al. (2013b) and Theorem 1

in Hassin (1982), (C.7) holds. Let N = Ule {(w;,)|lw; € A} C D, where A C W is a measurable
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set. The right-hand side of (C.7) becomes

Y k(v.N\N)= ) ki, o)

vEN' w;EN’

= Y fw)ow,)

w;EN’

=n ) f(w)Qw)

weA

and the left-hand side of (C.7) becomes

Y dw,Ny= ) dwN)

vEN' w:{w;}NN'+£f

= Y [1/@e@),

weA" i=1
which proves the first inequality in (C.6). Let N’ = N'\ Ul’.‘=1 {(w;,)|w; € A}. The right-hand side

of (C.7) becomes

D kv, N\N) = > T]rw)
veN' weA" =1

and the left-hand side of (C.7) becomes

Y dw.N)=) 3 dw,.0)

vEN' i=1 w,€A

=n Y [w)0w),

wEA

which proves the second inequality in (C.6).

Sufficiency: Because p is symmetric, by a similar argument to that in the proof of Theorem 7 in Che

et al. (2013b), (C.6) holds if and only if

Y Jrwora) < Y rwpowy< > [[rwy. v][Jacw" s
i=1

wel]; 4; =1 i=1 w,eA; wey,(AxW1) i=1
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For completeness, I include a proof of this claim in Lemma 44.

Suppose first that o ¢ N'. Let A; = N’ n D, for all i. In this case,

Y dw.N)=d(e.N'nW"+ Y dw,N'nD)
vEN' weW ™\ N’

d(w, N' n D)
weW"\N'’

IA

d(w, N’ n D)
weWn\N’

< Z dw,N' n D)
wey,;(A;xWwn-1)

Z dw, N’ n D)
wel], A,

Y, 1 rwoew)

wer[,'.’:] A; i=1

DY fwpowy+ Y kw;,o)

i=1 w;EA; w;€eDNN'

D k(v, N\N").

veEN'’

IA

Suppose next o € N’. Then if W" ¢ N’, we have ), ./ k(v, N\N') > k(o, N\N') = K >
2venn d(v, N') for K sufficiently large. Otherwise, if W" C N, then let A; = D;\N' for all i

and

Y k(v,N\N)= ) kw,D\N')
veN’ wey;(A;xwn-1)

n

= ) fQw,)
1

weAXW1 i=

>3 ) fw)Ow,)

i=1 w;EA;

= ) dv.N).

veD\N'

Hence, if (C.6) holds, then (C.7) also holds. The conclusion follows by Theorem 1 in Hassin (1982)
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and Theorem 1 in Che et al. (2013b).
Lemma 44 (C.6) holds if and only if (C.8) holds.

Proof. Clearly, if (C.8) holds, then (C.6) holds. Suppose that (C.6) holds. I only prove here that
the first inequality in (C.6) holds. Virtually the same argument can be applied to prove the second

inequality in (C.8).

Suppose, to the contrary, that there exists HL] A; C W" such that the first inequality in (C.8) is
violated. Suppose that []'_, A, is minimal in the sense that for all proper subsets [T"_, A7 ¢ [T, 4,
the first inequality in (C.8) holds. Let A := U;A;. I want to show that the first inequality in (C.6) is

violated for Z, which is a contradiction.

To show this, I show that starting from []/_, A, , I can construct a finite sequence of sets []_; A; =
S'gs?g . gsM = A" such that the first inequality in (C.8) is violated for all $. The sequence

is constructed inductively:
Step 1. Let ' :=T]_, A,

Step m. If "1 = Zn, then we are done. Otherwise, there exist j,k € {1,...,n} such that B; :=

ANSI £ Bor By i= ANS £ 8. Let S™ 1= (ST U B X (ST UB) X [y 1 ST

Because there are a finite number of agents, the construction stops after a finite number of steps.
Next I show that if the first inequality in (C.8) is violated for ™, then it is also violated for &™*!.

Recall that the first inequality in (C.8) is violated for [T, A;:

Y fwpowy < Y [ rawe) (C.9)

i=1 w,eA,- weH" A, i=1

i=1 i
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Because []7_, A; is chosen minimally, we have

DD fwpOw) = Y, fwpOw) — Y fw)Qwy)

i=1 w;€A; w;EB; wyEBy,

> > [T/ @oaw).

we(A\B)X(AN\BOX T,z A; i=1

Hence,

Y fwpOw)+ Y, fw)0wy)

w;EB; wy EBy
n n
< Y T7wea) - D [T/ @neaw).
wel]L, A; i=1 we(A\B)X(A\BOXT 14 A; =1

For ™! = (87" U By) X (8" U B)) X [, S/, we have

n

DY Fwp0w)+ Y fwpOw)+ Y fw)QGwy)

i=1 w,es" w;EBy wEB;

=D ) f@pQw)+ Y fwpOw) + Y. fw)0wy)
i=1 w,es" w;EB; wiEBy

< Y [ e+ > [17w)eaw) - > [17@pe@)
wes™ i=1 weA X AX[ [ A =1 we(AN\BYX(ANBOX] ]y 4 A =1

= Y [/ @e@)+ > [17w)eaw) - D [17@pea)
wes™ i=1 weA XA X[ [ A =1 we(AN\BOX(ANB)OX][s; A =1

< Y [ rwpea)+ > [ 7@wnow)
wes™ =1 we(é’j’”uBk)x(S,:”qu)xH,.#j’k s i=l1

- D | J L)

wEST XS X[ S i=1

= > [l rwra)

wesmt! i=1
where the second and the fourth lines hold because p is symmetric, and the fifth line holds because

ZWEHL A, [T, f(w)p(w) is supermodular over []}_, A;. =
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C.1.2. Solving (P'-a*)

Recall that the sub-problem (P’-a*) is

V() := maxE |wow)| a*],

subject to
5 p—
Y(w) := / [H(z|a*)"! — Q(2)]h(z]a*)dz > 0, Yw € [0, 0]. (F)
O(w) is non-decreasing in w, (MON)
—MQ(W) | < C'(a) (IA")
h(w|a*) - )

For brevity, denote w(0, a*) by w, w(l, a*) by w, h(w|a*) by h(w), H(w|a*) by H(w) and H,(w|a*)
by H,(w). Let X(w) := fow H ,(z)Q(z)dz for all w € [w, w]. Then this is a control problem with

state variables X, Y and Q, and a control variable a > 0. The evolution of the state variables is

governed by
X'(w) = H,(w)Q(w), (C.10)
Y'(w) = —[Hw)"™" — Qw)]h(w), (C.11)
Q' (w) = a(w), (C.12)

where the last equality holds if Q(w) is differentiable at . The non-negativity constraint for a guar-
antees that Q is non-decreasing. This implies some regularity on Q, but still leaves some problems
to apply control theory directly. First, we have to allow for (upward) jumps in the state variable Q.

Second, Q is not guaranteed to be piecewise continuous and piecewise continuously differentiable.

These problems can be circumvented by solving the maximization problem under the additional
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restriction that Q is Lipschitz continuous with global Lipschitz constant K:
Qeck:={0: W 0,10z -0 < K|z~ 2| ¥z,z' € [0,1]} .

We define the maximization problem (PX-a*) as (P’-a*) subject to the additional constraint Q €

ck,

We say that Q is a feasible solution of (P’-a*) if it satisfies (MON), (F’) and (IA’), and an optimal
solution of (P'-a*) if it maximizes E [wQ(w)| a*] subject to (MON), (F’) and (IA’). Similarly, we
say that Q € LK a feasible solution of (PX-a*) if it satisfies (MON), (F') and (IA’), and Q € £X

an optimal solution of (PX-a*) if it maximizes E [ wQ(w)| a*] subject to (MON), (F’) and (IA”).

Lemma 45 in Appendix C.1.2 shows that an optimal solution of (P’-a*) exists, and for every K > 0,
an optimal solution of (PX-a*) exists. Lemma 46 in Appendix C.1.2 shows that there exists an

optimal solution of (P’-a*), which is the pointwise limit of the optimal solutions of (PX-a*).

The rest of Appendix C.1.2 is organized as follows. Appendix C.1.2 introduces and proves Lemmas
45 and 46. Appendix C.1.2 gives the necessary conditions that an optimal solution of (PX-a*) must

satisfy. Appendix C.1.2 proves Theorem 15. Appendix C.1.2 proves Lemma 15.
Existence of optimal solutions

Before introducing and proving Lemmas 45 and 46, I first introduce some notations. I abuse notation
a bit and let 4 denote the probability measure on W corresponding to H(w). In what follows, let
L,(h) denote the set of measurable functions whose absolute value raised to the 2nd power has
finite integral. For brevity, denote L,(h) by L,. Because L, is the dual of L, under the duality

(f.g)=E,[f(wegw)|a = a*], topologize L, with its weak*, or ¢(L,, L,), topology.
Lemma 45 The following two statements are true.

1. An optimal solution of (P'-a*) exists.
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2. For every K > 0, an optimal solution of (PX-a*) exists.
Proof. The proof is based on Mierendorft (2009).

