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Abstract
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uations, we characterize the set of possible outcomes that can arise in a Bayesian
equilibrium for some information structure. In particular, we characterize maximum
and minimum revenue across all information structures when bidders may not know
their own values, and maximum revenue when they do know their values. Revenue is
maximized when buyers know who has the highest valuation, but the highest valuation
buyer has partial information about others’ values. Revenue is minimized when buyers
are uncertain about whether they will win or lose and incentive constraints are binding
for all upward bid deviations.

We provide further analytic results on possible welfare outcomes and report com-
putational methods which work when we do not have analytic solutions. Many of our
results generalize to asymmetric value distributions. We apply these results to study
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1 Introduction

The first price auction is an important institution used in a wide variety of settings. Its
theoretical properties have been extensively studied for the last fifty years; it is a leading
example in the expanding theoretical and empirical literature on auctions. Yet it may be
argued that its properties are not well-understood outside of relatively special cases. Under
complete information, the auction reduces to the straightforward problem of Bertrand com-
petition. Under incomplete information, most work on private value first price auctions is
carried out under the assumption of independent private values.! While the independence
assumption is strong, a far more serious limitation of this environment is that bidders know
nothing about others’ valuations. In first price auctions, unlike in second price auctions, bid-
ders’ information about others’ values is of first order strategic importance. Existing work
with private values but neither complete nor no information about others’ values—discussed
further below—only deals with special cases. Results with interdependent values also rely
on the assumption of one dimensional types, which means that there is a one-to-one map
between buyers’ information about their own values and their information about others’
values. Significant further restrictions are also required on the nature of the correlation.?

In this paper, we derive results about equilibria that hold across all common prior in-
formation structures. Our results cover two cases. In the known wvalues case, bidders are
assumed to know their own values for the object being auctioned. We study what can happen
for all information structures specifying bidders’ information about other bidders’ values, for
any given joint prior distribution of values. This model thus generalizes the classical analysis
of private value auctions.® In the unknown values case, we allow for the possibility that bid-
ders do not necessarily know their own values. Unknown values therefore embeds all possible
interdependent values environments, e.g., the case of pure common values. For each scenario,
our analytic results focus on the welfare outcomes of revenue and the bidders’ surpluses. We
identify the information structures and Bayesian equilibria that generate extreme points of
the set of possible surplus and revenue pairs. We also use computational methods to explore
features of the model for which analytical results are unavailable.

It is useful start with a classical example, which we shall return to throughout the paper
to illustrate our results. Suppose that there are two bidders in a first price auction, with

values independently and uniformly distributed between 0 and 1. Figure 1 describes the set

1See Kaplan and Zamir (2014) for a review of recent developments in the theory of first price auctions.

2The classic analysis of Milgrom and Weber (1982) relies on a strong affiliation restriction.

3Throughout, we will use the term private values to denote an information structure in which each bidder
receives a signal which is equal to their own value. Bidders therefore form beliefs about others’ values (and
hence others’ signals) through Bayesian updating from the prior. In contrast, a known values model may
involve the bidders obtaining additional signals about others’ values and beliefs.
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Figure 1: The set of revenue/total bidder surplus pairs that can arise in a BCE. Computed
for uniform distribution with grids of 10 valuations and 50 bids between 0 and 1. The axes
have been re-scaled to match moments with the continuum limit; for the discretized example,
the efficient surplus and minimum surplus are respectively 41/60 and 19/60, as opposed to
their limit values of 2/3 and 1/3.

of pairs of expected revenue and expected total bidder surplus that can arise in this setting.
Feasibility alone will always impose some elementary restrictions. The sum of revenue and
bidder surplus cannot be driven above the expectation of the highest value—2/3 in the
example. Since the first price auction without reserve price always allocates the object to
some bidder, the sum of revenue and bidder surplus cannot fall below the expected lowest
valuation—1/3 in this example. Also, it is not feasible for revenue to fall below zero, and
individual rationality of bidders implies that bidder surplus cannot fall below zero as well.
Thus, the green trapezoid represents restrictions on revenue and bidder surplus that are
implied by feasibility and participation alone. Now, under either complete information or
under independent private values, in which bidders know their own value but not the other
bidder’s value, revenue equals the expectation of the lower value (1/3), while expected bidder
surplus is the difference between the efficient surplus (2/3) and revenue (1/3). This outcome
is represented as point A in Figure 1. Also shown in Figure 1 are the sets of surplus-revenue
pairs that can arise in equilibrium for any information structure, with the larger blue region
corresponding to the unknown values case and the smaller red region corresponding to the

known values case. Note that while we use this leading example to motivate our results,



our results apply to the case with many bidders with general and arbitrarily correlated
distributions of values.

We will start by giving some intuition for how revenue could be increased (and bidder
surplus decreased) while remaining on the efficiency frontier, so that we move to the north-
west from point A in Figure 1. Suppose that in the uniform example each bidder learns if
they have the high or the low value. In addition, if the low value was relatively close to
the high value (in particular, greater than one half of the high value), then the high value
bidder learns the low value precisely. But if the low value is low relative to the high value
(in particular, less than half of the high value), then the high value bidder only learns that
the low value is less than half his value. In the equilibrium we construct for this information
structure, the low value bidder will always lose and any bid that is weakly less than the
value is optimal, regardless of what else he knows about the high value. If the high value
bidder knows the low value, she will—as in the complete information case—bid the low value,
which is supported by the low type’s randomizing close to his value. If the high type does
not know the low value, her belief will be that it is uniformly distributed between 0 and
half her (high) value v, and the low type will be bidding his value. But the high type’s best
response in this case is to bid v/2: (i) bidding v/2 will give probability 1 of winning, so there
is no incentive to bid higher; (ii) bidding b < v/2 will give a probability of winning of 2b/v
and thus expected surplus (v — b) 2b/v, which is maximized by setting b = v/2. One can
verify that this gives rise to point B in Figure 1, where revenue is 5/12 and bidder surplus is
1/4.* An intuition from this example is that giving bidders information about their rank and
giving the highest value bidder only partial information about lower values increases revenue
and reduces bidder surplus by inducing bidders to always bid more than under complete
information while maintaining efficiency.

Our first main result is a characterization of the maximal revenue in the known values
scenario. To establish this result, we first note an easy lower bound on bidder surplus. It
is always an option for a bidder to choose his bid as a function of his value alone and not
condition on his information about other bidders’ values. Even if the bidder is as pessimistic
as possible about others’ strategies—believing that other bidders will all bid their values—
such a bidder can guarantee himself a certain expected surplus as a function of his value.
Now, an ex-ante lower bound on that bidder’s surplus is the expectation of that value
dependent minimum surplus.®> Moreover, an upper bound on revenue is the efficient surplus
minus the sum of all bidders’ surplus lower bounds. In fact, we construct an information

structure and equilibrium—generalizing that of the previous paragraph—where this bound

4A formal version of this example is discussed in Appendix B.
SWe are grateful to Satoru Takahashi for suggesting this bound to us.



is exactly attained: Each bidder observes if he has the highest value or not, and those who
do not have the highest value always lose and bid their value. If the highest valuation bidder
knew nothing more, the optimal shading of his bid would mean that he would sometimes
lose to lower valuation bidders, which would undermine the proposed strategies for those
with low valuations. If the highest valuation bidder knew the second highest value precisely,
on the other hand, he would bid that value and get more surplus than his lower bound. We
show, however, that there is an intermediate amount of information for the highest valuation
bidder such that he always bids more than the second highest value, and therefore wins the
auction, but is always indifferent between his equilibrium bid and the bid associated with his
surplus lower bound for that value. Thus, the allocation is efficient, all bidders get only their
lower bound surplus, and revenue attains its upper bound. This argument and result holds
for any number of bidders and any distribution of private values. In the uniform example,
this gives revenue of 1/2 and bidder surplus of 1/6 and is represented by point C in Figure
1.

We now give some intuition for how revenue could be decreased (and bidder surplus
increased) while again remaining on the efficiency frontier, so that we move to the southeast
from point A in Figure 1. Suppose that in the uniform example, each bidder observed a signal
of the other bidder’s value. With high probability, each bidder’s signal is equal to the true
value of the other bidder. However, with low probability, both bidders observe signals which
are below both bidders’ values, with the signal of the high value bidder above the signal of
the low value bidder. There is an equilibrium where each bidder bids the minimum of his
valuation and his signal of the other bidder’s value. If it were not for the low probability
event, this would correspond to equilibrium in the complete information case. But with
small probability, the high value bidder will be bidding less than the low value bidder’s value
and winning. Since the allocation is still efficient and winning bids are shifted downwards,
revenue must decrease. In order for this to be an equilibrium, a bidder must be unsure if
he has the high value or the low value; and we must ensure that a bidder does not have an
incentive to deviate to a higher bid so that he wins even if the other bidder has a higher
value.® This will be true only if the probability of the low signal event is small enough. An
intuition from this example is that in order to raise revenue, bidders must be uncertain about
their rank and the informational content of the signal; and the key constraint on decreasing
revenue is the incentive to bidders to increase their bids in order to win even if they have
the low value.

Our second main result is a characterization of the minimal revenue in the unknown

values scenario. We describe what we know about minimum revenue in the known values

6 A fully specified and formal version of this example is discussed in Appendix B.



case below, but we focus on the unknown values case because we have a sharp and insightful
characterization. Here our approach is to study a relaxation of the original problem where
we ignore bidders’ incentives to deviate to lower bids and focus only on bidders’ incentives
to deviate to higher bids. Moreover, we restrict attention to what we call uniform upward
deviations, in which, for some bid b, the bidder deviates up to b whenever his strategy
specifies that he should bid less than or equal to b. In an equilibrium, it must be the
case that such a deviation does not increase bidder surplus in ex-ante terms. We show
that revenue is minimized among solutions to this relaxed program only if all these uniform
upward incentive constraints are binding. This in turn implies that minimum revenue arising
in the relaxed program can be characterized as the solution to a differential equation. We
can then establish that if a certain revenue can be attained in a solution to the relaxed
program, we can also construct an information structure and strategy profile where that
minimum revenue is attained in a Bayes Nash equilibrium, so that all other deviations
(including deviations to lower bids) are not optimal. A key feature of this construction is
that bidders are uncertain about whether they have the highest valuation or not and they
are indifferent between all bids between their equilibrium bid and the maximum bid that
is made in equilibrium. Moreover, this information structure and strategy profile always
induce an efficient allocation, implying that bidder surplus is maximized. In the uniform
example, minimum revenue is approximately 0.096 and maximum bidder surplus is 0.571,
and is represented by point D in Figure 1.

The unknown values minimum revenue immediately implies a lower bound on the known
values minimum revenue. As we can see in the uniform example, this lower bound is not
tight. We also explore the extent to which our methodology can be applied to understand
minimum revenue in the known values case. When bidders can have only one of two possible
values,” we can use the relaxed approach to solve for the minimum revenue exactly. Beyond
binary values, there are certain cases for which we can solve a generalized relaxed program
to provide a lower bond on revenue. However, this bound will generally not be tight. Point
E in Figure 1 describes minimum revenue in the uniform example in the known values case,
but is identified by computation and not an analytic characterization.

The set of points in Figure 1 where bidder surplus is driven to zero under the unknown
values scenario are also of interest. If bidders know nothing about their own and others’
values, and the distribution of values is symmetric, then the problem reduces to Bertrand
competition based on expected values. Bidder surplus will be zero and, because the allocation
does not depend on ex-post values, the outcome will be inefficient. In the uniform example,

each bidder will bid his expected value of 1/2 and get zero expected surplus. This corresponds

"Studied earlier by Fang and Morris (2006) and Azacis and Vida (2015).



to point G in Figure 1. Alternatively, consider an information structure when both bidders
are told only the highest value, without being told to whom it belongs. If we suppose that ties
are broken in favor of the bidder with the highest value, then there is an equilibrium where
everyone bids that highest value, bidder surplus is zero, and revenue is equal to the efficient
surplus. Indeed, we show in the body of the paper how this outcome can be approximated
even when ties are broken uniformly. This corresponds to point F in Figure 1. Finally, in the
two player and independent value case, if each bidder is told only the other bidder’s value,
there is a symmetric equilibrium where bids are monotonic in bidder’s information about
others’ values, bidders are indifferent to all bids, the allocation is maximally inefficient. In
the uniform example, this corresponds to point H in Figure 1.

In analyzing what can happen in all equilibria for all information structures under the
two scenarios, we can restrict attention to information structures where bidders’ signals are
identified with the bids that they are going to make in equilibrium. A more abstract way
of making this observation is that if we fix an incomplete information game, including a
description of some initial information, there is an equivalence between the set of what can
happen in all equilibria where players observe more information and a class of incomplete
information correlated equilibria. Bergemann and Morris (2013) labeled this class of incom-
plete information correlated equilibria Bayes correlated equilibria (BCE), and Bergemann
and Morris (2015) consider properties of BCE in general games.® This paper can be seen as
an application of this methodology in a setting that is significantly more challenging than
previous applications. Our characterization of maximum revenue in the known values sce-
nario exploits insights from Bergemann, Brooks, and Morris (2015a), but characterization
of minimum revenue in the unknown values case develops new arguments. A significant
advantage of this approach is that solving for all equilibria under all information structures
corresponds to solving a linear programming program. We exploit this structure in our
computation of Bayes correlated equilibria.” In fact, we were able to identify analytic solu-
tions for general settings by discovering structure in computations. An abstract observation
about BCE in Bergemann and Morris (2015) is that more information always reduces the
set of BCE: intuitively, more information can only impose more incentive constraints. The
inclusion of the set of possible welfare outcomes under the known values scenario in the

corresponding set for unknown values is a clean illustration of that insight.

8This builds on the work of Forges (1993) whose “Bayesian solution” characterizes what can happen if
players can observe more information but only information that is measurable with respect to the join of
players’ information. Thus, BCE and the Bayesian solution coincide under known values but diverge under
unknown values.

9A series of computation tools for computing BCE in general games is available through the authors’
websites.



We have motivated our results with an example involving a continuum of values and a
continuum of bids. In the formal analysis of this paper, however, we focus on the case of
a finite set of values and a continuum of bids.!'® This modelling choice allows us to state
our main results and arguments in the most transparent way. In our computations, we work
with finite values and finite bids, but we can assume fine grids in each case. The extension of
our results to continuum values and continuum bids raises complications in the statement of
our results but does not change the structure of equilibria. We will occasionally refer again
to continuum bid case, and the uniform example discussed above, to develop intuition for
our results.

Our primary focus in this paper is on developing insights about how information can
affect outcomes in the first price auction and on the qualitative properties of the informa-
tion structure that lead to different outcomes. There are many different uses for which our
methodology could be used. For example, it can be used for counterfactual exercises, for
identifying restrictions on possible value distributions, or for comparison with other mech-
anisms. We present one such illustration in this paper, examining what happens to the
maximum possible and minimum possible revenue in the first price auction if a reserve price
is added. A striking finding for the uniform example is that minimum possible revenue is
single peaked and is maximized at a reserve price which is higher that the optimal reserve
price under the Myersonian optimal auction. The maximum possible revenue is decreasing
in the reserve price is decreasing in the reserve price, but the decrease in maximum possible
revenue is small compared with the increase in minimum possible revenue to its maximum.
In this sense, high reserve prices deliver more robust revenue performance.

The present inquiry is related to a number of papers which have studied behavior in the
first price auction under alternative information structures. First, there is a small number
of papers considering the privates value case where bidders have partial information about
other bidders’ independent values. Landsberger et al. (2001) consider the case where bidders
observe their values and also their rank (i.e., whether they have the highest valuation). They
showed that revenue increases when bidders know their ranks, although it induces inefficiency.
Kim and Che (2004) consider the case where bidders are divided into groups and each bidder
knows the valuations of those in his group, but knows nothing about the valuations of those
outside the group. Fang and Morris (2006) and Azacis and Vida (2015) analyze the two
bidder binary value case where each bidder observes a conditionally independent signal of

the other bidder’s valuation. In each case, revenue falls and bidder surplus increases.

10This requires a technical extension of the definition and characterization of Bayes correlated equilibrium
from finite action to continuum action games, an extension that is described in our note Bergemann, Brooks,

and Morris (2015b).



The rest of this paper proceeds as follows. In Section 2, we describe our basic model
of the first price auction, with a fixed distribution of ex-post values but many possible
specifications of beliefs. In Section 3, we characterize tight bounds on maximum revenue
and minimum bidder surplus over all possible specifications of bidders’ beliefs consistent
with a fixed ex-post distribution of values, first for the no-information model and then for
the known values model. In Section 4, we repeat the analysis for the objectives of minimum
revenue and maximum bidder surplus. Section 5 presents extensions of the model, and

Section 6 concludes. Omitted proofs are contained in the Appendix.

2 Model

There are N potential buyers of a single unit of a good that can be produced at zero marginal
cost. The bidders are indexed by ¢ € {1,..., N}. Bidders’ values are drawn from a compact
set V. C Ry = [0,00). For all of our formal results, we will assume that V' is finite and

denumerated as
V={ov', ... 0"},

where K is the number of possible valuations. The profile of valuations is v = (vy,...,vy) €
VN, There is a fixed common prior joint distribution over values which we denote by p €
A (VY), which is common knowledge among the bidders.'’ Throughout most of the paper,
we will assume that p is symmetric. Many of our results extend to asymmetric distributions
of values, which we will discuss further in Section 5.5. The buyers are participating in a first
price auction in which they submit real-valued bids b; € R;.'? For a profile of bids b € RY,
we denote the set of high bidders by W (b) = {i|b; = maxb}. Bidder i receives the good
with probability

Liew @)
7 b — )
) = 177 )

where the indicator function Ix is equal to 1 if the event X occurs and zero otherwise. In
other words, the high bidder receives the good and ties are broken uniformly.

We assume that bidders may receive additional information about the profile of values,
beyond knowing the prior distribution. This additional information comes in the form of

signals, which we will call types, that are correlated with the profile of valuations. A type

UFor a metric space X, A(X) denotes the set of Borel measures on X.
12The assumption that bids are non-negative is without loss of generality. We can equivalently assume
that the set of possible bids is bounded below and contains the convex hull of V.



space is a collection T = ({Ti}fil,,u), where the T; are compact metric spaces and g :
VN — A(T) maps profiles of values into Borel probability measures over T = xX,T;.
The interpretation is that T; is the set of bidder i’s types and p describes the conditional
distribution of types given values. Write p; (- |v;) € A (T;) for a version of the conditional

distribution of buyer i’s type given buyer i’s value, i.e., u; almost surely satisfies

Zv_ie‘/N—l p(v,;, U_Z'),u (X X T—z’|vi7 U—z‘)

(X |vi) =
il X o) Zv,iEVN—lp@)i?v*i)

for all Borel subsets X C T;. Let ¢;(v;|t;) be a version of the conditional distribution of v;
given t;. We will say that T is a known values type space if for all ¢; € T; the support of the
posterior belief ¢; (- |t;) is a singleton for all ¢;, i.e., supp ¢; (- |t;) = {v;}. Otherwise, T is an
unknown values type space.

For a fixed type space T, the first price auction is a game of incomplete information in
which bidders’ strategies are measurable mappings ; : T; — A(B). Let B; denote the set of
strategies for buyer i. Fixing a profile of strategies 3 € B = x¥_ B;, bidder 4’s surplus from

the auction is

U8 = Y vio) [

veVN te

) [ ) (o= ) s(anl),

where 3 is the unique measure induced on the product o-algebra by the product measure
f1 x -+ x By (cf. Cohn, 1980, Theorem 5.1.4).

We shall restrict attention to strategies which satisfy a version of weakly undominated.
In particular, we require that for every type t;, the support of the possibly randomized bid
does not exceed the largest possible valuation in the support of his posterior beliefs given ¢;,

or:
supp f; (t;) C [0, maxsupp ¢;(-|t;)] . (1)

This restriction is weaker than weakly undominated; in the case of complete information,
it allows bidder ¢ to bid up to and including his valuation v;, whereas the conventional
definition of weakly undominated would also rule out bidding v;, and thereby exclude the
unique equilibrium strategy in which two (or more) bidders who share the highest valuation

bid their valuation.

10



The profile 5 € B is a Bayes Nash equilibrium (BNE) if and only if, for all ¢,

> pv) /

veVN te

> > p(v)/

veV N teT

o) [ a0 (= ) sl
) [ o) (v = ) (85 @bl

for all 5] € B;.
Let F: VN 5 A (Rﬂf ) denote a mapping from profiles of values to probability distribu-
tions over profiles of bids. We say that F' is a Bayes correlated equilibrium (BCE) if, for all

Borel measurable deviations o; : Ry — R,

> o) [ a®) - b)F)

veV N bGRf (31)
>y p(v)/ | 6i(0i(bi), b-y) (vi — 0i(by)) F(dblv).
veV N beRY

In addition, F'is a known values BCE if for all v; € V and for all o; : Ry — R, that are

Borel measurable,

> bt [ alb) - ) F (abloi v

v eVN-1 beRY

> Y peen) [ alo).b-0) (0 - o) Pl )

v eV N-1 beRY

(3.2)

We note that the set of BCE is the intersection of the set of mappings from V¥ to Borel
measures over bid profiles with an (infinite) family of linear inequalities (3). Thus, the set
of BCE is convex and bounded, although because the payoff function is discontinuous, the
set of BCE is not compact.

Let us interpret these conditions. A BCE is an extension of the notion of correlated
equilibrium to games of incomplete information, where players’ actions are allowed to be
correlated, not just with one another, but also with the underlying payoff relevant states.
The incentive compatibility condition is that conditional on the equilibrium action, that ac-
tion must be optimal. The equilibrium can be viewed as a set of private bid recommendations
offered by a disinterested mediator who knows the true profile of values and privately recom-
mends bids to each bidder. A BCE is a recommendation rule for the mediator such that the

bidders would want to follow the recommendation. The distinction between unknown and

11



known value BCE is that the known value definition requires that each recommendation is
followed even when each bidder knows his own value.

