BONN ECON DISCUSSION PAPERS

Discussion Paper 30/2005

Local Interactions as a Decentralized Mechanism
Coordinating Equilibrium Expectations

by
Martin Hohnisch

June 2005

Bonn Graduate School of Economics
Department of Economics
University of Bonn
Adenauerallee 24 - 42
D-53113 Bonn




The Bonn Graduate School of Economicsis
sponsored by the

Deutsche Post 'Q World Net

MAIL EXPRESS LOGISTICS FINANCE



LOCAL INTERACTIONS AS A DECENTRALIZED MECHANISM
COORDINATING EQUILIBRIUM EXPECTATIONS

M. HOHNISCH

ABSTRACT. In the context of standard two-period pure-exchange economies with sequen-
tial trade, this paper proposes a decentralized coordination mechanism for equilibrium-
expectations, facilitated by local interactions between agents. Interactions are modelled
stochastically by specifying a family of individual Markov processes on a two-dimensional
integer lattice Z2 in continuous time. These processes are interdependent, in that the tran-
sition rate of each agent’s expectation also depends on expectations of neighboring agents.
The particular specification of transition rates chosen in the present paper is known as
the (two-dimensional) Voter Model. The composite process has two extremal invariant
measures and a continuum of non-extremal invariant measures. The economic content of
the stochastic expectations process is twofold. First, the convergence of the expectations
process itself constitutes a “sunspot-device”. While convergence to either one of the ex-
tremal invariant measures corresponds to a sunspot-free coordination state, convergence
to a convex mixture of invariant measures engenders a sunspot equilibrium. Thus, non-
ergodicity of the expectations process is related to the occurrence of sunspot equilibria.
Second, it explains how coordination of expectations is actually achieved through direct
interactions between agents. Any particular coordination state (defined as a limiting mea-
sure of the process) can be traced back to a set of initial configurations or more general

initial distributions of expectations.
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2 M. HOHNISCH

1. INTRODUCTION

It is well-known that in two-period pure-exchange economies sunspot equilibria can arise
if agents come to expect that the equilibrium obtaining in the second period depends on the
occurrence of some event which is otherwise irrelevant to the economy and if the occurrence
of this event is not insurable. (See Cass and Shell (1983) for the seminal paper on sunspot
equilibria and Cass (1989) for the particular model underlying the present paper.) Yet
issues such as the nature and the origin of sunspot events and the modelling of mechanisms
by which agents coordinate expectations on a sunspot event have received relatively little
attention so far, adding to the open problem of equilibrium selection and expectation
coordination in GET (see e.g. Allen et al. (2002)).

In this context, the present paper suggests a decentralized mechanism coordinating equi-
librium expectations, modelled as a continuous-time random process facilitated by local
interactions between agents. The process consists of a family of individual processes, in-
dexed by the two-dimensional integer lattice Z2. The index set Z? corresponds to the set
of agents in the economy. Each individual process has a common state space consisting
of two distinct equilibrium expectations. The processes are locally interdependent in that
the transition rate of the individual expectation held by an agent also depends on the
configuration of individual expectations of his nearest neighbors (with respect to Z?). The
particular specification of transition rates is known as the (two-dimensional) Voter Model.

The basic properties of the above process are the following. It is non-ergodic with
two extremal invariant measures. It can converge to either one of its extremal invariant
measures, in which mass is concentrated on a “full-consensus” configuration (a configuration
in which all agents hold the same expectation), or to one element of the continuum-set of
non-extremal invariant measures (being convex mixtures of invariant measures), each of
which has both full-consensus configurations as its support.

The economic content of the stochastic expectations process is twofold. First, the conver-
gence of the expectations process itself constitutes a “sunspot-device”. While convergence
to either one of the extremal invariant measures corresponds to a sunspot-free coordination
state, convergence to a convex mixture of invariant measures engenders a sunspot equi-
librium (in both cases with an underlying economy as the one analysed by Cass (1989),
for concreteness). Thus, non-ergodicity of the expectations process is related to the oc-
currence of sunspot equilibria. Second, it explains how coordination of expectations is
actually achieved through direct interactions between agents. Any particular coordination
state (defined as a limiting measure of the process) can be traced back to a set of initial

configurations or more general initial distributions of expectations.
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The principle behavioral assumption in the proposed coordination-mechanism is that an
agent who must form an expectation about the occurrence of a future event but lacks rele-
vant information to do so tends to align himself with the expectations held by other agents
in his “reference group”. The reader is referred to empirical results in social psychology
which provide evidence that there is a tendency to socially-driven alignment of opinion in
humans. Pioneering results in that field of research are those of Asch (1951, 1956) and
Festinger (1954). The present paper does not attempt to provide an explanatory model for
such reference-group influence in expectation formation. (An explanatory model for social
effects in consumption was provided by Bernheim (1994).)