1. Let {QV} be a sequence of feasible solutions of (P’-a*) such that

/ zQ0%(2)h(z)dz — V(a™).

By Helly’s selection theorem, there exists a subsequence { Q" } and a non-decreasing function
O such that Q"r converges pointwise to Q. Let D collectall Q : W — [0, 1] that satisfies (F'),
(MON) and (IA"). Consider @ as a subset of L,. Recall that m is the probability measure on
corresponding to H(z). Then & is 6(L,, L,) compact by a proof similar to that of Lemma 5.4
in Border (1991) and Lemma 8 in Mierendorff (2011). Therefore, after taking subsequences
again, Q" converges to Q in ¢(L,, L,) topology and Q € Y. Because z € L, and h € L,,

the weak convergence of { Q% } implies that

/ zQ(2)h(z)dz = V (a¥).

2. Let {Q"} be a sequence of feasible solutions of (PX-a*) such that

/ 20" (2)h(z)dz —» VE(a*).

After taking subsequences, we can assume that Q¥ converges to Q pointwise and in ¢(L,, L,)

topology, and Q € D as in part 1. Because Q¥ € LXK forall z,z/ € W,
0() - 0(z))| = lim |0"(2) = 0"(z)] < K|z —Z/|.

Hence, Q € K.
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Lemma 46 Let {QX) be a sequence of optimal solutions of (PX-a*) where K — co. Then there
exists a feasible solution Q of (P'-a*) and a subsequence Q% such that Q% converges to Q for

almost every w € W. Furthermore, Q is optimal, i.e.,

/w zQ(2)h(2)dz = V(a¥).

Proof. The proof is based on Reid (1968) and Mierendorff (2009). After taking a subsequence, we
can assume that QX converges pointwise to a feasible solution Q of (P’-a*) (see the proof of Lemma
45). To show the optimality of O, let Q be an optimal solution of (P’-a*). We can extend Q to R

by setting Q(z) := 0 for z < w and Q(z) := 1 for z > w. Define Q; : R — [0, 1] as

Q,(2) := % / Q(0)d¢, Vz e R.
z—d

By the Lebesgue differentiation theorem (see, e.g., Theorem 3.21 in Folland (1999)), Q,(z) = Q(z)
for almost every z € W as d — 0. Because Q is non-decreasing and Q(z) € [0, 1] for all z, Q, is

1
non-decreasing, Q,; < Q, and Q,(z) € [0, 1] for all z. Furthermore, Q, € L4: Forall z > z/,

0<0,4(z) = Qu(z") =~ </ Q()d¢ - /de(C)dC>

z—d
(/ o)d¢ - ; Q(C)dC)

Finally, Q, satisfies (F") because Q, < Q and Q satisfies (F').
Define Qd =Q,if - /ww Hai(z)Qd(z)dz < C’(a*) and otherwise Qd i= p,0,+(1—p,)/n, where

C'(a®)

ﬂd = - .
—fﬂ H, (2)Q,(2)dz
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Then by Lemma 43, — fww Ha[(z)Qd(z)dz < C'(a*). Thus, Qd is a feasible solution of (PX-a*),
where K = 1/d. Because f; — 0, 0, — Q almost everywhere as d — 0. By the dominated
convergence theorem,

w

/ 20 ,(z)h(z)dz - / 2Q(z)h(z)dz, asd — 0

w

and

/ z0X(2)h(z)dz — / z0(2)h(z)dz, as K — .

Letd = 1/K. Then for all K, Qd is a feasible solution of (PX-a*) and therefore

/ 20 ,(z)h(z)dz < / 20X (z2)h(2)dz.

w

Hence, _ _
/ z0(2)h(z)dz = / z0(2)h(z)dz.

w

This completes the proof. m
Solving (PK-a*)

The problem (PX-a*) can be summarized as follows:

max / z0(2)h(z)dz, (PK-a*)

X.Y.Q.a
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subject to

X'(z) = H,(2)0(2), (C.10)

Y'(2) = -[H(2)""' - 0(2)]h(2), (C.11)
0'(z) = a(2), (C.12)

X(w) =0, Xw) > -C'(a*), (C.13)
Y(w) =0, Y(w) =0, (C.14)

Ow) 20, Ow) <1, (C.15)

0<a(z) <K, (C.16)

Y(z) > 0. (C.17)

We say that some property holds virtually everywhere if the property is fulfilled at all z except for
a countable number of z’s. We use the following abbreviation for “virtually everywhere”: v.e. By

Theorem 6.7.15 in Seierstad and Sydseter (1987), we have

Lemma 47 Let (X,Y,Q, a) be an admissible pair that solves (PX-a*). Then there exist a number

Ag, vector functions (Ay, /vly, Ag) and (n ,n,), and a non-decreasing function ny, all having one-
—a
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sided limits everywhere, such that the following condition holds:

/10 =0or A’O = 1,
(Ag> Ax (2), Ay (2), Ag(2), 11y (W) = ny (W) # 0, Vz,
Ap(2)a(z) = Ap(2)a, Va € (0, K), v.e.
A0(2) = n,(2) + ga(z) =0,v.e.
Hy is constant on any interval where Y > 0.

Ax and g are continuous.

/I'X(z) =0, ve.

H,(2)

A&@:—-%Z+AA@?GT+Zﬂ@ h(z) + ny (2)h(z), v.e.

Ay(2) + 1y (2) is continuous,
A (2) + 1y (2) =0, ve.
Ax (W) > 0(= 0 if X (w) > =C'(a")),
dow) <0(=0if O(w) < 1),
Ao(w) < 0(= 0 if O(w) > 0).
1 (z) 2 0= 0 if a(z) > 0),

n,(z) 2 0(=0ifa(z) < K).

In what follows, I assume that (X, Y, O, a) is an admissible pair that solves (PK-a*) and

(C.18)
(C.19)
(C.20)
(C.21)
(C.22)
(C.23)

(C.24)

(C.25)

(C.26)
(C.27)
(C.28)
(C.29)
(C.30)
(C31)

(C.32)

(X.Y,0,a, Ay, Ay, /Vly, Ao ﬂa,ﬁa, ny) satisfy the conditions in Lemma 47. I begin the analysis by

simplifying the conditions in Lemma 47.

Because Ay is continuous and /I’X(z) = 0 virtually everywhere, 4(z) is constant on [w, w]. I abuse

notation a bit and denote this constant by 4. Then (C.28) is equivalent to

Ay > 0(=0if X(@) > —C'(a*)).
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Similarly, because ZY + 1y is continuous and Z;(Z) + n;(z) = 0 virtually everywhere, Zy(z) +1y(2)
is constant on [w, w]. We can assume without loss of generality that /Ty(z) + ny(z) = 0 for all

z € [w, w]. Let Ay :=24y. Then 5y = —4,/2 and condition (C.22) is equivalent to
Ay(z) is constant on any interval where Y (z) > 0, (C.33)
and (C.25) is equivalent to

H (2)
/I’Q(z) =— |Apz+ Ax(2) + Ay (2)| h(z2), ve.

®;
h(z)
Furthermore, 77y is non-decreasing if and only if Ay is non-increasing. Because Ay has one-sided lim-

its everywhere, we can assume without loss of generality that Ay (w) = lim Ay(z) and Ay (w) =

Z—)&

lim,_— Ay(z). Finally, (C.20), (C.21), (C.31) and (C.32) can be simplified to for virtually all z €

Z—=Ww
(w,w): If 0 < a(z) < K, then 1y(z) = 75,(z) = Qa(z) = 0. If a(z) = 0, then 77,(z) = 0 and

—n (2) = 49(z) £ 0. If a(z) = K, then  (z) =0 and n,(2) = Ap(2) 2 0.
—a —a
Then the conditions in Lemma 47 can be simplified as follows:

Corollary 10 Let (X,Y,Q, a) be an admissible pair for (PX-a*). If (X,Y,Q, a) is optimal, then

there exist a constant Ay, a continuous and piecewise continuously differentiable function Ay, and
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a non-increasing function Ay such that the following holds:

Ay >0 (=0if X)) > —C'(a™)).

, H,(z)
/IQ(Z) =—|z+ Axm + Ay (2)| h(2), v.e.

Ay is constant on any interval where Y > 0.
Ao(w) £0(=0if O(w) < 1).

Ao(w) < 0(= 0 if Q(w) > 0).

=0 if 1p(2) <0,
a(z) =4 €[0,K] if Ap(2) =0, ve.
=K if Ap(z) 2 0.

Proof. We prove Corollary 10 by proving the following two lemmas.

Lemma 48 A, (w) = Ap(w) = 0.

(C.34)

(C.35)

(C.36)
(C.37)

(C.38)

(C.39)

Proof. By the transversality condition (C.30), 4o(w) < 0 and equality holds if Q(w) > 0. Suppose,

to the contrary, that Ap(w) < 0. Then Q(w) = 0. By continuity there exists 6 > 0 such that

Ap(z) < Oforall z € (w, w + 5). Hence, by (C.20), a(z) = 0 for all z € (w, w + 6). This implies

that OQ(z) = O forall z € (w, w + §). Let z € (w, w + o), then

0=Yw)= / ) HE)" 'h(z)dz + Y (z) > Y(2),

a contradiction. Hence, 45(w) = 0. A similar argument proves that AQ(E) =0. m

Lemma 49 (Non-triviality) Ay = 1.

