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1. Introduction 

This paper deals with two-party disputes, in which both parties hold preferences over a set of 
alternatives and attempt to reach an agreement on one of them. If the agents fail in reaching 
an agreement, they fall back to some fixed status quo point. In the remainder, we refer to 
such situations as bargaining problems. In the literature, there exist two significantly different 
approaches to this class of problems: a welfarist and a non-welfarist approach. In the former, 
agents' preferences are represented by utility functions and solutions depend exclusively on the 
set of feasible utility pairs and the status quo (or disagreement) utilities. An advantage of this 
approach lies in its flexibility, since such solutions can be applied to a broad spectrum of choice 
problems. Shapley (1969), however, has shown that the welfarist approach does not allow for 
two-agent bargaining solutions which are both strictly individually rational and ordinal (i.e. 
invariant with respect to monotone transformations of the utility functions). 

In the non-,Yelfarist approach, the solution works directly on the agents' preferences. One 
advantage is that such solutions are, by definition, ordinal. However, existing non-welfarist 
solutions are defined for a specific context only, making them considerably less general than 
bargaining solutions of the welfarist type. In this paper, we attempt to reconcile the flexibility 
of the welfarist approach with ordinality. To this purpose, we present a solution, depending 
solely on the agents' preferences - not on their specific utility representation - which is general 
enough to be applied to a broad class of two-person bargaining problems, such as exchange 
economies, location problems and division problems. 

In contrast to the usual assumption in bargaining, the agents' preferences are assumed to be 
ordinal. This means that preferences are defined on the set of alternatives only, without making 
any assumption regarding the agents' evaluations of lotteries on this set. This implies that the 
set of alternath'es contains all objects which may be relevant in the bargaining problem. In 
particular, if agents' evaluations of lotteries are important for the outcome of the bargaining 
process, then these lotteries should already be incorporated into the set of alternatives. In this 
case, our model allows agents to have preferences over lotteries different from the von-Neumann­
Morgenstern type. 

The solution we present is best illustrated by means of an example. Consider an exchange 
economy with two agents and two perfectly divisible goods. Suppose that the agents have quasi­
concave preferences, which are strictly mono tonic in both goods. Let e be the initial endowment. 
For a given 7' between zero and one, consider the reduced Edgeworth box A(r), in which only a 
fraction l' of the initial endowment can be traded. The solution proposed in this paper selects 
the unique efficient allocation a* in the original exchange economy, for which we can find a 
reduced economy A(7') making each agent indifferent between a* and his best allocation in A(r). 
(See the figure below.) 
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Figure 1.1 

In our general setup, the set of alternatives is an abstract, compact and convex set A. "'le 
consider a family of reduced subsets of alternatives A (1·), which can be viewed as an appropriate 
generalization of the reduced Edgeworth boxes defined above. More precisely, for every l' between 
zero and one, A (1') is a contraction of A around the status quo point, such that A (0) contains 
only the status quo point, A (1) is the entire set A and A (1·) is monotonically increasing in r. 
The solution is then defined in the same way as above: it selects those efficient alternatives a* 

for which some r can be found, such that both agents are indifferent between a* and their best 
choice in A (r) . 

In accordance with the Nash program, we provide an axiomatic characterization of the 
solution and a mechanism which implements it. The mechanism proposed is a simple offer-and­
counter-offer procedure, containing two rounds only. Being a sequential move mechanisms with 
perfect information, its outcomes can be predicted naturally by backward induction. Moreover, 
the mechanism does not contain chance moves. This should be so, since we have no information 
about agents' preferences over lotteries on A. In contrast to similar mechanisms proposed by 
Moulin (1984) and Crawford (1979), the role of first mover is given exogenously to one of the 
players, in this case player 1. Despite this fact, the outcome of the mechanism is anonymous, 
since the same outcome would be obtained if the role of first mover would be given to player 2. 

The two key axioms in the characterization of the solution are blow-up monotonicity and 
weal.: Masl.:in monotonicity. The former states that by contracting the set of alternatives around 
the status quo point no agent should be better off. Or, stated equivalently, blowing up the set 
of alternatives should be beneficial for both agents. This axiom can be interpreted as an equity 
principle: blowing up the set of alternatives, in many examples, increases the opportunities for 
both agents symmetrically, and therefore both agents should benefit from it. In an exchange 
economy, for instance, blowing up the Edgeworth box means allowing the agents to exchange 
a bigger proportion of the initial endowment. The opportunities for both agents are therefore 
increased symmetrically. 

\Yeak Maskin monotonicity states that an alternative, selected by the solution, should remain 
a solution outcome if the agents revise their preferences without changing the ranking of this 
particular alternative. It is a weaker version of Maskin monotonicity (1977), as the latter takes 
into account all preference transformations that do not decrease the ranking of the solution 
outcome. Together with efficiency and a uniqueness property, the above axioms characterize the 
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We define a particular solution 'IjJ in the following way. For every 7' E [0,1]' let 

A(r) = {(1- r)e +ral a EA} 

be a reduced set of alternatives. Geometrically, A(r) can be seen as a contraction of A around 
the status quo point e. Since A is convex we have that A(r) C A. Obviously, A(r) C A(r') 
if r :::; 7", A(O) = {e} and A(1) = A. Note that moving from the set A(r) to the set A(r') 
where 7" > 7', can be interpreted as "blowing up" the set of alternatives, while leaving the shape 
unchanged. For every l' E [0,1]' let bi (7') be a maximal element for agenti in the set A(7').1 

Definition. The solution 'IjJ is the correspondence assigning to every bargaining problem B = 
(A,e,tl,t2) tl1eset 

1/,(B) = {a E AI a efficient and 31' such that a "-'ibi(1') for both i}. 

