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In a moneyless market, a nondisposable homogeneous commodity is reallocated
between agents with single-peaked preferences. Agents are either suppliers or de-
manders. Transfers between a supplier and a demander are feasible only if they
are linked. The links form an arbitrary bipartite graph. Typically, supply is short
in one segment of the market, while demand is short in another.

Our egalitarian transfer solution generalizes Sprumont’s (1991) and Klaus
et al.’s (1998) uniform allocation rules. It rations only the long side in each market
segment, equalizing the net transfers of rationed agents as much as permitted by
the bilateral constraints. It elicits a truthful report of both preferences and links:
removing a feasible link is never profitable to either one of its two agents. To-
gether with efficiency and a version of equal treatment of equals, these properties
are characteristic.
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1. INTRODUCTION

Balancing demand and supply cannot always be achieved by prices and cash transfers.
Rationing is the normal allocation method for emergency aid supplies, assigning pa-
tients to hospitals, assigning students to schools, assigning workload among coworkers,
etc.

In Sprumont’s (1991) original rationing model, a given amount of a single nondis-
posable commodity is allocated between agents with single-peaked preferences. An al-
location is efficient if and only if individual shares are all on the same side of individual
peaks (all consume less or all consume more than they wish). The striking result is that
the most egalitarian profile of shares, in the sense of Lorenz dominance (de Frutos and
Massé 1995), defines a revelation mechanism that is uniquely fair and incentive com-
patible, in the strong sense of strategy-proofness (truthtelling is a dominant strategy).
This profile is known as the uniform rationing solution.

A natural two-sided version of Sprumont’s model has agents initially endowed with
some commodity, so that someone endowed with less (resp. more) than her peak is a
potential demander (resp. supplier), and the simultaneous presence of demanders and
suppliers creates an opportunity to trade. The corresponding solution gives their peak
consumption to agents on the short side of the market, while those on the long side are
uniformly rationed (see Klaus et al. 1998, Barbera and Jackson 1995). We generalize that
model to a considerable extent by assuming that the commodity can only be transferred
between certain pairs of agents. Such constraints are typically logistical (e.g., which sup-
plier can reach which demander in an emergency situation (Ozdamar et al. 2004) or
which worker can handle which job request), but could be subjective as well (as when a
hospital chooses to refuse a new patient by declaring “red status” (New Jersey Hospital
Association 2009)1).

Our model allows an arbitrary pattern of feasibility for transfers between suppliers
and demanders, represented by a bipartite graph. This complicates the analysis of ef-
ficient (Pareto optimal) allocations, because short demand and short supply typically
coexist in the same market (see a numerical example in Section 2). We use network
flow techniques (Ahuja et al. 1993) to show that in the relevant subset of efficient al-
locations, the market splits into two segments across which no trade occurs: one seg-
ment where demanders are rationed while the corresponding suppliers unload their
ideal (peak) transfer and another segment where demanders receive their ideal transfer
while suppliers are rationed.

We identify a unique egalitarian efficient allocation, and show that the correspond-
ing revelation mechanism possesses unique fairness and incentive-compatibility prop-
erties (discussed more below). Our egalitarian allocation admits a compact definition
as the Lorenz dominant element within the set of efficient allocations where all agents
are weakly rationed (they get at most their ideal trade).? This definition relies on the

INew Jersey Hospital Association (2009) notes that “Diversions may be overridden by the emergency
physician in charge when medical judgement indicates that the diverting hospital can handle a certain
patient better than the alternative hospital.”

2In particular, this allocation is lexicographically optimal. Therefore, if we interpret the peaks as capacity
constraints, it coincides with the allocation proposed by Megiddo (1974, 1977) for a general network with
multiple sources and sinks.
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intimate connection between the solution we propose and the egalitarian solution, in-
troduced by Dutta and Ray (1989), of a supermodular cooperative game. Supermodu-
larity implies that the core of the game has a Lorenz dominant element, which Dutta
and Ray call the egalitarian solution of the game. We show that the set of Pareto efficient
allocations where all agents are weakly rationed can be expressed as the intersection of
the cores of two supermodular games. Hence this set has a Lorenz dominant element,
which is precisely the egalitarian allocation (Theorem 1 in Section 6).

We propose a centralized organization of the market—a clearinghouse—that pre-
scribes an allocation that is efficient with respect to (reported) preferences and (re-
ported) feasible links between agents.® We insist on two strong incentive-compatibility
properties: strategy-proof report of individual preferences and link monotonicity, stat-
ing that an agent can never benefit by unilaterally “closing” one of his feasible links to
the other side of the market. For fairness, we require constrained equal treatment of
equals, i.e., our rule must treat two agents with identical preferences on trades (hence
on the same side of the market) as equally as possible, given the bilateral feasibility con-
straints: We cannot make their two transfers more equal without altering the transfer to
or from some other agent. Our main result (Theorem 2 in Section 8) is that these three
requirements characterize our egalitarian solution.

We already mentioned that our model generalizes that in Klaus et al. (1998), where
transfers are possible between every supplier-demander pair. These authors use some
different properties to single out uniform rationing of the long side. Back to arbitrary
bilateral constraints, if the peaks are identically 1 on both sides, we are in the setting of
the (random) matching model with dichotomous preferences, studied by Bogomolnaia
and Moulin (2004), where now the flow between a supplier-demander pair is thought of
as the probability that this pair is matched. That paper focuses as well on the egalitarian
solution and the incentives to truthful revelation of feasible links by individuals (as we
do) or by coalitions of agents.

Our analysis is also related to the design of exchange mechanisms in networks, for
which Kranton and Minehart (2001) propose an ascending price mechanism that is
strategy-proof and efficient. See also Corominas-Bosch (2004) for a bargaining model
between agents on a network. A common feature with our work is the decomposition
of a graph into several submarkets that simultaneously clear and where a different price
prevails in each submarket. In our model, however, monetary transfers are not allowed,
so the market does not clear.

Finally our paper (Bochet et al. 2010) considers the related model where the peak
supplies are treated as hard constraints, not as agents. This is a direct generalization of
Sprumont’s model. We characterize there a rule similar to our egalitarian transfer rule by
means of efficiency, strategy-proofness, and a constrained version of equal treatment of
equals. While there are similarities between the two models, there are some important

3In the patients allocation example, there is evidence that decentralized diversion is wasteful, and some
attempts at centralization are being developed. REDDINET (http://www.reddinet.com) is a medical com-
munications network linking hospitals in several California counties for the purpose of improving the effi-
ciency of patients’ allocation.
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FiGure 1. Short supply and short demand co-exist.

differences as well: for example, the egalitarian solution is not link monotonic in that
setting.

In the next section, we present two motivating examples. We introduce the model in
Section 3 and the maximal-flow formulation in Section 4. In Section 5, we characterize
the set of Pareto optimal allocations. The egalitarian mechanism is defined in Section 6,
and its properties are analyzed in Section 7. Section 8 states our characterization result
and Section 9 gives some concluding comments. Those proofs not presented in the main
text are given in the Appendix.

2. TWO SIMPLE EXAMPLES

ExaMmPpLE 1 (Short supply and short demand coexist). Short supply and short demand
typically coexist in two independent segments of the market. This is illustrated in Fig-
ure 1. Supplier 1 can transfer only to demander 1, whose demand is short against 1’s long
supply. The two demanders 2 and 3 are similarly captive of suppliers 2, 3, and 4, whose
supply is short against their long demand. Note that decentralized trade may fall short
of efficiency. Indeed demander 1 and supplier 2 achieve their ideal consumption by a
bilateral transfer of 6 units. However, after this transfer, supplier 1 is unable to trade, and
demanders 2 and 3 have to share a short supply of 12 against their long demand of 36. It
is more efficient to transfer 6 units from supplier 1 to demander 1, and let suppliers 2, 3,
and 4 send their 18 units to demanders 2 and 3.

The first market segment contains the long supplier 1 and the short demander 1.
Alternatively, demanders 2 and 3 compete for transfers from suppliers 2, 3, and 4. These
agents form the short supply/long demand segment. Our egalitarian solution rations
the long side of the market in each of the two segments. Consider the efficient profile
of net transfers (x, y) = ((6, 6, 4, 8), (6, 8, 10)) (x for suppliers, y for demanders). Here
demanders 2 and 3 equally split the transfer from supplier 3—their only common link.
However, the profile ((6, 6,4, 8), (6,9, 9)) is feasible and Lorenz dominates (x, y): it is
our egalitarian solution. O
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FIGURE 2. Agents on the short side are not treated identically.

Another implication of the bilateral constraints is that agents with identical prefer-
ences cannot always be treated equally.

