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I ssues arising in economies with asymmetric information

Abstract: The conceptual difficulties of the Rational Exfaions Equilibrium ( REE)
are pointed out. In particular, it is shown that BREE contacts (trades) need not be
incentive compatible need not be Pareto optimalree®t! not be implementable as a
perfect Bayesian equilibrium of an extensive foramg tree.

A comparison of the REE with the private core ilatiis that the private core results in
trades that are always incentive compatible, aqldmemntable as a perfect Bayesian
equilibrium of an extensive form game. Furthermardike the REE which in general
doesn't exist, the private core does exist oncea@aty and continuity assumptions are
imposed.

The lack of the above properties of the REE, suggeat a new, “proper” REE must be
introduced which results in trades that exist, iacentive compatible and are also
implementable as a perfect Bayesian equilibriuraroéxtensive form game tree. But,
what is the appropriate new REE concept which hasbove properties? How it is
possible to obtain incentive compatible and fulyréto optimal allocations?

Answers are provided to the above questions.