Hence, in the solution 'ljJ, both agents are indifferent between the solution outcome and their 
best alternative in some reduced set A(7'), where A(7') is the same for both agents. 

2.2. Properties 

First of all, ,ye show that 'If;(B) is always nonempty. Consider, to this purpose, an arbitrary 
utility representationu = (UI, U2) of the preferences and the corresponding set u(A) of feasible 
utility pairs. 

PI 

UI 

Figure 2.1 

Let UI ,U2 be the agents' maximal feasible utilities. Let B = (uI(e),u2(e)) be the status 
quo utilities. Let PI = (UI , U2) E EFF(u(A» and P2 = (Ub U2) E EFF(u(A», where EFF 
denotes the set of efficient alternatives. Since the efficient frontier in u(A) is, by assumption, 
a connected set, it connects P2 with PI through a continuous, strictly decreasing curve. (See 
Figure 2.1). 

ISuch a maximal element exists since A(r) is compact, and agent i's preferences can be represented by a 
continuous utility function. 
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for all agent 1 strategies s~ and 

for all agent 2 strategies s~. The strategy profile s is a subgame perfect equilibrium in r if 
it constitutes a N"ash equilibrium in every subgame of r. An alternative a E A is said to be 
a subgame perfect equilibrium outcome in r if there is a subgame perfect equilibrium s with 
a = a(s). 

The mechanism M is said to implement a solution cp in subgame perfect equilibrium if for 
every pair (~l' ~2) of preference relations, <p (A,e, ~l, ~2) coincides with the set of subgame 
perfect equilibrium outcomes in (M, ~l, ~2). 

Let the pair (A, e), consisting of the set of alternath'es and the status quo point, be given. 
Consider the following mechanism, which we call mechanism 11[*. 

Round 1. Agent 1 chooses a number l' E [O,IJ and proposes an alternative a l in the reduced 
set A(1-). Agent 2 can accept or reject the proposal. 

Round 2. If agent 2 has rejected the proposal, then agent 2 makes a new proposal a2 E A(r). 
The final outcome is a2. STOP 

If agent 2 has accepted the proposal, then agent 2 makes a new proposal a2 which can be 
any alternative in A. Agent 1 can accept or reject agent 2's proposal a2• If he accepts, the final 
outcome is a2 . STOP 

If he rejects, the final outcome is al. STOP 

This mechanism can be seen as some simple version of step-by-step negotiation as proposed 
by Kalai (1977). If agents do not reach an agreement at the second round, they fall back to 
the outcome reached at the first round. Note that the bargaining process in each round is 
very asymmetric: one agent makes a proposal and the other agent may simply accept or reject. 
However, the overall mechanism turns out to be anonymous. 

Theorem 3.1. Let (A, e) be given and let M* be the mechanism described above. Then, M* 
implements the solution 'ljJ in subgame perfect equilibrium. 

A formal proof of this theorem is given in the Appendix. In order to give the reader an 
intuition why the mechanism leads to the solution 'ljJ, we provide a graphical argument here. 
Let (UI,U2) be an arbitrary utility representation of the preferences and let u(A) be the set 
of feasible utility pairs. Let d = (uI(e),u2(e)) be the utilities of the status quo point. Then, 
(u(A), d) represents a "welfarist" bargaining problem, consisting of a set of feasible utilities and 
a disagreement point in this set. 

Let 11I(1') = ul(bl(1')) and u2(r) = u2(b2(1')) for every l' E [0,1]. Consider Figure 3.1, which 
represents the feasible set of utilities and the curve r 1---+ (uI(r), u2(r)). 
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this proposal and choose a final outcome yielding utilities (Ul (1'*), U2 (1'*)) . This outcome will be 
accepted by agent 1. Hence, the outcome of the mechanism coincides with the solution 'I/J. 

4. Axiomatic Characterization 

In this section, we show that the solution 'I/J is characterized by four axioms; efficiency, unique­
ness, blow-up monotonicity and weak Maskin monotonicity. 

Axiom 1. Efficiency (EFF). A solution cp is called efficient if for every bargaining problem 8, 
every a E cp (8) is efficient. 

Axiom 2. Uniqueness (UN). A solution cp is called unique if for every bargaining problem 8, 
e,'erya E cp(8) and every b E A it 11Olds: bE cp(8) if and only if b 'Vi a for both i. 

Uniqueness can thus be decomposed into two parts. First, it states that the solution always 
provides a unique outcome in terms of utilities. Moreover, every alternative which is equivalent, 
for both agents, to a solution outcome, should be a solution outcome itself. There should be no 
distinction, therefore, among alternatives yielding the same utility pairs. 

The follo\\"ing axiom states that blowing up the set of alternatives, without changing the 
shape of it, should be beneficial for both agents. 

Axiom 3. Blow-up monotonicity (BAJON). A solution cp is called blow-up monotonic if for 
every bargaining problem 8, every l' E [0,1], each a E cp(8) and each b E cp{8(1')) we have a ~i b 
for bot11 i. 