ExampLE 2 (Identical preferences, different transfers). This is illustrated in Figure 2.
There is a single market segment with a long demand, so the suppliers unload their
peak transfer. The bilateral constraints restrict the (nonnegative) transfers y; to the four
demanders as follows:

10 <y =12 6<y<12; »=<7
4
Yyi=28%  y+nz18 & y+yu<10.
1

Absent the bilateral constraints, we can achieve y; =7, i = 1,2, 3,4. Under these con-
straints, the most egalitarian profile is y; = 10, y, =8, y3 = y4 = 5. O

3. TRANSFERS WITH BILATERAL CONSTRAINTS

We have a set S of suppliers with generic element i and a set D of demanders with generic
element j. A set of transfers of the single commodity from suppliers to demanders re-
sults in a vector (x, y) € RS x R?, where x; (resp. y;) is supplier i’s (resp. demander j's)
net transfer, with ) "¢x; =3 " p y;.

The commodity can only be transferred between certain pairs of supplier i and de-
mander j. The bipartite graph G, a subset of § x D, represents these constraints: ij € G
means that a transfer is possible between i € § and j € D. We assume throughout that
the graph G is connected; otherwise, we can treat each connected component of G as a
separate problem.

We use the following notation. For any subsets 7' C S and C C D, the restriction of
Gis G(T,C)=GnN{T x C} (not necessarily connected). The set of demanders that are
compatible with the suppliersin T is f(T) ={j € D | G(T, {j}) # @}. The set of suppliers
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that are compatible with the demanders in C is g(C) = {i € S | G({i}, C) # @}. For any
subsets T € Sand CC D, x7:=) ;.rx;and yc := ZjeC Yj-

A transfer of goods from S to D is realized by a G-flow ¢, i.e., a vector ¢ € Rf. We
write x(¢), y(¢) for the transfers implemented by ¢, namely

forallieS: x;(¢)= Z ®ij foralljeD: yj(¢)= Z ®ij-
jef@ ieg(j)

We say that the net transfers (x, y) are feasible if they are implemented by some G-flow.
We write ®(G) for the set of feasible flows and write A(G) for the set of feasible net trans-
fers. We define A(G(S’, D')) similarly for any §’ € S, D’ C D. These sets are described as
follows.

LEMMA 1. Forany S C S and D' C D, the three following statements are equivalent.
@) (x,y) € A(G(S',D")
(ii) forallTC S, x7 < Yr(ry and xs = yp

(iii) for allC C D/, yc = Xg(C) and YD = Xg'.

The proof is a standard application of the marriage lemma; see, e.g., Ahuja et al.
(1993).

4. MAXIMAL FLOW UNDER CAPACITY CONSTRAINTS

Assume, in this section only, that each supplier i € S has a (hard) capacity constraint s;,
i.e., cannot send more than s; units of the commodity. Similarly each demander j € D
cannot receive more than d; units.

We write ®(G, s, d) for the set of feasible flows ¢ such that x(¢) < s and y(¢) < d,
and write A(G, s, d) for the corresponding set of feasible constrained transfers.

The problem of finding the maximal feasible flows between suppliers and deman-
ders thus constrained is well understood. We can apply the celebrated max-flow/min-
cut theorem to the oriented capacity graph I'(G, s, d) obtained from G by adding a
source o connected to all suppliers, and a sink 7 connected to all demanders; by ori-
enting the edges from source to sink; by setting the capacity of an edge in G to infinity,
that of an edge o, i € S, to s;, and that of j7, 7 € D, to d;. A o-7 cut (or simply a cut) in
this graph is a subset X of nodes that contains ¢ but not =. The capacity of a cut X is
the total capacity of the edges that are oriented from a node in X to a node outside of X
(such edges are said to be in the cut).

We illustrate this construction next.

ExamPpLE 3 (Canonical flow representation). Figure 3 shows the canonical flow repre-
sentation of Example 1 and Figure 1. The maximum flow from o to 7 is bounded by
the capacity of any o-7 cut, in particular, the minimum capacity o-7 cut. The max-
flow/min-cut theorem says that the maximum o -7 flow has value equal to the capacity
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F1GURE 3. The max-flow problem.

of the minimum o -7 cut. In Figure 3, the minimum capacity cut contains supplier 1 and
demander 1 only (and o), and has a capacity of 24. This is the maximum flow. Note that
in the subset of efficient allocations where the long side always gets rationed, any allo-
cation involves a net transfer of 24. This implies that supplier 1 unloads only 6 units on
demander 1: Agents in the minimum cut are in the market segment with long supply;
agents outside the minimum cut belong to the segment with long demand. O

These observations are summarized as follows: If we fix a maximum flow from o to
7 and a minimum-capacity o-7 cut, then every edge in the cut must carry a flow equal
to its capacity; moreover, every edge that is oriented from a node outside of the cut to a
node inside the cut should carry zero flow. This leads to a key decomposition result.

LemwmaA 2. (i) There exists a partition S4, S_ of S, and a partition D, D_ of D, where at
mostoneof S =D_ =& or S_ = D, = & is possible, with the properties
G(S_,D_)Z@, D+=f(S—)7 S+:g(D—)
(1)
sy < df(S’)ﬁD, fOI‘ alls' c S+ dp < Sg(D)NS_ for allD' C D,.

(i) The maximal flow is ss, +dp,. The flow ¢ € ®(G, s, d), with net transfers x, y is
maximal if and only if

=0 onG(S;, D), x=s onS;, y=d onDy.

(iii) The profile of transfers (x, y) € A(G, s, d) is achieved by a maximal flow if and only
if

XS =YD =SS, +dD+'

Proor. We apply the max-flow/min-cut to I'(G, s, d). The max-flow from o to 7 is
clearly finite and so must be the capacity of a minimum o-7 cut. Fix a min-cut, and
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FIGURE 4. Decomposition with a balanced subgraph.

let X and Y be the set of suppliers and demanders, respectively, in that min-cut. Then
we claim that Y = f(X). If there exists demander j € Y such that j ¢ f(X), then the cut’s
capacity can be reduced by deleting the demander j; if, however, there exists demander
j ¢ Y such that j € f(X), then the cut has infinite capacity.
SetS_=X,D;=Y,8;=8\X,and D_ =D\ Y. By construction, G(S_,D_) =g,
D, = f(S-), and S; = g(D_). The capacity of the cut o U X U Y is, by definition,
ss\x + dy, which equals sg, + dp_ . Moreover, in any maximum flow, the edges oriented
from S5 to D are backward edges in the cut, so they must carry zero flow. The edges
from o to S and the edges from D, to 7 are the edges in the cut, so these edges carry
flow equal to their respective capacities. This establishes (ii) of the lemma. Parts (i) and
(iii) follow from Lemma 1. O

The inequalities (1) express that the supply from S is short with respect to the de-
manders in D_, whereas the demand in D is short with respect to the supply in S_.

ExaMPLE 4 (Several possible decompositions). In general, the decomposition is not
unique as there are several minimum cuts, all with identical capacities. If there is a
unique min-cut, as, for instance, in Figure 3, the decomposition of the market into two
segments is unique too (this holds true for an open and dense set of vectors (s, d)). If
it is not unique, there is a partition Sy, S_ (resp. D4, D_) where S_ (resp. D_) is the
largest possible and one where it is the smallest. In Figure 4, there are two ways to de-
compose the demand and the supply sides. One possible decomposition is D_ = {1, 2},
D, =1{3,4}, S ={1,2}, S_ = {3,4}; the other is D’ = {1}, D/, ={2,3,4}, S, = {1},
S.={2,3,4}. O

In contrast, a familiar graph-theoretical result—the Gallai-Edmonds decomposition
(see Ore 1962, and Bogomolnaia and Moulin 2004, Bochet et al. 2010 for applications)—
determines a unique partition of the market, but in up to three segments. In one seg-
ment, supply is overdemanded and the corresponding demanders must be rationed; in
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the second segment, supply is underdemanded and these suppliers transfer less than
their ideal share; in the third segment, supply exactly balances demand. In Figure 4, the
three segments of this decomposition are depicted as (S;, D_), (S—, D), and (Sp, Dy),
respectively.

5. PARETO OPTIMALITY

We now have a bipartite graph G between S and D as before, but we replace the hard
capacity constraint of the previous section by a soft ideal consumption. Each supplier i
has single-peaked preferences* R; (with corresponding indifference relation I;) over her
net transfer x;, with peak s;, and each demander j has single-peaked preferences R; (/;)
over her net transfer y;, with peak d;. We write R for the set of single-peaked preferences
over R, and write RSP for the set of preference profiles.