BCE are useful for our analysis because of the epistemic relationship between the set of
BCE and the set of outcomes that can be induced by a BNE for some type space 7. In
particular, let us say that the conditional distributions F : VN — A (RY) are induced by
the type space 7 and the BNE f if for all v and Borel subsets X C Rf ,

F(XJv) = /t€T5<X|t>u<dt|v>.

In earlier work, Bergemann and Morris (2015) define the notion of Bayes correlated equilibria
and investigate the relationship between BCE and Bayes Nash equilibria in canonical finite
player, finite action, finite state games. In the language of the current setting, their Theorem

1 can be restated as follows:

Theorem 1 (Bayes Correlated Equilibrium). F' is induced by some (known value) type space
T and some BNE B if and only if F' is an unknown (known) value BCE.

In a companion note, Bergemann, Brooks, and Morris (2015b), we extend this and other
results from finite games to infinite games, in particular infinite actions and infinite states.
Our goal is to analyze how welfare varies across type spaces and BNE for a fixed distri-
bution over values. Because of Theorem 1, we can equivalently ask how welfare varies across

BCE. The welfare outcomes that we will investigate are:

] =

(7) bidder surplus: U(F) p(v) /beRN qi(b) (v; — b;) F'(dblv);

N

<.
Il

<

1 ve

(1) revenue: R(F')

hE

(v) /b IR

i=1 yecVN
N

(iif) total surphus: S(F) =3 3 p(v) / 4s(b)vsF(dbt).
i=1 veV N beRY

We will study these objectives for both known and unknown value BCE.

3 Maximum Revenue and Minimum Bidder Surplus

In this section we explore the limits of how large revenue can be and how low bidder surplus
can be across all possible information structures. We begin with the known values model.

Bidders can always guarantee themselves positive surplus due to the information about their

12



own values. We will characterize the exact limits of how much surplus the bidders need to
receive and how much revenue the seller can earn. We illustrate the result with an example of
two bidders with uniformly distributed values. We then briefly consider the unknown values
model, for which there are trivial information structures that yield zero bidder surplus.

Moreover, we can construct beliefs such that the seller extracts all the surplus.

3.1 Known Values

In the known values model, each bidder 7 is assumed to know his value v; and that the profile
of valuations is drawn from the common prior p. As each bidder always know his value for
the object, any weakly undominated strategy profile requires that the bidders never bid
above their values. Thus, each bidder knows that their opponents cannot be using a more
aggressive strategy than bidding their values. If this were in fact the strategy that others

are using, bidder ¢ would face a bid distribution with cumulative distribution

P& (blv;) 2 > p(vs,0_3).

{v_i€eV N1 max;,; v;<b}

Against this most aggressive bidding behavior by his competitors, bidder ¢ would optimally
bid
bY(v;) 2 max {arg max {(w — )PP (blv;) }} : (4)

b€R+

where we take without loss of generality the largest optimal bid in case there are multiple
solutions. Note that the optimal bid must be attained at a value v% ) € V. It follows that

bidder ¢ with value v; must receive in any equilibrium at least the surplus
Ui(v) £ (v = b (00)) P2 (0] (0i) ).

For if the equilibrium surplus were lower, bidder i could deviate upwards to b; = b} (v;) + €
and guarantee himself surplus arbitrarily close to U,(v;). This implies that in ex-ante terms,
bidder ¢ must receive at least
U, = Z p(v)U;(vi).
veV N

The main result of this section is to argue that this lower bound is in fact tight: there are
BCE in which bidder ¢ receives ezactly U, in surplus. Moreover, it is possible for all bidders to
receive this surplus at the same time, and in an equilibrium in which the allocation is socially

efficient. Thus, these equilibria simultaneously minimize bidder surplus and maximize the
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revenue of the seller at the level

EZE—ZQZ.. (5)

We should emphasize two aspects of the best response bf(v;). First, the the strategy
profile in which each bidder bids according to bf (v;) clearly does not form an equilibrium
profile. After all, each bidder’s best response b} (v;) will generally involve shading, whereas
the conjecture that justifies b} (v;) is that others are bidding their values. Second, the using
the strategy b} (v;) against the conjecture of all other bidders bidding their value would
not yield an efficient allocation either, as bidder ¢ would sometimes loose against bidders
with lower values. In the equilibrium we construct below, the losing bidders will know that
they face a bidder with a higher valuation, and will have an incentive to bid their value,
thus justifying the conjecture by the winning bidder implicit in (4). Moreover, the winning
bidder will know that he has the highest valuation and will have some additional information
about the conditional distribution about the losing bidders’ valuation that will lead him to
bid higher than suggested by bf(v;), and in fact sufficiently high to maintain an efficient
outcome against the losing bidders. Thus, we will re-establish efficiency and increase the

bids of the winning bidder to attain the upper bound in the seller’s revenue as suggested by

(5).

Theorem 2 (Max revenue and min bidder surplus for known values). For any distribution p,
there exists a BCE in which U;(F) = U, for all i and R(F) = R. This BCE simultaneously

minimizes bidders’ surpluses and mazximizes revenue over all BCE.

We construct the information structure that attains the revenue upper bound of Theorem
2 in Appendix A, and here we will give an informal description. The BCE that maximizes
the revenue of the seller—and concurrently minimizes the surplus of the bidders—can alter-
natively be represented by a Bayes Nash equilibrium with an information structure that is
close, but in one important aspect, distinct from the complete information structure. In the
information structure that we construct, every losing bidder is informed about the valua-
tions of all of the bidders. The winning bidder, on the other hand, is informed about the fact
that his valuation is the highest valuation, but he is not informed about the realized second
highest valuation. More precisely, relative to just knowing the conditional distribution of v(®
given his own valuation v;, he receives some additional information about the distribution
of losing valuations that is sufficient to make him indifferent between bidding b} (v;) and
bidding v’ with b} (v;) < v'. Namely, when the winning bidder is supposed to make a bid
b; = v!, the conditional distribution of second highest distribution “oversamples” v' relative

to its true frequency in the conditional distribution of v®. In particular, the ratio of mass
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of type v' to the mass of valuations v* with I’ < [ is only 1 : of, with o' < 1, as opposed
to 1 : 1 according to the prior distribution. The weight o' is chosen to satisfy the following

indifference condition:
(v = ) (@' PP @ o) + P (or) ) = (v = b (01))a P (B (). (6)

As long as b} (v;) < !, this condition implies that a! < 1, because at a!, we know that the
winning bidder would not chose b; = v' but rather b; = bf (v;). But clearly, for every vt <y,
we can find ! € [0,1) such that oversampling the highest valuation v’ and keeping all the
lower valuations in the same proportion as they appear in the conditional distribution of
v® guarantees the indifference. Thus, when the winning bidder makes a bid b; = ¢!, he
knows that with sufficiently high probability the second highest valuations is v' and hence

. As in the complete information

he does not have an incentive to lower his bid below v
structure, the winning bidder knows that with high probability his bid is just sufficient to
fend off the second highest valuation v!, but importantly, there is some residual uncertainty,
expressed by o! > 0, that the second highest valuation is below v!. We can now see how this
information structure induces larger revenues for the seller than the complete information
structure. Namely, the residual uncertainty about whether the second highest valuation is
indeed v' or below v! induces the winner to bid v!, even though a lower bid, one that would
just match the second highest valuation would sometimes have sufficed to win the auction.

We note that whenever we oversample v' relative to its frequency in the conditional
distribution of v®, we maintain the relative proportions of valuations below v' as they
appear in the conditional distribution of v(®. Thus, the indifference condition (6) suggests an
algorithm to construct the information structure for the winning bidder. Namely, start with
the highest possible bid for winning bidder v;, clearly b; = v;, and lower the winning bid b;
gradually until b; reaches b} (v;). At each bid increment b; = v!, the remaining second highest

I are exhausted and all that remains are valuations below v! (importantly in their

valuations v
original proportion according to the conditional distribution of v?). When the algorithm
finally reaches the lowest bid recommendation b; = b} (v;), by construction o*: ) = 1, and
all the remaining second highest valuations are recovered.

From the point of view of the bidder with the second highest valuation v, who is one
of the losing bidders, the distribution of the winning bids against which he loses can also be
recovered from the above construction of the BCE. Namely, the losing bidder with valuation

v® will face bids ranging from v all the way up to v™). The probability of a bid v is given
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K
zh = H (1—a)
U=i+1
if o' = v®, and by
-
if v! > v, and we can easily verify that x! + Y v y" =1 for all [ in the relevant range,

that is bf (v;) < o' < ;.

The proof of Theorem 2 uses ideas from our related paper on monopoly price discrimi-
nation, Bergemann, Brooks, and Morris (2015a) (BBM). Essentially, a bidder who is facing
a fixed distribution of opponents’ bids is in a situation comparable to that of a monopolist
who is facing a fixed distribution of consumers’ valuations, each of whom demands a single
unit of a good that can be produced at zero cost. In the case of the auction, submitting
a bid b will result in a surplus of v — b when others’ bids are less than b. The monopolist,
on the other hand, earns a revenue of p when consumers’ valuations v are greater than p.
Thus, we have simply reversed the sign of how the agent’s action, the bid or the price enters
the objective function, but it is still the case that the relevant surplus is a linear function
of that action times the mass in a one-sided tail of a distribution that is, from the bidding
agent’s perspective, exogenous. The construction of the information structure in Theorem
2 corresponds to a particular information structure discussed in BBM, where we change the
conditional distribution of losing valuation only locally, namely at the upper end of the dis-
tribution. The general results of BBM are proved using a geometric argument to construct
extremal distributions that changed the composition of the valuations everywhere, that is
globally.

In the monopoly case, partial information about consumers’ values facilitates third degree
price discrimination, whereby the monopolist offers different prices to different segments of
consumers. BBM show that it is possible to structure information for the monopolist by
creating pools of consumers so that there are enough low valuation consumers to justify
dropping the price, but each pool also contains a fair number of high-valuation consumers
who benefit when prices fall. In fact, regardless of the ex-ante distribution of consumers’
valuations, it is always possible to construct these pools so that prices drop enough so that
all consumers purchase the good (as long as they value it above marginal cost), but the
monopolist is just indifferent to dropping the price, so that the monopoly profits do not
increase relative to the no-discrimination outcome.

In the current setting, partial information about others’ bids means that the bidder

receives information that is correlated with the other bidders’ information, and therefore with
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their equilibrium actions. Because of the similar features of the payoff function, the same
logic that allows for efficient price discrimination with zero benefit to a monopolist means
that it is possible to structure information for the high-valuation bidder so that he always
outbids his opponents, but does not benefit from the additional information. Thus, the bidder
is just as well off as if he knew nothing besides the prior distribution over others’ values, and
best responded to the conditional distribution of others’ valuations. Importantly, while the
distribution of consumers’ values in the monopoly setting is exogenous, the distribution of
others’ bids must be generated by best responses which have to be supported in equilibrium.
However, this can be accomplished in a straightforward manner when maximizing revenue
and minimizing bidder surplus, namely, by guaranteeing that the losing bidders will lose to

bids that are greater or equal to their own known values.

3.2 Unknown Values

If the distribution p is symmetric, then each bidder has the same ex-ante valuation for the

good, which is

Elv;] = Z p(v)v;.

veV N

In the absence of any additional information, there is a simple equilibrium in which every
bidder bids b; = E[v;]. All bidders tie and earn a surplus of 0 in equilibrium. This equilibrium
is, however, inefficient, since the winner need not be the bidder with the maximum ex-post
valuation.

Perhaps not too surprisingly, there are also equilibria in weakly undominated strategies
such that the outcome is very nearly efficient, and yet bidder surplus is arbitrarily close to
zero. This result reflects, in some sense, the weakness of weakly undominated strategies as
a refinement under unknown values. It may be that beliefs are such that bidders are willing
to bid a large amount because they think that the bid is less than their value conditional
on winning, although conditional on losing their value might be quite a bit lower. This
aggressive bidding behavior when losing supports, in turn, very aggressive bidding on the
part of the winning bidder. Indeed, we construct such an equilibrium in the proof of the

following theorem:

Theorem 3 (Max revenue and min bidder surplus with unknown values). For all € > 0,
there exists a weakly undominated BCE F such that R(F) > S — ¢ and U(F) < e.
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4 Minimum Revenue and Maximum Bidder Surplus

We now turn our attention to the lower limit of revenue and the upper limit of total bidder
surplus. The main result for this section is a tight characterization of minimum revenue
and maximum bidder surplus for the unknown values model. At the end of the section, we
will apply our methods to the known values model, which turns out to be significantly more
complicated. We will give a tight characterization for some cases and explain the limitations

of our techniques.

4.1 Unknown Values
4.1.1 Main Idea

The analysis of minimum revenue and maximum bidder surplus requires the development
of a number of new ideas. Before diving in, we will provide some intuition for where we
are headed using our familiar example with two bidders and independent standard uniform
valuations. We will construct an equilibrium in that setting with extremely unfavorable
revenue properties, but which generates very high surplus for the bidders. As with the
analysis of maximum revenue, our formal results will be for discrete models with finitely
many values. In the continuum limit, our constructions converge to the equilibrium that we
now describe.

In this equilibrium, the winner will be the bidder with the highest valuation, and, similar
to the complete information Bertrand equilibrium, the winning bid will be a deterministic
and strictly increasing function of the loser’s value. We will call this winning bid function
B(v). Note that revenue can be calculated from the bidding function by integrating over

losing values:

R= /io B(v)2(1 — v)dw.

For now, we take this structure granted, and we look for a lower bound on revenue across
this class of equilibria. The approach, which will be fully developed over the course of this
section, is to minimize revenue over all possible winning bid functions.

Since bidding behavior is only partially specified by g, we cannot evaluate all possible
deviations and verify that 8 is consistent with an equilibrium. For the purposes of this
exercise, however, we will only require that 8 deter a subset of deviations: for all v € [0, 1],
bidders should not want to deviate by bidding S(v) whenever they would have bid some

x < f(v) in equilibrium. We refer to this as a uniform deviation up to S(v) (uniform in the
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sense of deviating to max{x, 5} for all equilibrium bids z). Notice that this is a deviation
in the strategic normal form of the game, since it involves deviating after all signals which
induce bids less than (v) in equilibrium, and we will evaluate its merits in ex-ante terms.
Fortunately, § does contain enough information to evaluate uniform upward deviations.
Such a deviation results in two distinct effects on the deviator’s surplus. First, the deviator
gains some surplus by winning on events when she would have lost the auction in equilibrium,

and the other bidder would have won. This gain in surplus is therefore

/ < ~ B(0))(1 - z)d.

On the other hand, the deviator would sometimes have won with bids less than = < §(v)
in equilibrium. After the deviation, she will still win, but now the deviator will have to pay

more for the good. This loss is

/ ;ww ~ B(a))(1 — x)d.

The uniform deviation up to S(v) is not attractive if the gain is less than the loss, or if

| @=sena-nar< [ (50 - s - o

2 v
B /xzo(a: + B(x))(1 — x)dx. (7)

=TT Ay

Now consider a candidate 8 for which (7) is slack for some v. This means that it is
possible to have the winner bid less when the loser’s value is v, without giving bidders an
incentive to uniformly deviate up to (v). Moreover, inspection of the right-hand side of (7)
indicates that lowering f(v) further relaxes the constraint for higher v, by decreasing the
integral. This indicates that at an optimum, the incentive constraint (7) should hold as an
equality for all v € [0, 1].

Equivalently, we can differentiate (7) to conclude that the optimal § should satisfy the
following differential equation:

1—=z

B'(v) = (v— 5(“))@-

This equation has a unique solution given by

v z(1—x)

1
VI =0)2 Jemo /T (1 —2)?

B(v) dx (8)
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Figure 2: Winning bid as a function of the minimum value in the no information mini-
mum revenue BCE and the complete information BNE, with two bidders whose values are
i.i.d.standard uniform.

which is in fact the optimal bidding function. This 3 is depicted in Figure 2, with comparison
to the known values BNE bidding function, which entails each buyer bidding half of their
own value (rather than a function of the losing buyer’s value).

We can then compute the revenue to be

R= % -2 U; V1—(1—v)2dv— /;0(1 — (1 —v)?)dv| ~ 0.0959,
which is significantly lower than the 1/3 revenue obtained in the known values BNE. More-
over, the allocation is efficient, so total surplus is 2/3. The bidders must obtain all of the
surplus net of revenue, which is about 0.5708.

At this point, we have constructed part of a bidding strategy and verified that it is con-
sistent with a subset of the incentive constraints that have to be satisfied in equilibrium. We
shall subsequently see that it is possible to fill in the missing pieces, in particular the distri-
bution of losing bids, in order to extend this construction to a full equilibrium. Moreover, not
only will this equilibrium minimize revenue when the winner’s bid is a deterministic function
of the loser’s value, but it will globally minimize revenue. Finally, in this equilibrium, it will
be the case that bidders are indifferent to all deviations in which they bid f(v) instead of
some = < (v).

The fact that the uniform upward incentive constraints are binding is closely related to
how the equilibrium is able to induce such low revenue. Minimizing revenue entails pushing
down the distribution of winning bids as far as it will go. Intuitively, the force that prevents
the bid distribution from being pushed down further is the bidders’ temptation to deviate

upwards: if too many winning bids were packed close together at the low end, increasing
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one’s bid would result in a too large of increase in the probability of winning relative to
the additional payment. This suggests that upward constraints should be binding at the
minimum revenue BCE. Indeed, in our construction, all upward incentive constraints are
binding, as long as the deviation is to a bid in [0, 5(1)].

At first glance, it may seem remarkable that this construction pushes down revenue to
such a degree while still maintaining efficiency of the allocation. One might have thought that
a way to lower revenue would be to destroy some surplus by misallocating the good, thereby
leaving fewer rents for both the buyers and the seller. In fact, the opposite is true: efficiency
of the allocation is necessary to minimize revenue. The reason is that the attractiveness of
an upward deviation depends on what the bidder believes is the valuation conditional on
losing. By making the allocation efficient, the expected valuation conditional on losing the
auction is minimized, thus giving bidders weaker incentives to deviate up.

We will see that similar equilibria can be constructed in general. Our analysis will work
with discrete distributions of values, but the equilibria retain several key features of the

uniform example:
1. The allocation is efficient.
2. The winning bid recommendation only depends on the loser’s value.
3. Bidders with higher valuations lose to higher bids.

For the uniform example, the last property manifests itself in the monotonicity of the func-
tion #. A prominent difference between the discrete and continuous models is that in the
continuum limit, the winner’s bid is a deterministic function of the loser’s value, whereas the
discrete model will involve some randomization over winning bids conditional on the loser’s
value. Nonetheless, we shall see that there is an “ordered supports” property that charac-
terizes the discrete solution, so that the winner’s bid is drawn from a higher support when
the loser’s value is higher. After the derivation, we will discuss how our solution behaves in

the continuum limit.

4.1.2 The Relaxed Program

The first step in our general characterization of minimum revenue for unknown values is to
establish a bound on how low revenue can go. To economize on notation while we develop
ideas, we will first focus on the case with two bidders and symmetric BCE. The analysis will
subsequently be generalized to many bidders and asymmetric equilibria.

As we have foreshadowed, the constraints that characterize minimum revenue are those

corresponding to upward deviations. Thus, at a first cut, we will drop all incentive constraints
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except for those corresponding to deviating from a bid  to a higher bid b. This still leaves a
two-dimensional family of constraints indexed by recommendations and upward deviations.
We will reduce the problem even further by only checking incentive compatibility with regard
to the one-dimensional family of uniform upward deviations that we looked at with the
uniform example, namely, deviations in which a buyer deviates from the equilibrium bid z
to max{z, b}, for some fixed b.

In addition, we will simplify the problem by only looking at certain marginal distributions
of a BCE. Recall that the BCE specifies a joint distribution of bids for every profile of
valuations. Revenue, however, can be calculated from the distribution of winning bids alone.
Let

H(b|U17U2) = / QI(xlﬂx2)F(d$1,dl’2’U1,v2) (9)
{(z1,22)€R? |2;<b}

denote the probability that buyer 1 wins with a bid less than b, when the profile of values
is (v1,v9). Since we are assuming symmetry of the equilibrium, this quantity is independent
of the identities of the bidders, and we can make the notation generic by writing H (b|v, v")
for the probability that a type v wins against a type v' with a bid less than or equal to b.
Note that these probabilities condition on the event that the profile of values is (v, v’), but
not on events where v or v’ is the winner. Thus, H(b|v,v") + H(b|v',v) is the probability
that either bidder wins with a bid less than or equal to b, conditional on the profile of values

being (v,v’). Feasibility requires that
H(blv,v") + H(b]v',v) € ]0,1], (10)

for all b € Ry and for all (v,v') € V2.
Using these winning bid distributions, we can compute revenue as the expected winning
bid:

K oK

R= Y p(v,v’)/bo H(dblv,v') =v" — > p(v,o)) [ H(blv,v')db

(v,v")eV?2 = (v,v")eV? b=0
where the equivalence comes from integration by parts. Thus, minimizing revenue is aligned
with maximizing

oK

> pwv) [ H(blv,o')db, (11)

(v,0")eV? b=0

which is the area under the winning bid distributions.
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In addition to calculating revenue, we can use these objects to evaluate uniform upward
deviations. As with the uniform example, we can decompose the effect on bidder utility into

a gain and a loss. The buyer loses surplus of

Z p(v,v) /:o(b — z)H (dz|v,v"),

(v,0")eV?

since, by deviating to a higher bid, the buyer will still win on events where he would have
won by following the equilibrium strategy, but he will pay more for the good. This quantity
integrates by parts to

b
S b)) / H(zlv,o')da,
v)eV?2 z=0

(v7

and notice the similarity with the objective of maximizing (11). The gain associated with the
deviation comes from winning when the buyer would have lost by following the equilibrium
strategy. These are precisely the outcomes where the other buyer would have won with a

bid less than or equal to b:

Z p(v,v") (v — b)H (blv,v).