Proof. Suppose, to the contrary, that A, = 0. Then

H (2)

AQ(Z) =- /IX /’l(Z)

+ Ay(2)| h(z2), ve.
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Hence,

w H _(2)
[/IX— + Ay (2)| h(z)dz,

/IQ(E) =/1Q(ﬂ) - / h(zz)

w

=Jo(w) — / Ay (D)h(2)dz.

Because 4y(w) = Ag(w) = 0, we have

/ ) Ay (2)h(z)dz = 0.

Because Ay is non-decreasing, it must be that Ay (w) > 0 and Ay (w) < 0. Suppose that Ay > 0.
Then because Hai(z) /h(z) is strictly decreasing and Ay(z) is non-increasing, Ao(H ~1(.)) is strictly
convex. Hence, 14(z) < 0 for all z € (w, w), and therefore a(z) = 0 for all z € (w, w). That is, QO
is constant. However, if Q is constant, then X (w) = 0 > —C’(a*), a contradiction to that A, > 0.

Hence, Ay = 0. Then

ﬂQ(Z)=—/ Ay ()R()dL.

Suppose that Ay (w) = Ay(w) = 0, then Ay (z) = O for all z € (w, w). Hence, Ap(z) = 0 for all
z € (w, w) and ny (W) — ny(w) = —Ay(w)/2 +

lambday(w)/2 = 0. Then

(Ao> Ax(2), Ay (2), Ap(2), ny (W) — ny (w)) = 0, Vz,

which is a contradiction to (C.19). Hence, Ay(w) > 0 and Ay (w) < 0. Thus, Ap(z) < 0 for all
z € (w, w) and therefore Q is constant. Hence, Y (z) > O for all z € [w, w]. This, by (C.33), implies
that Ay is constant on (w, w), which is a contradiction to the fact that that Ay (w) > 0 and Ay (w) < 0.

Hence, 4o =1. m
This completes the proof of Corollary 10. m

Before proceeding, I first introduce some notations and proves two technical lemmas (Lemmas 50
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and 52) that will be useful for later proof. For the ease of notation, I suppress the dependence of

Ay TAy —Ax —Ax .
"X, J*x @"X and J © on a*. For each w € W, define

my(w) = —/ Ay (2)h(z)dz.

It follows from (C.35) that for any z,z € W and z < z, we have

H, (2)
z+ Axm + iY(z)] h(z)dz,

ho(@) =ig(2) - /

=Ap(2) — / [0** (H (2)) + Ay(2)] h(z)dz.

Ao(@) = o) = J*X(H (2)) + my (2). (C.40)

Hence, for virtually all z € (w, w),

=0 if Ag(w) +my(2) < JAx(H(2)),
a(z) =4 €[0,K] if Ap(w) + my(z) = J**(H(2)),

=K if Ag(w) + my(z) > J*x(H(2)).

Lemma 50 Forallt € [0, 1],

ho(w) +my(H™ ) 2 T (0.

Proof. The proof of Lemma 50 uses the following lemma.

Lemma 51 (Reid) Suppose that i,(w) + mY(H_l(t)) = JM(1) fort € {5,;}. Let a,b € R and

I(t) = a+bt. If J*x(t) > I(t) for all t € [t,1], then

Ao(w) + my(H™ (1) > 1(t), V1 € [1,1].
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Proof. Suppose, to the contrary, that Ao(w) + my(H ~1(t)) < I(t) for some t € @, 7). Then by
continuity there existe > Oandt,,t, € (t,f)suchthatt <t, <t, <1, lQ(&)+mY(H‘1(T)) <Il(r)-e

forz e (tl’ tz), and

AoW) + my(H™' (1)) = I(t)) — €,

Ao(w) + my(H (1)) = I(t,) — &.

On the one hand, this implies that A, ((H~'(-)) = —m/,(H~'(-)) cannot be constant on (¢, 1,).

On the other hand, A, (w)+my(H™'(7)) < I(z)—€ < J*x(z) for T € (1,,1,). Hence, a(H™'(z)) = 0
for r € (ty,1,), which implies that Y (H ~I(z)) > 0 on the interval (t,1,). To see this, note that
Y'(z) = QO(z) — H"!(z) is strictly decreasing if Q is constant. Hence, Y is strictly concave on
(H~Y(t)), H~'(t,)). For any 7 € (¢,,1,) there exists A € (0, 1) such that H='(z) = AH~'(t,) + (1 —
/%)H‘l(tz). By strict concavity, Y(H (7)) > AY(H‘I(tl)) + (1 - /I)Y(H‘l(tz)) > 0. By (C.36),

Y(H7'(-)) >0on (t;,t,) implies that /IY(H‘I(-)) is constant on (¢, ?,), a contradiction. m

By (C.40) and Lemma 48, 1, (w) + my(H~1(0)) = 0 = J*x(0) and Ay(w) + my(H'(1)) = J*x.

Then, by Lemma 51, Lemma 50 holds. =

Lemma 52 If K > K = max, gy (n — 1)H (2)""2h(z), then

-1
AXgX:[m- i [_ﬂﬂ .

ew oz |~ hiz)

Proof. The proof of Lemma 52 uses Lemmas 53, 54 and 55.

Lemma 53 (interior solution) Suppose that a(z) € (0, K) for z € (z, z), then Ay (z) = — @™ (H(2))

for virtually every z € (z,2).

Proof. If a(z) € (0,K) for z € (z,z), then Ap(w) + my(z) = J*x(H(z)) for virtually every
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z € (z, z). Differentiating this equality with respect to z yields for virtually every z € (z, z):
— Ay (2)h(z) = *¥(H(2)h(2),

Because /1 > 0, —y(z) = @*x(H(z)) for virtually every z € (z,Z). m

Lemma 54 (constant Q) Suppose that a(z) = 0 on (z,z) with z < z and let (z, z) be chosen maxi-

mally. Then

do(2) =0,

Ao(w) + my(2) = J*¥ (H(2)),
forz=2zifz>w, and z =7z if Z < w. Furthermore,
@ (H(2) + Ay(z7) 20, if 2> w,

P’X(HE@) + iyZH) <0, ifz < w.

Proof. Because a(z) = 0 on (z, z), then
Ao(w) + my(z) > J**(H(z2)), ve. z € (z,2).

Suppose that z > w and let S_ := {z < z|a(z) > 0}. Since (z, z) is chosen maximally, Q(z) <
Q(z) for all z < z. Furthermore, because Q is absolutely continuous, S_ N [z — &, z] has positive
measure for every 6 > 0. Hence, there exists a sequence {z,} € S_ converging to z with 1,(w) +
my(z,) > J*x (H(zy)) for all k. By continuity, if z > w, then Ay(w) + my(z) = JAx (H(z)), and
therefore Ay(z) = Ap(w) + my(z) = J Ax(H (2)). A similar argument proves that AQ(E) = 0 and

Ao(W) + my(z) = J*(H(2)) if Z < w.
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If z > w, then for virtually all z € S_,

0=40(2)
= Ao(2) — / @™ H Q) + 4y ()] h(©)dE

> —/_ [ (H () + Ay ()] h(©)dE.
Thus, there exists a sequence {z; } € S_ converging to z such that
/ @M HE©) + Ay (O] h(©)AE > 0, Vk.

Hence,

¢/1X(H(E)) +Ay(z7) 20, if z> w.

A similar argument proves that

P (H@) + 4yE@H) <0, if Z < .

Lemma 55 (a(z)=K) Suppose that a(z) = K on (z, z) with z < z and let (z, z) be chosen maximally.

Then

ig(2) =0,

o) + my(2) = JH(H(2),
forz=2zifz> w, and z =z if Z < w. Furthermore,

@ (H(2) + Ay(z7) <0, ifz > w,

P (H@)™ + Ay(ZT) >0, ifZ < W,
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and

P (H(2))+ Ay (z") <0, ifz = w,

P*X(H@) + Ay(Z) 20, ifZ = w.

Proof. The proofs for the case z > w and the case z < w are very similar to that of Lemma
54 and neglected here. We now show that the third inequality holds for z = w. Note that by the

transervasality condition, A, (w) < 0. For virtually all z € (w, z),

0< AQ(Z)

= Jo(w) - / [0 (HO) + Ay (O] AL

S

<- / [0 (HQ) + 4y (©)] AL,

That is,

/ [P(H(©) + Ay (O] O <0, ve. z € (7).

Let z goes to w, and this proves the third inequality for z = w. A similar argument proves the fourth

inequality forz = w. =

Suppose, to the contrary, that Ay > EX. Then @*x(H(z)) is strictly decreasing. Suppose that
there exists an interval (z, z) such that a(z) € (0, K) for z € (z,z). Then, by Lemma 53, 1y (z) =
—@*x(H (z)) for virtually every z € (z,z). Thus, Ay is strictly increasing on (z,z), which is a
contradiction to the fact that Ay is non-increasing. Because a is piecewise continuous by assumption,

a(z) € {0, K} for almost every z € W.