The feasible net transfer (x, y) € A(G) is Pareto optimal if for any other (x',y’) €
A(G), we have

{forall i, j: x; R; x; and y]’- Rjyj} = {foralli j: x;I; x; and yj’- Ijyi}.
We write PO(G, R) for the set of Pareto optimal net transfers.
ProrosiTiON 1. Fix the economy (G, R), and two partitions Sy, S— and D, D_ corre-

sponding to the profile of peaks (s, d) at R (as in Lemma 2).
(i) Ifthe G-flow ¢ implements Pareto optimal net transfers (x, y), then transfers occur
only between S and D_, and between S_ and D :
¢j>0 = ijeGSy,D)UGS-,Dy).
(i) (x,y) €e PO(G, R) ifand only if (x,y) € A(G) and

x>s onSg, y<d onD_, and x5 =yp._

x<s onS_, y>=d onD,, and x5 =yp,.

An important feature of the Pareto set is that it depends only on the profile of
peaks s, d, and not on the full preference profile R. The same is true of our egalitar-
ian solution. To emphasize this important simplification, we speak of a transfer prob-
lem (S, D, G,s,d) or simply (G, s, d), keeping in mind the underlying single-peaked
preferences.

The following subset of PO(G, R) will play an important role:

PO*(G,s,d)=PO(G,R)N{(x,y) | x <s;y<d}.

4Writing P; for agent /s strict preference, we have for every x;, x;thatx; <x; <s;=x;P;x;ands; <x; <
x; = x; P x).



404 Bochet, ilk]hg, Moulin, and Sethuraman Theoretical Economics 7 (2012)

By Proposition 1, this is the set of efficient allocations where the short side gets its opti-
mal transfer:

x=s ondSy, y<d onD_, and yp_ =sgs,

x<s onS_, y=d onDy, and x5 =yp,.

Moreover by Lemma 2, the net transfers in PO* (G, s, d) are precisely those implemented
by all the maximal flows of the capacity graph I'(G, s, d).

We focus on allocations in PO*(G, s, d), because under the Voluntary Trade (requir-
ing x; R; 0, y; R; 0 for all i, j; see Section 8) property, they are the only allocations that are
Pareto optimal for any choice of preferences in R with peaks (s, d).

6. THE EGALITARIAN TRANSFER SOLUTION

We give two definitions of our egalitarian solution: the first is a constructive algorithm;
the second is based on the fact that, within the subset PO* of Pareto optimal allocations,
this allocation equalizes individual shares in the strong sense of Lorenz dominance (de-
fined below).

We fix a problem (G, s, d) such that s;, d; > 0 for all i, j (clearly if s; = 0 or d; = 0, we
can ignore supplier i or demander j altogether). We independently define our solution
for the suppliers and for the demanders.

The definition for suppliers is by induction on the number of agents |S| + |D|. Con-
sider the parameterized capacity graph I'(A), A > 0: the only difference between this
graph and I'(G, s, d) is that the capacity of the edge i, i € S_, is min{A, s;}, which we
denote A As;. (In particular, the edge from j to 7 still has capacity d;.) We set a(A) to
be the maximal flow in I'(A). Clearly « is a piecewise linear, weakly increasing, strictly
increasing at 0, and concave function of A, reaching its maximum when the total o-7
flow is dp_ . Moreover, each breakpoint is one of the s; (type 1) and/or is associated with
a subset of suppliers X such that

Z)\/\Siz Z dj. (2)

ieX jef(X)

Then we say it is of type 2. In the former case, the associated supplier reaches his peak
and so cannot send any more flow. In the latter case, the group of suppliers in X is a bot-
tleneck in the sense that they are sending enough flow to satisfy the collective demand of
the demanders in f(X) and these are the only demanders to which they are connected;
any further increase in flow from any supplier in X would cause some demander in f(X)
to accept more than his peak demand.

If the given problem does not have any type-2 breakpoint, then the egalitarian solu-
tion obtains by setting each supplier’s allocation to his peak value. Otherwise, let A* be
the first type-2 breakpoint of the max-flow function; by the max-flow min-cut theorem,
for every subset X satisfying (2) at A*, the cut C! = {¢} U X U f(X) is a minimal cut in
I'(A*), providing a certificate of optimality for the maximum-flow in I'(A*). If there are



Theoretical Economics 7 (2012) Balancing supply and demand 405

several such cuts, we pick the one with the largest X* (its existence is guaranteed by the
usual supermodularity argument). The egalitarian solution obtains by setting

x; =min{A*,s;} forie X*, yj=d; forje f(X"),

and assigning to other agents their egalitarian share in the reduced problem
(G(S\ X*,D\ f(X*)),s,d); that is, we construct TS\X"-P\f(X*)()) for A > 0 by chang-
ingin '(G(S\ X*, D\ f(X*)), s, d) the capacity of the edge oi to A A s;, and look for the
first type-2 breakpoint A** of the corresponding max-flow function. An important fact is
that A** > A*. Indeed, there exists a subset X** of § \ X* such that

Z )\**/\Siz Z dj.

ie X ** Jef(XF\f(X*)

If A** < A* we can combine this with equation (2) at X* as

Z )\*AsiZZ)\*/\Si-i-Z)t**/\si: Z dj,

e X*UX** ieX* e X** Jef(X*UX**)

contradicting our choice of X* as the largest subset of S_ satisfying (2) at A*.

The solution thus obtained recursively is the egalitarian allocation for the suppliers.
A similar construction works for demanders: We consider the parameterized capacity
graph A(w), u > 0, with the capacity of the edge 7j, j € D, set to u A dj. We look for the
first type-2 breakpoint p* of the maximal flow B(w) of A(x) and for the largest subset of
demanders Y such that

etc. Combining these two egalitarian allocations yields the egalitarian allocation
(x¢,y%) € ]RfrUD for the overall problem.
We now illustrate the algorithm by revisiting the examples of Section 2.

ExampLE 5 (Example 1 revisited). In Example 1, the egalitarian allocation is (x’, y’) =
((6,6,4,8),(6,9,9)). In Example 3, we saw that there is a unique min-cut given by
C! = {0} U {X} U {f(X)}, where X = {supplier 1}. Agents in the minimum cut form
the partition (S_, D) whereas S, = {suppliers 2, 3, 4} and D_ = {demanders 2, 3}. We
start with (S_, D). The algorithm looks for A; such that min{s;, A1} = 6, giving A; = 6.
For the other segment, the descending algorithm stops at A; = 9. Indeed min{d,, A} +
min{ds, Ay} = sp + 53 + 54. O

ExampLE 6 (Example 2 revisited). Recall that there is a single segment in which the de-
mand is long. The algorithm first stops at Ay = 10. Indeed, min{d;, A1} = s;. The algo-
rithm next stops at A, = 8 since min{d;, A;} = s,. Finally, the algorithm stops at A3 =5
since min{d3, A3} + min{dy, A3} = 53 + 54. O
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We turn now to the Lorenz dominant position of our solution inside PO*(G, s, d).
For any z € RV, write z* for the order statistics of z, obtained by rearranging the coordi-
nates of z in increasing order. For z, w € RN, we say that z Lorenz dominates w, written
zLDw,ifforallk,1 <k <n,

Lorenz dominance is a partial ordering, so not every set—even convex and compact—
admits a Lorenz dominant element. Alternatively, in a convex set 4, there can be at most
one Lorenz dominant element. The appeal of a Lorenz dominant element in A is that it
maximizes over A any symmetric and concave collective utility function W (z) (see, e.g.,
Moulin 1988).

THEOREM 1. The allocation (x¢, y¢) is the Lorenz dominant element in PO*(G, s, d).
We note that our solution is not Lorenz dominant in the entire Pareto set.

ExampLE 7 (Example 1 continued). The egalitarian allocation is (x¢, y¢) = ((6, 6, 4, 8),
(6,9,9)). The allocation (x”, y”) = ((10, 6, 4, 8), (10,9, 9)), where supplier 1 improves to
his peak at the expense of demander 1, is also Pareto optimal by Proposition 1. It Lorenz
dominates (x¢, y°). O

7. PROPERTIES OF THE EGALITARIAN TRANSFER RULE

We introduce the incentives and equity properties that form the basis of our characteri-
zation result in the next section. Those properties bear on the profile of individual pref-
erences R; therefore, instead of a transfer problem (G, s, d), we consider now a transfer
economy (G, R). We use the notation s[R;], d[R,] for the peak transfer of supplier i and
demander j.

DerINITION. Given the agents (S, D), a rule ¢ selects for every economy (G, R) €
25%D o RSUYD 4 feasible allocation (G, R) € A(G).