Here, 8(1') denotes the bargaining problem induced by the reduced set of alternatives A(1'). 
The axiom, together with uniqueness, is equivalent to saying that the utility curve l' 1---+ 

ui(cp(8{1°))) should be increasing in l' for both agents i, where ui(cp(8(1'))) should be read as the 
unique utility for agent i induced by the alternatives in cp(8(1')). The intuition behind the axiom 
is that, in most examples, blowing up the set of alternatives (i.eo changing from A(r) to A(1") 
where 1" ;::: 1') equally increases the opportunities for both agents. No agent should therefore be 
hurt by such a "fair" transformation. This idea of blowing up the domain is also present in the 
bargaining literature. Kalai (1977), for instance, considers blow-ups of the set of feasible utilities, 
leaving its shape invariant, and calls a bargaining solution homogenous if it is covariant with 
respect to these blow-ups. Also Wiener and Winter (1999) consider monotonically increasing 
sets of feasible utilities. Their motivation is that agents usually follow a gradual process in order 
to reach an agreement. They propose a solution, called the gradual solution, which assigns an 
outcome not only to the big pie, but to any nested pie belonging to some fixed sequence of pies, 
approximating the big one. Our approach is different from Kalai's and Wiener and Winter's, 
since we consider explicitly the underlying set of alternatives. It is important to note that the 
shape of the set of feasible utilities may change when blowing up the set of alternatives. 

The last a.'Idom states that an alternative pertaining to the solution should remain a solution 
outcome if agents revise their preferences without changing the indifference set, upper contour 
set and lower contour set with respect to this alternative. 
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Now, suppose that <.p is a solution satisfying EFF, UN, BMON and WMMON. Vle show that 
<.p = 'l/J. Let B be a bargaining problem and 0.* E <.p(B). By UN of <.p and 'l/J, it suffices to show 
that 0.* E 'IjJ(B). Let RI = {r E [0,1]1 0.* "'1 bl(r)}. By BMON and the fact that A(O) = {el, 
we have that 0.* tl bl (0) = e. Then, by using a simple continuity argument, it is easily seen 
that RI is a non-empty, closed interval. By assumption, 0.* is efficient. Hence, in order to prove 
that 0.* E 'l/J(B), it remains to show that 0.* "'2 b2(1') for some r E RI. Suppose not. Then, by a 
continuity argument, either 0.* >-2 b2(r) for all r E R1 or 0.* -<2 b2 (1') for all r E R1. 

Case 1. Let 0.* >-2 b2(1') for all r E RI. Let 1'* be the maximal element in RI. Suppose that 
1'* = 1. Since, by assumption, 0.* >-2 b2(1'*), it would follow that 0.* >-2 b2(1). However, this is not 
possible since b2(1) is agent 2's best alternative in A. So, we must have 1'* < 1. By construction, 
0.* -<1 bl (1') for all l' > r*. Since 0.* >-2 b2(1'*), we can find some f > 1'* with 0.* -<1 blU,;) and 
0.* >-2 b2(fl Now, choose preferences t~having a continuous utility representation, such that for 
all bE A 

[0.* t2 b {:} 0.* t~ b] and [a* ~2 b {:} 0.* ~~ b] 

and moreover 

a "'~ b for all a, bE A(1"';). 

Such preferences can be found since a* >-2 b for all b E A(1"';). Let B' = (A, e, tl, t~) be the 
bargaining problem where agent 2's preferences are substituted by the ones above. Since in 
B', agent 2 is indifferent between all alternatives in ACn, it is clear that every efficient point 
in A(n, "'ith respect to tl, t~, must be equivalent, for agent 1, to b1(1"';). By EFF, we know 
that cp(B'(1"';)) chooses only efficient alternatives in A(1";), so for every a E cp(B'(1";)), we have that 
a /'VI b1(il By BMON of <p, it follows that, for every a E <p(B'), a tl bl(il Since Band B' 
satisfy the conditions stated in the definition of WIHvlO)J, we know, by \VMMON of <.p, that 
0.* E cp(B'). However, this implies that 0.* t1 bl(r), which is a contradiction to the assumption 
above, that a* -<1 bl(il Hence, Case 1 is not possible. 

Case 2. Let a* -<2 b2(r) for all r E R1. Let R2 = {r E [0,1]1 a* "'2 b2(1'))}. Then, by 
construction,a* >-1 bl(r) for all r E R2. This case leads to a contradiction in the same manner 
as Case 1. One simply has to exchange the roles of agent 1 and 2. 

Hence, we may conclude that there must be some rE RI with 0.* "'2 b2(r). Hence, 0.* /'Vi bi (1') 
for both i and 0.* is efficient. This means that a* E 'l/J(B). By UN of cp and 'l/J, it follows that 
cp(B) = 'l/J(B) .• 

5. Examples 

5.1. Pure exchange economy 

Consider a pure exchange economy with two agents and two goods. Let e1 = (1,0) and e2 = (0,1) 
be the initial endowments of agents 1 and 2 respectively. Let e = (el, e2) be the status quo point. 
The space of alternatives is A = {«Xl,X2) , (Y1,Y2)) E R~21 Xl + Yl = X2 + Y2 = 1}. For every 
1" E [0,1]' the reduced Edgeworth box A(r) is equal to 

A(r) - {(1- r)e + ml a E A} 

= {«X1,X2), (Yl,Y2)) E AI Xl E [1- r, 1J ,X2 E [O,r]}. 
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Figure 5.2 

The indifference curve for agent i passing through bi (I') contains exactly the points that have 
the same distance with respect to the peak as bi (1·). Since the solution is efficient, it selects 
the unique l' for which the intersection point between these indifference curves hits the line 
connecting the two peaks. The agreed upon location is exactly this intersection point. Figure 
5.2 illustrates the solution, denoted by the point s. 