(v,')eV2

A uniform deviation up to b is not attractive if the loss exceeds the gain, or if

Z p(v,v")(v" — b)H (bv,v") < Z p(v,v") /0 H(z|v,v")dz. (12)

(v,v')eV? (v)eV?

Thus, our relaxed program is to maximize (11), subject to (10) and (12) for all b € R,. Note
that we are even dropping the requirement that the distributions H(b|v,v") be monotonic,
though fortunately the solution to this relaxed formulation will turn out to be weakly in-
creasing. Because this program is a relaxation of the original problem of minimizing revenue
over all BCE, the solution must generate a lower bound for revenue across all unknown value
BCE.

The relaxed program can be visualized as an optimal control problem. Bids b take the
role of “time”, which runs from b = 0 up to b = v. The winning bid distributions H (b|v, v")

are the “controls” and are constrained by (12). The right-hand side of that constraint is a
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state variable,

b
S(b\v,v’):/ H(z|v,v")dx,
=0

whose law of motion is the current value of the control, i.e., S(blv,v’) = H(bv,v'). All
of the controls and states are initialized to zero at b = 0, and the revenue minimizing
winning bid distributions will maximize the sum of the terminal values of the states, which
is 3, p(0, 0)S (0K o, v

We now describe the solution to the relaxed program. First, at an optimal solution,
it must be that the incentive constraint (12) almost surely holds as an equality whenever
H(blv,v")+ H(b|v',v) < 1 for some (v, ). If this were not the case, then it would be possible
to increase one of these controls without violating (12) at b. Moreover, increasing H (b|v, v")
merely relaxes the right-hand side of (12) even further (and increases the objective), so we
know that the increased control will still be feasible (and lowers revenue).

Second, the allocation of the good that is implied by the winning bid distributions must
be efficient, i.e., H(blv,v") = 0 if v < v’. This can be seen by inspecting the left-hand side
of (12). Notice that the control H (b|v,v") is multiplied by v" — b, i.e., the valuation of the
losing buyer. This corresponds to our intuition from the uniform example: the gain from
deviating upwards depends on one’s valuation on the event that one loses. All things equal,
this gain is smaller if losing valuations are lower, which is when the allocation is efficient.

More formally, suppose that H(b|v',v) > 0 even though v < v. Then we can define a

new solution H, which coincides with the old solution except for this pair of values, and with

H(bjv',v) =0
H(bjv,v") = H(blv,v'") + H(b|v', v).

It is clear that this new solution will respect feasibility and result in the same right-hand
side in (12), as well as the same objective (11). However, the left-hand side of (12) will have

strictly decreased, because

Z p(v,0")(v' = b)H (b|v,v") = Z p(v,v")(v" = b)H(blv,v") + (v — v)H(bJV', v)

(v,v')eV?2 (v')eV2

< > p, o) = b)H (b, o),

(v,v')eV?
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since v' < v. Thus, there is now some extra slack in (12) that could be used to increase the
controls faster, thereby reducing pushing down the winning bid distributions and decreasing
revenue.

At this point, we notice that the winning bid does not appear anywhere in either the
objective or the constraints, except as an index for the winning bid distributions. It is only
the loser’s value that directly enters the program, through the incentive constraint. This

suggests that we can collapse the program down further. In particular, let us write
PHw) = 2p(v,0) + 3 p(o.r)
2 v/ >v

for the probability that v is the losing value, and let

H(blo) = pLL(U) S plo, o) H(b, v)

v'>v

denote the distribution of the winning bids made against a losing bidder with valuation v.

We can then rewrite the relaxed program as

maxgpL(v) bU: H (blv)db; (13)

subject to
H(blv) € [0, 1]; (14)
gpL(v>(v —b)H(bJv) < ; pH(v) / ; H(z|v)da. (15)

Our earlier conclusion still applies: that (15) should bind whenever H (b|v) < 1 for some wv.

At this point, we know that (15) has to bind throughout the support of winning bids,
and moreover, that support is connected, i.e., an interval. Note that at a given b, there is
a certain amount of slack on the right-hand side of (15), and a number of controls on the
left-hand side that could use that slack. The question then is: which controls should be
used at each b7 It turns out that there is a simple answer, which is to use the H(b|v) with
the smallest v such that H(blv) < 1. In particular, the optimal solution should satisfy the
ordered supports property:

H(bjv) <1 = H(b|V') =0V > 0. (16)
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The logic here is closely related to the reason why the solution should be efficient. It is clear
that all H(b|v) contribute symmetrically to the objective and to the right-hand side of (15),
but H(b|v) for smaller v contribute less to the left-hand side of (15). Thus, all things equal,
it is more efficient to first use H(b|v) with lower v to relax the incentive constraint faster,
which subsequently provides more room for controls at higher b.

The final piece to characterizing the solution is an initial condition. We argue in the
Appendix that H(b|v) must be zero for b < v!. Intuitively, the lowest types of buyer are in
Bertrand competition with one another for the good, and they bid up the price to v!. In
addition, it is clear that (15) does not constrain H(blv!) at all, since the coefficient v! — b is
non-positive for all b > v!. Thus, this control can immediately jump up to 1 at b = v'.

Given this initial condition, the rest of the solution is constructed inductively using (16).
Suppose that H(bjv!) =1 for all I < k and H(b[v') = 0 for [ > k, and (15) is binding at b.
We then solve (15) with equality for H(b[v*), setting H (b|v') =1 for | < k and H(b|v') =0
for | > k. The H(b[v*) that solves this equation will blow up as b gets close to v*, since v* —b
converges to zero. Thus, there will be a finite b* at which H(b|v*) hits 1. At this point, we
set H(b|v*) = 1 for all b > b* and we continue the process with H(b[v**!). At k = K, the
algorithm terminates and all of the winning bid distributions have been specified.

This completes our characterization of the two-bidder unknown values relaxed program.
The solution is efficient, has binding upward incentive constraints in the support of winning
bids, and satisfies the ordered supports property. Moreover, the analysis generalizes in a
natural manner to the case of many bidders, but there are two key differences.

First, in a symmetric equilibrium with two bidders, conditional on a profile of winner’s
and loser’s valuations, each buyer is equally likely in ex-ante terms to be the buyer who
wins the auction. With NV bidders, it must be that each bidder only wins a fraction 1/N of
the time and loses a fraction (N — 1)/N of the time. Thus, the many bidder analogue of
the incentive constraint (15) has a weight of N — 1 on the left-hand side, since an upward
deviator is more likely to be a losing buyer and therefore gains more from winning when she
was supposed to lose.

Second, in the final form of the two bidder relaxed program, the choice variables are
distributions of winning bids conditional on the loser’s value. In some sense, we needed to
keep track of the statistical relationship between winning bids and losing values in order to
calculate the gains from deviating upwards. With N > 2, there are multiple losing bidders,
each of whom has a different valuation, so in principle we might have to keep track of how
winning bids are related to all of the losing values. It turns out, however, that we can just
keep track of how winning bids are related to summary statistics of the losing values. In

particular, suppose that some bidder deviates up and wins when they were supposed to lose
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when the true profile of values is v = (vy,...,vy). By symmetry, they must also now win
whenever the profile is a permutation of v, {(v) for £ € Z. In the event that they win when
they would have lost in equilibrium, the upward deviator is therefore equally likely to have
any losing value in v. Thus, the expected valuation on this event is the average losing value,
given the profile v.

As a result, the generalized relaxed program will keep track of the distribution of winning

bids conditional on an average losing value m, which we denote by H(b|m). Specifically, let
()= 3 (S v —ma a7)
pv) = 57— : v; — maxv

denote the average losing value when the profile of values is v. This statistic takes on values

in a finite set M C R, and is distributed according to

prmy= > ). (18)

{veV N |u(v)=m}

The winning bid distributions over which we maximize are

H(blm) = pL(lm) Z p(v)| arg max v|H (b|vy, v_1).

{veVN|vy=maxv,u(v)=m}

The general form of the relaxed program is to maximize

> p( ) _ H(plm)d (19)

subject to
H(blm) € [0,1]¥m € M (20)
N —1) )" ph(m)(m —b)H(b|m) < / H(z|m)dx (21)

The solution to this relaxed program generates a lower bound on revenue:

Lemma 4. The H(blm) induced by any symmetric BCE must satisfy (20) and (21). More-

over, expected revenue under F must be at least v minus (19).

The solution to the generalized relaxed program has the same structure as with two

bidders, as described by the following proposition:
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Proposition 5. The solution to the unknown values relaxed problem is the unique { H(-|m) }mem
such that (21) holds with equality for b > min M whenever H(blm) < 1 for some m € M
and that satisfies the ordered supports property:

H(bm) <1 = H(blm') =0VYm' > m. (22)

To recap, we have studied a particular relaxed program for minimizing revenue. In this
program, we dropped all incentive constraints except those associated with deviations of the
form “bid b whenever you would normally bid any x < b,” and we optimized over winning
bid distributions rather than the entire joint distribution of bids. The resulting solution
implies a very particular structure for winning bid distributions that will minimize revenue.
We note that this lower bound on revenue also generates an upper bound on bidder surplus,

since bidders cannot receive more than the efficient surplus minus minimum revenue.

4.1.3 Construction of a BCE

At this point, Proposition 5 gives us a lower bound on minimum revenue and an upper bound
on bidder surplus, though we do not yet know if these bounds are tight. There is good reason
to think they might not be: we have only specified a particular marginal distribution of a
BCE, namely the distribution of winning bids, and we have also not checked if the myriad
of other constraints can be satisfied.

It turns out, however, that the solution to the relaxed program can always be extended to
a BCE, thus verifying sharpness of the bounds derived above. Let { H(b|m)} be the solution
described in Proposition 5. Our procedure for extending this solution to a full BCE is as

follows:

(i) Draw a profile of values v according to p(v), and pick a bidder with a high value to be

the winner, breaking ties uniformly;
(ii) Assign the winner a bid b drawn from the distribution H (b|u(v));

(iii) Draw bids b for the remaining bidders independently from the cumulative distribution
L(V|b, u(v)) (to be specified shortly).

The distribution of losing values contains quite a bit more information than just the winning
bid distributions with which we have worked thus far. In particular, L(d'|b,m) can be used
to calculate the distribution of the winner’s bid conditional on a losing recommendation &'.
Whereas before we could only evaluate uniform upward deviations, now we will be able to

evaluate pointwise upward deviations, in which a bidder deviates from a particular bid x < b
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up to b. Note that the net gains from a uniform deviation up to b is simply the expectation
of the net gains from pointwise deviations from x up to b for all = < b.
In particular, consider a bidder who is told to bid b and deviates up to o' > b. The gain

from winning when one would have lost is

> (m - b’)ﬁ(ﬁ)% / . L(db|z, m")H (dz|m/) (23)

m/eM

and the loss from paying more when the deviator would have won anyway is

D p H(dbm). (24)

m/eM

Thus, the pointwise upward incentive constraint is that

y
(N=1) > (m' = b)p"(m) /_OL(db|:v,m) (dac|m’) — (' = b) Y p"(m/)H(dblm') <

m'eM = m/'eM

(25)

This inequality must hold almost surely if these losing and winning bid distributions consti-
tute a BCE.

In fact, we claim that if the L’s and H'’s constitute a BCE, the incentive constraint (25)
must hold as an equality for all ¥ > b. In other words, not only are bidders indifferent
to uniform upward deviations, but they are also indifferent to almost all pointwise upward
deviations. Why? Suppose there were a set X of bids less than b which arose with positive
probability in equilibrium and for which the bidders strictly preferred their equilibrium bids
over deviating up to b. Since bidders are indifferent to the uniform upward deviation up to
b, it must be that bidders strictly prefer to deviate to b from bids [0, 5] \ X! Of course, that
cannot happen in a BCE.

Moreover, it turns out that there is a unique choice of L(b|b/, m) such that all pointwise
upward incentive constraints hold with equality. Let B,, denote the support of H(b|m).
These supports are ordered so that if b € B, and V/ € B, with m > m/, then b > ¥'.
Assuming that L(z|y, m’) has been defined for m’ < m and for x <y, with L(z|z,m’) = 1,
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we inductively define

p"(m)L(bJY', m) H (db|m)

- [Nl_ L S o) ([ At + (m =0

m/'<m

£ = mpt ) [

m/<m T€B,,,/

(26)

L(b|x, m’)H(dx\m’)] :

where b € By, with m < m. L(b|b',m) is identically 1 for b € By with m > m. The following

result characterizes these losing bid distributions:

Lemma 6.

(i) The functions L(b|b',m) defined by (26) are monotonically increasing in b, and satisfy
L(blb,m) = 1.

(ii) Moreover, if the marginal distribution of losing bids is L(b|b',m), then bidders are
almost surely indifferent between following a recommendation b and deviating upwards
to any b’ > b.

(iii) Finally, if losing bids are i.i.d.draws from L(b|b',m), then bidders almost surely prefer

the recommendation b to any b’ < b.

The proof of this result appears in the Appendix. The proofs of (i) and (ii) are somewhat
mechanical, with the latter essentially verifying that (26) is reverse-engineered from the
assumption that the pointwise upward incentive constraints all hold with equality. The
proof of (iii) is more subtle and, we are sorry to say, a bit mysterious. In the next section we
will study the limit of this equilibrium as the distribution of values converges to a continuous
distribution. The equilibrium simplifies dramatically in the limit, and we will use that simpler
construction to provide better intuition for the result, or at the least a more transparent
argument for why incentive constraints should be satisfied.

There is one last step before we state our main result. Through the discussion of minimum
revenue, we have restricted attention to symmetric BCE, under the premise that this is

without loss of generality. We now state this as a formal result.

Lemma 7. If the distribution of values p is symmetric, then there exist symmetric BCE that

minimaize revenue and maximize total bidder surplus.
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Here is the basic idea behind this Lemma. BCE are a subset of the convex set of joint
distributions over values and bids. For that reason, if one had an asymmetric BCE, it is
always possible to “symmetrize” by (i) first drawing a permutation of the buyers’ identities at
random and (ii) drawing values and bids according to the original BCE and assigning them
to the permuted identities. Note that this symmetrized BCE has the same distribution
of values, since the original distribution was symmetric. Moreover, conditional on each
permutation, the conditional distribution of bids and values is a BCE, so overall it must be
a BCE as well. And finally, revenue and total bidder surplus for the symmetrized BCE are
the expectation of those objectives conditional on the permutation, but conditional on the
permutation, revenue and total bidder surplus are the same as under the original BCE.

Thus, the bounds from Proposition 5 are sharp and in particular must also be satisfied
by asymmetric BCE. Since our constructed BCE attains the bounds, we have a complete

welfare characterization:

Theorem 8 (Min revenue and max bidder surplus for unknown values). The solution to the
unknown values relazed problem, together with the losing bid distributions defined by (26),
constitute a BCE. This BCE simultaneously maximizes total bidder surplus and minimizes

revenue over all unknown values BCE.

4.1.4 Continuum Limit

The results from the previous section give a tight lower bound for revenue for any symmetric
prior with finite support. The finiteness was convenient for our characterization of the
relaxed program, but the discreteness of valuations necessitated that the minimum revenue
BCE involve a lot of randomization of bids, in particular randomization of the winning bid
recommendation given the losing value. This randomization is not entirely unexpected, given
that similar behavior arises in prior work characterizing equilibria of first price auctions with
discrete values, e.g., that of Maskin and Riley (1985) or Fang and Morris (2006). It should
therefore also not surprise the reader that the analogous construction is substantially simpler
when the distribution of values is continuous. In this section, we will explain what this limit
looks like, with two objectives in mind: first, the limit equilibrium is extremely easy to state
and verify, which to some extent may alleviate the mystery of why our discrete construction
hangs together; and second, we can use the continuous construction to obtain deeper insight
into the structure of information that attains minimum revenue, and also relate our results
to the prior literature on first price auctions.

Before constructing our equilibrium, let us first consider how the solution to the relaxed

program should look in the limit. This discussion is heuristic, and is not meant to be a formal
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derivation. Let us suppose there is a sequence p*(v) of discrete joint distributions of values
that converge to some continuous weak-* limit p(v) with support equal to the compact
cube [v,7]N. Let us write p(m) for the distribution of the average losing value for the
continuous limiting distribution. For example, in the case of two bidders with independent
and identically distributed values, i.e., p(vq, v2) = p(v1)p(v2), the average losing value is just

the second-highest value, m = min(vy,v3), and

p"(m) = 2p(m)(1 = p(m)).

We assume that p’ has compact support equal to V' = [v,7], and we write PZ(m) for the
corresponding cumulative distribution.

In the limit as the mass of any particular value of m goes to zero, the supports of the
H(v|m) will collapse to a singleton, and there will be a deterministic winning bid as a
function of the average loser’s value, which we denote by f(m). Assume for now that this

function is strictly increasing and differentiable. Then the continuum analogue of (21) is

B=Hb) . B=1(b) B
R N O AR IO
Again, the left-hand side is the gain from winning when the average losing value ranges from
v up to S71(b), and the right-hand side is the loss from paying more when the average losing
value is below 371(b). We can substitute b = $(m) into the limit of integration to rewrite

this as

V=1 [ o Bt = [ (3m) - B ) @0
This relationship must hold for all m € V.

Thus, (27) pins down the winning bid function as the solution of a differential equation.
In fact, there is a unique [ that satisfies (27), which is given by

p(m) = (28)

N -1 1 /m xp(x)

N (PE(m) S Jom (PH@)F

This function is the continuum analogue of the H(b|m) distributions from the discrete con-
struction.

As in the discrete case, we can always construct an information structure and BNE
in which the winner bids according to (28). Bidders will receive signals in S; = [v,7]: if

v; = maxwv, then bidder i receives the signal s = m = u(v). Otherwise, bidders receive
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signals with independent draws from the conditional distribution L(s|m) on [v, m]:

1

welm) = () (29)

This is in some sense the continuum analogue of (26). The total probability of getting the
signal s, in ex-ante terms, is
1 ph(s)

Es) N-—-1 (7 I
pN + N /a::s L(ds|m)p~(m)dm = NW

But conditional on receiving the signal s, bidders think that s is the average losing value
(and they have the high value, with others’ signals being lower) with probability (PX(s)) "~ ,
—1

and with probability 1 — (PL(S))NT, they think that the true average losing value is higher

than s, and is distributed according to the conditional distribution

(PHm)) 5" = (PH(s))"%
L= (PH(s)™S

In equilibrium, all bidders follow the monotonic pure strategy of bidding £(s). Thus, in
the event that the true m is greater than s, bidders believe that the highest bid is G(m).

Through integration by parts, we can deduce that the general form for minimum revenue is

R [ st )i

:m/v (V= 1)PE(m) = N(PH(m)) ") dim.

The following proposition asserts that these objects do in fact constitute an equilibrium:

Proposition 9 (Continuum limit). Suppose that the joint distribution has a density p(v)
with full support on [v,v]™. Then there exists a BCE in which the buyer with the high
value bids S(p(v)), where B is defined by (28) and is the solution to (27), and the buyers
with lower values bid B(s), with the losing bidder’s signals being independent draws from
L(s|u(v)) defined by (29).

Thus, in the minimum revenue information structure, bidders receive one-dimensional
signals that are informative about the average losing value m. Essentially, the signal could
fall into one of two categories: one of the bidders, chosen at random, will receive a “precise”
signal s = m, while the remaining N — 1 bidders will receive “coarse” signals that are

distributed between [0, m] according to the losing signal distribution L (s|m). Importantly,
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bidders are uncertain about whether they received the precise signal or the coarse signal.
Moreover, this information structure supports a symmetric, monotonic, and pure strategy
equilibrium in which everyone bids 3 (s).

The reader may be curious about the connection to Milgrom and Weber (1982), who study
a class of symmetric “affiliated” information structures that similarly admit a monotonic and
pure strategy equilibrium. The affiliation property can be thought of as a form of positive
correlation between the bidders’ values and their one-dimensional signals. While affiliation is
sufficient to support monotonic pure strategies, it is far from necessary, and indeed, regardless
of the underlying distribution of values, the minimum revenue information structure will not
be affiliated. This can be seen by considering the conditional distribution of signals given m
and one of the bidder’s signals s;: for s; < m, it must be that s; was the coarse signal, so
that some other bidder obtained a recommendation s; = m, whereas if s; = m, then others
must have almost surely received coarse signals which are strictly below m. Thus, signals
are “negatively correlated” given the true value of m.

Indeed, affiliation restricts the kind of inference that bidders can draw about their values
upon losing the auction in a manner that strengthens the incentive to deviate upwards. In
the event that some other bidder has won the auction, they must have received a higher
signal, which means that losing the auction is a positive signal about one’s own value. In
turn, this means that the expected value conditional on winning is increasing as a bidder
deviates upwards. On the other hand, winning when one should have lost in the minimum
revenue information structure and equilibrium is, at the margin, a strong negative signal
about one’s value. For if a bidder wins with a bid of § (s) after receiving the signal s, they
believe that their value is distributed over the range [s,7]. But when they deviate up to a
bid 3 (s + €), the incremental event on which they win is when their value was between s and
s + €, so that this event pulls down the expectation of their value conditional on winning.

To conclude, let us apply these results to the uniform example with which we began the
section. The formula for g (s) reduces to what we computed for the uniform example at the
beginning of the section, with PX(v) = 1 — (1 — v)%. The conditional distribution of the

loser’s signal, given the loser’s value is v, is

1—(1—-¢)
L =y —. 30
In the example, we first draw values (v, v2) independently from the standard uniform distri-
bution, with the lower of the two values being y. The bidder with the higher value is told to

bid (s), where [ is given by (8). For the bidder with the lower value, we draw an x accord-
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ing to (30) and tell the losing buyer to bid (z). As we have shown, this recommendation

rule will satisfy both upward and downward incentive constraints and is therefore a BCE.