We first define five incentive and monotonicity properties for an abstract rule ;
then we define two equity properties. Link monotonicity requires that an agent on ei-
ther side of the market weakly benefits from the access to new links. As discussed in
the Introduction, this ensures that no agent has an incentive to close a feasible link;
equivalently, it is a dominant strategy to reveal all feasible links to the manager.

ZSxD

LiNk MoNoTONICITY. For any economy (G, R) € x RSYP and any i€ S, j e D, we

have ;. (G U {ij}, R) Ry ¥ (R, G) for k =1, j.

ProrosITION 2. The egalitarian transfer rule is link-monotonic.
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Suppliers Demanders

F1GURE 5. A new link may hurt noninvolved agents.

Proor. We fix a supplier i € S and show that her allocation x; increases weakly from the
addition of link ij to G. In the algorithm defining the egalitarian solution for suppliers,
we denote by Mo k=1,2,..., the kth type-2 breakpoints of the max-flow function with
corresponding bottleneck sets X*: hence A* is the first type-2 breakpoint of the max-
flow over the graph G(S \ Ui:]l X', D\ f(Uf:_f X)) with capacity AF A s; on the link oi.
Recall that A¥ increases strictly in k. We say that supplier i is of order k if

fieXFand/or A1 <5, <A} & xi=Afas > A1

(with the convention A% = 0).

Compare the algorithms that define our solution at G and G’ = G U {ij}, assuming
that i is of order k. Clearly, the first k — 1 steps of the algorithm are unchanged at G’; in
particular, A\’ = A" fort =1, ..., k — 1. Moreover Ak < Mk because the right-hand term in
(2) increases weakly while the left-hand term stays put. Distinguish two cases: If s; < A%,
then i is still of order k at G/, so x; =s; < N* A s5; = xi; if s; > A% then x; = A¥ and i is of
order no less than k at G', so x; = NK A si > ;.

The argument is identical for demanders. O

Note that the addition of a link i/j may well hurt agents other than i, j. In Figure 5, we
show an example with short demand in which our rule picks the allocation x; = 3 and
x7 = 1. Adding the link between supplier 2 and demander 1 gives x| = x}, = 2.

In the rest of this section, we discuss properties for which the graph G is fixed, so
we write a rule simply as ¢(R) for R € RS“P. The next incentive property is the familiar
strategy-proofness. It is useful to decompose it into a monotonicity and an invariance
condition.

PEax MoNoTONICITY. An agent’s net transfer is weakly increasing in her reported peak:
forallRe RSYP,ic S, jeD, and R}, R} € R,

sS[RI<s[Ri] = i(R,,R_)) <4i(R)
diR]]<d[Rj] = (R}, R_j) <¢;(R).
INVARIANCE. Forall R e RSYP je S, and RieR,
{s[Ri] < ¢¥;(R) and s[R;] < ¢;(R)} or ({s[R;]> ;(R)ands[R}]> ¢;(R)}

3)
=  ¢¥i(R;,R_)) =yi(R)
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and similarly #;(R’, R_j) = ;(R) when agent j € D such that ¢;(R) # d[R;] reports
R;. € R with peak d[R}] on the same side of ;(R) as d[R;].

STRATEGY-PROOFNEsS. Forall Re R%P, i€ S, je D,and R,, R;. eR,
Yi(R)Ri yi(R;,R-)) and ¢;(R)R; §;(R}, R-)).

Each one of Peak Monotonicity or Invariance implies own-peak-only: my net trans-
fer depends only on the peak of my preferences, and not on the way I compare alloca-
tions across my peak.

The next lemma connects these three properties and Pareto optimality.

LeMmwMmA 3. (i) Ifaruleis peak monotonic and invariant, it is strategy-proof.

(ii) An efficient and strategy-proof rule is peak monotonic and invariant.

Proor. We omit the easy argument and prove statement (i) just as in the Sprumont
model.

(ii) We prove (peak) monotonicity for a given supplier i (and omit the entirely similar
argument for a demander). Fix a Pareto optimal and strategy-proof rule ¢, a preference
profile R € RSYP, a supplier i € S, and an alternative preference R’ e R. Notation: s; =
s[R;], s; =s[R], R = (R}, R_;), and (s, d), (s, d) are the profiles of peaks at R and R/,
respectively. Finally, x; = ¢;(R), x; = ¢;(R").

We assume sg < s; and show x;. < x;. Fix some partitions S; _, Dy _ as in Lemma 2
for the problem (s, d) and consider two cases.

Case 1: i € S_. First assume s; > x;. Then S _, D, _ are valid partitions at (s', d),
because inequalities (1) still hold: the left-hand one is clear; for the right-hand one,
feasibility of ¢ implies dp' < x¢(p/)ns_, while efficiency (and Proposition 1) gives x < s
on S_, so that dp < s:g(D’)ﬂS,' By Proposition 1, again x; < s;. Assume x; < x;. Then we
have x; < x;. < s; < s; and we get a contradiction of strategy-proofness (SP) for agent i at
profile R.

Assume next s; < x;. Then x; < x| gives s} < x; < x/, contradicting SP for agent i at R’.

Case 2: i € S;. Then efficiency gives s; < x;, s0 x; < x; implies s <s; < x; < x}, a
violation of SP for agent i at R'.

We show invariance next, again in the case of a supplier i and with the same no-
tation. Under the premises of property (3) inside the left bracket, if x; > x;, we have
s; < x; < x’, hence a violation of SP for agent i at R'. If x; < x;, we can find a preference
R? with peak s} = s; such that x/ P} x;. By own-peak-only (a consequence of Monotonic-
ity), (R}, R_;) = x;, so agent i with preferences R benefits by reporting s’. The proof
under the premises of (3) inside the right bracket is identical. O

ProrosiTiON 3. The egalitarian transfer rule is peak monotonic and invariant, hence
strategy-proof as well.
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Proor. Because the egalitarian transfer rule is peak-only, it is enough to speak of the
profiles of peaks, instead of the full-fledged preferences.

Peak Monotonicity. We fix a benchmark profile (s, d) with the corresponding egali-
tarian transfers (x, y) and consider a change of peak by a supplier i € S to s, > 5;. Write
(s', d) for the new profile of peaks. Let (x’, y) be the egalitarian allocation for the profile
(s, d). Compare the algorithms that define our solution at (s, d) and (s’, d). We use the
same notation as in the proof of Proposition 2.

Let the decomposition at (s, d) be S_ ; and D_ ., and the decomposition at (s, d)
beS” L and D” ..

Assume thatat (s, d), i € S— and x; is of order k. Hence at (s, d), i € S as well. Clearly
the first k — 1 steps of the algorithm are unchanged at (s, d); in particular, A’ = A" for
t=1,...,k — 1. Moreover, A¥ > \’¥ because the left-hand term in (2) increases weakly
while the right-hand term stays put. However, A’ > s; is guaranteed because up to A = s;,
(2) is the same at (s, d) and at (s, d). Distinguish two cases: if s; < A then i is of order
no less than k at (s',d), so x; > V¥ A5l > s; = x;; if A¥ < s;, then i € X* at G, but also at
G', 50 X = x;.

Now assume that at (s, d), i € S;. Then the egalitarian transfer rule gives x; = s;. If
at (s, d), i € §',, the egalitarian rule gives x; = s’ > s;. So suppose that at (s',d), i € S’.
Thenclearly S- ¢ §” . Let T=S5" \ S_. Because T C S, inequalities (1) imply

Zsk < Z dj. 4)

keT jef(T)ND_

Observe that at (s', d), all demanders in f(7) N D_ receive transfers only from 7,
because G(S_, f(T) N D_) = &; moreover, they are in D/+ (again by (1)). This shows

Zx;( > Z dj. (5)

keT jef(T)ND_

By Pareto optimality for all k € T such that k # i, x} < s;, which together with (4)
and (5) implies x;. > 8 = X;.

As usual, we omit the entirely similar argument for a change of peak by a demander j.

Invariance. In the premises of (3), the case s[R;] < #;(R) never happens with the
egalitarian solution. Now we fix as above i € S, and two profiles of peaks (s, d) and (s, d)
that differ only in the i-coordinate. As in the premises of (3), we also assume s; > x;,
s; > x;. Hence i € S_ necessarily, implying i € §” as well.

Assume that at (s, d), x; is of order k. Again the first k — 1 steps are unchanged
at (s',d). Now s; > x; implies A¥ < s; and i € X*. Therefore, the algorithm at (s', d)
proceeds exactly as at (s, d) and x’ = x (for all suppliers). O

Our next property resembles the type of cross-monotonicity property that appeared
first in Shapley and Shubik’s (1972) bilateral assignment games.