Also, it should be stressed that a stochastic modelling of expectations does not imply that
expectations are necessarily to be thought of as random in a behavioral sense. One might
well propose deterministic interactive behavioral mechanisms on the micro-level, possibly
more explanatory in character. However, when applied in modelling large systems, such
deterministic models would most likely produce a degree of complexity which is solvable
neither analytically nor numerically for long-enough periods of time. Therefore, the sto-
chastic modelling approach to large economies should be considered as a statistical one!
- a descriptive shortcut providing the possibility of analyzing analytically the aggregate
behavior of a large economy with direct interactions between agents.

The organisation of the paper is as follows. Section 2 outlines the basic specifications
and properties of the proposed stochastic process of expectations based on well-known
mathematical results concerning the Voter Model. Section 3 provides two examples of how
the process can be incorporated into concrete GET-models. In Section 3.1, we present the
main example, in which “endogenous-sunspot equilibria” are introduced based on Cass’s
(1989) leading example of sunspot-equilibria in a two-period economy with nominal assets.
In Section 3.2, an example of equilibrium-selection facilitated by expectation-coordination
in decoupled spot-economies (“trivial sunspot-equilibria” in the terminology of Mas-Colell
(1992)) is briefly outlined. Finally, Section 4 contains a few additional comments on the

results presented.

2. A STOCHASTIC MODEL OF INTERACTIONS-DRIVEN DYNAMICS OF EXPECTATIONS

This section introduces a family of locally interacting stochastic processes, representing in
the present paper the time-evolution of individual equilibrium expectations. Such a family

can be viewed as a single process on an appropriate state space. Assume that at any given

1Such a modelling approach corresponds to a concept called Statistical Economics. The terminus has been
suggested by J.M. Grandmont (1992) alluding to Statistical Physics. Seminal work in this direction was
done by Hildenbrand (1971) and Follmer (1974).
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time ¢ € R, an agent can expect one of two? equilibria to obtain in the following trading
period. These individual expectation states are denoted by e; and e; and the individual
state space of the process by S = {ey,e2}.> The countably infinite set of agents is denoted
by A, and by X := S4 the set of expectation configurations of agents in A. (The space
X is compact in the product topology.) Let n,, € S denote the expectation of agent a at
time ¢t € R, and n; € X a configuration of expectations at time ¢.

To specify a topology of local interactions, the set of agents A will be endowed with
a time-invariant graph structure (implying that each agent a always interacts with the
same subset N(a) C A of other agents). In the present paper we identify A with the two-
dimensional integer lattice Z? and set N(a) = {b € Z? : |b — a] = 1} with | - | denoting the
Euclidean distance in R2.

The particular specification of transition rates chosen in this paper is known as the Voter
Model.* The evolution mechanism is given by the assumption that 7,, € S changes to the

other type of expectation at a rate

1
(1) C(a’nt) = Z Z 1{77a,t7'377b,t}

beZ2:|b—a|=1

The transition rate of an agent’s equilibrium expectation is thus proportional to the number
of neighboring agents holding a different equilibrium expectation. Clearly, if the expecta-
tions of agents were independent, the individual transition rate c(a,-) would depend only
on 7,,4; in the case specified by the above rate, expectations are interdependent, but direct
interaction is restricted to next-neighbors.

It is to be shown that there exists a process with path-space distribution P (with the
superscript indicating that the process starts at the initial configuration 7y in time 0) such

that for each a € A and each initial configuration g

(2) P™[Nat # Nap] = c(a,mo)t + o(t)

for ¢ — 0. Moreover, in continuous time it is natural to require that the process P™ is such

that at most one coordinate changes in a point in time, i.e. for each a,b € A and each g

(3) P™[Nay 7 a0, Moy 7 Mso] = 0(1)

2The assumption that there are exactly two possible expectations will enable us to directly refer to the
existence results of Cass (1989); see Section 3.1.

3The equilibrium expectations constituting the set S might be time-dependent, because individuals only
gradually learn to what invariant measure - implying a coordination state - the process converges, and thus
which equilibria emerge in the economy; see final paragraph in Sect. 3.1 for an elaboration of this point.
4The Voter Model was introduced independently by Clifford and Sudburry (1973) and Holley and Liggett
(1975). For an extensive discussion, see Chapter V of Liggett (1986) and Part II of Liggett (1999).
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for t — 0. The existence and uniqueness of such a process has been shown, among others,
by means of the Markov semigroup approach and the Hille-Yosida theorem. The reader is
referred to Liggett (1985) for thorough treatment of these issues (see also the Appendix to
this paper for a brief outline).

Let P(X) denote the set of all probability measures on the set X of expectation-

configurations, equipped with the topology of weak convergence, i.e.

= ne P& [ fdp — [ s s ecx)

with C'(X) denoting the space of continuous functions on X. Suppose p € P(X) as an
initial distribution of the process. The probability measure of the process at time ¢, denoted

by uS(t) € P(X) is implicitly defined via

/ Fdlus ()] = / S fdu ¥ € C(X).

An important set of measures are those which are invariant under shift in time.