4.2 Known Values

We now turn our attention to minimum revenue and maximum bidder surplus when the
buyers know their own valuations. We will pursue the same course that characterized revenue
in the unknown values model, namely, (i) formulate and solve a relaxed program for revenue,
and then (ii) extend this solution to a full BCE. In the known values relaxed program, we
again only keep track of winning bid distributions and drop all incentive constraints except
those corresponding to uniform upward deviations. In the unknown values case, there was
a one-dimensional family of such constraints, indexed by the bid that the player deviates
up to. With known values, however, there is a separate family of such constraints for each
possible known value. This introduces a second-dimension to the problem, and for general
known values models, the pattern of binding uniform upward incentive constraints can be
quite complicated. We will, however, give a tight characterization of minimum revenue and
maximum bidder surplus when there are only two possible valuations, high or low. We give
examples of the complexities that arise with more than two values in Appendix C

Suppose that K = 2 and V = {v!,v?} is the set of possible valuations. Bidders know
whether or not they have the low-value or the high value. It turns out, however, that the
strategic behavior of the low-valuation buyer is quite simple: When all buyers have low
values, they will all bid the low value and tie. Otherwise, these buyers have to lose the
auction in equilibrium, and they randomize so as to induce a high valuation buyer to win at
a price weakly greater than v'. Thus, we only need to determine the behavior of the high
valuation buyer.

To characterize the high type’s behavior, we will first study a relaxed program. It will
turn out that in the revenue minimizing BCE, bidders will have somewhat complicated higher
order beliefs about the number of high types. For example, bidders will sometimes make
low bids because they think there is a high probability that they are the only bidder with
a high value, and they are only facing low types. At other times, the high type will believe
that they are likely to be bidding against another high type, who thinks that they are most
likely facing only low types. Of course, this logic continues to higher orders, and in general,
a high type may think that they are likely to be facing (and winning against) & — 1 other
high types, who themselves think that they are facing & — 2 other high types, etc. For this
reason, in formulating our relaxed program, it is necessary to keep track of the statistical

relationship between winning bids and the number of bidders with high valuations.
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For a profile of values v, we let

¢(v) = ilv: = v*}

denote the number of high value buyers. The distribution p induces a distribution on

{0,..., N} given by

Let H(b|z) denote the cumulative distribution of winning bids when there are z bidders with
value v?. Per the previous discussion, H(-|0) puts probability one on v'.

The relaxed program is

v2

maXZp H (blz)db (31)

subject to
H(blz) € [0,1] forallbe Ry, z € {0,...,N}; (32)
Y z—1 Y 1
02 =) Y ) H) <40 [ Hial)de (3)
2=1 2=1 z=0

These constraints are almost entirely analogous to the feasibility and incentive constraints
from the unknown values relaxed problem, with the exception that there is now only an
incentive constraint for the high valuation type (who has a known value v?). Note that when
there are z high types, a bidder with a high valuation thinks that there is a 1/z chance that
they are the winner and a (z — 1)/z chance that they will not win.

The analysis of the binary known values relaxed program proceeds in much the same
manner as for unknown values. It must be that (33) binds whenever H(b|z) < 1 for some z,
since otherwise we could push down the distribution of winning bids while further relaxing
incentive constraints. Moreover, there is a straightforward analogue of the ordered supports
property. In particular, H(b|z) has a weight of (2 —1)/z on the left-hand side and 1/z on the
right-hand side. H(b|z) with lower z therefore provide more “bang for the buck” in relaxing
incentive constraints. For example, when z = 1, H(b|1) only appears on the right-hand

side, and indeed this implies that H(b|1) must put probability one on v!. Thus, the correct

36



ordered supports property is:
H(lz) <1 = H(bZ) =0V > 2 (34)

In other words, at an optimal solution, buyers should win with lower bids when there are
fewer buyers with high valuations.
We summarize the solution of the binary known values relaxed program in the following

proposition:

Proposition 10. The solution to the binary known values relaxed problem is the unique
H(b|z) that satisfies (33) with equality whenever H(b|z) < 1 for some z and also satisfies
(34).

The solution to the binary values relaxed program can be extended to a full BCE using
similar techniques as with unknown values. We first draw the valuations according to p.
If z = 0, the winning bidder will bid v!. If z > 1, we select one of the high-valuation
bidders uniformly to be the winning bidder and assign him or her a winning bid b from
H(b|z). Finally, we draw bids for the losing high-valuation buyers independently from the
distribution

O

LB ) (@) = ! D o) / PGRELCE D

where b € B; = supp H(-|Z) and &/ € B, with & > b. The following result, proven in
the Appendix, asserts that these losing bid distributions, together with the winning bid

distributions that solve the relaxed program, constitute a BCE:

Theorem 11 (Min revenue and max bidder surplus for binary known values). The solution
to the binary known value relazed problem, together with the losing bid distributions defined
by (35), constitute a BCE. This BCE simultaneously mazximizes total bidder surplus and

minimizes revenue over all binary known values BCE.

We illustrate the binary known value result in the case where there are just two buyers,
the possible valuations are 0 and 1, and values are i.i.d.draws with probability p € [0, 1] of
drawing a high value. In this case, H(b|0) and H(b|1) put probability 1 on b = 0, and H (b|2)

solves the following differential equation

(1— b)gH(bB) —(1-phb+ g /M H(z|2)dz,

37



SO

H(b|2) = Lbl_—

This distribution hits 1 at b= (1 — /T — p)/2.

Note that the high type is indifferent to a strategy of always bidding b, so the surplus
of the high type is easily calculated as 1 —b = /T — p, and total bidder surplus is therefore
2py/T — p. The allocation is efficient, so total surplus is 1 — (1 — p)? and the revenue is

1—(1—p)*—2py/1—p.

For comparison, in the complete information benchmark, each high type bidder earns a
surplus of 1 when facing the low type and a surplus of 0 when facing the high type, so
that total bidder surplus is only 2p(1 — p). Revenue under complete information is p?. In
a previous version of this paper, Bergemann, Brooks, and Morris (2013), we additionally
construct simple information structures that give rise to this equilibrium. We also solve for
the entire set of bidder surplus pairs that can obtain in a BCE.

The binary values example tells us a great deal about the qualitative differences between
the unknown and known values cases. In both models, uniform upward deviations seem to
be key for characterizing the revenue minimizing BCE. The information that is needed to
evaluate those deviations is, however, quite different in the two cases. With unknown values,
the probability of being the winner when the profile of values is some given v is independent
of the profile, so that the only manner in which v affects the incentives to deviate uniformly
upwards is through inference about the average losing value, p (m).

Indeed, we could think about the profile v for a given upward deviation b as being
associated with a gain-loss ratio, which is the extent to which winning when the profile is v
tightens the left-hand side of the uniform upward incentive constraint for a given relaxation
of the right hand side, i.e., (N — 1) (1 (v) — b). Importantly, this gain-loss ratio associated
with v is the same for all buyers, thus inducing a one-dimensional ordering over profiles.
A general lesson from the unknown values analysis is that minimizing revenue requires a
specific relationship between the distribution of winning bids and the gain-loss ratio. In
particular, low winning bids should be associated with a low gain-loss ratio.

With known values, bidders know their value when they lose the auction, thus rendering
i (v) irrelevant for the evaluation of uniform upward deviations. On the other hand, the
probability of winning versus losing depends very much on the distribution of values and

on the bidder’s own value: in an efficient equilibrium, having a value below the maximum
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means that one will lose for sure, and the more ties there are for the highest value, the
less likely is a high valuation bidder to win the auction. For example, in the binary known
values model, the gain loss-ratio for a high type is (¢ (v) — 1) (v? — b), and for a low type it
is always (v! —b) (since the low type always loses in equilibrium when the winning bid is
above v!). With binary values, the low type is strategically quite simple, so that it is only the
high type’s gain-loss ratio that matters and a simple ordering property that emerges for the
supports of winning bids. In general, when different buyers have different gain-loss ratios,
there is no obvious ordering property over the distribution of winning bids. In Appendix C,
we analyze the relaxed program for three values and document the complications that arise
with more than two values. We give a partial characterization of the solution to the relaxed
program, though it turns out that in these cases where we solve the relaxed program, the

bound it generates cannot possibly be tight.

5 Further Topics

5.1 Additional Welfare Outcomes

We have thus far focused on characterizing bounds on revenue and total bidder surplus.
Maximizing and minimizing these outcomes correspond to characterizing the BCE that are
maximal in four directions in welfare space. Of course, there are many other welfare objec-
tives we might have considered. For example, what do BCE look like that maximize a single
bidder’s welfare, or that minimize the efficiency of the auction?

In this section, we will briefly consider the range of welfare outcomes in these and other
directions. We will report some new analytic results, but also fully develop numerical sim-
ulation methods. Bayes correlated equilibria have a simple structure that lend themselves
to computation: they are essentially joint distributions over values and bids that satisfy
a family of linear incentive constraints, and welfare outcomes such as revenue and surplus
are linear functions of that distribution. Maximizing a weighted sum of expected welfare
outcomes over the set of BCE is therefore a linear program which can be solved efficiently.

We applied large-scale linear programming software to compute the BCE that maximize
various welfare objectives for discretized examples. In particular, we studied a model in
which there are two potential buyers who have 10 valuations and 50 possible bids. Values
and bids are evenly spaced between 0 and 1, and the distribution of values is uniform. Figure
1 from the introduction depicts the pairs of revenue and total bidder surplus that can arise
in a BCE, with the boundary of the unknown and known values welfare sets in blue and red,

respectively.
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Let us examine these sets in somewhat greater detail than in the introduction. The
computed welfare sets have a number of prominent features that align with our theoretical
results. The red set is contained within the blue set, which we know must be the case
because any known value BCE is also an unknown values BCE. Also, welfare properties of
the equilibria that we constructed are visible on the frontiers of the welfare sets. Minimum
total bidder surplus is zero and is attained at points F, G, and H, and the unknown values
BNE outcome of (0,0.5) (point B) is on the boundary of the unknown values surplus set.
We also see the complete information BNE at point A on the boundary of both the known
value and unknown values surplus sets. In this outcome, revenue is the expected second-
highest value and total surplus is the expected highest value. As predicted, there are BCE
that attain point F in which the outcome is socially efficient, but bidder surplus is zero and
revenue is equal to the entire efficient surplus. Finally, minimum revenue for the unknown
values model is attained in an efficient equilibrium at point D, as predicted by Theorem 8.

There are however new features which might not have been anticipated. An intriguing
feature of the unknown values surplus set is southwestern frontier, in which the total surplus
is below the efficient level. As we observed in the introduction, since there is no reserve price
in the auction, the good is always allocated. A lower bound on total surplus is therefore the
expected lowest valuation, which for this discretized example is 0.316. A striking implication
of Figure 1 is that there are equilibria in which this lower bound is attained exactly, meaning
that the buyer with the lower valuation is always the one who receives the good. Moreover,
minimum surplus is attained while both bidders receive zero surplus!

In fact, it is not hard to construct a BCE that accomplishes these objectives when
there are two bidders and independent values. Let P(v) denote the independent cumulative
distribution on the range [v,7]. We construct a BCE in which each buyer i observes buyer

J’s valuation v;, and bids

Y rdP(z)dx
Blv;) = Joms P(v)< ) :

(36)

where $(v) = v. In other words, each buyer bids the other buyer’s expected value, conditional
on it being below their true valuation. As long as the density is almost everywhere positive,
this bidding function will be strictly increasing on the support of valuations. We claim that
this is a BCE. Clearly, buyers always believe that their own value v; is distributed according
to P and that the other buyer bids f(v;). Conditional on a bid of 5(v), the buyer will win
whenever v; < v, so the expected valuation conditional on winning with a bid of b is the
expectation of their value given v; < v, which is precisely 5(v)! Thus, all bids in the support

of P result in an expected payoff of zero. Moreover, it is clear that since equilibrium bids
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are increasing in the other buyer’s value, the winner of the auction will be the bidder with
the lowest valuation, thus attaining point H. Similar arguments and constructions can be
provided when values are discrete, while maintaining the assumptions of independence and
two bidders.

Thus, we have characterized the three “corners” of the unknown values set, and by
convexity, we can generate the both the western and northeastern flats. The remaining
feature, hitherto unexplained, is the apparently smooth southwestern frontier that runs from
the maximally inefficient equilibrium to the efficient revenue minimizing equilibrium. In
fact, we know a great deal about the class of equilibria that generate this southwestern
frontier. They are members of a class of “conditionally revenue minimizing” equilibria,
which minimize revenue conditional on a fixed allocation of the good. As the allocation
ranges from efficient to maximally inefficient, we move smoothly between points D and H.
The southwestern frontier corresponds to a particular path of allocations for which we can
give a partial characterization. These additional analytical results are in Appendix D.

The known values surplus set is depicted in red in Figure 1, and it is significantly smaller
than the unknown values surplus set. At point C, revenue is maximized and bidders are held
down to the lower bound from Section 4. In this example, minimum revenue for the known
values model is approximately 0.11, while minimum revenue for the unknown values model is
approximately 0.06. This difference corresponds to roughly 8 percent of the efficient surplus.

The extreme points of the surplus sets of Figure 1 are maximal for welfare objectives
that are symmetric with respect to the bidders. For example, when we maximize revenue or
total bidder surplus, the objective does not depend on which bidder bids which amount, but
only on the average maximum bid. For symmetric objectives, it is without loss of generality
to consider symmetric BCE (Lemma 7). However, even when the distribution of values is
symmetric, asymmetries in information about values or in behavior could induce differences
in welfare outcomes across buyers.

Figure 3 displays the sets of bidder surplus pairs (Uy, Us) that can arise in our discretized
uniform example. Again, blue is for unknown values and red is for known values. Points
are labeled in correspondence with Figure 1. For example, point A in Figure 3 is the BNE
outcome under known values, and corresponds to point A in Figure 1. Point FGH, at which
bidder surpluses are minimized, corresponds to points F, G, and H in Figure 1, etc. The
point marked E’ is the only labeled point on Figure 3 that does not have a direct counterpart
in Figure 1: although the two are close together and are visually difficult to distinguish,
minimum revenue and maximum bidder surplus need not coincide for the known values

model.
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Figure 3: The set of bidder surplus pairs that can arise in a BCE. Computed for uniform
distribution with grids of 10 valuations and 50 bids between 0 and 1.

5.2 Max/Min Ratios

The form that our results have taken thus far is to provide welfare bounds over all information
structures and BNE that are consistent with a fixed prior distribution of values. But what is
the broader message? Are the bounds wide or narrow? To help us get a sense of how much
welfare can vary due to information that is less tied to a particular prior, we will employ
a methodology that has been widely used in the algorithmic mechanism design literature,
which is to study how welfare varies across information structures and BNE relative to some
suitable benchmark. A natural candidate in our setting is complete information, in which
there are no informational frictions whatsoever.

Thus, we can ask if there are bounds on how much revenue and bidder surplus can vary
relative to their respective values in the complete information BNE. Let R = E[v®] denote
the expected second-highest value, and U= E[v® — v®)] denote the residual surplus for
bidders, which is the difference between the highest and second-highest values. Analogously,
let R, R, U, and U denote the highest and lowest revenues and highest and lowest total

bidder surpluses, respectively, that occur in BCE. We will consider the ratios:

R/R,R/R,U/U, and U/U.
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Bounds on how far these ratios can differ from 1 would mean that these welfare objec-
tives cannot be either too much larger or too much smaller than the complete information
benchmark, regardless of the prior p.

It turns out, however, that there are no such bounds: there exist distributions of values
such that these welfare ratios are arbitrarily small and arbitrarily large. Moreover, this re-
mains true even if we restrict attention to known values information structures. We illustrate
this with three examples.

First, we show that R/ R and U/ U can be arbitrarily small and large, respectively. Con-
sider the binary values model with V' = {0, 1}, with p being the independent and symmetric
probability of a high type. Revenue in the complete information benchmark is therefore
p?, and minimum revenue is 1 — (1 — p)* — 2py/T —p. As p goes to zero, we can verify by

L’Hopital’s rule that the ratio of minimum to benchmark revenue converges to

= —2/T—p+2(1-p) [ 2 p

lim = lim — -2 =0.

pl0 p plo |1 —=p 2(1 —p)

(NI

With regard to U /U, maximum bidder surplus is 2py/T — p and benchmark bidder surplus
is 2p(1 — p). Thus, the ratio U/(/]\ is 1/4/1 — p, which blows up as p T 1.
Second, R/ R can be arbitrarily large. Consider two bidders with values independently

drawn from the cumulative distribution P(v) = v”. The lower bound on bidder surplus is

U= /:0 mgx(v —b)P(b)p(v)dv.

With the distribution we have chosen, the optimal bid is b*(v) = —2-v, so that lower-bound

1+
B+1
bidder surplus isﬁ <%> . The expected highest value is 3/(1+20), so that maximum
is 2 (5 ted d-highest value is 2~ 2 the rati
revenue is 55 — 1755 ( 105 . The expected second-highest value is 15155, so the ratio

of maximum to benchmark revenue is

e Go)
e

which clearly blows up as g — 0.
Finally, U/ U can be arbitrarily close to zero. We will suppose that v(Y) ~ U[0, 1], and

that conditional on the highest value, the second-highest value follows a truncated Pareto
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distribution on [0, yv™M], i.e.,

1 if v > yp);
P(U(z)”l)(l)) — (1 o 7) % if 0 S ,U(Q) S ’)/’U(l),
0 otherwise.

The expected highest value is 1/2, and the optimal bid is always vvM| so that the lower
bound on bidder surplus is just (1—+)/2. Benchmark revenue is a slightly more complicated

calculation. The expected second-highest value, conditional on vV, is

e
(1= [ e = (4 (1= ) lo(1 =)
Hence, the ratio of the benchmark to lower bound bidder surplus is 1 — log(1 — 7), which
goes to infinity as v goes to one.

Thus, we find that the range of welfare outcomes can be very wide, depending on the
specification of the prior. The extreme ratios are however obtained in extreme cases where
either benchmark revenue or benchmark bidder surplus is going to zero. Another weakness
of these ratios is that they are not invariant to translation of values: by adding a constant
to all values, it is possible to make any of these ratios arbitrarily close to 1. In that sense,
our bounds can also be arbitrarily narrow. It remains an open question whether there are
natural classes of distributions or more intuitive benchmark comparisons for which welfare

ratios are bounded.

5.3 Reserve Prices and Entry Fees

The first price auction is an important mechanism to study for many reasons, but at the
end of the day it is just one of many possible mechanisms. Indeed, even in the classical
setting when values are known and the distribution is symmetric, independent, and regular,
the first price auction is generally only optimal if low valuation buyers are excluded from the
auction using a minimum bid or a participation fee (Myerson, 1981). A general treatment
of welfare bounds in mechanism design goes well beyond the scope of this paper, but we
can make some progress by considering simple variants of the first price auction that include
some device for the exclusion of low valuation buyers, i.e., entry fees and reserve prices.
We will explore these variants via a numerical example. Suppose that there are two
buyers whose values are uniformly distributed on a grid between 0 and 1. Reserve prices

and entry fees are modeled as follows: With a reservation price r > 0, buyers can submit
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Figure 4: Comparison of reserve prices and entry fees. Computed for uniformly distribution
with grids of 20 valuations and 20 bids between 0 and 1.

any bid they want, but if the high bid is less than the reservation price, the good will not
be allocated and no transfers take place. Otherwise, the good is allocated to the buyer who
bids the most, and the winning buyer pays their bid to the seller. With an entry fee, buyers
first choose whether or not to enter the auction. Only entrants can bid, but an entrant must
pay an additional fee of e > 0 regardless of whether or not the entrant wins the auction.

In the absense of an entry fee, we can interpret a bid of 0 (or any bid below the reserve
price) as “not entering,” so that the reserve price model effectively captures a model with a
zero entry fee. With a positive entry fee, however, some modeling choices arise with regard
to the timing of information. In particular, do buyers make their entry decisions before or
after observing whatever signals will inform the equilibrium bid? Similarly, in the known
values model, we may wish to assume that buyers learn their values before or after the entry
decision. Neither alternative is obviously more compelling, so we will simulate both and
compare.!3

Again, we used linear programming software to numerically calculate maximum and
minimum revenue for a range of reserve prices and entry fees. Figure 4 displays the output
of these computations for a specification with 20 values and 20 bids, evenly spaced between
0 and 1. The left and right panels illustrate the revenue bounds for the unknown and
known value models, respectively. The blue lines are bounds on revenue with reserve prices.
The black lines bound revenue over all BCE with an “ex-ante” fee, which must be paid
before the buyers acquire whatever signals inform their equilibrium bid, while the red lines

bound revenue with an “ex-post” fee, which is paid after learning one’s equilibrium bid.

13An additional timing question arises with entry fees in the known values model. In principle, bidders
might learn their value before they learn their equilibrium bid, in which case we have to ask whether or not
the fee is paid (i) before learning the value, (ii) after learning the value and before the bid, or (iii) after both
learning the value in the bid. We will use (ii): buyers first learn their value, then pay the fee, then learn the
bid.
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Note that a BCE with an ex-post fee is also a BCE with an ex-ante fee, so that the black
bounds are necessarily wider than the red bounds. In addition, since known values BCE
are also unknown values BCE, the bounds on the left panel are necessarily wider than their
counterparts on the right panel.

The simulation indicates some intriguing features of how reserve prices and entry fees
could affect the auction. Consistent with the classical theory, it is very much possible for
both reserve prices and entry fees to raise minimum revenue over all information structures.
However, reserve prices are much more effective at boosting minimum revenue than are
entry fees, at least for this example. In the known values model, max min revenue over all
reserve prices is approximately 0.3705, whereas max min revenue over entry fees is 0.2379.
With regard to entry fees, a surprising result is that ex-ante and ex-post entry fees result in
virtually identical minimum revenue curves. We do not know of any theoretical justification
for this phenomenon.