Cross-MonoTtoNIcITY. Increasing the peak of a supplier (resp. demander) weakly ben-
efits agents on the other side and weakly hurts those on the same side: for all R € RSP,



410 Bochet, ilklh(;, Moulin, and Sethuraman Theoretical Economics 7 (2012)
j* €D, and R}* € R, we have

d[Rj*]Sd[R;-*] = {l,bi(R}*,R_j*)Ri([/i(R) forallies,
and dfj(R)Rjg[fj(R}*,R,j*) forall je D\ {j*}},

and a similar statement where we exchange the role of demanders and suppliers.
ProrosiTION 4. The egalitarian transfer rule is cross-monotonic.

We now turn to equity properties. The familiar equity test of no envy must be
adapted to our model because of the feasibility constraints. If supplier 1 envies the net
transfer x, of supplier 2, it might not be possible to give him x;, because the demanders
connected to agent 1 have insufficient demands. Even if we can exchange the net trans-
fers of 1 and 2, this may require construction of a new flow and alteration of some of
the other agents’ allocations. In either case, we submit that supplier 1 has no legitimate
claim against the allocation x. An envy argument by agent 1 against agent 2 is legitimate
only if it is feasible to improve upon agent 1’s allocation without altering the allocation
of anyone other than agent 2.

No Envy. For any preference profile R € RSV and any iy, i, € S such that ¢;,(R) P;,
i, (R), there exists no (x, y) € A(G) such that

Yi(R)=x; forallieS\ {i, i},
Yj(R)=y; foralljeD, and x; P; ¢;(R),

and a similar statement where we exchange the role of demanders and suppliers.

Note that if i1, i have identical connections, i1j € G < i3] € G, then we can exchange
their allocations without altering any other net transfer. Therefore, No Envy implies
Ui (R) iy ¥, (R).

The familiar horizontal equity property must be similarly adapted to account for the
bilateral constraints on transfers.

EQuAL TREATMENT OF EQuaLs (ETE). For any preference profile R € RS“? and any iy,
i € S such that R;, = R;,, there exists no (x, y) € A(G) such that
Yi(R)y=1x; forallieS\{i,i}, Yij(R)y=y; foralljeD
(6)
|xi1 - xi2| < |‘1[il'1 (R) - d]iz(R)L

and a similar statement where we exchange the role of demanders and suppliers.

Again, if i1, i have identical connections, ETE implies ¢, (R) = ¢;,(R). In general,
ETE requires the rule to equalize as much as possible the allocations of two agents with
identical preferences.
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ProposiTiON 5. (i) No Envy plus Pareto optimality imply Equal Treatment of Equals.

(i) The egalitarian transfer rule ¢ satisfies No Envy.

ProoF. (i) Suppose the rule ¢ violates ETE, and check that it violates No Envy and/or
Pareto optimality (PO). Fix a profile R € RS“? and two suppliers 1 and 2 such that
s1[R1] = s2[R;y] = s*, and there exists (x, y) satisfying (6). Note that x; + x, = 1(R) +
¥2(R) because x and ¢ (R) coincide on S U D \ {1, 2} and by conservation of flows.
Assume without loss of generality 1 (R) < ¢2(R). Then only two cases are possible:
Y1(R) < x1 < x3 < Y2 (R) or Y1(R) < x2 < x1 < Y2 (R).

Assume the first case. If s* > ¢, (R), supplier 1 envies 2 via (x, y); similarly s* < /1 (R)
implies a violation of No Envy. If x; < s* < x;, the profile of transfers (x, y) is Pareto
superior to (R) (for both agents). If x; < s* < ¢2(R), the profile (x', y), x, =s*, x| =
x1 + x2 — 5%, X} = x else, is a convex combination of (x, y) and ¥(R), so it is feasible
(A(G) is convex) and Pareto superior to s(R) (for both agents). The case 1 (R) < s* < x1
leads to a similar violation of PO.

In the second case, observe that the profile (x', y), x| = x}, = %(xl + x2), X) = xi
otherwise, is a convex combination of (x, y) and /(R), so it is feasible and we are back
to the first case.

(ii) Let R be a profile at which supplier 1 envies supplier 2 via (x,y). We have
¥{(R) < s1, because 1 is not envious if /{(R) = s1. Single-peakedness of Ry, and the fact
that 1 prefers both x; and ¢/5(R) to ¢{(R), imply ¢{(R) < x1, ¥5(R). As above, conserva-
tion of flows implies x; + x2 = ¢{(R) + ¥5(R). Therefore, x; < $(R). By Proposition 1,
we see that for ¢ small enough, the allocation ex + (1 — &)¢(R) is in PO*(G, s, d). Ttis
a Pigou-Dalton transfer from 2 to 1 in this set, contradicting the Lorenz dominance of
P¢(R) (Theorem 1). O

8. CHARACTERIZATION RESULT
Our last incentive property states that each agent is entitled to keep her endowment of
the commodity and refuse to trade. It is weaker than Link Monotonicity.

VOLUNTARY TRADE. Forall R € RSYP, i e SU D, we have Yi(R)R; 0.

THEOREM 2. The egalitarian transfer rule ¢ is characterized by Pareto optimality,
Strategy-proofness, Voluntary Trade, and Equal Treatment of Equals.

9. CONCLUDING COMMENTS
Summary

Our model generalizes the two-sided version of the fair division model with single-
peaked preferences (Klaus et al. 1998) by adding bipartite feasibility constraints. The
market is divided into two independent submarkets: one with excess supply and one
with excess demand. The relevant Pareto optimal allocations are described in each sub-
market as the core of a submodular game. Our solution is such an allocation, that is
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Lorenz dominant, corresponding to Dutta and Ray’s (1989) egalitarian solution in each
one of these cooperative games.

The corresponding rule is characterized by the combination of efficiency, strategy-
proofness and a version of equal treatment of equals where equalizing transfers are re-
stricted to those that do not affect the shares of agents not involved in the transfer.

We conjecture that the egalitarian transfer rule is also group-strategy-proof, i.e., ro-
bust against coordinated misreport of preferences by subgroups of agents.

Extensions

First, following Sasaki (2001) and Ehlers and Klaus (2003) for the division model under
single-peaked preferences, we can think of a “discrete” variant where indivisible units
have to be traded between sellers and demanders. Both papers above offer a character-
ization of the randomized uniform rule, and it is likely that their result can be adapted
to our model with bilateral constraints. Second, we have considered here only rules
that treat agents with identical preferences as equally as possible given the bilateral con-
straints. Dropping the strong assumption of Equal Treatment of Equals, we would like
to understand what rules meet the other three properties in Theorem 2. That question
is already difficult in the standard rationing model (Barbera et al. 1997, Moulin 1999).

APPENDIX: REMAINING PROOFS
A.1 Proofof Proposition 1

Step 0. The if statement in (ii) is easy. If (x’, y’) Pareto dominates (x, y), we have, by
single-peakedness,

x>x onS,, y>y onD_.

As xs, = yp_ and D_ can receive only from S, these inequalities are all equalities.
A similar argument shows x =x"onS_and y=yon D,.

For the rest of the proof, fix an economy (G, R, s, d), the partitions S_ ., D_ | cor-
responding to (s, d), and a Pareto optimal allocation (x, y) implemented by the flow ¢.
Consider the following color coding scheme with respect to the flow ¢: supplier nodes
i with x; < s; are colored green and those with x; > s; are colored red; demander nodes
j with y; < d; are colored red and those with y; > d; are colored green. Let every other
node be colored black. Observe that green suppliers prefer to send more flow and red
suppliers prefer to send less, whereas green demanders prefer to receive less flow and
red demanders prefer to receive more. Consider the following directed graph G¢ asso-
ciated with the given flow ¢: Orient all edges of G from the supplier to the demander.
Moreover, if ¢;; > 0, introduce a directed edge from the demander node j back to sup-
plier node i. These new edges are called backward edges. This graph is called the resid-
ual network with respect to ¢. It captures all possible ways in which the current flow can
be modified.

Because (x, y) is Pareto optimal, there is no path from a green node to a red node
in G®. Indeed, if there is such a path, we can increase flow along that path (keeping in



Theoretical Economics 7 (2012) Balancing supply and demand 413

mind that whenever we use backward edges, we are actually reducing flow on that edge
in the original network, as would be the case on the first edge of a path from a green
demander to a red supplier), so the flow ¢ is clearly not Pareto optimal. Define X to be
the set of all green nodes and all the nodes that one can reach from any green node in the
residual network G¢. Let Y be the set of all red nodes and all the nodes from which one
can reach a red node in G¥. Notice that X and Y are disjoint: if they had any member
in common, then we would find a path from a green node to a red node in G¢. Thus
every node in X is green or black; every node in Y is red or black. Let Z be the set of the
remaining nodes, so that X, Y, and Z partition the nodes of G; clearly every node in Z
is black.