The solution for this location problem can be computed as fo11o\\·s. Let the solution be the 
location s = Aa + (1 - A)b, where A E [0,1]. It remains to compute >.. From the picture, it can 
be seen that 

Since 

d(a,b1(T)) d(a,s) = (1- >.)d(a, b), 

d(b, b2(T)) = d(b, s) = >.d(a, b) and 

d(e, b1(1')) = d(e, b2(1')) = 1·R. 

d( a, b1 (1')) + d( e, b1 (1')) = d( a, e) and 

d(b,b2(1')) +d(e,b2(1')) = d(b,e) 

\ve obtain A by solving the system: 

(1 - >.)d (a, b) + 7'R = d (a, e) 

>.d(a,b)+1'R = d(b,e). 

The unique solution of the system is equal to 

1'* = d(a, e) + d(b, e) - d (a, b) A* = ~ ~ d (b,e) - d(a,e) 
2R '2 + 2 d (a, b) 

Note that the facility is located exactly in the middle between the two peaks if they are 
equally distant from the status quo point. If agent i's peak is closer to the status quo point than 
the other agent's peak, the facility will be located nearer to agent i's peak. 
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For every l' ::; 1 ,ye have that h (r) = (lr, ~r) ,w (r) = (~r, ir) and the corresponding utilities 

are given by uh (1') = #,1' and Uw (r) = ~r, The solution, in terms of utilities, corresponds 

with the intersection point between the curve r ~ (Uh (1') , Uw (r)) and the curve of utility pairs 
induced by b + s = 1. Therefore, the solution (b*, s*) and the selected r* are obtained by solving 
the system 

1 2 3{4 3 1 4{27 
b'3s'3 = V 7jjr, b4S4 = V '256r and b + s = 1. 

The solution is (b*, s*) = (0.544,0.456) and 1'* = 0.914. 

6. Relation with the Kalai-Rosenthal Solution 

In this section, ,ye show that, for "regular" bargaining problems, the solution 'ljJ has a close 
connection to the Kalai-Rosenthal solution (Kalai and Rosenthal, 1978). A bargaining problem 
6 = (A, e, ~l, ~2) is called regular if for every 0 ::; l' < 1" ::; 1 we have that bier) -<i bi(1") 
for both i. Hence, blowing up the set of alternatives strictly increases the utility of the best 
alternatiye for both agents. For instance, a pure exchange economy with strictly monotonic 
preferences and interior initial endowment is always regular. 

Consider a bargaining problem 6 = (A, e, ~l, ~2) and a utility representation U = (UI, U2) 
of the preferences. Let S = {(uI(a),u2(a))) a E A} be the set of feasible utilities and d = 
(111(e),1L2(e)) the utility pair corresponding to the status quo point. Then, (S,d) represents a 
"welfarist" bargaining problem. 

For every 1" let 6(1') be the restriction of the bargaining problem 6 to A(r) and (S(1'),d) the 
induced welfarist bargaining problem. Here, we use the same utility representation u, irrespective 
of 1'. Note that e E A(1') and therefore dE S(r) for all 1'. 

\Ve will shmy that for any regular bargaining problem 6, there is a utility representation U 

of the preferences such that for every 1', the solution 'ljJ applied to 6(r) coincides with the Kalai­
Rosenthal solution of the induced welfarist bargaining problem (S(r),d). Hence, in particular, 
'ljJ applied to the 'large' problem 6 corresponds with the Kalai-Rosenthal solution of the induced 
welfarist problem (S,d). The solution 'ljJ can therefore be viewed as an ordinal extension of the 
Kalai-Rosenthal solution. 

The Kalai-Rosenthal solution is defined as follows. Let (S, d) be a welfarist bargaining 
problem with d = (dl ,d2). Let S be such that the efficient frontier in S is a strictly decreasing 
curve, connecting agent 2's best point with agent 1's best point, Let U1 and U2 be the maximal 
utilities for both agents in S. The Kalai-Rosenthal solution (KR) of (S, d) is the unique efficient 
point (UI, U2) E S for which 

UI - dl UI - d l ---"--"::' = ~-...:. 
U2 - d2 U2 - d2 . 

Hence, the Kalai-Rosenthal solution is the intersection point between the line connecting d with 
the utopia point (UI , U2) , and the efficient frontier of S. 
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Consider a pure exchange economy with two agents and m perfectly divisible goods. Assume 
that the aggregate endowment of each good is normalized to 1 and that the initial endowment 
(el,e2) divides the total endowment equally among the agents; i.e. el = e2 = ~1, where 1 
denotes the individual bundle containing one unit of each good. Suppose that both agents have 
continuous preferences which are strictly monotonic in each good. 

The solution 'ljJ selects an efficient allocation (al,a2) and (implicitly) an r* E [0,1] such that 
each agent i is indifferent between ai and his best allocation in the reduced economy A(r*). Now, 
agent i's best choice from A(r*) is the bundle ei + 1·*(1-ei) = (r* + 1)~1. Hence, both agents 
are indifferent between the proposed allocation and the egalitarian reference bundle (1 + 1'*H 1. 
Since the solution 'ljJ is efficient, the selected allocation is a Pare to efficient egalitarian equivalent 
allocation (PEEEA). The reference bundle, moreover, is a multiple of the equal division bundle 
~1, which ensures that the allocation is envy-free (see Pazner and Schmeidler, 1978)." The 
following lemma is obtained. 