With regard to maximum revenue, if values are unknown, revenue might be equal to
the efficient surplus. Thus, excluding low valuation buyers can only depress revenue. With
known values, however, it appears that exclusion can increase maximum revenue. In addition,
there is a stark ordering over maximum revenues. For each z € [0,1], maximum revenue
with an ex-ante fee of x is strictly higher than maximum revenue with an ex-post fee of z,
which is strictly higher than maximum revenue with a reserve price of x. The weak ordering
of ex-ante and ex-post fees is fairly transparent, but maximum revenue ranking of entry fees
versus reserve prices is more subtle. In fact, we have found a relatively simple argument that
an ex-ante fee is always going to generate weakly more revenue than a reserve prices, which
we present in Appendix E. This conclusion corresponds with a result of Milgrom and Weber
(1982) that entry fees induce greater revenue than reserve prices when signals and values are
affiliated.

In sum, this example demonstrates that reserve prices and entry fees can have a large
impact on revenue bounds. In future research, we hope to extend the analysis of welfare

bounds to more general classes of mechanisms.

5.4 Continuum of Values

Though our formal results have been stated for the case of discrete values, we have frequently
illustrated these results with examples in which there is a continuum of valuations. While
discreteness has been useful for our inductive constructions, we do not regard it as essential,
and we expect that our results would generalize to distributions of values characterized by

Borel measures. However, the extension of the results to the continuum case seems to be
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a non-trivial technical exercise, for the simple reason that the set of BCE is not weak-*
compact, and so sequences of BCE need not converge to BCE in the limit. For example,
it may be that all along a sequence of BCE, bids are not equal with probability 1, but in
the limit, bids are equal with probability 1, thus invoking the tie breaking rule. This is
a well-studied phenomenon, and we refer the reader to Jackson and Swinkels (2005) and

Jackson et al. (2002) for a more detailed discussion of the issue.

5.5 Extension to Asymmetric p

Throughout our analysis, we have maintained the assumption that the distribution p is
symmetric. This has greatly simplified our arguments, especially for deriving solutions to
the minimum revenue and maximum bidder surplus optimal control problems. We wish to
pointout, however, that some of our results extend readily to models with asymmetric value
distributions. Nothing in the proof of Theorem 2 relied on symmetry, and indeed, that result
extends unchanged to the case where p is asymmetric, with different minimum surpluses for
each bidder.

Symmetry is more important for our minimum revenue and maximum bidder surplus
constructions, and there is no simple generalization to asymmetric priors. Our results do
however generate bounds for asymmetric models: suppose that p is asymmetric and minimum
expected revenue over all BCE is R. Then R is also minimum revenue over all BCE for the
permuted distribution of values given by p o £ for some & € =, since all we have done is

rearrange the identities of the bidders. Now consider the “symmetrized” distribution

o1
p=—> pok
¢e=
Then clearly, there is a BCE for p which is just the symmetrization of the BCE that yielded
revenue of R for the original p, and this BCE will also yield expected revenue of R. As
a result, R must be weakly larger than minimum revenue for p, for which we have tight

characterizations.

6 Conclusion

The purpose of this paper has been to study the range of welfare outcomes that might obtain
in a first price auction. In this exercise, we have sought to relax classical assumptions on the
nature of the bidders’ information that were made primarily for the purpose of tractability.

For general specifications of information, in which values can be arbitrarily correlated and
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signals can be multidimensional, the structure of Bayes Nash equilibrium could be quite
complicated. By focusing on those information structures that generate extreme welfare
outcomes, we have maintained tractability while generating new insights into the range of
welfare outcomes that might occur. In particular, we have shown that while there is a
wide range of behavior that could occur, there are non-trivial limits on what can happen to
revenue, bidder surplus, and total surplus. The information structures that generate extreme
outcomes give us further insight into what kinds of information might be good or bad for
the seller and buyers. In particular, revenue is lower when buyers receive partial information
about whether or not they have the high value that induces them to bid less, opening the
door for other partially informed buyers to win with lower bids as well. Revenue is higher
when buyers receive precise information about whether or not they have the high value, but
partial information about the losing buyer’s value. Social surplus can be harmed when there
is precise information about others’ values and in the absense of precise information about
the buyer’s own value.

Many important questions remain. In a computational exercise, we showed that the intro-
duction of devices for excluding low valuation buyers can raise both minimum and maximum
revenue over all information structures. While these results are suggestive, clearly they rep-
resent a very limited exploration of welfare bounds across the universe of mechanisms. A
rich and open question is how to design mechanisms in the face of large uncertainty about
the beliefs held by agents. A takeaway from our work is that the design of equilibria can
be complemented by the design of information. By simultaneously constructing knowledge
and behavior, we obtain bounds on the outcomes of interest as well as gain insight into how
information interacts with the given game form. It is our hope that this methodology will

find use for a wide range of problems within mechanism design.
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A Omitted Proofs

Proof of Theorem 2. We first construct the BCE that attains the maximum revenue and the
minimum bidder surplus. The BCE is constructed as follows. A bidder ¢ with the highest
valuation v;, and hence v(Y) = v; is informed that he is the winning bidder and receives a bid
recommendation b; € {vl, ey v(l)}. The probability distribution of his bid recommendation
is constructed in detail in the subsequent paragraph. Every losing bidder is informed that
he is a losing bidder and is asked to bid his value v;. This is, every losing bidder with the
exception of the bidder with the second highest valuation v(® when the bid recommendation
of the winner is b; = v®. In this case, the bidder j with v; = v® is asked to chose his bid

b; from the cumulative distribution

o _ @

by, o) = 2
Y

on a small interval [U( ) — ¢, 0 } for some € sufficiently small. With this distribution the
winning bidder receives the object with probability one in the symmetric tie-breaking rule
even though he just bids the value of the second highest valuation.

Now we construct the bid distribution of the winning bidder with v; = v™. We will
draw b; according to the following procedure based on the Conditional distribution of the
second highest valuation v® given the highest valuation v, Let p\® (v®[v(®) denote the
conditional probability of the second-highest value v® given that bidder i has the highest

value, that is vV = v;. In particular, this is:

Z{UGVN|Ui:w:v(1),v(2):w’} p(?})

P (w'|w) =

Z{vEVNh)i:w:fu(l)} p(v)

and for the corresponding cumulative distribution we write

= > P |w

wl/ Swl

(These objects are only defined when there exists a v € V¥ such that v; = vV = v).

Let k¥(v;) € {1,..., K} be the index of the valuation such that b?(v;) = v* (). We now
construct the distribution of valuations and (almost bids) that the winning bidder faces when
he is asked to make a bid b; = v'. Let o! be defined for all v¥i () <yt <y, by:

(v: = ") (a' PP @' o) + 5 (' |en) ) = (01 = B ) PO Wi (w)lws),  (37)

51



and rearranging:

o = (v; = )i (') -
(v; — b () P2 (b3 (v:)|vs) — (v; — V1) PP (w1 |;) o

By the construction of (4), it follows that o! = 1 if kf(v;) = [, and that 0 < o! < 1 if
R ) < b <y, and if p§2) (v!|v;) = 0, then ! is defined to be 0.)
Now based on the weights o' that oversample v' relative to its true frequency in the

conditional distribution of v®, the bid b; = v is recommended to bidder i with probability

k

o= J[ @-a") (39)

U=l+1

2)

when v = ¢!, and with probability

y' = alat (40)

when v® < ¢!,

We claim that these rules define a BCE. Note that the bidder j with v; = v® only
receives recommendation b; = v! when v(® < ¢! so the only way to deviate upwards and
win the auction when one would lose by following the recommendation is to bid more than
v® | which would result in negative surplus. Thus, it is sufficient to check that no bidder
would like to deviate downwards. To assess the value of such deviations, first observe that
the conditional distribution of v® conditional on b, = v' has a particular form: v?® = ¢!
with probability

P ('|v:)
P (o) + ol PP (01 o)

and v =¥ for I’ < | with probability

Ozlp(Q) (Ul’ "Uz)

)

P (v[v;) + al PP (vi=1]v;)

Thus, by construction bidder i is indifferent between a bid of v' and b} (v;), and moreover
the latter bid is superior to any bid other bid v with I < [ by the definition of b?(v;) and
the fact that probabilities of winning for v/ with I’ < [ are all proportional to P* (v!|v;).
Moreover, by choosing € sufficiently small, we can be sure that bids in V' are superior to bids
not in V.

Finally, this construction ensures that bidder 7 is always indifferent between following the

recommendation b; and bidding b} (v;). Thus, the surplus in equilibrium must be equal to
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the surplus from following the latter strategy, which is precisely U,(v;). Moreover, a bidder

1

with v; = vV always wins the auction, so that the outcome is efficient. O]

Proof of Theorem 3. We construct the BCE as follows. If v = v then all high bidders
bid vV, and losing bidders can bid anything less than v,

Otherwise, if v > v the equilibrium first draws an z in [0,1] according to the
distribution F(x) = z*. The high value bidder is then told to bid b = zv™™ 4 (1 — z)v®, and
losing bidders are told to bid yv™ + (1 — y)v® with y € [0, z], where y ~ % = (ﬁ%)k
and G(z) = (ﬁ)k

We claim that this is a BCE for all k. Clearly, there is always positive conditional prob-
ability that a given bid is both a winning bid and a losing bid. In particular, conditional on

the profile of values, a recommendation in the range [v(®, b] is a winning bid with probability

iG h—u® |
N @) — @)

and a losing bid is recommended in the range [v(?), b] with probability

N-—-1 b—ov® ! g(x)
~ G(v(l)—v(2)> (1—1—/9& o G(x)dx )

RN OENE)

Both of these expressions are differentiable and strictly increasing on the range b € [v), v(M)],
and are zero when b = v, and thus bids in any open subinterval of [v®,v™M)] arise with
positive probability conditional on both winning and losing. Thus, conditional on any bid,
it is possible to have value v(!), so that the strategy of bidding b is undominated. However,
if b is a losing recommendation, b > v;, so that it is never profitable to deviate to a higher
bid.

In addition, conditional on it being a winning bid b = 2zv™® + (1 — 2)v®, and conditional
on the highest and second highest values, the benefit of deviating downward to some ¥ +

(1 —y)v® with y > 0 is proportional to

GMl(y) G(y)

M _ @)1 — T W) () _ @y —

(U v )( y) GN_l(ZL') — (U v )( y) G(ZE)

since % < 1, and moreover the left-hand side and right-hand side coincide at y = =.

Thus, it is sufficient to show that (1 — y)G(y) is increasing in y. This function is #,
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which is obviously increasing in y since the numerator is increasing and the denominator is
decreasing.

Finally, as k goes to oo, the expected value of x converges to 1. For if we write H(x) for
any CDF that is strictly less than 1 with probability 1, then

1 1
/ vdHF () = 2 H* ()L, — / HY () da
=0 =0
1

=1- H*(z)dx

> 1—22[’“(2’)— (1—2)

for any z € (0,1) (this just comes from the observation that H(z) < H(z) for z € [0, ]
and H(z) < 1 for all # € [2,1]). Since H*(z) < 1, by choosing z sufficiently close to 1
and k sufficiently large, we can make this number arbitrarily close to 1. Thus, in the limit
as k goes to oo, it must be that E [b] = E[z] >, p(v)v™ + (1 — E[z]) >, p(v)v® goes to
>, p(w)oM = S. Since S(F) = R(F) + U(F )SS,1tmustbethatU(F)goestoO. O

Proof of Lemma 4. The proof essentially follows the derivation of the relaxed problem in
Section 4.1.2. Let

I—I(b|1)1,...,vn):[L - <bV‘}Ch(x)F(dI|vh.”’UN)‘ (41)

Thus, our convention is that it is bidder 1 who wins the auction. Since the BCE is symmetric,
H so defined is invariant to permutations of (vs, ..., vy). Thus, the objective of minimizing

revenue is equivalent to maximizing

vE

> pv) H (b|v)db, (42)

veV N b=0

which is the many-bidder analogue of (11). Recall that = denotes the set of permutations of
{1,..., N}, and we associate a permutation ¢ € = with a mapping from V¥ to V¥, where
&(v) is the permuted profile of valuations in which & (v) = ve;). The feasibility constraint
that is analogous to (10) requires that

> H(blE(v)) € [0,1] V0 € V. (43)

{e=

o4



Finally, the incentive constraint that is analogous to (12) says that
1 b
(N=1) > p(v)H(bvr,v_1) (mZv —b) <> p) / :OH(:c\v)dx. (44)
veV N i#1 veV N

This expression is close to (12), with a notable difference being the sum over bidders other

than ¢ on the left hand side. To derive this equation, let us consider uniform upward deviation

o%(z) = max{z,b}. Then using (3), we can write the IC constraint for these deviations as

> P(U)/ [(vi = 2:)qi(x) — (vi = 0)qi(b, x—;)] F(dz|v) = 0.

veV N {xERﬁMigb}

Since ¢;(b, x_;) < 1, then clearly this constraint implies that
Z p(v) / (v; — x;)qi(z) F (dz|v) — (v; — b)F(b1lv)| > 0.
ey N {xGRf\xigb}

Now, from (41) and the assumption of symmetry, it must be that
H(dblvs,v_) = / 6:()F(dzv).
{xeRﬁ\xi:b}

Moreover, F'(bl|v) is the total probability that some buyer wins with a bid less than b when

values are v, which is Y%, H(b|v;, v_;). Thus, we can rewrite this as
b
> pv) / (b—2)H (dblvg, v_;) — (v; — b) > H(blvj,v_;)| > 0.
veVN z=0 JF#i
So now, integrating by parts, we conclude that
b
S pv) / H(olon v_)dz — (v — b) S H(blo,0_) | > 0.
veVN z=0 ji

Note that by symmetry, > .~ H(blvi,v_;) = >, oy~ H(blv1,v_1) for all i. Also, note that

Y o) (i =)y Hbluj, o) = Y po)H(bloi,v-) Y (v;—0).

veV N J#u veV N J#i

By pulling out a factor N — 1, we obtain (44).
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Thus, an intermediate relaxed program is to maximize (42) subject to (43) and (44). It

is without loss of generality to consider efficient solutions, in which
H(blvy,v_1) =0 if v; < maxwv. (45)

To see this, we will transform the relaxed program one more time. Recall that = is the set
of permutations, which we have identified with mappings from V¥ to V¥. Thus, we can let

V¥ /Z denote the set of equivalence classes modulo permutation, i.e., [v] € V¥ /Z denotes

{E(v) ¢ €&

Moreover, p([v]) is the probability of [v] that is induced by p(v). From symmetry, we know
that H (b|v;,v_;) is invariant to permutations of the v_;. Thus, the distribution only depends
on the set of valuations and the valuation of the winner. We can write H(b|k, [v]) for this
permutation-invariant winning bid distribution when the profile is in [v] and the winner’s

value is v*. We also let
H(b|[v]) = c(k, [v])H(b|k, [0])
=1

denote the distribution of winning bids given [v], where

ok, [v]) = {ilvi = v*}]

is the number of values in [v] with value v*, which is obviously invariant to the choice
of representative. We finally denote by k*([v]) the largest k such that c(k,[v]) > 0 and

c*([v]) = e(k([v]), [v]).

With this notation in hand, we can rewrite the relaxed program as
K oK
max 3 pe) Yoclh o)) [ Halk e (10

[w]eVN /2 k=1
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subject to

Zc(k:, [W)H (blk, [v]) € [0,1]V[v] € VN/Z; (47)
p([o]) D elk, [o))(v" = b)(H (b|[]) — H(b]k, [v])
[v]eVN/E k=1

ic / H(alk, [v

b 1eVN/_ k=1

Now, an inefficient solution corresponds to one where H (b|k, [v]) > 0 even though k < k*([v]).

We can perturb the solution to

H(blk, [v]) = { o Dokt ks [ H (bl [v]) i k= k*([v]);

0 otherwise.

Clearly, this solution will still satisfy (43) and result in the same objective (42), since

> clk, WAk, [v]) = ¢ ([o]) H (K ([]), [v])

k=1

ST p() Y ek, o)) (wF — b)(H(b|[v]) — H(blk, [v]))
[leV /= k=1
= > p() Y ek, o)) (wF — b)(H(b][v]) — H(blk, [v]))
[v]eVN /= k=1
+ >0 p()> ek, ) (0F = b) (H (b|[v]) — H(bl[v]) — H(blk, [v]) + H(b]E, [v]).
[v]JeVN /2 k=1
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But since H (b|[v]) = H(b|[v]), the last line is equivalent to

> o) ) ek, [w) (0" = b) (H(b]k, [v]) — H(b]k, [0]))

[W]eVN /= k=1

ek, [o]) (" = B)H(blk, [v]) — (maxv — b)c*([o]) H (bl*[v], [”D)

Mw iMw

PRl
o

ok (v* — b)H (b|k, [v]) — (maxv — b) ZC H(blk, [v ]))

eVN/”

e
Il
—_

> p()) c(k [v])(v* — max v)H (b|k, [v]) < 0.

plev /2 h=1

Thus, the right-hand side of the IC constraint has weakly decreased, though the right-hand
side is the same, which proves that incentive compatibility is still satisfied.

We can therefore restrict attention to efficient solutions to the relaxed program. The
constraint (48) then simplifies to

k()
> o) ( c(k, [])(v" —b) — (maxv — b)) ([ H (k*([v]), [v])

[v]eVN/E k=1
B (o)

= Z p([v])(N — ( ( c(k, [v])o* maxv) b) c([v)H(E*([v]), [v])

[W]eVN /= =1
= > p(h(V - )c* ), [v])

[v]eVN /=

< Z p([v]) c H(z|k,[v
]V N /2 k=1 /

Using the functions p and p* defined by (17) and (18), we can define

1

HO) = )

>, p([oh)e* ([ H (0] k" ([v]), [v]) (49)

{l]eV N /Elu(v)=m}

as the distribution of winning bids conditional on the average losing value. Substituting this
expression into (46) yields , (48) becomes (21), and (47) becomes (20). O
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Proof of Proposition 5. First, we observe that a solution to the unknown values relaxed
program must exist. The set of bounded and measurable functions from [O, V& } to [0,1] is
compact. Moreover, for each b € R, (21) is a linear restriction that is continuous in H in
the weak-* topology, so that the set of distributions satisfying (21) is closed. Therefore, the
feasible set for the relaxed program is compact, and the objective is weak-* continuous, so a
solution exists.

Next, let us show that H(b|m) = 0 almost surely for all b < m = min M. Let us define

the function

= > pH(m)H(b|m).

meM

Then (21) implies that
N —
(m — b)—H / H(x

Clearly, H(b|m) > 0 for some v if and only if H(b) > 0 as well, so it is sufficient to prove
that H(b) = 0 almost surely for b < m. If H(b) > 0 for some non-null set of b < m, then
there exists a b < m such that fxb:o H(z)dz > 0. Let b be the infimum of such b (here we are
using the assumption that B is bounded below). Then it must be that H(z) = 0 for z < b.
Let z(e) > 0 be the supremum of H(b) over the range [b,b + €] for some small e. Then it
must be that

z(€) < %ez(e),

which implies that (m — Z_))% < e. But this has to hold for arbitrarily small e. Thus, b > m.
As a result, it must be that

0 otherwise.

1ifdb>m:
H<b|m>={ B

The reason is that the weight on H(b|m) in (21) is non-positive, so that increasing H (b|m)
always weakly decreases the left-hand side and increases the right-hand side. Incidentally,
this argument also implies that H(b|m) = 1 for b > m, for all m € M.
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Now, consider a solution to the relaxed program such that there exists a non-null set

X C R such that for all b € X, H(b|lm) < 1 for some m € M and (21) is slack. Let

1 . b
60 = 3 p'm ( | Hapmde - (¥ = 1) b>H<b|m>)

denote the slack in the constraint at b, so that G(b) > 0 on X. Then we can define an

alternative solution:

0ifb¢ X orif b >m;

min {1 — H(bjm), %} otherwise.

H(b|m) = H(b|m) + {

Thus, it must be that H(blm) > H(blm), and for a non-null set of b € X, it must be that
H(b|m) > H(b|m). Hence, we have that

S o L = ) (blm) < 3 pHom) (1 — D(om = DH (bm) + G (B)
= Z pL(m)%H(ﬂm)d:E
< Z pL(m)%ﬁ(ﬂm)dx,

so that H(b|m) is feasible. However, since H(blm) > H(b|m) on a non-null set, we must
have that (19) is higher with A than with H, so the objective has improved. Thus, if (21)
is slack on a non-null set such that H(b|m) < 1 for some m € M, then (19) must be strictly
below its optimal value.

Now, let us argue that (22) must be satisfied at the optimum. Suppose it is not the case,
and let X be a non-null set such that H(b|m) > 0 while H(b|m') < 1 for some m’ > m. Let

1 — H(bjm)

o(t) = min { ') - o)}

Note that ¢(b) > 0 on . We can then define an alternative solution

H(blm") if m” ¢ {m,m’};
H(blm") = ¢ H(bm') + srmd(b) if m" = m';
H(blm) — ﬁqb(b) if m" =m.

p
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From the definition of ¢, we know that H(blm”) € [0, 1] for all b € R, and for all m” € M.
In addition, whenever ¢(b) > 0,

and

Y prm)HEm") = Y pt(m")H(blm")

m/'"eM m''eM

for all b. Thus, we conclude that (21) is slack on a non-null set even though H(bjm”) < 1
for some m”, and therefore (19) must be strictly below the optimum at H. But (19) is the
same at [ and at H. Thus, H cannot be the optimal solution either. We conclude that (22)
must hold almost surely.

We are essentially done. H (b|m) is now inductively pinned down by (21) and (22). In par-
ticular, suppose that we have defined H (b|m’) for all m’ < m € M. Let b = sup{b|H(b|m’) <
1 for some m’ < m}. Then it must be that H(/Z;]m’) <1 for all m’ < m and z < b, and thus

(N = 1)(m — b)H(b|m) — /:O H (z|m)dz
= }ﬁ [ Z p=(m)) </_0 H(xlm')dz — (N —1)(m' — b)) + (b —3)]
—Cy + Cob.