Step 1. If (x, y) is Pareto optimal, we have x < s on S_ and y > d on D. For this
step, we consider only the suppliers in S_ and the demanders in D.. To that end, let
X_=XnNS_and Xy = XND,. Likewise for the sets Y and Z. By the definition of X, Y,
and Z, there cannot be any edge in the original graph G between X_ and Y., between
X_ and Z,, or between Z_ and Y. Also, there is no positive flow between Y_ and X
orY_and Z, or Z_ and X.

We want to show that there are no red nodes in S_ and D_.. Note that the red nodes,
ifany, are allin Y_ and Y. Because every node in Y_ and Y} is red or black, we have

yy, <dy, and sy <xy_ .

By Lemma 2 ((1)) and the fact that the only nodes in S_ that a node in Y. is connected
toarein Y_,

dy, <Sgv,ns_ <Sy_.

Because the only positive flow from Y_ is to Y, we finally have xy_ < yy, and we con-
clude that all inequalities above are equalities. But yy, = dy, means that there is no
red node in Y, ; in view of xy_ = sy_, Y_ contains no red nodes either. This establishes
Step 1. Moreover, this also establishes that Y, cannot receive any flow from any supplier
inS;.

We now turn to Z; and Z_. Because the only positive flow from Y_ U Z_ is to
Y, UZ,, we have xy_yz_ <yy,uz,. Because all the nodes in Z are black, yz, =dz,
and sz_ = xz_; we already know that yy, =dy, = xy_ = sy_. Therefore,

sy_uz_ =Xxy_uz_ <yv.uz, =dy vz,

By (1) and the fact that the only nodes in S_ that a node in Z, U Y is connected to are
inZ_uUY_,

dy, vz, <Sgv,uzns. <Sy_uz_.

Thus we conclude that the inequalities above are all equalities. In particular, the nodes
in Z cannot receive any flow from any supplier in S .

Step 2. If (x, y) is Pareto optimal, we have x > s on S; and y < d on D_. We omit the
entirely similar proof. As in the proof of Step 1, the proof here also yields the additional
conclusion that the suppliers in S4 N (X U Z) cannot send any flow to D.
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Step 3. If (x, y) is Pareto optimal, then ¢ is null between S_ and D_ or between S
and Dy. The first statement follows from Lemma 2(i). To prove the second, suppose
@i > 0 for some i € S; and j € D,. From the proofs of Steps 1 and 2, we know that i
must be in Y and j must be in X. By the definition of X and Y, G¥ must contain a path
from a green node to j and a path from i to a red node; this along with arc (j, i) in the
residual network implies the existence of a path from a green node to a red node in G?,
a contradiction. O

A.2 Proving Theorem 1

We first give an alternative characterization of the Pareto* set that is critical to the analy-
sis of the egalitarian solution. Define two cooperative games (S, v) and (D, w), of which
the players are, respectively, the suppliers and the demanders:
T) = mi ' +d n} forallTCS
v(T) ;}}ér?l,{ST +d¢emy} forallT C
w(E) = min {dg + Sg(E\ENH} forall EC D.
E'CE
LeMmwMmA 4. The games (S, v) and (D, w) are submodular. Moreover,
v(S) =w(D) =55, +dp,; v(S-)=dp,; w(D-) =ss, . ()

ProOEF. A set function A(-) is submodular if for all sets X and X,

MXUX)+h(XNX)<h(X)+h(X).

It is modular or additive if the inequality above is satisfied as an equality (for all sets X
and X’). Given a modular function /(-) and a submodular function 4(-), define

k(X) = lrjllciQ{h(U)Jrl(X\U)}-

We omit the straightforward argument showing that k(-) is submodular as well. This
implies that v and w are submodular, because T'— s7 and E — dg are modular, while
T — df(ry and E — sg4(g) are submodular.

We check (7). Foreach ' C S, the set {c} US\ S'U f(§\ §) isacutof I'(G, s, d) with
capacity sg' + dy(s\s), and any other cut has infinite capacity. Therefore, v(S) is a min-
cut of I'(G, s, d); hence Lemma 2 gives v(S) = ss, +dp, . Next v(S_) =dp, easily follows
from the fact that the transfer d is feasible in G(S_, D) under the capacity constraint s.
Similar arguments give the rest of (7). O

The core of the game (S, v), denoted Core(S, v), is the set of allocations x € Ri such
that x7 < v(T) for all T C § and xs = v(S). Similarly the core of the game (D, w) is
the set of allocations y € Rﬂf such that yr < w(E) for all E ¢ D and yp = w(D). No-
tice that v(T) < sy for all T ¢ S. Therefore, x € Core(S, v) implies x < s; similarly,
y e Core(D,w) = y<d.
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LEMMA 5. Fix the problem (G,s,d), and two partitions Si,S_ and Dy,D_ as in
Lemma 2. Then the allocation (x, y) is in PO*(G, s, d) if and only if it satisfies one of
the following equivalent properties:

(i) x € Core(S,v) and y € Core(D, w).

@ii) {x =s on S4, and on S_, x € Core(S—,v)} and {y =d on D4, and on D_,
y e Core(D_, w)}.

Prookr. Recall that PO*(G, s, d) is the set of net transfers (x, y) implemented by a max-
imal flow of I'(G, s, d). Thus xg = v(S) and yp = w(D) (all equal to the max-flow). Next
fix 77 T c S and observe that sz 4 dy(r\77) is an upper bound on the transfers to T
under the capacity constraints s, d. This gives x7 < v(T) and x € Core(S, v). The rest of
statement (i) is checked similarly.

Conversely, fix x € Core(S, v) and y € Core(D, w). From v(i) <s; and v(S-) =dp,,
we get

x<s onSy and xs <dp,,

and the sum of these inequalities is an equality, so they all are equalities. Finally for any
T c S_, the core property gives x7 < v(T) < dy(r), so by Lemma 1, the transfers (x, d)
are feasible in G(S_, D). Combining this with x = s on S;, and, symmetrically, y = d
on D, and (s, y) feasible in G(S+, D_) implies that (x, y) is feasible in I'(G, s, d) and
maximizes the flow. U

ProOF OF THEOREM 1. For z,w € RV, we say that z lexicographically dominates w if
the first coordinate a in which z* and w* are not equal is such that z** > w**. We
show that the egalitarian solution lexicographically dominates any other solution. Re-
call that in an arbitrary submodular cooperative game, the egalitarian core selection
introduced in Dutta and Ray (1989) Lorenz dominates every other core allocation. As the
set PO*(G, s, d) is the intersection of the cores of two submodular games (Lemma 5),
it has a unique Lorenz dominant element, which must also be lexicographically opti-
mal. As the lexicographically optimal element is always unique, it must also be Lorenz
dominant.

We prove the result for the suppliers by induction on the number of agents. An anal-
ogous argument for the demanders, omitted as usual, completes the proof. The result
is clearly true when there is a single supplier and when the max-flow function (defined
earlier) a(A) does not have any type-2 breakpoints. In the latter case, every supplier
will be allocated his peak, which clearly Lorenz dominates every other allocation. Let
A* be the first type-2 breakpoint of the max-flow function «()) and let X* be the corre-
sponding largest bottleneck set of suppliers (2). The following facts about the egalitarian
allocation are clear:

o Each supplier i € X* will send s; or A*, whichever is smaller.
e Each supplier i ¢ X* with 5; < A* will send s;.

e Each supplier i ¢ X* with s; > A* will send a flow that is strictly above A*.
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(The last statement is valid because A** > A*.) Therefore, all the suppliers with a peak at
or below A* transfer their peak values; every other supplier sends at least A* and those
in X* send exactly A*. Let W be the set of suppliers (both in X* and outside) with peak
at or below A*. Clearly, the allocations of the suppliers in W cannot be improved. It is
also clear that in any other allocation, at least one of the suppliers in X* \ W who is not
sending his peak must send at most A*. This is because, in the egalitarian allocation,
they equally split the df(x+) — sx+nw units of flow they collectively send. In any other
allocation, they send at most these many units of flow, so the smallest allocation of a
supplier in X* \ W is at most A*. And if this smallest allocation is exactly A*, the alloca-
tion coincides with the egalitarian allocation on X* U . Thus the egalitarian allocation
lex-dominates any allocation that does not agree with it on the allocations of the suppli-
ers in W U X*. We can, therefore, fix the allocations of the suppliers in W U X* to their
egalitarian allocation for the purposes of proving lex-dominance. Let )V be the subset of
Pareto optimal allocations that gives each supplier in W U X* their egalitarian allocation.
Note that in every allocation in W, each demander j € f(X*) receives his peak demand,
all of which flows from the suppliers in X*. Thus, none of these demanders receives
additional flow from the suppliers in § \ X* in any allocation in W. By construction, no
supplier in X* has links to a demander in D \ f(X*). Thus, proving lex-dominance of
the egalitarian allocation for the original problem is equivalent to proving the following
statement: when restricted to the suppliers in S \ X*, the egalitarian allocation lexico-
graphically dominates all the allocations in W. The restriction of the egalitarian alloca-
tion to the suppliers in S\ X* is identical to the egalitarian allocation of the subproblem
(S\ X*,D\ f(X*)). This, however, is a smaller problem, so, by the induction hypothe-
sis, the egalitarian allocation of this subproblem lexicographically dominates any other
Pareto optimal allocation, and, in particular, those in W. O

The above proof implies the following corollary.