Suppose that there exists an interval (z,z) such that a(z) = K on (z,z) and let (z,z) be chosen
maximally. Then Y'(z) = Q(z) — H(z)"~! which is strictly increasing because K > max, ey (n —
1)H (z)""2h(z), and therefore Y (z) is strictly convex on [z, z]. This implies that Y (z) > 0 on [z, z]

except at most one point. Suppose that Y (z) > 0 for all z € (z,z). Then Ay is constant on (z, z),
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and Ao(H™1(1)) = Ap(2) — /;I © [@*x (1) + Ay (H~!(r))| dr is strictly convex on (H(z), H(Z)). By
Lemma 55 and the transversality condition, 45(z) < 0 and A5(z) < 0. Then the strict convexity
of /IQ(H_I(I)) implies that A, (z) < O for all z € (z,z). However, a(z) = K on (z, z) implies that
Ao(z) = 0 for virtually every z € (z,z), a contradiction. Hence, there exists a unique z, € (z,z)
such that Y (z,) = 0, and therefore Y(z) > 0 and Y(z) > 0. Because Y (w) = Y (w) = 0 we have
w < z <z < w. Note that this also implies that Ay is constant on a neighborhood of and therefore

continuous at z € {z,z}. By Lemma 55, we have

@™ (H(z)) + Ay(2) <0,

@™ (H(2)) + Ay(Z) > 0.

Hence,

Ay(z) £ =™ (H(2)) < —p™*(H(2)) < Ay (2),

where the second inequality holds because @* is strictly decreasing and H is strictly increasing.

However, this is a contradiction to that Ay is non-increasing. Hence, a(z) = O for almostall z € W.

Because Q is absolutely continuous, this implies that Q is constant on W. However, by Lemma 43,
X(w) =0 > —C’'(a*) when Q is constant on W, which implies that 4, = 0, a contradiction to the

supposition that Ay > Ay > 0. Hence, Ay < Ay. m
Proof of Theorem 15

Let {0} be a sequence of optimal solutions of (PX-a*) where K = K, > K for each v, K is
defined is Lemma 52, and K, — oo as v — co. After taking a subsequence, we can assume that
{Q"} converges pointwise. Let Q% denote the almost everywhere limit of this sequence. Denote
the corresponding joint variables associated with Q¥ by 4*. By Lemma 52, {4} } is bounded for v
sufficiently large. After taking a subsequence, we can assume that {4} } converges, and let AY :=

lim,_, 4. By Lemma 46, O™ is an optimal solution.

For brevity, let ¥ (or ¢*) denote @*x (or p’%), JY (or J®) denote J*x (or J*¥), @" (or ) denote
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Vv ) —V —00 —ﬂv —A
@' (or @*X), J (orJ ) denote J ¥ (or J ¥).

Because QV satisfies (IA") with equality for all v and Q is the pointwise limit of {Q"}, O satisfies
(IA") with equality. By a similar argument, Y °(w) = 0. Lemmas 57 and 58 below show that Q%
satisfies the two pooling properties when Ay = AY. Finally, Lemma 59 below proves that that
A§ = Ay, where A} > 0is such that inequality (4.15) holds. By the arguments in Section 4.3.2, this

completes the proof Theorem 15.

Before introducing and proving Lemmas 57, 58 and 59, I first prove the following technical lemma,

which is used in the proofs of Lemmas 57 and 58.

Lemma 56 The following four statements are true.
1. The sequence {@"} is uniformly convergent with limit .
2. The sequence {JV} is uniformly convergent with limit J .
3. The sequence {@"'} is uniformly convergent with limit ¢>’'.
4. The sequence {7V} is uniformly convergent with limit T

Proof. Let y; := max,y, IHai(z)/h(z)l >0,

o [ Hy(
Y, i=max |— |- ,
zeW |0z h(z)
and y; := max,cy 1/h(z) > 0. Here y,, y, and y; are well define because H and h are twice
continuously differentiable and W is compact.
1.
1" (1) — ¥ ()| = | A% — 2| H (H™ @) <y |Ay =A% =0
—_ = —_ S —_ - 0,
pome X Ty | T T

as v — oo. Hence, the sequence {¢"} is uniformly convergent with limit .
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t
|Jv(t)—J°°(f)|=/0 lo"(r) — 9™ (1)l dr

<n |ﬂ;(—/1§(°| -0,

as v — 0. Hence, the sequence {J"} is uniformly convergent with limit J <.

|@"' () — (1) = | A% — A5 <rnr|Ay - 43 =0,

o [H,(H'@)]
oz | h(H-'(t)) | h(H-'(1)

as v — oo. Hence, the sequence {¢"'} is uniformly convergent with limit ¢*’.

. Because the sequence {J"} is uniformly convergent with limit J, for any € > O there exists
v > O such that for all v > v, |J®@) — J'(#)| < eforallt € [0,1]. Fixt € [0,1]. Let

11,15, p € [0, 1] be such that ¢, + (1 — p)t, =¢. Then forany v > v

T <BT®() + (1= BT™(ty)
<BIV(t) + (L= BTV (1) + BIT(1y) = T )] + (L= HIT®(ty) = TVt

<pJV)+ (A -pJV(t,) + €
Hence,
T <min {BIV@) + (1= B @)t + (L = Pty =1} + & = T (1) +e.

Similarly, we can show that 7v(t) < 7°°(t) + . Hence, |7°°(t) — jv(t)| < e. Because this

holds for any ¢ € [0, 1], we have that the sequence {jv} is uniformly convergent with limit

—00
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Lemma 57 Suppose that J*(H(z)) > 700(H(z))for z € (z,z) with z < z and let (z,z) be chosen

maximally. Then Q% is constant on (z, z).

Proof. Foreach0 < 6 < (z—2)/2,lete(d) := minze[zﬁs’z_&]{Jw(H(z))—joo(H(z))}. Then £(8) is
non-increasing in 6 and converges to zero as 6 converges to zero. Fix 6, > 0. Let g, := is(&o) > 0.
There exist 0 < 6; < 6, < &, such that £(6;) = €, and £(6,) = 2¢. I claim that there exists v such

that forall v > v,

JY(H(2)) - JY(H(2)) > % if z € [z+ 6.2 — 8], (C.41)
JY(H(2)) - JY(H(2)) > %0 ifze[z+6,,2- 6], (C.42)
JY(H(2)) — J"(H(2)) < ? if J®(H(2)) =T (H(2)) < 2. (C.43)

We begin by prove (C.42). Because the sequence {J"} is uniformly convergent with limit J*, there
exists v such that for all v > v, [JV(t) = J®(1)| < gy/8forallt € [0,1]. Lett € [H(z+ 6;), H(z —
01)]. Then, by construction, J*(t) — joo(t) > gy. Hence, there exists f,¢;,7, € [0, 1] such that

Bt + (1 = P)t, =t and BT(1,) + (1 = BT ®(t,) < J®(r) — 3g,/4. Then

J0) <PIH) + (1= P (1)
<BI=(1)+ BV = T2+ (1= IV + (L= HLI 1) = T =)
<PI=(1) + (1= PI™(1) + 2
. 360 L0
<J=() — T + g

560

IO+ @) - I¥0] - =
I3 580
<J'H+ - - —
<J'(@®) ri—

)
=JY1) — —.
®) >

Hence, JY(H(z)) — JY(H(z)) > g/2 forall z € [z + 6;,Z — &,]. A similar argument proves (C.41).
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To show (C.43), let z be such that J*(H(z)) — joo(H(z)) < 2g,. For any f,t,,t, € [0, 1] such that

pt;+ (1 —p)t, =tandt = H(z), we have

BTVt +(1 = BT (1)
>PIR(t,) = BTV (1)) = T )]+ (1= BIT(ty) = (1 = B)IV(25) = T2 (ty)]
>PI%(t) + (1 = fIX(1,) — %

>771) - 2
- 8

—00 EO
=IO =T =T 0] = 3

)
>J®() — 260 — —,
8
v % ) €o
>JY(0) = |JV(0) = I ()] — 2¢y — rh
) )
>JY(t) - 3~ 2 — 3

560
>JV(@) — —.
>JY(1) >

Hence,

7V(t) c=min{fJV(t) + (1 = p)J (t,)|P, 11,1, € [0,1] and pt; + (1 — p)t, =t} > JV(t) — Szﬂ

Because €(6,) = ¢, and &(6,) = 2¢,, by continuity

hs :=min {h({z Elz+6;,z+6,]|J(H(2)) —7°°(H(z)) <2¢y}),

h({z €[z —6y,z—6,1|JC(H(2)) —TOO(H(Z)) < 260})} > 0.