Lemma 7.1. Let E be a two-agent exc11ange economy with aggregate endowment 1, equal 
initial endowments for both agents and continuous, strictly monotonic preferences. Let a be the 
allocation selected by the solution 'ljJ, and let 1'* be such that both agents are indifferent between 
a and their best c1lOice in A(r*). Tllen, a is an envy-free PEEEA allocation with egalitarian 
reference bundle (1'* + 1 H 1. 

Crawford (1979) proposed a divide-and-choose mechanism which generates PEEEA in pure 
exchange economies. In view of the lemma above, the mechanism presented in this paper 
provides an alternative procedure to generate PEEEA. Applied to the special environment of 
an exchange economy with equal initial endowments, our mechanism works as follows. In the 
first round, agent 1 chooses an rE [0,1] and selects an allocation in the reduced economy A(r), 
where only a fraction r of the initial endowment can be traded. On the equilibrium path, agent 
1 will choose his best bundle in A(r), which is el + r(l-ed = (1 + r)!l, leaving the bundle 
(1- rH1 to agent 2. If agent 2 rejects this proposal, he can take his best bundle in A(r), which 
is (1 + 1')~1. If he accepts, agent 2 will choose his optimal allocation in the whole economy A, 
su b j ect to the restriction that agent 1 should not be worse off than in (1 + r) ~ 1, since otherwise, 
he will reject. Hence, once r is chosen by agent 1, agent 2 has the choice between the reference 
bundle (1 +1')!1 and his best bundle in A, given that agent 1 should not be worse off than with 
(1 + 1'Hl. 

In order to compare our mechanism with the Crawford procedure, we briefly describe the 
latter for the case of two agents. Crawford's divide-and-choose mechanism starts with an auction, 
in which both agents simultaneously bid some scalar multiple A of the egalitarian bundle ~1.5 
The agent with the highest bid, say A*, has to privilege to be divider; the other player is assigned 
chooser. The divider proposes some allocation a and the chooser can choose between a and the 

4 In fact, Pazner and Schmeidler show that choosing the reference bundle equal to a multiple of the equal division 
bundle is the only way to generate envy-free PEEEA in all two-person economies with convex preferences. Pazner 
and Schmeidler use the term fair allocations instead of envy-free allocations. 

5In the general version of the divide-and-choose mechanism, agents bid a multiple of some numeraire bundle 
x. \Ve choose x = ~1, since this corresponds to the mechanism that generates envy-free PEEEA. 
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In this paper we argue, however, that there is a meaningful way to extend the notion of 
egalitarian equh'alence to a more general class of bargaining situations. Suppose that the agents 
have agreed on an alternative a E A. One can not directly adopt the egalitarian equivalence 
principle for exchange economies, and say that a should be equivalent, for both agents, to some 
"fair" alternative b, which mayor may not be feasible in A. The notion of a "fair" alternative 
is meaningless in this general context. 

A possible solution to this problem is by saying that agents are not indifferent between a 
and some other (hypothetical) outcome, but are indifferent between a and some "fair" subset 
of alternatives F. By this, we mean that each agent should be indifferent between the solution 
outcome and his best alternative in the subset F. Important is that every agent can choose from 
the same, "fair" subset F. 

Defining "fair" subsets of alternatives in an abstract context is a problematic matter. Rather 
than exploring all possibilities, we have proposed a special family of subsets A(7'), namely those 
that are obtained by contracting the set A around the status quo point. In many examples, these 
reduced sets prove to give equal opportunities to both agents and can therefore be regarded as 
fair. 

2. Extensions of the solution. 
The properties of the solution, as well as its implementation by the mechanism and the 

axiomatic characterization, do not really depend on the specific choice of the reduced sets of 
alternatives A(1·). One could define a similar solution by choosing some other family of reduced 
sets A( 1'), with the property that A( 7') is continuously, monotonically increasing with respect to 
r, the set A(O) is equal to {e} and A(l) is equal to A. In this way, we actually obtain a class 
of bargaining solutions (one for each family of reduced sets) having the same properties as the 
solution presented in this paper. The same mechanism (up to the definition of A(r)) can be used 
to implement the solution, and the axiomatic characterization would be identical for all of them, 
after adapting the blow up monotonicity axiom to the new notion of A(r). In many economic 
examples, hO\\'ever, the particular choice of the reduced sets used for the solution 'l/J seems a 
natural one, as the reduced problems turn out to have the same characteristics as the original 
problem. This does by no means exclude the possibility that in some bargaining environments, 
another choice of reduced sets of alternatives may be plausible. 

A natural question is how the solution could be extended to the case of more than two 
agents. The answer to this question seems far from trivial, and is one of the objects of our 
present research. 

9. Appendix 

Proof of Theorem 3.1. Let (A, e) be given, let 0:1,1:2) be a pair of preference relations 
on A and let '11 = ('111,'112) be an arbitrary utility representation of (1:1,!:2)' We consider the 
bargaining problem B = (A, e, tl, 1:2). In order to reduce notation, we work in the feasible 
utility space induced by '11. We adopt the following conventions: 

By S = {(ul(a),'112(a))1 a E A} we denote the set of feasible utilities. A pair of utilities is 
typically denoted by (x, y), where x is agent l's utility and y is agent 2's utility. If we write, 
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Case 2. If xl 2: X(Y). If agent 2 accepts, we know from round 2 that the final outcome will 
be (Xl, Y(XI )). If agent 2 rejects, the final outcome is (x, Y(1')) E S(1'). 