CoOROLLARY 1. For any problem (G, s, d), the allocation x¢ (resp. y°) is the egalitarian
selection in Core(S, v) (resp. Core(D, w)).

A.3 Proof of Proposition 4

Step 1: A demander’s peak increases = all suppliers shares increase weakly. The initial
problem is (S, D, G, s,d). The new demand profile is c7, d< d. We want to show that
all suppliers are weakly better off. Let the successive bottlenecks for the suppliers’ al-
gorithm be Xk 1<k <K, at d, with corresponding values A% then )N(l, 1<l<L,and
A at d; the corresponding shares are x; = Ak A s; and ¥; = A/ A s;. We use the notation
vk = U, x*, and similarly for ¥’. Note that XX =§_ and YL =§_ (i.e., they give us
one of the decompositions). Finally we write A A s7 =),y min{A, s;}.

We need to show x; < %; for i € YL (there is nothing to prove for i S.). Note that
with the convention XX+1 = §, (i.e,, $\ S_), and AK*! = o0, for every [, 1 </ < L, there
is a unique k, 1 < k < K, such that

)?l ka-i—l # : X’l C Yk+1. (8)
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We prove by inductionon /, 1 </ < L, the statement 7,
A <X and [(A*T' <X and/or {s; <A foralli e X' n x**t1y,

where k is defined by (8). Note that P; implies x; = \* As; <X; =X A s; fori e X! nYk;
for i € X' N X**1, we have ; = s; > x; by Pareto optimality. Thus all we need to prove
is P;.

Check P;. By definition of X k Ak, we have

N sgaxen < dpgy sk @)
and by definition of X k+1 \k+1 (including the case k = K),
NN g1y = dpcgy povey- (10)
Next the definition of X, X! gives

5 . _731 . 71 - Y1 -
df(Xl)_/\ /\SX1—/\ ASXlnXk+1+)\ ASX]OY/‘

- ~ ~ (11)
= df()?l) < )\1 A SX1nxk+1 + df()?lmyk)-
Finally we check the inequality
dpgrore +dpinye = dpcy- (12)

If some demander j whose demand increased is in f ()~( I'nyk), sheisin f ()N( 1y as well,
so (12) follows from the corresponding inequality with d instead of d. Combining the
latter with (9), (10), and (11) gives

/\k-l-l

A SP1Axk+l < LA Sginxtrr and ASF1Axk+ = XA SF1Axk+1

from which P; follows at once.

Assume Py, ..., P;and check Py, 1. Let k¢ be the largest k associated by (8) with some
I',1 <! <I,andlet [y be the smallest I achieving k(. By assumption Ak < A% <A1+ we
distinguish three cases.

Case 1. X't c Yko,

Case2. X't1 c Ykotl X+l xkotl £ g

Case 3. X!t1 c Yk+1 X1 0 xk+1 £ & for some k > k.

In Case 1, the integer k associated with / 4+ 1 by (8) is strictly smaller than kg, so
Mt < pko A < X*1 and we are done. In Case 2, the integer defined by (8) for / + 1
is ko; we already have Mo < Yo < X1 g0 we only need to prove the second part of P;.

By definition of X*o+1, \ko+1 we have

)\k(ﬁ-l

where we use the notation X0--/*1 = Ufi}o X'
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Next, the definitions of X%, X0+1 . X'+ give

l+1 l+1 1+1

t=Iy t=I t=Ily
Then we compute

I+1 I+1

Nt YI+1 I+1
Z/\ NSFinxkotl = Z/\ + A S7iaxko+l = A + NS Gl +1 4 x ko +1
t=ly t=ly

I+1 I+1 I+1
Nt ~ ~ ~ - ~ - -
DA Asgiayh = X dpiavton s = D dpinvion )

t=Iy t=Ily t=Ily
df(XIO ..... Ll nykop £(Flo-1)-

Finally, we check the inequality

df(XIO ,,,,, ’“)\f(YkO)"i_df(XlO ,,,,, Hlaykoy f(Flo-1y = df()}lo ,,,,, L £(Pl-1y

Indeed any demander whose demand goes up, appearing in the d term on the right, is
also present in the left term, so we can replace d by d. Then the two sets f(X X l0sslH1y
f(YkO) and f(XZO’ s+ A yko) \f(Yl0 1y are disjoint; by definition of [y, yh-1 c yko;
therefore, our two sets are both contained in f()~(107""1+1) \ f(?lﬂ*l).
Combining the four inequalities and one equality above gives
kot A S Flgeml+1 A xko 1 = AHLA S o, +1 kot

and we are done.
In Case 3, we have Y/ € Y* and we proceed as in the proof of P;, with the arguments

AR A Sgirinxkt < dpgieny pyky: ARFL A Sgitinxkrt < dpgiey, vk
(by definition of X%, Ak, X*+1 \k+1) Use next the definition of X'*+1, X/+1:
gf()}m)\f(f/z) =N A Sgiel = ANFHLA S¥I+1Axk+1 T AL S¥i+1ayk
= gf(y(m)\f(yz) =< AFLA Sgl+iaxk+l + gf()}lﬂmyk)\f(;z).
Then the inequality
dyininorey + dpiminyin g = Ay )

follows from the usual argument to replace d by d and the inclusion Y’ € Y*, showing
that the two disjoint sets on the left are included in the set on the right.
Combining these inequalities and equality, we now have

)\k NSgirinxk+l < )\l+1 N SFl+1qxk+1 and )\k+1 AN SFi+1iaxk+1 = )\l+1 N SFiI+1nxk+1



Theoretical Economics 7 (2012) Balancing supply and demand 419

and the proof of Step 1 is complete.

Step 2: A supplier’s peak increases = other suppliers’ shares decrease weakly. We fix
a supplier iy whose peak increases, s;, <7;,, and use the same notation, so ¥ is the new
profile of suppliers’ peaks, etc. We need to show that all agents in YX are weakly worse
off.

For every k, 1 <k < K, thereis aunique /, 1 </ < L, such that

Xkn Xt 2o, xkcyiH, (13)
We prove by induction on k, 1 < k < K, the statement Qy,
A <A¥] and [{X' < A%} and/or {s; < AF foralli e X* n X!,

where [ is defined by (13). Note that Qy implies x; = Ak As; > X/ As; > X fori e XA N Y1\
{ip}, and for i € X* N X1\ {ip}, we have x; = Ak As; > X+ A s; =%; and/or x; = s; > Xi.
So proving 9y will be enough.

We prove Q;. We have

N ASxingin < dpoey s and X ATxagia < dgoa) g,
dxry =AM Asyr =M Asyingi + A Asying
= dyxn) = M A syinz + dexingty < dpxy i < M A sying
so that
AA Sylaxit < A ASxyingirl < ALA Sxylagi+lt = A<l

and a similar argument gives A1 A syin g1 < AL A syiqgea. IFAD > AL this last in-
equality gives A/*1 As; = A1 A s; for i € X1 n X*1; hence AF*! > ; as desired.

The induction step from Qj, ..., Qk to Qy, Q1 distinguishes three cases as above.
We let [y be the largest / associated by (13) to some k' < k and let ky be the smallest k&
achieving /.

Case 1. X*+1 c Y,

Case 2. X*+1 c Ylotl xk+1n xlotl £ g

Case 3. X*+1 c Y1 xk+1 n XI+1 £ & for some [ > k.