Fix v > v such that K, > 1/hs. Suppose that there exists (b;, b,) C (z + &3,z — &) such that
a¥(z) > 0. Then Ay(b;), Ao(b,) > 0. Because Ay, is non-increasing, we have Ay,(b,) < 4},(b;). Note
that J_ is linear and therefore @’ is constant on (z,z). Hence, we have either —Ay(by) 2 ?' (H(2))
for all z € (z,z), or —ﬂ;,(bl) <@'(H(z) forall z € (z,z). Assume without loss of generality that

—Ay(by) 2 @'(H(z))forall z € (z,z). Forany z € [2—6,,z—6,] with J“(H(z))—joo(H(Z)) < 2g,
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we have

Ap(2) = Ag(by) = /,, [4y(©) + " (H())] h($)dS

> /b FHEMOE = | o (HEMENE
=T (H(2) =T (H(by) — J'(H(2)) + J*(H(b,))
= JY(H (b)) = T (H(by) = [J'(H @) = T (H ()

780 580
25 "3 Tf>0

where the first inequality holds because /IVQ(bz) 2 0and —A3(8) = —4,(by) = @ (H(©)) for all
¢ > b,. Thatis, a¥(z) = K, for almost every z € [z—6,,z— 6] with J®(H (z)) —TOO(H(Z)) < 2egy.

However, this is a contradiction to that K, > 1/hs because 0 < Q < 1.

Hence, a"(z) = 0 for almost every z € [z — 6, z + J,] for v sufficiently large. Let v goes to infinity
and we have O is constant on [z — &, z + 6, ]. Because this is true for any 6, > 0, we have that 0%

is constant on (z,z). m

Lemma 58 Suppose that Y *(z) > 0 for all z € (z, z) with z < z and let (z, z) be chosen maximally.

Then @ is constant on (H(z), H(z)).

Proof. Suppose, to the contrary, that ™ (H(z)™) > ¢° (H(z)). Because ¢ is non-decreasing and
right-continuous, there exists § > 0 such that ™ (H (Z — 6)) > ¢~ (H (z + 6)) for all 6 € (0, ). Fix
6 € (0, min{g/Z, (z — z)/4}). Because 77 is convex and @ is non-constant on (z + 8,z — §), we

have

THE=-8)~T (H(z+6)

JH@) < T (HEt o)+ H@- H o) — =— H(z+95)

, Vz € (z+6,z-9).
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Let

o oo T (HE=8) =T (H(z+ )
L., (H(z+6))+[H(z) — H(z +6)] HG=6)-H(z+0)
~TTHE) >0,
g = min Y%(z)>0,
z€[z+6,z2—6]
and

M, :=2 max |p (H(z))| > 0.
Z]

z€|[z,z

Because the sequence {jv} is uniformly convergent with limit 700, the sequence {Y"} is uniformly
convergent with limit Y'*°, and the sequence {@"} is uniformly convergent with limit ¢, there exists
v such that forv > v, |Y¥(2)-Y®(2)| < &,/2forallz € W, [T ()—J ()] <&, /8 forallt € [0, 1],

and |@" () — *| < M /2 forallt € [0,1]. Then forall v> vand z € [z + 26,z — 26] we have

T (HE-8)~T (H(z+5)

HG-0-Hz+s WO

T (H(z+8) + [H(z) - Hz +6)]

> (H(z+6) — |17 (H(z+8) ~ T (H(z+6)| =T (H) ~ [T (Hz) - T (H(2)
H(z)— H(z+9)
HZ-6)—- H(z+50)

[7°°<H<z —o) = [TTHGE- ) - T (HE-06)

“THE+8) - [T HE+8) - T (Hz+9)|

T (HEZ=68)—J (H(z+8))

—o0 &1
- HE@) - =

SEL (C.44)

Forallv>Vvand z € [z+ 6,z — 6] we have

Y'(2) > Y®(2) - [Y"(2) - Y™(2)| > % > 0.
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Forallv>vand z € [z+ 6,z — 6], we have

v ) v ) M, M
@"(H(2)) < ¥ (H(2)) + |¢"(H(2)) — ¢ (H(Z))|ST+ =M,.

-1
2

Finally, let M5 := min 1h(z) > 0 and

z€(z,z

T wE-a)-T HEz+ o)
T HZ—-6)— H(z+6)

Fix v > vsuch that K, > 1/ min{z,+¢,/8M M5, zy+¢€,/8M, M5,z —6}. Because Y"(z) > 0 on
[z+6,z—4], Ay is constant and therefore m;{(H_1 (+))is affine on [H(z+6), H(z—6)]. By Lemmas
48 and 50, we have m!,(z) > J (H(z)) for all z € W. In particular, m%,(z + &) > J (H(z + &) and

m;(z —-6) > FV(H(E —0)). Hence, forall z € [z 4 6,2z — 6],

T (HEZ-68)-T (z+6)
HZ-6)—-H(z+6)

mi(z) 2 T (H(z+8)) + [H(z) — H(z + 6)]

Suppose that JY(H (zy)) = 7V(H(z0)) for some z, € [z + 26,z — 26]. Then forall z € (ZO,E - 6)

such that H(z) — H(zy) < min{e,/8M,,e,/8M,} we have

JY(H(z))
H(z)

=J"(H(zy)) + / @’ (t)dr

H(Zo)
<T (H(zp) + M(H(2) — H(zy))
T(HE-0)-T (Hz+8) & &

<T (H(z+6) + [H(2) = H(z+6) - H(2) + H(z)] HGE—5)- H(z+9) Y

v &1 &1
<my(z) + [H(z) — H(zy)IM, — Stz

£ & & £
<m¥(z) + gl - ?1 + gl = m!(z) - Zl’

where the second inequality holds by (C.44). Thatis, JY(H (z)) < m;(z), and therefore a"(z) = K,,.
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Because H(z)— H(z,) < M;(z—z), we have a"(z) = K, forall z € (z,, min{zy+&,/8 M M3, z+
€1/8M,M;,z—6}), acontradiction to that K, > 1/ min{zy+&;/8M M3, zy+¢€,;/8M,M;,z—6}

because 0 < O < 1.

Hence, JY(H(z2)) > 7V(H(z)) for all z € [z + 26,z — 25]. This implies that @" is constant on
[H(z—26), H(z+25)]. Clearly, {g"} converges uniformly on [ H(z—26), H(z+265)] and lim,_, ., @"
is constanton [ H(z—26), H (z+26)]. Because, on [H (z—26), H(z+26)], {jv} converges uniformly
to 700, each J is differentiable with derivative @', and {@"} converges uniformly, we have T
is differentiable on [H(z — 25), H(z + 26)] and its derivative 9> (t) = lim,_ @ (?) for all t €
[H(z—26), H(z+26)]. Thus, ¢ is constant on [H (z—26), H(z+26)] and 26 < 5, a contradiction

to the supposition. Hence, " is constant on (H (2),H(z)). m

Corollary 11 Suppose that ¢ (H(z)) is constant on (z,z) with z < Z and let (z,Z) be chosen

maximally. Then Y ®°(z) = Y*®(z) =0, i.e,

/ [H&)"™ = 0®(©)] h)de = 0.

Proof. This is an immediate corollary of Lemma 58. Suppose, to the contrary, that Y*°(z) > 0.
Then by Lemma 58, > (H(+)) is constant on a neighborhood of z, a contradiction to the fact that

(z,z) is chosen maximally. Hence, Y *°(z) = 0. Similarly, Y*(z) =0. m
Lemma 59 AQ = A5, where A, > 0 is such that inequality (4.15) holds .

Proof. For any Ay > 0, recall that Q% (-, Ay) and Q™ (-, Ay) are defined as follows: If
—i _
T (Hwla®),a*) > J ™ (H(wla*), a*), Yw € (w, W),

and let (w, w) be chosen maximally, then let

L[H(wl|a*)" = H(wla*)"]
H(wla*) - H(w]a*)

O (w,Ay) := , Yw € (W, w).

275



Otherwise, let Q* (w, AX) := Hw|a*)""!. If (p'lX(H( |a*), a*) is constant on (w, w) with w < w
and let (w, w) be chosen maximally, then let
L[ H (wla*)" — H(w]a*)"]

- = v w,w).
B 77 P o P M

Otherwise, let Q7 (z, Ay, a") = H(z|a*)""!. For the ease of notation, denote Q*(w, A%) (or
O™ (w, A7) by Ot (w) (or O~ (w)). Note that all O, O~ and Q% are implementable and non-
decreasing, allocate the object with probability one, and satisfy the two pooling properties. Hence,

by the arguments in Section 4.3.2, for Q € {Q*,0~, 0%},

/ [z + A% h"(" ) ] O0(2)h(z)dz + A2C" (a*)

= / “(H(2)H(z)" 'dH(z) + 12C" (a). (C.45)

Next we show that YT < Y® <Y~ . Let ST :={ze W|YT(z) >0}, 5™ :={ze W|Y (z) >0}

and S := {z € W|Y*(z) > 0}. By construction,
t=U{EDIICH) > T (H(2) Vz € (2.9)),
and
S~ =U{(z,2)[9" (H(-)) is constant on (z,z)}.