Case 2.1. If Y (xl) > Y (1'). Then, agent 2 will accept xl and the final outcome is (xl, Y (xl)). 
Case 2.2. If Y(xl) < Y(1'). Then, agent 2 will reject xl and the final outcome is some 

(x, Y(1')) E S(1'). 

Claim 2. Let l' E [O,lJ be such that Y(X(1')) > Y(1'). Then, agent 1 can guarantee X(1') in 
a subgame perfect equilibrium. 

Proof of claim 2. Let l' be such that Y(X(1')) > Y(1'). Let agent 1 choose l' and (xl,yl) = 
(X(1'), y) E S(1') at round 1. 

Case 1. If X(1') < X(Y). Then, we know from case 1 at round 1 that the final outcome will 
be (X(Y), Y). Since X(Y) > X(1'), agent 1 gets more than X(1'). 

Case 2. If X(T) 2: X(Y). Since Y(X(1')) > Y(1'), it follows from case 2.1 of round 1 that 
agent 2 ,,,ill accept the proposal and the final outcome will be (X(1'), Y(X(1')). 

So, in both cases agent 1 gets at least X(1'), which completes the proof of claim 1. 

Claim 3. Agent 1 can never get more than X(r*) in any subgame perfect equilibrium. 
Pmof of claim 3. Consider any subgame perfect equilibrium in which agent 1 chooses l' and 

(xl, yl) E S(1') at round 1. 
Case 1. If Xl < X(Y). Then, the final outcome will be (X(Y), Y). Since (X(1'*), Y(1'*)) is 

efficient, we have that X(1'*) 2: X(Y). So, agent 1 gets X(Y) :S X(1'*). 
Case 2. If xl 2: X(Y). 
Case 2.1. Agent 2 accepts (xl, yl ). Then, the final outcome is (xl, Y (xl)). Suppose that 

Xl > X(T*). By assumption on the preferences, the efficient frontier in S connects agent 2's 
best point with agent l's best point through a strictly decreasing curve. Or, equivalently, the 
function Y(x) is strictly decreasing for x 2: X(Y). Since xl > X(r*), we have that Y(xl ) < 
Y(X(1'*)) = Y(1'*). Since agent 2 can always guarantee Y(1') by rejecting agent l's proposal, 
it must hold that Y(xl ) 2: Y(1'). So, we have that Y(1') :S Y(xl) < Y(1'*), implying that 
l' < 1'*. Since (xl, yl) E S(1'), it holds that xl :S X(1'). Using the fact that l' < 1'*, we have 
xl :S X{1') :S X{1'*), which is a contradiction to the assumption that xl > X(1'*). Hence, we 
may conclude that xl ~ X(1'*). 

Case 2.2. Agent 2 rejects (xl,yl). Then, agent 2 chooses (x, Y(1')) E S(1') and this is the 
final outcome. 

Case 2.2.1. If l' :S 1'*. Then, x :S X(1') :S X(1'*). 
Case 2.2.2. If l' > 1'*. Then, Y(1') ~ Y(1'*) and x:S X(Y(1')) :S X(Y(1'*)) = X(1'*). 
So, in all the cases above, agent 1 gets less than X(T*), which completes the proof of our 

claim. 

Since by Claim 1, 1'* = max{1' E [0,1]1 Y(X(1')) ~ Y(1')}, claims 2 and 3 imply that in any 
subgame perfect equilibrium, agent 1 should obtain exactly X(1'*). 

Claim 4. In any subgame perfect equilibrium, agent 2 should get exactly Y(1'*). 

21 



[6] Maskin, E. (1977). Nash Equilibrium and Welfare Optimality. M.LT., mimeo. 

[7] Moore, J. (1992). Implementation in Environments with Complete Information. In: Ad­
vances in Economic Theory: The Proceedings of the Congress of the Econometric Society, 
Ed. by J.-J. Laffont, Cambridge University Press, 182-282. 

[8] Moore, J. and R. Repullo (1988). Subgame Perfect Implementation. Econometrica 56, 1191-
1220. 

[9] Moulin, H. (1984). Implementing the Kalai-Smorodinsky Bargaining Solution. Journal of 
Economic Theory 33, 32-45. 

[10] Pazner, E. and D. Schmeidler (1974). A Difficulty in the Concept of Fairness. Review of 
Economic Studies 41, 441-443. 

[11] Pazner, E. and D. Schmeidler (1978). Egalitarian Equivalent Allocations: A New Concept 
of Economic Equity. Quartely Journal of Economics 92(4), 671-687. 

[12J Sen, A.K. (1970). Collective Choice and Social Welfare. San Fransisco: Holden-Day, Inc. 
Chapter 9. 

[13J Shapley, 1.S. (1969). Utility Comparison and the Theory of Games. In. G.Th. Guilbaud 
(ed.), La Decision. Editions du CNRS, Paris. 

[14] Wiener, Z. and E. \Vinter (1999). Gradual Bargaining. Manuscript. 