This is a first-order linear ordinary differential equation. The homogenous solutions would

be of the form (m — b)ﬁ, and using this, one can derive the non-homogenous solution

b ) N-1
/ H(zlm)dz = C3(m —b)"¥1 - C) — 02(—]\W,

=—00

61



and thus,
_ 03 51 Cs

o~

The constant C3 has to be chosen so that H(bjm) = 0, so

N -1 ~ N-
~— (m =B,

2

Cs =Cy

Our final form for H(bjm) is

~ 1+m
1 -
H(bJo) = +-C (%) —1]. (50)

Strictly speaking, H(b|m) is zero for b < b, given by (50) for b € [b, b] where b is the point at
which H(bm) hits 1, and then is 1 for b > b. Clearly, as b T m, the right-hand side of (50)
blows up, so that H(b|m) must hit 1 before b hits m. Now we can inductively continue the
solution for the next higher m € M, and since M has are only finitely many elements, this
process eventually terminates and we have defined the solution. We note that the functions

H (blm) so defined are monotonically increasing in b, so that they are in fact CDFs. O

Proof of Lemma 6. If m = m = min M, then we define L(b|b',m) to randomize over an
interval[m — €, m] so as to support bidding at m by a type with expected valuation v" (m).

In particular, we can have

1if b > m;

L(blm,m) = § w22 i b€ [m — e, m)];

0 otherwise.

Now, inductively suppose that L(b|b’, m’) has been defined for m’ < m, and satisfies the

properties in the lemma. The derivative of the first term in (26) is

™ pH(m)(m — b H(db|m)

m/<m

which is necessarily non-negative, since b < m and H(db|m’) is positive from Proposition 5.
And since we have inductively assumed that L(b|z,m) is increasing for all m’ < m, it must

be that L(b|V/, m) must be increasing as well.
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Now, let us argue that L(b|b,m) = 1. Since L(b|b,m’) =1 for all m’ < m and since b > x

for all x € B,y with m’ < m, (26) can be rewritten as
p"(m)L(b|b, m)H (db|m)

- [ =PIl (LbOH<w|m'>dx+<m—b>H<brm/>)

+ 3 tm =) /xeBm,H(dfC’m”]

which further rearranges to

p=(m)(m — b)2L(b|b, m) H (db|m)
- 51 ) ([ Helmyde (= n )

+ Z (m — m')pL(m’)/ H(dz|m)

’ T€EB,,/

Since (21) holds with equality and the H(b|m) are almost everywhere differentiable, it must
be that

S pH ) S = () = 3 p ) H (o). 61)

m/<m m/'<m

But H(dbjm') = 0 for all m’ # m, so in fact

PP )L (i — by H(dblm) = 3 pE (') H (bl

m/'<m

We can substitute this and (21) into (26) to rewrite it as

L(blb,m)(m — Z p*(m')H (b|m')
. 3 ) (N =)o = DH(Bn) + = )
+ Z m —m')p~(m')H (b|m’)

63



or

(L0 = 5y ) (= 0) 32 )

m/'<m

= > pHm)(m = b)HOm') + Y (m —m)p"(m')H (b|m)

m/<m m'<m
= > pH(m')(m — b)H(bm)
m/'<m
which implies that L(b|b,m) = 1.
Now let us show (ii). (25) clearly holds as an equality if o' = b. We will show that the
derivative of the left-hand side is zero, so that it will hold as an equality for all ¥ > b as
well. Now, if ¥/ € B,,, then H(db'|m') is zero except for m' = m. In addition, if b € By,

then H(dblm) = 0 unless m = m. Thus, we can decompose the left-hand side into
b/
(N = 1)p%(m) (m — V) / L(dblr, m) H (dax|m)

)
TN =1 S (! = V)pt () / Ll ) H ') = (= B)p* () H ()

m/<m

Now, it must be the case that b’ < m, so we can divide this equation by (N — 1)(m — V') to

obtain

"
p*(m) /__ L(db|x,m)H (dx|m)

b —b
m—b’p

30 Tt o) [ Dbl dal) = = ) H )

m/<m
The incentive constraint is satisfied if and only if this expression is non-positive. Differenti-
ating with respect to b, we obtain

" (m) L(db|t, m) H (db'|m)

S (= mp ') [ Ll (ol = o = Dy ) H )

m/<m

o
(m—V)?

which we can conclude is zero from differentiating (26).
Now consider the payoff to a bidder who is told to bid ' € B,, and deviates down to

b<¥. Let vV (m) be the expected value of a buyer who wins when the average losing value
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is m, i.e.,

oW (m) = ! Z p(v) maxwv.

L
P v o)}

Then the payoff of a buyer who deviates down is

1
P (m) (0" () = D)LY, m) Y H (),

where the N — 1 exponent comes from the fact that there are N — 1 losing bidders who
receive independent draws from this distribution. This expression is increasing in b if and

only if
("' (m) — b)(N — 1)L(db|t',m) — L(b|t',m) >0

for all b € [0,¥']. Using (26), a sufficient condition for this to be the case is that the following

functions are weakly increasing:

> pH(m) /:O H(xlm')dDU) :

m’'<m

(0" (m) — ) <
(v (m) — b)L(blz,m )N Vb <z < b, m' <m.

Again, if we inductively suppose that (v"'(m/) — b)L(b|x, m')¥~! is increasing for m’ < m,
then since vW(m) > v (m’), we have that (v"(m) — b)L(bJx,m')N~! is increasing as well.
Let us then argue that the first of these two functions is increasing. Again, a sufficient

condition is that

(0" (m) = b)(N —1) > p"(m/)H(blm') — Z pt(m’) / :OH(a:|m’)dac > 0.

m/<m m/<v

But since v"(m) > m, this is implied by (21). This verifies that downward deviations are

not profitable, and therefore we have constructed a BCE. O]

Proof of Lemma 7. Let g(b,v) be exchangeable in b € RY and in v € V¥, ie., g(b,v) =
g(&(b),&(v)) for all & € =. This property is satisfied by revenue, bidder surplus, and total
surplus. For example, in the case of revenue, g(b,v) = > 7, ¢i(b)b;, which is exchangeable

since ge(;)(£(b)) = ¢;(b). Consider a BCE given by the family of conditional bid distributions
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{F(db|v)},cy~ which attains an expected objective of

=Y p() / g(b,v)F(dblv).

N
veV N bER

Then we claim that there is an exchangeable BCE that also attains x, which is defined by

F(Xv) = N|ZF

e=

where X C RY is any measurable set of bid profiles (note that the function ¢ is measurable).

To see this, note that

> o) [ g0 = Y b [

o(b,0) < S FUEB)E()

veV N beRY UEVN beRY =
S DI / 960, £ FEDE())
£EE veV N R+
~ i X o) [ at.oF@l
EEE veV N beRY
= ﬁ éezc r=2x

The first line is just exchanging the order of the summation and integration. The second
line follows from the fact that p and g are exchangeable. The third line comes from the fact
that £ is a bijection, so that we can equivalently sum over V¥ and compose with £, or sum
over &£(V) without the composition, which is still just V. O]

Proof of Proposition 9. The derivative of (27) with respect to m is

m) = ) A

It is easy enough to verify that 5(m) defined by (28) satisfies this differential equation, with

(52)

the initial condition (v) = v. For L'Hospital’s rule implies that

N1 W)L(m)1

o PEm)N

A Alm) = I e T Y
(PE(m)) N
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Now, let us calculate the gains from deviating after a signal of s. If such a bidder were to
deviate downwards to 3(s’) with s’ < s, they win only if (1) the deviator had the high value,
since otherwise some other bidder’s signal was greater than s, and (2) all others’ signals are
less than s', which occurs with probability L(s|s). Since others bids are independent draws,
this occurs with probability (L(s'|s))¥~1. Thus, the surplus from deviating downwards is

proportional to

(0" (s) = B(N(L(s]9)"

where vV (s) > s is the expected high valuation given that the average loser’s valuation is s.

Thus, a sufficient condition for bidders to not want to deviate downwards is that
(0" (s) = BN = D(L(s|s) ¥ L(ds'|s) — B'(s") (L(s']s))" " > 0.
A sufficient condition for this to be the case is that
(s = B(s")(N = 1) L(ds'|s) — B'(s") L(s'| s) = 0.

Plugging in the definition of L and the formula for §'(s"), we obtain

N -1 1 pE(s')
N (PE(s))v (PE(s)) "~

(S_S,) >0,

thus verifying that bidders will not want to deviate downwards.
Now let us consider upward deviations. Bidders think that their signal s is the aver-
age losing value m with likelihood p%(s)/N. The upward deviator therefore loses surplus

proportional to

from deviating up to B(s’). On the other hand, the likelihood of the signal s < m is
L(ds|m)®p*(m), and conditional on winning when the average losing value is m, the

upward deviator expects to gain m — ((s’). Integrated over all m < ¢, this is

/

[ m = sty S i = G [ )
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Thus, the total change in surplus is proportional to

/

N -1 1 S . y pL(m) dim — Jy .
i = B i (30 — e,

which is clearly zero when s’ = s. The derivative with respect to ¢’ is

N ey T et T TR (i) e P R

N-—-1 1 pr(s) N-—-1 1 /S/ pL(m)

Again, using the differential equation for 8'(s"), we can rewrite this quantity as

(i—(m)) - = (PL(sl)W /m <PPLL<<mm>>>fvdm ) 1] |

By solving out the integral, we obtain

F'(s)

p'(s)

(ZLL((Z/)))A7 B m <(PL(SI))% - (PL(S))%> _ 1] —0.

Thus, bidders are indifferent to deviating up to any bid in the support of winning bids. [

Proof of Proposition 10. The proof is similar to that of Proposition 5. The objective is weak-
* continuous and the feasible set is weak-* compact, by analogous arguments, so an optimum
exists. We first argue that no buyer can bid below v'. Then, we argue that (33) must bind
whenever H(b|z) < 1 for some z, or else there is another solution that strictly improves the
objective and lowers revenue. Finally, we show that the ordered supports property (34) must
be satisfied, or else it is possible to find an alternative solution for which revenue is the same
but also for which (33) is slack even though H(b|z) < 1 for some z.

We can write
H(b) => p”(2)H(b|z)

for the ex-ante cumulative distribution of the winning bid. Because v? > v!, (33) implies

that H(b) satisfies the following inequality:
b
(v' —b)H(b) < / H(x)dx.
=0
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Since the support of bids is bounded below, there is an infimum b such that H(b) > 0, which
we denote by b. Note that for all b € [b,b+ €], H(b) < H(b+ €), so

(V' —b)H(b+¢€) < eH(b+¢)

which implies that v! — b < € for all € > 0. Thus, b > v', and hence b > v'.

Together with the assumption of weakly undominated strategies, this implies that H(b|0)
is a mass point on v!. In addition, it must be that H(b|1) is also a mass point on v!. The
reason is that the weight on H(b|1) on the left-hand side of (33) is zero, so increasing H (b|1)
only increase the right-hand side of (33), as well as increasing (31).

Now we claim that if (33) is not satisfied almost surely when H(b|z) < 1 for some z, then
it is possible to strictly improve the objective and decrease revenue. The proof is as in the

unknown values case. Let

N

G(b) = ———— 3 " p%(2) B /:0 H(al2)dr — (0 —0)* 1H(b\z)}

Zivzl p?(2) z=1

denote the slack in the constraint at b. Suppose there is a non-null set X for which G(b) > 0

and H(b|z) < 1 for some z. Then we can define the alternative solution

0if b ¢ z;
min {1 — H(b|z), G = } otherwise

v2—b z—1

H(b|z) = H(b|z) + {

Note that H(b|z) > H(b|z) on a non-null set. Thus, the objective (31) must be larger with
H than under H. In addition,

N N N

(02 =) S P2 () 2L (bl) < (02— 1) PP () 2 H (b)) + Y pA ()G

y4
z=1

z=1

z
z=1
1/t
z)—/ H(z|z)dx
z =0

IN

> v
N b
S [ Al

so that the new solution is feasible as well.
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Now let us show that (34) must be satisfied almost surely. Suppose that X is some
non-null set on which H(b|z) < 1 but H(b|2’) > 0 for some 2’ > z. Let

1 — H(b|2)

o0) = nin { () =5 2 b

As before, ¢(b) must be strictly positive on X. Now define the perturbed solution

H(b|z") if 2" ¢ {z,2'};
H(b|2") = ¢ H(b|2) + Fz0(b) if 2" = z;

H(b|2") — = 0(b) if 2" = 2.

pZ (")

We claim that H is feasible and induces weakly higher objective. Observe that the right-hand

side of (33) has increased, since

N Z P b 5
> ( )/:O(H($|Z")—H(x|z))dx

Z//
=0

=20 [ (italz) - HGalae + 2 [ (AGl) ~ H(al))do

=0 !

= <é - %) /io ¢(z)dx > 0.

On the other hand, the change in the left-hand side is

N

N " 1

(0 = b) S P (") = (H(b]") — H(b]=")

z
Z”:1
z—1 2 —1

— (v ) [p%z) (F(bl2) = Hbl2)) + 7 () —— (Al ~ H<b|z'>)}
— (0 = b)é(b) (2_1 - Z/_l) <0,

z z!

Since (33) was weakly satisfied under H, it must be strictly satisfied for a positive measure
of b such that ¢(b) > 0, and moreover it is clear that H(b|z) < 1 for all such b. Thus, it is
possible to further perturb the solution as we did above in a manner that strictly decreases
expected revenue.

Having established that H(b|0) and H(b|1) are mass points on 0, it must be that there
is an interval [v',b?] for which (33) is solved with H(b|1) = 1 and with H(b|z) = 0 for all
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z > 2. In particular,

p”(2)

b
(v® — b) H(b[2):/1[pz(1)+ 5 H(w[2)] de.

The solution of this differential equation is

2p% (1) (b — v') — &
pA2) (P2

H(b|2) =

which explodes as b 1 v Thus, it must hit 1/2 before b reaches v?, and at that point (b?)
we change over to solving (33) for equality with H(b|3).

Inductively, there will be ranges B, = [b*~!, b*] over which (33) is solved as an equality
with H(b|z') =1 for 2’ < z and H(b|2') = 0 for 2’ > 2. The differential equation is:

ZI

(v* —b) [Zp%')z' L ()2 . 1H<b|z>]

=0

- Z P(2) [ } H(z|2)dx + (b — bZ’)]

/x " H(e])de.

All of the terms corresponding to z’ < z can be treated as constants, so that this differential

equation can be rewritten as

z—1

(v? = b) {CH H(b|z)} - 05%/: H(z|2)dx,

—=pz—1

which rearranges to

o b
(02— b)= - L)) - 1/ H(x|2)dz = C2 — C20? + C%b.

z =pz—1

The solution to the differential equation is of the form

b 1
/ H(z|z)dx = C5 (v* —b) = — Cib+ Cj.
r=b*—1

Thus,

1

H(b|z) = C5— (v2 —b)" =1 — C7.
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The coefficient C7% is chosen so that H(b*7|z) = 0, so

G = (2 = DO (v* = b7 1=

Clearly, H(b|z) is blowing up as b 1 v?, so given that b*~! < v? we must have H(b|z) hit 1 at

b* < v? as well. This completes the construction of the solution to the relaxed program. [

Proof of Theorem 11. Recall that the losing bid distributions are defined by

pZ(z)tlL(bw,) (dV']2) Zp / o — ) H(dz|?).

Clearly, these functions are monotonically increasing in b and are zero at b < v!, and if b = ¥/

and z = Z, then this formula reduces through integration by parts to

pZ(z)";lL(bw,z) (db|) Zp / o? — ) H(da]?)

Z /

Z . ,Z [/0 H(x|2")dx + (v* — b) H (] ')

Substituting in (33), this further reduces to

z—1

() L(b|b, m)H (db|m) =

Since (33) must hold as an equality, we can differentiate both sides to obtain

<v2—b>p2<z>z H(dhjz) = 3" p () H (b2,

z/=1

where z is the almost-surely unique 2’ such that b € [b¥~' b*]. Thus, we conclude that
L(b]b, m) must be 1.

Now let us verify that incentive constraints are satisfied. We will use the same approach
as before, showing that incentive compatibility is met almost surely with respect to the con-
ditional distributions of values and bids given a bidder’s own bid. In particular, a downward

deviation from the recommended bid &' € [b*~!,b%] to some b < V' is suboptimal if
(v* = b)L(bIV, 2)" (53)
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is increasing in b. L(b|V', 2) is continuous and almost everywhere differentiable, so a sufficient

condition for (53) to be increasing is that
(v' = b)(z — 1)L(db|t', z) > L(b|V, 2)

wherever L(b|V, z) is differentiable. Up to a constant that does not depend on b,

Lol ) o S / ot — ) H(da] ),

where b € B3, so that the increasing condition is equivalent to

H(db|3) >Zp / (v? — 2)H (dz|?).

Since z > Z, the left-hand side is at least

(v? = b)2=

0 = P D H (@)

Again, from the differential form of (33), this quantity can be rewritten as

z;—bE:p H () §jp )| )T HO) - 02 - D102 - L)
_ZP U H(z|)dx + (v — D) H (bp)}

E 7 P b
- Zp z(’ )/:0(1)2 — x)H(dx|Z'),

where the second line follows from (33). Thus, downward deviations are not attractive.
Now, let us see that it is not optimal to deviate upwards from a recommendation of b € B,
to a bid of ¥ > b. With probability 2~ H(db|z), b is a winning recommendation and the
upward deviator is losmg surplus from paying more when they would have won anyway. With
probability Zz,fzp )E _1 f:v p L(db|x, 2')H (dx|2"), the bid b is a losing recommendation

and the winner was told to bid some = € [b,0]. The incentive constraint is therefore that

-1

/b/ L(db|z, 2" H (dz|2) < (b — b)pZ(Z)H(db|z).

z
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We will argue that the two sides are always equal, or rather that

- 2 —1
> P

z

g v —b p”(2)
L "NH " = H .
/m:b (db|zx, 2" ) H (dz|z") Ty (db|2)

2=z

Clearly the two are equal (and zero) at &' = b, and we will argue that the derivatives of both

sides with respect to b’ are always equal. This requires that

A z—1 / ~ /12N 1

b ZEZ)H(db]z).

where b’ € B;. But of course, this is precisely the derivative of (35) with respect to b, so we
are done.

Finally, it is obvious that the winning bid distribution induced by this equilibrium is
equal to the solution to the binary known values relaxed program, and the latter generates
a lower bound on revenue over all binary known value BCE. Thus, the BCE constructed
above attains the lower bound on revenue. The allocation is also efficient, and so the BCE

attains an upper bound on total bidder surplus as well. O

B Examples

B.1 Raising Revenue

Consider a small variation on the complete information benchmark. Bidders receive signals
t; = (v, z;) where z; € [0,1] is determined according to the following procedure. Let us
first consider how information might induce an outcome in which revenue is higher than
the benchmark and bidder surplus is lower. We start close to complete information, and
suppose that the buyers receive signals that indicate which of them has the higher valuation.
In particular, we assume that the buyers’ signals contain the maximum value.

In addition, let us suppose that rather than learning the losing value, the winning bidder
receives a noisy signal. Fix e € [0,1/2], and let us suppose that the bidders observe signals
t; = (v, v, max{ev® v@}). Thus, if v® > ev® the high value buyer learns the lowest
value, but otherwise all he learns is that the lowest value is less than e of his own value.

We can construct a simple equilibrium in this case where if v® > ev(? | the high value
buyer bids v?, and the low value buyer randomizes over bids below his value, say according
to the cumulative distribution function F(bjvM v?) = % on [0,2¥], and the high
value buyer wins with a bid of v®. On the other hand, if v® < ev™| the low value buyer

simply bids his value and the winner bids v(?). This is incentive compatible because the
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winner thinks that the loser’s bid is uniformly distributed on [0, ev™], so the surplus from a
bid b is (v") — b)—br, which is increasing as long as b < v /2.

With this information and in this equilibrium, the cumulative distribution of winning
bids first-order stochastically dominates that under complete information, and so revenue
must be strictly higher and bidder surplus strictly lower. Intuitively, under the complete
information outcome, when v = ev(| the high bidder strictly prefers to bid v® over any
smaller bid. This bid would still be optimal even if there was a modest probability of v(?

and the losing bid being less than ev®

. Thus, by creating partial information about the
losing bid and losing bidder’s value, the winner could be induced to bid more than in the

benchmark.

B.2 Lowering Revenue

The equilibrium is normally as with the complete information, with z; = v;, and bidder 4
bids z; if x; < v; and randomizes over [0, v;] if z; > v; in order to support bidder j bidding
v;. However, there is a small probability that the following happens: If v; > v;, then with
probability ev;(v; —v;), bidder 7 is given the signal x; = a(v;, v;), which is strictly increasing
in v; and v; and for fixed v;, has range [2v,/3,v;], and bidder j is given the signal z; = z;/2.

In particular, we use the function:

v; v; — vj
a(v;,vj) = gj (2—1— 1 —vj) ;
j

which linearly interpolates bids between [2v;/3, v;] and assigns then to winning bidders v; in

order, for v; € [v;, 1].

In equilibrium, when z; > v;, bidder i randomizes over the interval [a(v;, v;), v;] so as to
make bidder j indifferent to bidding v;, and otherwise bidders bid their signal: b; = x;.

Let us show that this is an equilibrium. If x; > v;, buyer ¢ is indeed willing to randomize
as intended, since the “small probability” event has not happened and b; = v;.

If x; < v;, then there are three possibilities:
(a) z; =v; <.
(b) z; = a(vy,v;) for some v; < v;.
(¢) @ = a(v;,v;)/2 for some v; > v;.

Note that event (c) could only occur if z; € [v;/3,v;/2]. Let us assess the conditional
probabilities of these three events. Since v; is uniformly distributed, event (a) simply oc-

curs with ex-ante probability 1 — ex;(v; — ;). Event (b) occurs with ex-ante probability
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ey(vi, ;) (v; — Y (vs, ;) where y(v;, x;) is the solution to a(v, v;) = z;. Event (c¢) occurs with
ex-ante probability ev;(§(v;, x;) — v;), where &(v;, x;) solves a(v;, &) = 2x;.