It follows from Lemma 57 and Lemma 58 that ST c S ¢ S™. If z & S, then YT (z) = Y®(z) =
Y (z) =0.If z€ S™\S, then Y*(z) = Y*®(z) = 0 < Y~ (z). Consider z € § C S, then there
exists an interval (z, z) with z < z < Z such that 9™ (H (-)) is constant on (z, z). Let (z, z) be chosen
maximally, then by construction Y~ (z) = Y~ (z) = 0. By Corollary 11, Y*(z) = Y*(z) = 0. For

any z € (z,2),

Y (2) - Y%(2) =/ [0*(©) - 0™ (O] dH ().
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Then for any t € (H(2), H(z)),
[Y=(H ') - Y (H @) = 0~ (H™'1) = 0= (H (1)),

which is non-increasing on (H(z), H(z)) because QO is non-decreasing and Q~ is constant on (z, z)
by construction. Hence, Y~ (H (1)) — Y®°(H~!(¢)) is concave on (H(z), H(z)). Because Y~ (z) —
Y*®(z) = 0and Y= (z) — Y*(z) = 0, we have Y™ (z) — Y*°(z) > O for all z € (z,z). Thus,
Y (z)—Y®(z) >0forallz € S. If z € S\ST, then Y™ (z) > Y*®(z) > 0 = Y*(z). Finally,
consider z € St C S, it suffices to show that Y*(z) < Y*(z). By construction, there exists an
interval (z,z) with z < z < Zz such that 7°°(H(z)) < J®(H(z)) forall z € (z,z). Let (z,z) be

chosen maximally, then by construction Y*+(z) = Y*(z) = 0. For any z € (z,%)
YH(2) - Y®(2) = / ’ [0*() - 0™ (O] dH () - Y= (@).
Then for any t € (H(z), H(z)),
[Y*H'0) - Y*H " 0)] = 0" H 1) - 0X(H 1)),

which is constant on (H (z), H (z)) because QO is constant on (z, z) by Lemma 57 and Q™ is constant
on (z,z) by construction. Hence, Y+H(H™'(1)) — Y®(H (1)) is affine on (H(z), H(z)). Because
Yt(z2)=0<Y*®(z)and Y*(z) = 0 < Y*(z), we have Y*(2) — Y*(z) < O for all z € (z,z). Thus,

YH(z)—Y®(z)<0forallz € ST.

Furthermore, for any implementable allocation rule O, we have

/w zQ(z)dH (z)

= / zY'(z)dz + / zH(2)"'dH(z)

= / zH(z)" 'dH (z) — / Y (z)dz. (C.46)

w
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Hence,

/ zQ+(z)dH(z)2/ zQ°°(z)dH(z)2/ zQ ™ (z2)dH(2).

w w w

Because 47 > 0, combining this and (C.45) yields

/ H,(z)0"(z)dz < —C'(a") 5/ H, (2)Q™ (z)dz. 4.15)

w

By Lemma 15, there exists an unique 4, > 0 such that (4.15) holds. Hence, A = /l’;(. [ |
The arguments in Lemma 59 also proves the following corollary:

Corollary 12 For any non-decreasing implementable Q that allocates the object with probability
one and satisfies the two pooling properties, the following inequality holds:
w

/ 207 (z, Ay)dH (z) 2/ zQ(z)dH (z) 2/ zQ7(z, Ax)dH (2).

w w w

Proof of Lemma 15

I break the proof into several lemmas. For each 4y, recall that Q* (-, 1) is the “steepest" allocation
rule associated with /1’X, and O~ (-, Ay) is the “least steep" allocation rule associated with Ay. By

the argument in the proof of Corollary 8,

/E—HQ(Z)Q_(Z Ax)h(z)dz < /E—Ha(Z)QJ“(Z Ax)dz
e hG) X = Jo (2 B

Let A’X > Ay. First, I show in Lemma 60 that O (-, Ay) is steeper than Q*(, ﬂ’x). Second, I show
in Lemma 62 that this implies that the marginal benefit of information acquisition given O~ (:, Ay)
is higher than that given Q*(-, 4 ):
¢ H,(2) ¢ Hy(2)
——220%(z, })h(z)dz < / -
w  h@ X w @)

O (z, Ay)h(z)dz.
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Furthermore, if Ay is sufficiently large, then Q% (-, Ay) is constant and f ww —%QWZ, Ax)h(z)dz =
B (2, A)h(z)dz > C'(a*) because

h(z)

0 < C'(a*);if Ay = 0,then Q=(, 4x) = H""'(-)and [

(4.7) is violated. Hence, there exists a unique A, > 0 such that inequality (4.15) holds.

Lemma 60 Let /I’X > Ayx. Suppose that 51" is constant on (1, 1) with < t and let (@, 1) be chosen

’ — -
maximally. Then there exists 6 > 0 such that J*x @) >J X@)forallt € (t—0,t40).
The proof of Lemma 60 relies on the following technical lemma.

—4 —4
Lemma 61 Lert € (0,1). If J*x(t) = J (1), then J " is continuously differentiable at t with

_ —A
derivative (p’lX (1) = @*x(t) and *x'(t) > 0. Furthermore, J*x(t) = J X(t) if and only if

Jx(1) > (t — He** (1) + J*x (1), YVt € [0, 1]. (C.47)

Proof. For ease of notation, I suppress the dependence of J ,J, @ and @ on A x- Lett € (0,1).
Suppose that J(¢) = J(@). Suppose, to the contrary, that J is not continuously differentiable at ¢,
then @(t7) < @(tT). Then either p(t) > @(t7) or @(t) < (). Assume without loss of generality
that @(r) < @(tT). Because ¢ is continuous and @ is non-decreasing, there exists 6 > 0 such that

@(1) < o) < p(r)forall t € (¢, + 6). Then

t+6 _ t+6 _
Jt+6)=J0)+ / p(t)dr < J(t) + / p(r)dr = J(t + 6),
t t

a contradiction. Hence, J is continuously differentiable at ¢. It follows from a similar argument that

o) = () with ¢’ (t) > 0. Furthermore, for all = € [0, 1],
J(2) 2 J(2) 2 (= D) + J(t) = (r = p(t) + J (1),

where the second inequality holds because J is convex.

Suppose that (C.47) holds. Then 7 : — (7 — t)@(t) + J(¢) is a convex function below J. Because J
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is the greatest convex function below J, we have
J(1) > (t = Do) + J(1) Vr € [0,1].

If - = ¢, then J(r) > J(r). Hence, J(t) = J(¢). m

—i —iy - - —i
Proof of Lemma 60. First, I claim that J (/) = J*x(¢) and J () = J*x(?). To see that J " (¢) =
—A _
J Ax (t), suppose to the contrary that J X(g) > Jhx (). Then (p’l" () is constant in a neighborhood of

- —Ay - -
t. A contradiction to that (¢, f) is chosen maximally. A similar argument proves that J X (1) = Jx(1).

Consider ¢ € (¢, 7). Let p € (0, 1) be such that pr+(1- p)t = t. It suffices to show that
T () > BT + (1 = BT > (0).
—Ay - - —Ax o —/IX__ A
Because ¥ is constant on (£,1), J " (1) = J*x(t) and J " (¢) = J*x (), we have

I > T @
= 750+ - pT D

= BJ (D) + (1 = BT X (D).
Hence,

0 <IJMx(1) — pI* () — (1 = BT ()
t t '
_ /0 H'(O)de - /0 H'()dZ - (1- ) /O H'()de
t -1 t -1 t -1
HX[ H,(H'(©)) H,(H™'(©)) H,(H™'(©)) dg]'
0

¢ - e e —(1-
h(H=Y({)) ~f o h(H=YO) c-d=p o h(H=YO)

Because H~!(-) is strictly increasing, fot H~!(¢)dr is strictly convex in ¢ and therefore

/0 H™N(¢)d¢ - p /0 THTN(OAE -1 - p) /0 H™'(¢)d¢ < 0.
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Hence,

"H,(H™'()) lHa<H—‘(c>) / H,(H- 1(@))
et [ 4 Zde-(1- > 0.
o h(H-)) ¢/ 0 h(H-1<c>> =hn h(H~ 1(@))
Then
(@) = BT (1) = (1 = B)J *x (1)
t t t
= /0 H™'(¢o)d¢ - p /O HO)de -1 -p) / H™'(O)d¢
| HmE ) CH(HT'©) "H(H'(©))
+ A ————2d¢ - == —2———~d
X[o oy Py ey TP ) Tharo) C]
t t t
> /0 H™'(¢&)d¢ - p /O H(O)de -1 -p) /0 H™'(O)d¢
" H (H™Y(0)) LH(H™'(©)) "H(H'(©))
+ A 4 —2d¢ - 4 —d¢-(1- —————d
X[o oy Py ey TPy Tharey C]

>JMx (1) = pIMx (1) = (1 = BT *x (1)

>0.

_ - —i Y
Consider . Since @X is constant on (t,) with J2x(t) = J " (t) and J*x(7) = J (1), by Lemma 61,

we have

TG =ax (@)
>(t — D™ (1) + I X (1)

=G - Do)+ T X 1) =T ).