23 



WORKING PAPERS 2000 

Business Economics Series 

00-01 (01) 

00-02 (02) 

00-03 (03) 

00-04 (04) 

00-05 (05) 

Alejandro Balbas and Ma Jose Mufioz 
"Measuring Arbitrage Profits in Imperfect Markets" 

Juan A. Lafuente 
"Intraday Return and Volatility Relationships Between the Ibex 35 Stock Index and 
Stock Index Futures Markets" 

Ashish Arora, Andrea Fosfuri and Alfonso Gambardella 
"Markets for Technology and Their Implications for Corporate Strategy" 

Jaime Bonache Perez and Jose Pia Barber 
"When are International Managers a Cost Effective Solution? An Exploratory Study 
in a Sample of Spanish MNCs" 

Juan Angel Lafuente 
"Optimal Hedging Under Departures from the Cost-of-Carry Valuation: Evidence 
from the Spanish Stock Index Futures Markets" 

Economics Series 

00-06 (0 I) 

00-15 (02) 

00-17 (03) 

00-18 (04) 

00-19 (05) 

00-20 (06) 

00-21 (07) 

00-22 (08) 

Alfonso Alba Ramirez and Maria Tugores 
"Training and Transitions out of Employment in Spain" 

Alfonso Alba, Gema Alvarez and Raquel Carrasco 
"The Effect of Female Participation on Fertility in Spain: How does it Change as the 
Bi11h Comes Closer?" 

Andrei M. Gomberg, Francisco Marhuenda and Ignacio Ortufio-Ortin 
"Equilibrium in a Model of Endogeneous Political Party Formation" 

Francisco Marhuenda and Felipe Perez Marti 
"On Altruism, Efficiency and Public Goods" 

Francisco Marhuenda 
"Behavioral Heterogeneity Revisited: Further Examples" 

Mikel Perez-Nievas 
"Interim Efficient Allocation Mechanisms" 

Mikel Perez-Nievas 
"Interim Efficient Mechanisms for Public Decision Making 111 a Discrete 
Framework" 

Antonio Nicolo and Andres Perea 
"A Non-Welfarist Solution for Two-Person Bargaining Situations" 



00-04 (02) 

00-05 (03) 

Juan Carmona 
"Informaei6n y eredito en el eampo espafiol entre 1850 y 1930. (,Por que los baneos 
rurales y las eooperativas no eonsiguieron extirpar la pnietica de la usura?" 

Fernando Carlos Ramos Palencia 
"El eonsumo familiar de bienes duraderos y semiduraderos en la Castilla Pre­
industrial: Paleneia, 1750-1850" 



Economics Series 

99-02 (01) 

99-04 (02) 

99-05 (03) 

99-08 (04) 

99-09 (05) 

99-11 (06) 

99-13 (07) 

99-14 (08) 

99-16 (09) 

99-20 (10) 

99-21 (11) 

99-22 (12) 

99-25 (I3) 

99-32 (14) 

99-34(15) 

99-36(16) 

99-43 (17) 

99-44 (18) 

99-51(19) 

99-55 (20) 

Carmen Arguedas 
"Enviromental standards and costly monitoring" 

Maite Martinez-Granado 
"Testing Labour Supply and Hours Constraints" 

Rafael Salas 
"Multilevel Interterritorial Convergence and Additive Multidimensional Inequality Decomposition" 

Ricardo Mora 
"Third-Generation Mexican American Workers in the South-West: A Case of Wage DiscriminationT 

Ricardo Mora 
"Wage Inequality and Structural Change" 

Ezra Einy, Diego Moreno and Benyamin Shitovitz 
'"The bargaining set of a large economy with differential information" 

Antonio Romero-Medina and Jose Alcalde 
"Simple mechanisms to implement the core of college admisions problems" 

Antonio Romero-Medina and Jose A\calde 
"Sequential decisions in the college admisions problem" 

Ezra Einy, Diego Moreno and Benyamin Shitovitz 
"Fine value allocations in large exchange economies with differential information" 

Klaus Desmet 
.. /\ Perfect Foresight Model of Regional Development and Skill Specialization" 

Klaus Desmet 
"A Simple Dynamic Model of Uneven Development and Overtaking" 

Oscar Bajo and Rafael Salas 
"Inequality Foundations of Concentration Measures: An Application to the Hannah-Kay Indices" 

M. Angeles de Frutos and Lambros Pechlivanos 
"Second-Price Common-Value Auctions under Multidimensional Uncertainty" 

Diego Moreno and John Wooders 
"Prices, Delay, and the Dynamics of Trade" 

.Juan Delgado and Diego Moreno 
"Coalition-proof Supply Function Equilibria in Oligopoly" 

Michele Boldrin and Ana Montes 
"Intergenerational Transfer Institutions: Public Education and Public Pensions" 

Andres Perea, Mathijs Jansen and Dries Vermeulen 
"Player Splitting in Extensive Form Games" 

Andres Perea and Jeroen Swinkels 
"Selling Information in Extensive Form Games" 

Albert Burgos 
"Learning to deal with risk: What does reinforcement learning tell us about risk attitudes?"' 