Now, to verify that incentive constraints are satisfied, first observe that the surplus from
following the recommendation is

(vi — @) (1 — Gxiﬁji — ;) + ev(vs, xi)(“i: (i, x‘)),—i_\ox-/)

(a) (b) (©)

Note that the bidder gets no surplus from event (c) because by following the equilibrium
strategy, player j will win with a bid of 2z;. By deviating to a bid b = x;/2 (the most

attractive downward deviation), the bidder’s surplus will be approximately

(vi — i /2)ey(vi, i) (v — Y(vi, 7)),

which is less than the surplus from b = x; as long as

Vi — T4 1

e < —_.
Y(vi, i) (v — y(viy ) /2 + vi — 2

Observing that z; < y(v;, z;) < v;, it must be that v(v; —v) < v;(v; — z;), so that the

right-hand side is at least
1 1

Ui/2+vi_xi-r_i

which is at least 4/5, so for any € < 4/5, a downward deviation is not attractive.
Similarly, deviating up to a bid slightly larger than 2x; would allow the bidder to win on

event (c), yielding a surplus of
(v; = 22;) (1 — exi(v; — x;) + ey (v, ) (v — Y(vi, ;) + evi(€(vi, @) — i),

which is less than the surplus from bidding z; if

Z;

= (vi = 2x3)vi (§(vi, ) — v;) + 1’3(%‘ — ) — y(vi, 7)) (vi — y(vi, 7))

But since z; > v;/3, the right-hand side must be at least

1 1
3 (v; — 223) (€ (v, 2) — v;) + 22 /3
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which is itself at least 1/2. Thus, choosing ¢ < 1/2, both upward and downward incentive
constraints will be satisfied.

In the end, it is incentive compatible to follow the “recommendation” x;. Moreover, this
equilibrium induces winning bids where z; < v with positive probability, so that revenue
must be strictly lower. The outcome is, however, still efficient, so bidder surplus must have

risen relative to the complete information case.

B.3 An Example with Uniformly Distributed Values

We now illustrate Theorem 2, both the result and the construction of the information struc-
ture with an example of two bidders with independent standard uniformly distributed values
in [0, 1], thus F; (v;) = v; for i = 1,2. The lower bound on bidder surplus for a bidder with

valuation v; when the competing bidder always bids his value is

NI

u;(v;) = b]gf(?fﬁ](“i —b)b=

as the optimal bidding strategy is b} (v;) = v;/2. Thus, the ex-ante lower bound on bidder

1 1,2
: 1
U, = / w,; (v;)dv; = / U—’dvi = —.
v=0 v=0 4 12

surplus is

The sum of the worst case bidder surplus is therefore 1/6, and since the efficient surplus is
2/3, the maximum revenue for the seller is 2/3 —1/6 = 1/2. This can be contrasted with the
revenue under the conventional BNE — in which each bidder knows his value and maintains
the common prior as his belief about his competitor — which is 1/3.

We can explicitly construct a BCE that attains the outcome (U, R) = (1/6,1/2). When
values are (v;, v;), with v; > v;, the bidders receive recommendations in [v;/2, v;] x {v;}. We
can easily adapt the construction of Theorem 2 to the case of continuous random variables.
The indifference condition (6) identified the weight o on the conditional distribution of the
second highest valuation conditional on it being below the bid b; of the winner and the second
highest valuation being equal to the bid 0. In the case of the continuous random variable

the indifference condition (6) simply becomes

(vi — b;) (Pr (U(Q) < b; ‘v(l)) +(1—aPr (0(2) < b; ‘v(l)))) = (v; — b} (v;)) a Pr (U(Q) < b; (vy) ‘v(l)) :
(54)
(55)
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With two bidders and the uniform distribution this condition can be written as

b; b; 1 1
. ] 1 — a2 Y P R
(v = bi) (avi ( Oéw)) <UZ 2%) O62

and yields

With this information, we can immediately construct the conditional distribution of the

loser’s value given a bid recommendation b; to a winner with valuation v;, or:

4(%—;1”)%‘, if 0<v; <b;

Gvi,bi (Uj) = { v (56)

1, if bz S (%F
Note that there is a conditional mass point of size

1 4(v; _2Uj)vj

Ui
onv; = b;, given the recommendation b;. We also define the distribution G, ,, as the pointwise
limit of G, 5, as b; T v;, which puts probability one on v; = v;.

Next, we construct the distribution of bid recommendations b;, given the loser’s value
vj, so that the conditional distribution of the loser’s value given a recommendation of b; has
the shape of Gy, 5,. As a result, it will always be optimal to bid b;, and the bidder will be
indifferent between bidding b; and bidding v;/2, which is the best response when others are
bidding their values.

Let us write F'(b;|v;) for the marginal distribution of winning bid recommendations when
the winner’s value is v;, which will have a continuously differentiable density. In order for the
probabilities of the losing values v; to add up, it must be that the prior density of valuations

is equal to the expected interim density. For v; € [v;/2,v;], this requirement can be written

/b A0 o)l + F(o ) (1 - 4(1};—2%)%) -

i =V Ui

as

Differentiating this expression with respect to v;, we conclude that

_Ll(wv—;mf(vj|vi) + (1 - 4(%;—22]J>UJ> f'(wjlvi) = £ (v5]v:)

4(Ui — 21)]')

=0,
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Finally, this rearranges to the differential equation

f'(wilvi) _ 4vi — 2v5) + 4(vi — v))
f(wjlvi) (vi — 2v;)3 ’

which admits simple solutions of the form

The constant of integration has to be chosen so that the density of bid recommendations

integrates to one:

1= / Y peds = S o o) = e
b

i=0i/2 Ui2 €
The resulting conditional distribution function

d (bZ|UZ) N 2bz — U; xp ( V; — 2bz >

increases continuously from 0 to 1 as b; increases from v;/2 to v;.

To complete the construction of the BCE, we simply have the losing bidder bid his or
her value if the winning bid is strictly larger than the loser’s value, and if the winner is told
to bid the loser’s value v;, then the losing bidder randomizes over an interval, say [v;/2, v;]
according to the cumulative distribution G(bj|v;,v;) = (v; — v;)/(v; — b;), where v; is the

winner’s value.

C Beyond Binary Values

Suppose that V = {v!,v% v3} that n = 2, and that the distribution of values is independent.
To condense notation, we write Hyg (b) for the cumulative distribution of winning bids when
v* wins against v*', and p;, will denote the independent symmetric prior p(v*). For example,
Hoy3(b) denotes the cumulative distribution of winning bids when the v? type wins against
v® type. We restrict attention to efficient solutions in which Hyz(b) = 0 for all b. As with
binary values, whenever some bidder wins against v!, they win at a bid of v!. The relaxed

program in this case is:

vk
max Z PrPr / Hkk’ (ZL‘)dlE (57)
} =0

k,k'e{1,2,3
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subject to

Hiw (b) + H (b) € 0,19 € B, &, K € {1,2,3}; (58)

and
0 0) a0) sl ®) < [ 1+ o) o 5.
(v® — b)psHs3(b) < /xivl (p1 + p2Hso(x) + p3sHss(x)) dx. (59.2)

Our usual arguments imply that at a solution to the relaxed program, (59.1) must be
binding whenever either Has(b) < 1/2 or H3,(b) < 1, and (59.2) must bind whenever Hs3(b) <
1/2. If not, we could increase one of these controls while maintaining feasibility and pushing
down the winning bid distribution. Note that this pins down the path for Hz3(b) given the
path of Hss(b). However, while we know that (59.1) is binding, we do not know the order
in which Hay(b) and Hss(b) should rise. Let us consider the tradeoffs. At a given b, there
is a certain amount of slack in the right-hand side of (59.1) which could be allocated either
to Hao(b) or to Hso(b). If that space is allocated to Hay(b), then the slack on the right-hand
side of (59.1) increases more quickly, thereby allowing both Hs3(b) and Hss(b) to increase
faster. Alternatively, if the slack is allocated to Hsy(b), then the right-hand side of (59.2)
increases faster so that Hzs(b) rises faster. In economic terms, the more v? loses to v? with
low bids, the faster the distribution of bids that win against v? will rise. The more v? loses
to v3 at low bids, the faster the distribution bids that win against v® will rise.

The resolution of this tradeoff turns out to depend very much on the parameters of
the model. The reason is that benefits of relaxing each of the incentive constraints only
accrue while that constraint binds. Thus, if one of the two constraints is binding for a wider
range of bids, then there is more benefit to relaxing that inequality. For example, if v3 is
much larger than v?, then it will take much longer for Hz3(b) to hit its upper bound than
poHas(b) + psHse(b). By increasing Hsy faster early on, there are large gains in reducing Hss.
On the other hand, if the parameters are such that Hs3(b) hits its upper bound much faster
than ps Hos(b) 4+ p3Hsa(b), for example when ps is very small relative to po, then the opposite
intuition holds, that it is better to have v? win against v? with low bids.

For this latter case, we can provide an exact characterization of the solution to the

relaxed program. In particular, if p, is sufficiently large relative to ps, then the optimal
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solution should satisfy the following ordered supports property:

We formalize this in the following proposition:

Proposition 12. If py/ps is sufficiently large, the solution to the efficiency-constrained
known value relaxed program is the unique Hy (b) that satisfies (59.1) and (59.2) with equal-
ity whenever (58) is slack and also satisfies (60).

Proof of Proposition 12. Arguments analogous to those for the unknown and binary values
cases can be used to demonstrate the following facts:

In any solution to the relaxed problem, no buyer wins with a bid less than v!, and all
buyers win with bids of v! when the second-highest value is v!.

The incentive constraint (59.k) should bind whenever Hy (b) < Hgﬂ for some E'.

The remaining piece to characterize the equilibrium is the ordered supports property
(60). Define T, to be the infimum of b such that

paHoo () + psHso(x) = % + D3

for all z > b. Analogously define T3 to be the infimum b such that Hss(z) = 1/2 for all
x > b.

Now, suppose that there exists a non-null set of b for which (60) is violated and b > T3.
In other words, (59.2) is slack, (59.1) binds, and Hs(b) > 0 while Ha(b) < 1/2. In that
case, we claim there is a simple perturbation that improves the objective: Let ]:Ikk/(b) be
defined by

0if b < Ty or (k, k) = (3,3);
pikgb(b) otherwise,

Hkk’(b) — Hkk’(b> + {
where

¢(b) = min {P3H32(b),292% <% - H22(b)) } .
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Then clearly the left-hand side of (59.1) has stayed the same while the right-hand side has
increased, so that (59.1) is slack. The right-hand side of (59.2) has decreased, but

b
/ (p1 + paHoo(x) + psHso(x)) do

15
> / (p1 +p2H22($) +p3H32(x)) dx

=l

= (v* = Ty)ps = (v° — T3)psHss(T5)
> <U3 — b)psHs3(b)

for b > T3. Thus, this solution is clearly feasible. But (59.1) is slack for a non-null set of b
for which Hs3(b) < 1/2, so that there is another perturbation that strictly increases revenue.
Thus, for b > T3, any optimal solution must satisfy (60).

Now we will use the assumption that p, is much larger than ps to argue that T, > Tj,
for any feasible solution to the relaxed problem. Let o = py/p3. A lower bound on Tj is
obviously achieved by the solution that satisfies (60), and in that solution, 75 is at least as
large as the infimum of b for which Hye(z) = 1/2 for all x > b, which we will denote by Tss.
On the other hand, an upper bound on T3 is achieved by a solution where Hzy(b) = 0 for all
b. Thus, Ty is at least the first time that Has(b) hits 1/2 when Hay(b) solves

(v? — b)Hao(b) = / b (72 + H22(x)) dz

z=vl \P2
4 1> 1
S — + = b —v),
(pz 2 ( )

and T3 is no more than the first time that Hsz3(b) hits 1/2 where H33(b) solves

(0% — b) Has(b) = / b: (ﬂ + Hgg(x)) dz

b3
b
= / (a& + Hgg(az)> dx
rz=v! P2
P1 1
> a—(b—v).
o p2( )

Thus,

Py 2)v2—b

p1b—v!
Hs3(b) > a— .
33()_ap2v3—b



Clearly, if « is sufficiently large, then H33(b) will have to hit 1/2 before Hay(b).
Now, let us argue that (60) must be satisfied for b < T3, when T, > T3. Suppose that
there is a non-null set X C [v!, T3] on which (60) is violated. We will construct a new,

perturbed solution

This perturbed solution will have T3 < Ty < Ty, and will satisfy ¥y (b) = 0 for b > Ty.
Moreover, we will perturb the solution in such a way that 19;(b) < 0, 19(b) < 0, and
191(b) > 0, but over the supports of these perturbations, (59) will be satisfied as an equality.

In particular, write

b
Uy (b) = / o)

Note that at the solution H, (59) holds with equality over the range [v!, T3]. For some Ty just
slightly larger than T, let Hass(b) be the path that continues to solve (59.2) as an equality
on the range [T, T3], and is equal to 1 for b > T3. Note that ﬁ33(T~3) > 1/2 is infeasible for
the original problem, which imposes Has(b) € [0,1/2], though it results in a higher objective
(since H > H).

The perturbed solution H will satisfy (59) as an equality as well, also over the range
[l Tg]. Thus, differencing the incentive constraints across the perturbed solution and the

alternative solution, we conclude that v has to satisfy

(v = b) (P22 (b) + p3ib32(b)) = p2Wao (D)
(v° — b)psibsz(b) = paWsa(b) + p3Wss(b).

Integrating these equations by parts, we conclude that

(0% = B) (p2 W2 (b) + ps U (b)) = —ps / G

b
(U3 — b)p3\1133(b) = pg/ ) \Ilgg(x)dx
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and so finally

p2Uas(b) = —ps (\Ilgg(b) + 021_ . / b ng(ﬂﬁ)dﬂt) (61.1)

=l

1 b
pg@gg(b) = p2’(]3 — / \1132(17)d17 (612)
Thus, once we have fixed the perturbation 135(b), it is possible to back out the perturbations
Uy (b) and W33(b) that maintain (59) with equality. In addition, the above formulae imply
that

b
P3Wa2(D) + papsWsa(D) + p3Was(b) = paps (U3 1_ b 0 1_ b) /xul Uas(z)dz.  (62)
The left-hand side of this equality, evaluated at b = T, is the change in the objective function
at the perturbed solution relative to the alternative solution (since 1y (b) = 0 for b > Ty).
Thus, if we can construct 132(b) so that the perturbed solution is feasible for the relaxed
problem and such that fxTi’vl Uso(x)dr < 0, we will have demonstrated a perturbation that
improves the objective.
We need to derive some bounds on how large perturbations might be that are induced
in this manner. If |¢h32(b)] < K, then |U3,(b)| < (b — v')k, and |f;:v1 Uso(b)] < WK.
Differentiating (61), we conclude that

P2t22(b) = —ps <¢32(b) + 1}21 7 (\Ifgz(b) + 021 ; /;Ul \Ifgg(x)dx>)

1 1 b
paa3(b) = P2 <\1/32(b) + N /_ 1 \Ilgg(x)dx)

Thus, if [132(b)| < k, we conclude that

1 (b—o')? b—o! )K (63.1)

v2—=b 2 + (v2 —b)?
1 (b—v')?

P2|t22(b)] < ps <1 +

1
p3ls3(b)| < po N
Our perturbation will only involve b € [v!, T], with T} < v!, so that by choosing a perturba-

tion 132(b) that is uniformly small, we can be guaranteed that the induced 192(b) and 33(b)

will be uniformly small as well. This is necessary in order to ensure that H will be feasible.
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Now, let k small, and let
1
X,.; = {b eX ‘H32(b> Z K, HQQ(b) S 5 — R, H33(b) Z K} .

For k sufficiently small, X,, must be non-null as well. We will define 1 to be the perturbation

generated by

@/)32(5) = —E]Ibexn

for some r and e. Note that this perturbation induces 193(b) > 0 and w33(b) < 0. Since
T, < v?, there is an e small enough such that Hay(b) < 1/2, Hss3(b) > 0, and Hsy(b) > 0.
Moreover, since 1)s3(b) is continuous in e, there will be an e for which Has(b) hits 1/2 at Tj,
as long as Ty is sufficiently close to T3. In addition, by construction of the perturbations,
Hi (b) will satisfy (59) for b € [0, T5]. In addition, the right-hand side of (59.1) for b > T} is

b
/ (p1 + poHoo(x)) du + paWasr(T5) + p3sWaa(Th).
r=vl

But since fjivl Way(z)dx < 0, as we argued above, (62) implies that pyWay(T5s) +psWsy(T3) >
0. Thus, the right-hand side is larger than under the original solution H, and the paths that
Hyy(b) and Hsy(b) followed for b > T will still satisfy (59). O

Alas, while we can characterize the efficient solution to the relaxed program for certain
parameters, we have little hope of constructing BCE that will attain the bounds. This is at
issue particularly for range of parameter values in Proposition 12, in which Hs3(b) hits its
upper bound before Hyy(b) and Hsz(b). In this case, there are bids in the support of Hzy(b)
that are above the supports of Hay(b) and Hsz(b). Bids in this range are only made by the
type v3

quandary: if v? is recommended to bid in this range, then he knows he will lose for sure and

against v2, in which case the v? bidder surely loses. This leads to the following

would want to increase his bid so as to sometimes win. If v? is never told to bid in this range,
then v? could shade down to highest bid in the support of Hss, and continue to win with a
lower bid. Thus, it is impossible to satisfy both upward and downward incentive constraints

while attaining the solution to the relaxed program.

Corollary 13. There exist distributions of values such that the welfare bounds from the

trinary known value relaxed program are not tight.

Proof of Corollary 13. Take as given the Hyg (b) as constructed in the proof of Proposition
12, for the case in which « is large. Thus, Ty > Tj, so that X = supp Hz(b) \ [v!, T3]
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has positive measure under Hss. Note that H is the almost surely unique solution to the
relaxed problem, so that any other feasible solution has strictly lower revenue. As a result,
if there were BCE that attained revenue close to that in the solution of the relaxed problem,
the cumulative distributions of winning bids would have to converge to the solution to the
relaxed problem as well.

Consider such a sequence of BCE with marginal winning bid distributions H},,(-) that
converge to Hy (+) in the weak-* topology. We will argue that for such sequence, there exists
an [ large enough such that H},, cannot be induced by a BCE. Let L' denote the probability
that the v! type loses with a bid in X, let W. denote the probability that the v? type wins
with a bid in X, and let W} denote the probability that the v type wins with a bid in X.

Claim: L' goes to 0 as [ goes to co. Since the H distributions are absolutely continuous
(above v!), the probability that the v? type wins with a bid in X under the /th BCE must
go to zero (since this is true under H), so W goes to 0. Thus, if L! goes to L > 0, then the
deviation which calls for always bidding 75 when told to bid in X results in an asymptotic

gain in surplus of at least
(v? = Ty) L' — (Ty — min X)W} — (v* = Ty)L > 0,

since the winning bid recommendation in x must be at least min X. For large enough [, this
deviation would be profitable.

On the other hand, there is positive probability in the limit that type v® wins against
v? with a bid in X, i.e., W} goes to W3 > 0. Consider the deviation in which the v* type
bids min X whenever told to win with a bid above X. Let 8 denote the average winning
bid made by the v? type, conditional on winning with a bid in X. By weak-* convergence,

[ converges to some b > min X. The change in surplus from this deviation is

(0" — min X)(Wt — L') — (v* — min X)L

which will be strictly positive for sufficiently large (.
Thus, it is impossible to have a sequence of BCE whose winning bid distributions converge
weakly to the solution to the relaxed problem, and therefore, infimum revenue over all BCE

must be bounded away from the solution to the relaxed problem. O

In the end, we conclude that the approach that worked in the unknown values and binary
known value cases will not yield a tight characterization of minimum revenue and maximum

bidder surplus for general known values models. Nonetheless, the BCE solution concept is
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highly tractable from a computational perspective. We will take this approach to better

understand the known values model in the next section.

D The southwestern frontier with unknown values

Let us explore the southwestern frontier of the set revenue and bidder surpluses that can arise
in unknown values BCE, under the assumption that there are two bidders and independent
and symmetrically distributed values. Our starting point is a partial equilibrium analysis
where we fix the allocation of the good and obtain a lower bound on revenue that is consistent
with that allocation. We will then give a general characterization of the allocations that
minimize weighted sums of revenue and total surplus. While this characterization does not
uniquely pin down the optimal allocation, it does narrow the focus to a relatively small class
of candidate solutions. For allocations within this class, we construct BCE that implement
the allocation as well as the conditionally revenue minimizing winning bid function. Finally,
we will use the calculus of variations to give an even tighter characterization of the optimal

allocations for the case of two bidders with independent and standard uniform valuations.

D.1 Preliminaries

Let ¢y (v1,v2) be the (symmetric) probability that buyer 1 receives the good in equilibrium,
and let

PE(v) = Q/U /U (1 — q1(v1,v9)) p(v1)p(ve)dvadv,

denote the distribution of the losing value. Note that this function pins down the surplus

generated by the auction:

TS = 2/ vl/ q1(v1, v2)p(v1)p(ve)dvaduvy

= 2/ v1p(vy)dvy — v + / (PE(vy)) doy.

There are two special allocations: g, which is the maximally efficient allocation, and g, the

maximally inefficient allocation. These are defined by

61 (Uh UQ) == HU1 >vo

4, (v1,v2) = Loy <o
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Since the independent distribution P is non-atomic, the event that v; = v, has probability
zero, so it is irrelevant to welfare (and strategic concerns, as we shall see) what happens as
far as allocation on this event.

By analogous arguments as those we employed in Section 4, we can deduce that a lower
bound on revenue is given by the winner bidding a deterministic function of the losing value

B(v) that satisfies (28). Moreover, revenue in this equilibrium is

R:/;vﬁ(v)pL(v)dv:m/v (PL(U)—2 PL(U)) dv.

v=v

Thus, minimizing a weighted sum A7'S + R (with A > 0) is equivalent to minimizing

/v : ((1 + N PEw) — 2 PL(U)> dv. (64)

We will characterize the minimum of this objective over all allocations g(vy, v2). We note for

future reference that (64) is a strictly convex function of PL.