Hence, J*x (1) = (t — H)p** (t) + J*x (7). Thus,

: H,(H™'@0)  [" H(H™\())
1 — (7 — L) = - v
/L H™\(@)dr = (= DH™'() = 4x l(’ Yharw h<H‘1(f>>]'

Since H~!(¢) is strictly increasing, the left-hand side of the above equality is strictly positive. Hence
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for A%, > Ay > 0 we have

ro - _ - _H(H7'@) " H (H™ (1))
H 1 _ _ 1 l4 _ — _ a
/L (Ode = (= DI0 < A [(t D hH ) /, h(H=\(7)) ] ’

ie.,
T (@) < (1 = D™ () + J*x(1).
by T
By Lemma 61, J*x(t) > J ~(1).

r - AN, - '
A similar argument proves that J X@) > T X@). By continuity, there exists 6 > 0 such that J X (1) >

- -
J X forallt € (t—6,t+6). m

Lemma 62 Let [z,7] C [w, w] with z < Z, and e (z,z). Suppose that Q : [0, 5] — [0,1] and

0 : [0,0] — [0, 1] satisfying that

/Z 0(2)h(z)dz = /z Q(z)h(z)dz, (C48)
and
0(2) 2 O(z) if z > 2°, and O(z) < O(z) if z < 2°. (C.49)
Then
z H,(2) 5
/ ——10() - O@)IA(2)dz 20, (C.50)
2 (2)

where the inequality holds strictly if the set {z € [z,z]|0(z) # O(2)} has a positive measure.

Proof. Because —Hh‘ziuu))) is strictly increasing in w, and Q and Q satisfy (C.49), we have
[ H,(z) H,(z") S (o
_—+ — z) — O(z)]h(z)dz > 0,
/E ot T | 12 0@IAG)

where the inequality holds strictly if the set {z € [z,z]|O(z) # Q(z)} has a positive measure. This

implies inequality (C.50) by (C.48). m
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C.1.3. Sufficient conditions for the first-order approach

In this section I provide sufficient conditions for the first-order approach to be valid. Let 7(«;) denote

an agent i’s payoff from choosing a; given mechanism (g, ?) and a; = ™ for all j # i. Then

w(l,e;)

a(e;) 1= Uw(O, a,)) + / [1 = H(w,|a;)] O(w;)dw; — C(ay),

w(0,a;)

where Q is defined by (4.2) for « ;= a* for all j # i. Then

7' () =U" (w(0, a))w, (0, ;) + [1 = Hw(1, a)la)] Qw(l, ¢)w,(1, a;)

w(l,a;)

- [1 = Hw(0, a)la)] Qw(0, a)w, (0, a;) + / —H, (w;|&)0(w;)dw; — C'(a))
w(0,a;)

w(l,a;)
= / —H, (w;la)Q(w)dw; — C'(a)),
w(0,a;)

where the second line holds because H(w(l,a;)|e;) = 1, H(w(0, a;)|e;) = 0, and U’ (w(0, a;)) =
O(w(0, a;)) by the envelope condition. A sufficient condition for the first-order approach to be valid
is that 7’ (a;) is strictly decreasing for all non-decreasing implementable allocation rule Q. If the sup-
port of the conditional expectation [w(0, @;), w(1, ;)] is invariant, then z’(a;) is strictly decreasing
if —H, (w;|a;) has the single-crossing property in (a;; w;) and C’(a;) is strictly decreasing. Suppose

that C is twice continuously differentiable, then

(0.a,) dotl.2

" wila) azH(wi|ai)
" (a;) =/ ——— — Qw)dw; — H, (w(l, )| a)w, (1, a)O(w(l, a;))
+ H, (w(0, &)|a)w, (0, 2)0w(0, @;)) — C"(ay),
wil.oi) azH(wi|ai) "
< / - O, — Hy (w(1, @l (1, )01, @) - C(a,).

0.,) oa;

The inequality holds because H, a‘_(w(O, a;)|a;) > 0 and Wy, (0, a;) £ 0 when the information struc-
tures are supermodular ordered. The following proposition from Shi (2012) gives sufficient condi-

tions for 7"’ («;) < 0 for the two leading examples.

Proposition 15 (Shi (2012)) The following conditions are sufficient for first order approach:
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e [nthe linear experiments, if a,C" (;) > f (5) (6 — w)? for all a;, then '’ (a;) < 0 when either

F(0) is convex, or F(0) = 6° (b > 0) with support [0, 1].

e In the normal experiments, ="' (a;) < 0 if\/ﬂ3/ [a?((xl- + ,B)S] < 2V2xC"(a;) for all a,.
I conclude this section by proving the following lemma which is used in the proof of Proposition 10.

Lemma 63 If z''(a;) < 0 for all a; and all non-decreasing implementable allocation rule Q, then

w(l.a;)
/ -H, (w; la))H (w;|a,)" " dw; — C'(a;) is strictly decreasing in a,. (4.16)
w(0,a;)

Proof. In particular, z”’(¢;) < 0 if Q(w;) = H(w;|a;)"~" for all w,. Then

P w(l,a;) 1
/ —H, (w;la) H(w;|a)"" dw; — C'(a;)
w

o

(0,0{,-)
w0 H (w;|a;)
= _—Q(wi)dwi - Ha.(w(l, ai)lai)wa.(l, a[)Q(w(l, a[))
2 i i
w(0,a;) ou;
w(l,a;)
+ H, (w(0, a)|a)w, (0, )0w(0, a,) - C"(a;) + / —(n = DH, (w;|a)* H(w;|a))"dw;,
w(0,a;)

w(l,a;)
=" (a;) + / —(n— ) H, (w;]a,)* H(w;|a;)"duw,
w(0,a;)

<0,

where Q(w,) = H(w;|e;)"! for all w;. m
C.1.4. Efficient asymmetric mechanisms

Proof of Theorem 16

As in the symmetric case, I prove Theorem 16 by proving the following two lemmas. Define

n n w(l,a;“) n
Yw) :=1-[]Hwla) =) / 0,(z)dH (z;]), Vw € [ [1w(0, o)), w(l, a).
i=1 i=1 7 W; i=1
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Recall that 1 — H;’zl H(w;|a}) is the probability with which there exists an agent i whose type

_ ' o pulla)
is above w;; and Y,7_, [ %

0,(z;)dH (z;|a}) is the probability with which an agent whose type
is above w; receives the object. Let w := (w(0, a’f s> w(0,a’)). Then Y (w) is the difference
between 1 and the probability with which some agent receives the object. Clearly, (4.18) is violated

if and only if Y (w) > 0.

Lemma 64 Suppose that the information structures are supermodular ordered, and a; = o} for all
i. Let Q be any interim allocation rule satisfying eqrefeq:AFprime (MON), (AIA) and Y (w) > 0.
Then, for any i, there exists 0 satisfying (F'), (MON) and (AIA") such that 0 ; =0, forj#iand

0:(wy) > O;(w,), Yw; € [w(0,a}), w(l, a)], (C.51)

and strict inequality holds for a set of w; with positive measure.

Proof. Fix i. Define Y;(w;) := infwii Y(w) for all w; € [w(0,q]),w(l,a;)]. By Theorem
3 in Milgrom and Segal (2002), Y; is differentiable and Yl.'(wi) = —h(w;|a}) H#i H(wjla;‘) +

O, (w)h(w;|a’) where w* . is such that Y (w;, w*,) = Y;(w;) for all w; € (w(0, &), w(l,a})). Note

that
w(la¥) " w(l.a})
Y (w(0,a),w_) =1~ / 0(z)dH (z;laf) = Y / 0;(z))dH (z;|a}),
w(0a}) i,

which is strictly increasing in w; for all j # i. Hence, Y;(w(0,a;)) = Y(w) > 0. Define wb =
sup {wi |Y,(w)) > 0 Vw(0, &) < w) < w; } By the continuity of ¥;, we have Y;(w") = 0 and w’ >

w(0, ai*). There are four cases to consider.

Case I: Suppose that there exists w; € (w(0,a}), wb) such that Q; is discontinuous at w; . Let
Qi(w;+) denote the right-hand limit of Q; at w; , and Qi(w;‘) the corresponding left-hand limit.

Let 0 < € < min {minw(o’a?)Sw’_Sw; %, Qi(w:ﬁL) - Qi(w:.‘)}. Define Q as follows. If w; <
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w(0, a*), then Qi(wi) 1= 0,;(w;); and if w; > w(0, a™), then
Qi(wi) 1= 0i(w;) + EX{w,<w!}>

where X {w,<w) is the indicator function. Let O ;= 0] ; for all j # i. By construction, Qi(w) >
QO;(w) for all w; € W, and the inequality holds strictly on a positive measure set. By a similar
argument to that in the proof of Lemma 12, Qi satisfies (MON) and (AIA’). We now verify that Q
satisfies (AF'). If w; < w/, then Y(w;, w_;) =Y (w, w_)—e[Hw}|a*)—H (w;|a*)] > Y (w;, w_;)—

. That is, Q

1 1

eHw/|a*)) > 0 for all w_;. If w; > w/, then Y(w;, w_)=Yw,;w_;)>0forall w_,

satisfies (AF).