M. Boldrin, 1.1. Dolado, .JF. Jimeno and F. Peracchi 
'"The Future of Pension Systems in Europe: A Reappraisal" 



99-23 (05) 

99-24 (06) 

99-27 (07) 

99-29 (08) 

99-31 (09) 

99-37 (10) 

99-38 (11) 

99-42 (12) 

99-45 ( 13) 

99-4g (14) 

99-49(15) 

99-50(16) 

99-52 (17) 

99-53(18) 

99-54 (19) 

99-58 (20) 

99-60 (21) 

99-65 (22) 

99-68 (23) 

99-69 (24) 

Waiter Kramer and Francesc Mannol 
"01s-Based Asymptotic Inference in Linear Regression Models With Trending Regressors and Ar(p)­
Disturbances" 

Waiter Kramer and Francesc Marmol 
"The Power of Residual-Based Tests for Co integration When Residuals Are Fractionally Integrated" 

Victor Aguirregabiria (University of Chicago) and Cesar Alonso Borrego (Universidad Carlos III de 
Madrid) 
"Labour Contracts and Flexibility: Evidence from a Labor Market Reform in Spain" 

Juan J. Dolado, Jesus Gonzalo and Laura Mayoral 
"A Fractional Dickey-Fuller Test" 

Lorenzo Pascual, Juan Romo and Esther Ruiz 
"Effects of Parameter Estimation on Prediction Densities: A Bootstrap Approach" 

Miguel A. Delgado and Jose M. Vidal 
"On Universal Unbiasedness of Delta Estimators" 

Miguel A. Delgado and Javier Hidalgo 
"Bootstrap goodness-of-fit tests for F ARIMA models" 

Antonio J. Conejo, F. Javier Nogales and Francisco .T. Prieto 
"A New Decomposition Method Applied to Optimization Problems Arising in Power Systems: Local 
and Global Behaviour" 

Miguei A. Delgado y .lose M. Vidal 
"U lobal rates of convergence for the bias of singular integral estimators and their shifted versions" 

.IeSLIS Gonzalo and Raquel Montesinos 
"Stochastic Threshold Unit Root Models" 

Regina Kaiser and Agustin Maravall 
"Seasonal Outiiers in Time Series" 

.IeSLIS Gonzalo and Tae-Hwy Lee 
"Permanent and Transitory Components of GDP and Stock Prices: Further Analysis" 

Politis, D.N., Romano, l.P., and Wolf, M. 
"On the Asymptotic Theory of Subsampling" 

Politis, D.N., Romano, J.P., and Wolf, M. 
"Subsampling, symmetrization. and robust interpolation" 

Miguel A. Delgado, Jose C. Farinas y Sonia Ruano 
"Firm's productivity and the export market: a nonparametric approach" 

Juan Jose Dolado, Jesus Gonzalo and Frances Marmol 
hA Primer on Co integration" 

Sonia Hernandez and Victor J. Yohai 
"Locally and globally robust estimators in regression" 

Francesc Marmo I 
"HO\\ Spurious Features Arise in Case of Co integration" 

Juan .lose Dolado and Francesc Marmol 
"Asymptotic Inference for Nonstationary Fractionally Integrated Processes" 

Miguel Angel Delgado and Inmaculada Fiteni 
"Bootstrap test for parameter instability" 



Series de Economia de la Empresa 

99-04 (0 I) 

99-05 (02) 

99-08 (03) 

99-09 (04) 

99-14(05) 

99-16 (06) 

99-IS (07) 

99-19 (OS) 

Maria Jose Alvarez Oil, Jeronimo de Burgos Jimenez y Jose Joaquin cespedes Lorente 
"i,Hay hoteles verdes en Espana? Un amilisis exploratorio" 

Ignacio Hernando y Josep A. Tribo 
"Relacion entre contratos laborales y financieros: Un estudio tcorico y empirico para el caso espanol" 

Carlos Larrinaga 
"El Estado de Valor Anadido y la Naturaleza Social de la Contabilidad" 

Carlos Larrinaga 
"Perspectivas Alternativas de Investigacion en Contabilidad: Una revision" 

Ma Jose Alvarez Oil, leronimo de Burgos Jimenez y Jose Joaquin Cespedes Lorente 
"Estrategia medioambiental, contexto organizativo y rendimiento: Los establecimientos hoteleros 
espanoles" 

Ma .lose Alvarez Oil, Fernando Outierrez y Domi Romero 
"Prioridades competitivas y sistemas de infonnacion en la empresa manufacturera espanola del siglo 
XVIII: amilisis de un caso" 

Clara Cardone y Leonardo Cazorla 
"Estrategias de entrada de la banca espanola en America Latina: Analisis teorico y Empirico" 

Maria .Jesus Nieto y .Iosep A. Trib6 
"Determinantcs de la emisi6n de deuda negociable en las empresas espanolas" 

Series de Estadistica y Econometria 

99-15 (01) Felipe Miguel Aparicio Acosta 
"La Ensenanza de Estadistica en Ingenieria de Telecomunicaciones" 

Series de Historia Econ6mica e Instituciones 

99-01 (01) 

99-06 (02) 

99-07 (03) 

99-13 (04) 

Xavier Cuadras-Morato, Angel S. Fernandez Castro y Joan R. Roses 
"La intluencia de la productividad en la consolidacion de 105 grupos regionales dc la banca privada 
espaii.ola,1900-1914" 

Pedro Fraile 
"El pesimismo economico en la Espana contemporanea" 

Pedro Fraile 
"Nacionalismo y corporativismo en la Economia de la Espana contemporanea" 

.James Simpson y Juan Carmona 
"(.Son los contratos agrarios un factor determinante del crecill1iento econoll1ico? El ejell1plo de la 
aparceria en 105 siglos XIX-XX" 