In Case 1, [ associated to k + 1 is below /y; therefore, A'+1 < X < ko < \k+1 and
we are done. In Case 2, the / associated to k£ + 1 by (13) is /p; we already have Mo <
Mo < Akot1 50 we only need to prove the second part of Q. ;. We have three successive
inequalities:

Yo+1 /\EXkO ,,,,, kARl = df(XkO ,,,,, K1)\ £(Fl0)
k+1
df(XkO ..... k) pyko—1y = Z A A syt
t=kg
k+1 k+1

t t
= Z A ASyinilo+l T Z A A SxinPlo
t=ky t=ko
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< ARHLA S xkguek+1 A Flo+1
k+1
+ 2 dpenion v

t=k

< ML A 8 ykguenk 1A 0+

Fxkok Ty £(Tlo) +df(Xk0 ,,,,, KInFloy fyko-Ty = df(XkO ,,,,, K+ F(yko1):

The last inequality is because f(X¥o---k+1) \ f(YP) and f(Xxko-k+1n Yoy fyko-1)
are disjoint; moreover, yko—1 c yl by definition of /y, thus both subsets are contained
in f(Xko--k+1y\ f(yko—1) Combining the three inequalities gives

1

Aot A S xkmk A Flot! = Alott NS ykgek+ 1 Flo+ < AR A S xkos k1A Flo+1 -

If Ao+l > AR+ this implies X0+ As; = A+ As; for i € XKo-k+1 0 X0t hence AFH! > ;
as desired.
The proof of Q1 in Case 3 is entirely similar to that of Q;. We omit it for brevity. O

A.4 Proof of Theorem 2

The egalitarian transfer rule selects by construction ¢(R) in PO*(G, s, d) for all R with
peaks (s, d); thus ¢¢(R) <, :J/;:’ (R) < d; ensures Voluntary Trade. The other proper-
ties are proven in Propositions 3 and 5. Conversely, we fix a rule ¢ that meets the four
properties in the statement of the theorem.

Step 1. 1If the rule ¢ satisfies Pareto optimality, Strategy-proofness, and Voluntary
Trade, then ¢ (R) € PO*(G, s, d) for all R € RSYP with peaks (s, d).

By Proposition 1, this amounts to showing that ¢;(R) > s; is impossible for i €
S4(s,d) and ¢ ;(R) > d; is impossible for j € D (s, d). Say ¢;(R) > s; and choose R} e R
such that s[R] = s; and 0 P; ¢s;(R). Recall from Lemma 4 and the comments immediately
before that ¢ is own-peak-only; in particular, s;(R) = ¢;(R;, R_;). Now 0 P ;(R’, R_;)
contradicts Voluntary Trade. As usual, we omit the similar proof of the other statement.

Step 2. It remains to prove that for all R with peaks (s, d), and any corresponding
partitions S _, D, _, the projections of ¢/(R) on S_ and D_ coincide with that of ¢°.
We focus on S_, omitting the similar argument for D_. By Lemma 5(ii), the projection
of ¢ (R) on S is in Core(S_, v), and this inclusion can be written as the system

x<s onS_ and x7<dyr) foralTCS_ (14)

xs =dp,. (15)

Step 2.1. In this step we assume that in the profile R, all suppliers have identical pref-
erences: R; = Ry for all i, i’ € S (there are no constraints on the preferences of deman-

ders). We use ETE to show that x is precisely the Lorenz dominant allocation X among
those satisfying system (14) and (15).
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CramM 1. Pick an agent 1in S_ such that x; = x*P (so x; = maxg_ x;). Then
X1 Zfl =x*P =%"*P, (16)

As x is Lorenz dominant, we have x*? > x*P, If x;, =x*? forallie S_, then x =%
(because x5 =Xy ) and we are done. Suppose next there is at least one i € S_ such that
x; < x*P. We show that if x; < s;, there exists a coalition S(i) C S_ containing i but not 1,
such that xg;) = df(s(i))- Suppose, to the contrary, xr < dyr) forall T C S_ containing i
butnot 1. A Pigou-Dalton transfer from x; to x; transforms x into x’ such that x} = x; —e¢,
X;=x;+ e and x; = x;. elsewhere. If ¢ is small enough, x’ satisfies (14) and (15), in
contradiction to ETE.

We set §* = .y, <y 5,8 (1). By submodularity of T — dy(r), we have xg« = d(sx). By
construction, for all i € N \ §%, x; is x*P or s;, hence x; > x;; moreover, N \ $* contains 1.
Alternatively, we have

Xgr <dps) =X+ = Tn\§* = XN\s*- (17)
Combining this with x; > X; on N \ $* gives (16).
Cramm 2. Pickagent2in S_, 2+ 1, such that x, = x*(?~1, Then
Xy =%y = x*P~D = xx(p-1) (18)

As X Lorenz dominates x, we have x*? + x*(P=1 > 7P 4 g5(p—1D — p+(p=1) > p(p=1)
If x; = x*(P~D foralli e S_ \ {1}, then x = ¥ and we are done. Suppose now there is at
least one i € S_ \ {1} such that x; < x*(?~D_ If x; < 5; there exists a coalition S(i) C S_
that contains i but not 2, such that xg;) = dy(s(;)); otherwise, we can construct as above
a Pigou-Dalton transfer from 2 to i. Set §* = ;.. - yx(p-1 ,S(0). Then xg« = dys+) by
submodularity of T — dyr). Moreover, for all i in N \ ($* U {1}), x; is x*~D or s;; in
particular, x; > ¥;. Combining this with x; =X; and Xy\s+ > xn\s+ ((17)), we see that x
and X coincide in N \ $*, which contains 2. Property (18) follows.

The inductive argument that establishes x =X is now clear.

Step 2.2. We just proved that ¢ and ¢ coincide on § when all suppliers have the
same preferences. We use another induction argument, introduced in Ching (1994),
to establish this equality for an arbltrary profile R. We use the following notation: for
R,ReRSYP and T C S, (R}, Ris\ryupy) is the profile equal to R in T and to R else-
where.

Fix a profile R where all suppliers have identical preferences, an integer n, 0 <n <
|S| — 1, and consider the subset of preference profiles

ReB(R,n) ¥ forsomeT csS,|T|<n:

Rys\ryup1 = Rics\ryup and s[Ri] > s[R;1if i € S.
We prove by induction on n the following property H* (n): forall R e RS“P and all T c S,

ReB(R,n) = ¢i(R)=y¢(R) forallies.
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Step 2.1 establishes H*(0). Assume now H*(n — 1) is true, and fix R € B(R, n) with
RI(S\T)UD]=R[(S\T)UD] and |T| = n.

We prove first ¢;(R) = ¢¢(R) for i € T. Pick such an agent and set R' = (Rir\;,
ﬁ[(S\T)U{i}UD]) e B(R,n — 1). By the inductive assumption, #;(R") = 4¢(R') = x}; by
Pareto optimality* (i.e., ¢/(R), ¢¢(R) € PO*(G, s, d)) and the definition of B(R, n),

SIR:] > s[Ri]1 > ¢i(R), $¢(R).

If s[R;] > ¢¢(R) > ;(R), Monotonicity implies {(R") > ¢¢(R) and Invariance gives
¥i(R") = ;(R), hence a contradiction. If s[R;] > #;(R) > ¢{(R), we have a similar con-
tradiction from #;(R") > ;(R) (Monotonicity) and ¢¢(R") = ¢{(R) (Invariance).

It remains to check ¢;(R) = {(R) fori € S\ T. This is clear in § \ S_(R), so we check
itfor S_(R)\T. Write S_ =S_(R) and x = ;s_j(R), X = ‘/’fs,](R) asin Step 2.1. Consider
the set

C(R) ={z e R | (2, %i5_7y) satisfies system (14), (15)}.

Clearly x(s_\ 7 is still Lorenz dominant in C(R), hence we can mimic the proof of Step 2.1
to show that ETE and Pareto optimality* imply x =X in S_ \ 7. Indeed, ﬁ[s_\r] consists
of identical preferences; therefore, we can apply ETE to any pair of agents in S_ \ 7.
Moreover, C(R) is defined by the system

z<s onS_\T and zp <¥T')=dpuyrns_)) — Xirns.) forallT"cS_\T
Z§ \T = XS_\T-
Then the proof proceeds exactly as in Step 2.1. We omit the details.
We have proved that H " (|S| — 1) for any choice of R. Now consider an arbitrary pro-
file R and choose i in S and such that s[R;] > s[Ry] for all i’ € §. Choosing for R the pro-

file of preferences ﬁ,-r =R;forall/ € S and ﬁj =R;forall je D,wehave R € B(ﬁ, S| —1)
and the proof is complete. O
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