Case II:  Suppose that Q; is continuous on [w(0, a;k), w"]. We first show that there exists wl’. €
(w(0, a}), wb) such that Qi(wl’.) < Qi(wb). Suppose, to the contrary, that Q;(w;) = Qi(wb) for all
w; € (w(0,a), w’). Let w*, be such that Y (w’, w*,) = Y;(w’) = 0. If Q;(w’) > []

w’

then Y (w(0, a}), w* ) = Y(wb, w*)+ /w(O,a.*)

ji H@wjlas),
[H#i H(w;fla;‘) - Q,-(z)] h(z|a;)dz < 0, a contra-
diction. Hence, Qi(wb) <II e H (w;.‘ |a;.k). Then, by the continuity of Q; and H, there exists 6 > 0

such that Q;(w;) < [, Hwjla}) for all w; € [w’, w’ + &]. Moreover,

w’+6

0=YW, w)= / [| | Hw'|a)) - Q(z)] h(zla)dz + Y (W’ + 8, w* ) > Y (W’ + 6, w*),

wh -
JF

a contradiction. Hence, there exists wl’. € (w(0, ), w") such that Q,-(wl’.) < Qi(w").

By the continuity of Q,, there exists w!" € (w/, w”) such that o;w)) = (Qi(wl’.) + Qi(wb)). Let
Yi(w;)

1
2
0 <& <min {minw(o’aiﬁ)gwéw;/ Hwla)’ o,(w) - Qi(w;)}. LetQ; :=Q, for j #iand

max{Q;(w)) +&,Q;(w)} if w; > w),
0,(w) =1 0w, +¢ if w(0, &) < w; < w,

Q,’(w,’) if w; < w(0, Otl*)

Note that if w; > w!’ then Q;(w;) > Q;(w") > Q;(w))+¢. Thus, 0,(w,) = Q;(w,) for w, > w!'. By
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construction, Q,(w;) > Q(w;) for all w; € W, and the inequality holds strictly on a positive measure
set. By a similar argument to that in the proof of Lemma 12, Qi satisfies (MON) and (AIA’). We

now verify that Q satisfies (AF’). If w; > w', then Y(w;,w_;) = Y(w;,w_;) > 0 forall w_,. If

1

w; < w, then for all w_,

w/l

)A’(w,-, w_;) =Y (w;, w_;) — / i [Qi(z) - Qi(z)] h,-(zla;")dz,

i

2Y(w;, w_;) — ¢ [H(wglla;k) - H(wila?)] ’

>Y,(w;) — e Hw!'|a*) > 0.
Hence, Q satisfies (AF).

Case III: Let w”, be such that Y(wb, wr,) = Yi(wb) = 0. Suppose that Q; is continuous on

[w(0, &), w’) and Q;(w’™) < [, H(w}|a). Define Rw;) := Yy(w,)/(HwW’|a}) = H(w;|a}))

J#i
for w; < w”. Then, by Theorem 3 in Milgrom and Segal (2002) and L’ Hopital’s rule,

. _ H| sk b—
lim R = HHj(wj ) = Q;(w'™) > 0.
! JFi
Let0 <& < min{infw(o,msbui<wb R(w,), Q,(w"*) — Qi<w*’->}. Let Q; := Q; forall j # i. If

w; < w(0,a}), then Qi(wi) = Q;(w;); and if w; > w(0, &), then Qi(wi) = Q0,(w;) + €

w;<uP}

By construction, Q;(w;) > Q;(w,) for all w, € W, and the inequality holds strictly on a positive
measure set. One can verify that Qi satisfies (MON) and (AIA’) by an argument similar to that in the
proof of Lemma 12. Finally, if w; < w’, then Y(wi, w_;) =Y (w;, w_,.)—e[H(wb |a)—H (w;|a)] >
Y,-(w,.)—R(w,.)[H(wb|a*)—H(w,-|a*)] =0forallw_;. fw,; > w’, then Y(w,-, w_)=Yw;w_;) >

. Hence, Q satisfies (AF").

0 for all w_;

Case IV: Let w:. be such that Y(wb, w:) = Yi(wb) = 0. Suppose that Q; is continuous on

[w(0, a)), w") and Qi(wb_) > H#i H(w;fla;?). We first show that Qi(wb‘) =J] H(wjla;‘).

J#i
Suppose, to the contrary, that Qi(wb‘) > 11 i H (w; |a;'.‘). Then, by the continuity of Q; and H on
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[w(0, a™), w”), there exists § > 0 such that O,(w;) > H#i H(w}‘la}‘) for all w; € W’ -8, w").
Then

wb
Y(wb —-6,w_;) = / [H H(w;.‘|aj’.k) - Q,-(z)] h(z|a})dz < 0,

=5 | j#i

- h—y —
a contradiction. Hence, Q;(w’~) = H#i H(w;fla;‘).

Next, we show that there exists w; € (w(0, al.*), wb) such that Qi(w:) < Q,-(wb_). Suppose, to the

contrary, that Q,(w,) = Q,-(wb_) for all w; € (w(0, a®), wb). Then

w’

Y (w(0,a*), w* ) = / HH(w;’.‘|a;‘) - 0,(2)| h(z|la})dz <0,
w(0,a*) j#i

a contradiction. Hence, there exists w; € (w(0,a}), w") such that Qi(wg) < Qi(wb‘). The rest of

the proof follows that of Case II. m

Lemma 65 Suppose that the information structures are supermodular ordered, and a; = o for
all i. Let Q and Q be two implementable allocation rules satisfying (4.5). Let q be an ex-post
allocation rule that implements Q. Then there exists an ex-post allocation rule § that implements Q

and satisfies

o =a Vi] >E, [2(% +v Z w;)q;(w)

Eyp | D, +7 ) w)dw)
i i

JF

o =a Vi] .
The proof of Lemma 65 relies on the following technical lemma. For each i, let h; denote the
probability measure on [w(0, &), w(l, &;)] corresponding to H (w;|e;), then

Lemma 66 Ler Q : [],[w(0, a?), w(l, al)] = [0, 1]" be an interim allocation rule
and p Hi[w(O, a;“), w(l, a;“)] — [0, 1] be a measurable function. Then there exists an ex post

allocation rule q that implements Q and satisfies

Z q;(w) > p(w) for almost all w € H[w(O, al), w(l, a)]
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if and only if for each measurable set A = (A4, ..., A,) where A; C [w(0, (xl*), w(0, )] for all i, the

following inequality holds:

/Ap(w)dhl(wl)...dhn(wn)sZ/ Q(wi)dhl-(w,-)s/Ap(w)dhl(wl)...dhn(wn). (C.52)
i A;

The proof of Lemma 14 can be readily extended to prove Lemma 66 and is neglected here. With
Lemma 66 in hand, the proof of Lemma 13 can be readily extended to prove Lemma 65 and is also

neglected here. Theorem 16 follows immediately given Lemmas 64 and 65.
Other omitted proofs

Lemma 67 Suppose that the second-order condition of the agents’ optimization problem is satisfied,
and the information structures are uniformly supermodular ordered. Let a* be a socially optimal
information choice. Suppose, in addition, that (4.19) holds. Then (AIA") holds with equality for all

i. Furthermore,

@) =1~y [;4 + b(a;‘)c’(aj)] =) C(ap). (4.20)
i=1 i

Proof. Let a* be a socially optimal information choice. Suppose, to the contrary, that a* is such

that (4.19) holds with strictly inequality for some i. Then

w(l,af)

n
Via*) = Z/ wHH(wla;‘)h(wla;")dw
i=1 J w0,a]) i

9
= dTT Hw|a*
/Qw H (wla)
. F
=0- / [ #wle)dw,
6 i
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where the last line holds by integration by parts. Hence,

%n%a*) —(1- y)a%vm*) — C(a’)

1

0
=(-7) / —H, wla) [ | Hwla)dw - C'@)),
[4 j#i

which is strictly decreasing in «; if the second-order condition of the agents’ optimization problem

is satisfied. Because a* is such that (4.19) holds with strictly inequality for i,

aiﬂs(a*) <—yC'(a}) <0.

1

Hence, a* is not optimal, a contradiction. Hence, if a* is chosen optimally, then (AIA’) holds with

equality for all i.

Let a* be such that (4.19) holds. Because the information structures are uniformly supermodular

ordered, and (AIA’) holds with equality, we have

w(l,af) _
/ CZ R Hwla)hwla)dw = C'(a).
w(0,a;) b(ai) J#i !

Hence,
n w(l,a*)
Via) =) / w [ | Hwle)h(wla))dw
i=1 J w(0,a*) i
n n w(l,a™)
= ba))C' @) +p Y, / [T Hwla)hqwle;)dw
i=1 i=1 JwO.a*) iz
n 7
= ba)C'(@) + / wd [T Hwlay)
i=1 [ i
= b@)C (@) + p.
i=1
Hence,
@) =(1-7y) [;4 + b(aj)c’(aj)] =) C(ap). (4.20)
i=1 i
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This completes the proof. m
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