D.2 General characterization
Let us consider the first variation of PZ(v) in the direction Z(v), i.e., perturbing to a distri-
bution of the losing value

PL(v) = P (v) + 2(v).

€

The derivative of (64) evaluated at P¢ with respect to €, evaluated at € = 0, is

/: (1 A P%(y)) =(v)dv = /U;M(U)E(v)dv.

Note that as v — v, PL(v) — 0, so that u(v) — —oc. On the other hand, as v — 7,
PE(v) — 1, so that u(v) — A > 0. Moreover, as P*(v) is strictly increasing, u(v) is strictly
increasing as well, so that there is a cutoff ¥ such that pu(v) < 0 for v < ¥ and p(v) > 0 for
v > v. Thus, the objective decreases if the variation =(v) is positive for v < v and if Z(v) is

negative for v > v. We will refer to this cutoff as the inflexion point, i.e., the solution to

1

PL(@) = Sy
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This observation will be immensely useful in characterizing the optimum. For starters,
suppose that the optimum is associated with the inflexion point ©. Then we claim that for
profiles such that v; > v and vy > v, q1(v1,v2) = ¢ ) (v1,v2) if v; < v, and for profiles such
that v; < v and vy < v, then ¢;(vi,v2) = Gy (v1,v2). Why? If this were not the case, then
we could change the allocation to the one that allocates the good efficiently if v; < ¥ and
vy < 0. This will clearly not change P () (or for PL(v) with v > ©), so the inflexion point

remains the same. However, we will have weakly increased PL(v) for all v < v, since

P2 [ 0= at) s
w2 (1 = (01, 02)) p(or)p(e2)dsdvy

1=0

<2 f (= o, 02) Pl )p(w)dendr

2=V

+ / / p(?}l)p(?}g)dvzd’ljl
v1=v J va=v

which is what obtains with an efficient allocation on the region [v,7]?. By a similar argument,
we can conclude that inflexion to the inefficient allocation on the region [0, 7]? weakly reduces
PE(v) for v > v without changing P%(v) for v < 7.

Let us say that a set X is strictly less than X' if there exists some (vy,vs) such that
w; < vy and wy < vy for all (wy,wy) € X, and wy > v1 and wy > vy for all (wy,wy) € X'.
Now, suppose there are non-null sets X and X’ in [v,?] x [0,7] such that X is less than
X'’. We claim that at the optimum, it cannot be ¢;(vq,v2) > 0 for (vy,v2) € X and that

q1(v1,v2) < 1 for (v, vy) € X', If this were true, we could change the allocation rule to

(1—e)q(v)ifveX
G)=¢ 1—-€)qul)+¢eifve X

¢1(v) otherwise

for suitably chosen small € > 0 and ¢ > 0. In particular, let \(X) denote the Lebesgue

measure, and let

L= / o))
o= / @),
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We want to reduce ¢; on X and increase ¢; on X’ so that L + L’ remains the same. Note
that

L= /GX Gi(x)A(dx) = (1 —€)L
. / B = (1= )L+ EAX)).

Thus, we need eL = €/(A\(X') — L'), so we let ¢ = min{1, (A\(X’) — L’)/L} and then define €
by the preceding equation. The net effect of this perturbation is that PZ(7) has remained
the same, but PX(v) has weakly increased at v < ¥ and weakly decreased at v > .

An implication of this result is that at an optimum, the set of points for which ¢ (v) €
(0,1) must have Lebesgue measure zero. Let us call the set X, and write X for the subset
of X with Lebesgue density equal to 1 Cohn (1980, Corollary 6.2.6). Now, suppose there is
some v,v" € X with v; < v} and vy < v}. Then for € < min{v] — vy, v5 —ve}/2, we have that
B.(v) is strictly less than B.(v') = 0, so that Y = X N B.(v) and Y' = X N B(v) (i) both
have positive measure, (ii) Y is strictly less than Y’ and (iii) ¢;(v) € (0,1) for all v € YV
and v € Y, which is impossible. Thus, we conclude that there are no two v, v € X that can
be ordered in this manner. But now we can write X 1 for the projection of X onto its first
coordinate, and write f : X; — R for the function f(z;) = sup{zs|(z1,22) € X}. Thus, X
is contained in the union of the graph of f, together with vertical line segments that contain
the discontinuities, of which there are countably many. Both the graph and the countably

many vertical line segments have Lebesgue measure zero, so X has Lebesgue measure zero.

~

But A(X) = A(X), so we are done.

Thus, ¢1(v) € {0,1} almost surely, and we can always change ¢;(v) so that this property
holds everywhere without changing PE. Let us write Z(v) = q1(v)ve + (1 — q1(v))vy, ie.,
Z(v) is the valuation of the loser. We additionally write M (v) = {z|z(x) < v}, so that

P*(v) = P*(M(v)),

where we identify P? as the (independent and symmetric) prior measure on [v,v]?. Note
that because of our previous discussion, we know that v € M (v) almost surely implies that
Z(v) = minv and v ¢ M (v) almost surely implies that Z(v) = maxwv. Moreover, it must be
that the set M (v) is “downward closed” in the sense that for almost all v € M (),

P* (M(®) N ([v, 0] x [v,02])) = P2 ([v,01] % [0, v2]). (65)
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We can then modify ¢; so that this condition holds exactly, by setting Z(v) = minv if and
only if (65) holds.

Thus, the allocation and the distribution of the losing value are pinned down by the choice
of the downward closed set M (v), which is the region on which the allocation is efficient.
Because it is downward closed, this set is the hypograph of a monotonically decreasing

boundary curve ¢ : [v,v] — [v, 7], where
¢(v1) = max{wvy|(vy,v2) € M(V)}.

It turns out that PZ(v) can be compactly expressed as a function of ¢. Note that ¢(v) > v,
and we note that v = inf{v|¢(v) < v}. For v € [v,v], we have that

Phw =2 | " (P(6(x)) — P(x))p(x)da.

Conversely, for v > 7,

where

¢~ (v) = sup{v’ € [v, 7]|¢(v) = v}

in cases where ¢(v) has flats. When ¢ is invertible, we can more simply write
P (¢(v)) = P*(v) + (P(6(v)) — P(v))*.

This concludes our general characterization of the optimal allocation. Optimal allocations
always have a monotonically decreasing boundary function; the allocation is efficient below
the boundary, and the allocation is inefficient above the boundary. The optimal boundary
function turns out to be the solution to a rather messy variational problem. We will subse-
quently have more to say in for the case of the uniform distribution, for which the variational
problem turns out to be quite tractable. However, we will now show that regardless of what
the monotonically decreasing boundary is (optimal or otherwise), we can construct BCE
which implement the corresponding allocation and conditionally minimize revenue, as we

shall now see.
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D.3 Extension to an equilibrium

Let us suppose that we have a monotonically decreasing boundary function ¢(v) so that the
allocation is efficient whenever min v < ¥ and maxv < ¢(minv), and otherwise the allocation
is inefficient. This boundary function induces a distribution of the losing value PX(v), and
through that a function § that determines the winning bid for each possible losing value.
We now construct a BCE in which the winning bid coincides with . The construction will
closely follow the pattern that we have previously established: Since bidders are indifferent
to all uniform upward deviations, they must also almost surely be indifferent to pointwise

upward deviations, which pins down the marginal distribution of losing signals as

PI(s)

L<S|’U) = P—L(v)

where s is the loser’s signal and v is the loser’s valuation. This has to be the marginal
distribution of the losing bidder’s signal conditional on the winner’s signal (and hence the
loser’s value) in order for pointwise upward incentive constraints to be satisfied. However,
there is some flexibility as to how loser’s signals are correlated with the winner’s value. From
the allocation, we know that if the winner’s signal v is less than v, the loser’s value is the
lowest value, and the winner’s value is distributed according to a truncated prior on [v, ¢(v)].
But if v is larger than U, then it must be that v is the highest of the two values, so that
the winner’s value is distributed according to a truncated prior on the region [¢~*(v),v]. In
either case, we will make the joint distribution of the loser’s signal comonotonic with the
winner’s value. In other words, given the winner’s signal, the percentile of the winner’s value
is perfectly correlated with the percentile of the loser’s signal. This corresponds with our
construction of the maximally inefficient equilibrium in Section 5.1, but contrasts with our
construction of the revenue minimizing equilibrium in Section 4. In the latter case, we made
the loser’s signal independent of the winner’s value conditional on the winner’s signal.
Claim: regardless of which case we are in, the distribution of the winner’s value must
(weakly) first-order stochastic dominate the distribution of the loser’s signal. This is obvious
in the first case since the support of the winner’s value is above the support of the loser’s
signal, which is [v,v]. In the second case, the winner’s value v’ is distributed on [¢~1(v), v]

according to the cumulative distribution

G |v) =
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while the loser’s value is distributed according to L(s|v) on [v,v]. We will show the even

stronger result that

PIis) _ Pls)

JPo0) = P(v)

so we just need to prove that \/P¥(s)/P(s) is decreasing in s. The derivative of this
expression is
pr(s) _ L
2 PL(S)P(S) p(s)v/ PE(s) pLQ(S)P<S) —p(s)PL(s)
(P(s))? PE(s)(P(s))?

For s < v, this evaluates to

so it is sufficient to show that P(¢(s)) — P(s) < PL(s). But this has to be the case since

PHs) =2 [ (Plo) - P@)pade > 2P(5)PO(s) — P()

since ¢ is weakly decreasing. For s > v, we know that

PHs) = PHO) +2 [ (P(s) = PO~ (s) (o)

=0

Thus, pL(s) = 2(P(s) — P(¢671(s)))p(s), so that condition for y/PL(s)/P(s) to be decreasing

simplifies to
(P(s) = P(¢7(s)))P(s) — P*(s) <0

which is obviously true because PZ(s) > (P(s))%.

Thus, the distribution G(s|v) stochastically dominates L(s|v). Thus, if we write vV (s)
for the winner’s value as a function of the loser’s signal according to the comonotonic joint
distribution, then v (s) > s for all s. Let us use this to verify that downward constraints

are satisfied. Suppose that a bidder is told to bid B(v) and considers deviating downwards
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to f(s). That buyer’s expected payoff is proportional to

/ " (0Y(2) - B(s))L(dalv).

Thus, the derivative of this payoff with respect to s is

(v (S)_B(S))Q\/PL(S)\/PL(U) NGO

~—

Substituting in (28), we conclude that the derivative is
9 p"(s)
2y/PE(s)/PE(v)’

which we know must be non-negative. Thus, the deviator’s payoff is increasing in s for s < v,
and the bid of f(v) is rational.

(" (s) -

D.4 Uniform example

In general, what we can say is that the equilibrium that minimizes \T'S + R for A > 0
corresponds to a conditionally revenue minimizing equilibrium for some allocation given by
the boundary function ¢. The precise ¢ that minimizes the objective turns out to be the
solution of a rather messy problem in the calculus of variations. For the case of the uniform
distribution, however, this variational problem has an elegant solution. In particular, let us
suppose that P(v) = v and [v,7] = [0, 1], so that for v < v,

PHo) =2 [ (o) — 2)da,

=0

and for v > 7,

PY(v) = PH(¢7'(v)) + (v — 67" (v))*.

Let us consider a region [w,w] on which ¢ is strictly decreasing. In that case, we can write
PL(¢(v)) for v € [v,7] as

PY(¢(v)) = P*(v) + (g(v) —v)*.
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Thus, the contribution to the objective for v € [w,w] and v € [p(W), p(w)] is

/: (1 4+ N PE(v) — 24/ PE(v))dv

w

S0 [ PR+ (00 - o) e (69

+ Q/j VPL(v) + (o(v) — v)2¢ (v)dv.

This objective can be simplified even further. Note also that

Thus, (66) can be further simplified as

1P = [ (NP — 2V P
—(1+ ) /:w (PL(U) + (@) 2) (1 + w> dv (67)
+ 2/; \/PL(U) + (@)2 (1 + pL;(U)> dv,

thereby replacing any reference to the boundary function ¢ with references to derivatives of

the function P¥(v). We will use the calculus of variations to identify necessary conditions
that must be satisfied by a solution PZ that is smooth on the range [w,w]. Let us compute

the first variation of J. In particular, let us consider a candidate solution

PE(v) = P*(v) + €(v)

€
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where Z(w) = Z(w) = £(w) = &{(w) = 0. This variation corresponds to a smooth variation

of ¢ such that ¢(w) and ¢(w) are unchanged. The first variation is

L (o g )z

d
— J(PF
I (Ph)

Through repeated application of integration by parts, this expression reduces to

o /:, (1 A %@) = (v)dv
-1+ /: (%pL"(v) + 1) =(v)dv

J- VP +1i<pL<v>>2 (g0 1) 2o

If this variation is zero for all =, it must be that

d L

1 1
14 Ad= 7 —~— |1+ A— —p(w)+1) =0
PHe) VPHO) + 5 P 0)? ( )

for all v. This is typically called the Euler-Lagrange equation (Clarke, 2013, Chapter 14.1)
This reduces to the second-order non-linear ordinary differential equation

14X\ — PlL( )
pH(v) =2 11 a— 1 —1]. (68)
VPO ()

We note that the Lagrangean J(PF) is strictly convex in (PL, p¥, p&’), so that a solution to

(68) must be a global minimum among smooth solutions (Clarke, 2013, Theorem 15.9). We
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also note that it is possible to back out the boundary function from p(v) using

The differential equation (68) must be satisfied by the induced allocation on any stretch
[w, W] on which ¢ is decreasing, i.e., ¢(v) < 0. This is true if and only if p/(v) < —2. There
are global feasibility constraints on p*(v): p¥(v) > 0 for all v, and p*(v) < 2(1 — v).

Finally, we have not yet determined the correct inflexion point v corresponding to a given
A, which must satisfy P*(0) = 1/(1 + X\)%. Now, if p*(0) > 0, then p*/(v) — —2, which
corresponds to a boundary with ¢'(v) = 0, i.e., the boundary function is locally flat close to
the cutoff. On the other hand, if p’(v) = 0, let us use L’Hopital’s rule to compute the limit
of (68) as v 1 ©. This must be

ZA0NA
b oo Prw)
PrO) = =2+ 20— e
(P (0) + (0 (0)7/4)°
1

1+ 1/2p5(3)

=242

Thus, p*(¥) must be a solution to the polynomial equation 22 + 42 = 0 which has a single
solution less than —2, and we conclude that p”(?) = —4. This corresponds to ¢'(7) = —1.
It remains an open question, analytically speaking, whether or not p%(v) > 0 is optimal.
However, numerical simulations have indicated to us that it is the latter structure, in which
pL(0) = 0, which minimizes the objective, and thus we will focus on “smooth” solutions
where p”(v) = 0. There are two remaining possibilities: It could be that the constraint that
#(v) < 1 (which corresponds to the constraint that p’(v) < 2(1—wv)) is initially binding, and
there is a flat where ¢(v) = 1, after which ¢(v) decreases smoothly to ¢(v) = v according to
(68). In the second alternative, ¢(v) < 1 initially, and the path of Pl is everywhere pinned
down by (68). Note that (68) blows up as v — 0, since PX(v) — 0 so that p™/(v) — —oc.
In practice, we solved examples by guessing the correct v for a given A and sending out
the solution according to the terminal conditions that p™/(?) = —1 and p"(0) = 0. If the
path of pL'(v) ever goes above the 2(1 — v) boundary, we truncate it at that point, and look
for solutions such that PL(?) = 1/(1+ \)2. Figure 5 displays the results of this computation
for A = 1.1 and A = 2.0. The blue line is the optimal distribution of the losing value, with
the red line being its density. The purple line is function ¢, which is the upper boundary of
the region M (v) on which the allocation is efficient. The reader can now see why we have

referred to ¥ as the inflexion point, since pZ(?) = 0.

97



A =1.10, 4 = 0.70, P(d) = 0.83 A =200, § =033, P(d) =025

N
P || me Pw ]
L : \ L
p(v) \ p(v)
o) 1.6 \ o) |
\
141 \
\
1.2 \
\
1r \
! \
0.8 \
\ \
0.6 \
\
0.4} \
AN \
0.2} N
| - \
N~
0 — \
0 ) 1

Figure 5: Two examples of the optimal boundary and the corresponding cumulative distri-
bution of losing valuations.

In the left panel, A is relatively low and the direction is somewhat close to minimizing
revenue. As a result, the allocation is close to efficient, which is reflected in the boundary
function ¢(v) being quite high. In fact, ¢ is stuck at its upper bound for low to moderate
valuations. In the right panel, A is somewhat higher and the allocation is now closer to always
inefficient. Indeed, the boundary function ¢ never hits its upper bound and asymptotes at
zero. Based on the preceding analysis, we have also constructed more precise computations
of the set of possible welfare outcomes for two bidders and independent standard uniform
distributions. The results of this computation are presented in Figure 6.

We close by commenting on how this example might generalize. For more general indepen-
dent distributions, the corresponding differential equation to (68) is much more complicated,
and essentially only implicitly defines p’/(v) as a function of P*(v) and p*(v). We suspect,
however, that the optimal boundary function will have a smooth structure for those cases.
Beyond two players and independence, there is still a well defined lower bound on revenue
conditional on the allocation, but it is no longer clear that such allocations can be imple-
mented subject to downward incentive constraints. The known values surplus set is depicted
in red in Figure 1, and it is significantly smaller than the unknown values surplus set. At
point G, revenue is maximized and bidders are held down to the lower bound from Section
4. In this example, minimum revenue for the known values model is approximately 0.11,
while minimum revenue for the unknown values model is approximately 0.06. This difference

corresponds to roughly 8 percent of the efficient surplus.
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Figure 6: The set of welfare outcomes with two bidders and independent standard uniform
valuations.

E Ex-Ante Entry Fee versus Reserve Prices

Our characterization from Theorem 2 can explain why ex-ante entry fees will dominate
reserve prices in terms of maximum revenue when values are known. Suppose that there
are n buyers whose values are i.i.d. draws from a cumulative distribution P(v) on [v,7].
An entry fee e and reserve price r together induce an ezclusion level x(r,e), which is the
lowest-value that would enter the auction in a revenue maximizing equilibrium. It is still the
case that, conditional on entering, buyers will not bid more than their values, and indeed, it
is possible to construct an equilibrium via similar methods in which bidder surplus is exactly
what bidders could attain by best responding when others bid their values. The difference
is that when a buyer does not enter, that effectively imputes a bid for that buyer which is
equal to the reserve price. Moreover, the allocation is efficient conditional on the set of types
that enter, so that the lowest entering type will only win when no other buyer enters, and in
ex-ante terms, the cutoff type must receive a surplus of zero. This means that the exclusion

level z(r, e) is implicitly defined by
e = (z—r)P¥I(z). (69)

It is straightforward to verify that z is increasing in both of its arguments and if P is strictly
increasing, then x will be strictly increasing in each argument. (We will assume P is strictly

increasing for the remainder of the heuristic argument.)
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Now, let us consider two distinct pairs (r,e) and (17, ¢€’) that induce the same exclusion
level z. Then it is without loss of generality to assume that » < r’ and e > ¢’. We will argue
that revenue is higher under (r,e) by arguing that bidder surplus is uniformly lower for all

types that enter under (r,e) than under (+’,¢’). Let b*(v) be the solution to
méix(v — b)PY (b)) = u(v).

Thus, u(v) is the interim lower bound bidder surplus when others bid their values and all
types enter. It is straightforward to show that b*(v) is (weakly) increasing and u(v) is strictly
increasing. Thus, among buyers who enter, the optimal lower bound bidding strategy will
involve another cutoff Z(r, e) > x(r, e), where buyers with values between z(r, e) and z(r, e)

will bid r and buyers with values above Z(r, e) will bid b*(v), and at the cutoff,
(@ =) PV (z(r ) = (@ — 0" (@) PY T (b"(@))-

The cutoff  must also be increasing in (7, e). Thus, inducing a given exclusion level with a
lower reserve price and a higher fee tends to increase bidding at the reserve price. Specifically,
if » < 7" and z(r,e) = z(1',¢') = z, then Z(r,e) > Z(r',€’). This is intuitive, because the
probability of winning at the reserve price is fixed but the cost of winning at the reserve
price goes down, then clearly bidding at the reserve price must become more attractive to
all types.

We can now compare bidder surplus across the two exclusion mechanisms. If v is between
z and Z(r',€'), then interim bidder surplus must be the same using either reserve and fee

pair, because these types bid the reserve price and obtain surplus
(v—r)PY Ha)—e=(v—0)P" Ha) = (v—7" )PV (z) - €.

This follows from the entry condition (69). If v is greater than Z(r, e), lower bound surplus
is necessarily lower with the lower reserve price, since the reserve price does not distort
bidding behavior (leaving interim surplus the same) but the entry fee is higher. Finally, for

valuations that are between Z(r/, €’) and Z(r, e), the difference in surplus is
u(v) = (v=r)P" Hz) —e > (v—r)P"Hz) —e — (v—1)PY N (z) + ¢ =0,

so that these buyers attain higher surplus under (7, ¢’) than under (r,e).
Intuitively, conditional on the exclusion level, a lower reserve price induces greater dis-

tortion in bidding behavior upon entry away from the unconditional optimum b*. Both
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distortion and higher entry fees tend to decrease bidder surplus, relative to the no exclusion
case. Thus, by setting a lower reserve and a higher fee, the seller simultaneously induces
more distortion and extracts more rents from the buyers’ whose behavior is not distorted,
which must be decreasing the lower bound bidder surplus.

We note that this conclusion corresponds with a result of Milgrom and Weber (1982) that
entry fees induce greater revenue than reserve prices when signals and values are affiliated.
Their argument also involves comparison of two different pairs of reserve prices and fees that
induce the same exclusion level, and to some extent, a similar logic may be underlying the

two results.
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