Definition 1. A measure 1 € P(X) is called invariant for the Markov semigroup (S;)icr.,

it ©S; = p for all ¢ > 0. The set of all invariant measures will be denoted by Z.

Invariant measures represent equilibrium-states for the underlying stochastic process.
The next proposition confirms that only these measures can obtain as limiting distributions

of the process (see Liggett, 1985, p.10).
Proposition 1. If v = lim;_ .., uS; exists for some initial measure p € P(X), then v € T.

The situation is simple if the process converges to a single limit distribution from any
initial measure (implying that Z is a singleton), a situation which corresponds to what is
called probabilistic ergodicity of a process. However, multiplicity of invariant measures is at
the core of the present paper, since it aims at modelling a situation with multiple possible
economic coordination-states.

For the Voter Model, non-ergodicity is obvious. Because transition rate is zero for an
agent in agreement with all his next-neighbors, the Voter Model has as invariant measures
at least the point-mass measures concentrated on the full-consensus configurations 7., with
(Me;)a = €; Va, with i = 1,2. These measures, which are extremal, will be denoted by
de;- Every convex combination d, = ad., + (1 — )., with a € (0,1) is also invariant,
though non-extremal. For the latter measures, the empirical distribution is random, with
probability « for occurrence of a full-consensus on ey, and 1 — « for es.

The question of whether there is stable coexistence of opinions, i.e. whether there exist

extremal invariant measures other than d., and d.,, is of both mathematical and, as will
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become clear in Section 3, of economic interest. For the present model, the answer is
negative® (see Liggett (1985, Sect. V 1)).

Having characterized the set of invariant measures, the next issue relevant for the eco-
nomic models of Section 3 is convergence to these measures. Theorem 1.9 with Corollary
1.13 from Liggett (1985, p.231) provide necessary and sufficient conditions for convergence

for a wide class of initial measures. An example is the following

Proposition 2. Let p € P(X) denote a translation-invariant measure with marginals

p{n:n(a) =er1} = a. Then

lim pS(t) = ade, + (1 — @)de,.

n—oo

Remark 1. There are initial conditions for which convergence does not occur.

A question crucial for a rational-expectations economic model is whether an agent can
infer the weights @ and 1 — « of the extremal components in the limiting distribution from
observing the realizations of expectations in a finite subset of agents. (As will be explained
below, these weights are equal to the probabilities of what will be defined as sunspot events
in the present model.)

The following property, called clustering, holds for the two-dimensional Voter Model (see
Liggett (1999), Th. 1.3, p.141)

(4) tlggo P (n(a) # n:(b)) =0

for all a,b € Z? and all initial conditions 7. Thus, for any arbitrary large finite volume, after
a long enough period of time one observes (almost) all agents having assumed expectations
of the same type.

With Eq. 4 in mind, there arise two scenarios for the convergence of the two-dimensional
Voter Model to a non-extremal measure. First, in any large but finite volume the process
settles randomly on one “extremal invariant measure”® after some random time 7 (with
probabilities @ and 1 — « respectively), not returning to the other one thereafter. Second,
the process oscillates between the two invariant measures infinitely often, with no such T
existing. Cox and Griffeath (1986) and, in a more general setting, Cox and Klenke (2000)
have shown that the second scenario actually obtains.

Moreover, the weights o and 1 — « determine the proportion of time spent “close” to
either one of the extremal measures (again, restricted to a large finite volume). Because
5The ansx;v)er is positive for lattice-dimension greater than or equal three (for details, see Liggett (1985,
Sect. V 1)).

SMore precisely, what is meant is the convergence in a finite volume to the projection of an infinite-volume
invariant measure to that finite-volume.
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of these properties, agents can infer the weights of the extremal components by sampling

expectations in a finite subset of agents over a long enough period of time.

3. APPLICATION TO SUNSPOT-PHENOMENA AND EQUILIBRIUM-COORDINATION

The present section places the model of decentralized coordination of equilibrium expec-
tations, the mathematical properties of which were outlined in the previous section, in the
context of two simple economies, each a two-period (¢ = 0, 1) pure-exchange economy. In
Section 3.1, the underlying market structure corresponds to the leading example of the ex-
istence of sunspot-equilibria in a finite-horizon economy with unrestricted participation but
incomplete asset-structure presented by Cass (1989). In this context, the model introduced
in the present paper both explains how coordination of expectations comes about, and
makes the actual sunspot-mechanism underlying the coordination endogenous. In Section
3.2, the underlying market structure is a pair of decoupled spot-economies (with no finan-
cial assets to transfer wealth) with multiple equilibria in the second period. In that context,
the model can explain coordination of expectations between the a-priori given equilibria
(but the coordination process has no influence on the economy, unless one assumes a causal
link from the expectations of agents to the equilibrium actually obtaining).

Throughout Section 3, the coordination process is assumed to evolve, and its limiting
distribution to emerge, prior to trading decisions being made in period ¢ = 0. The limit-
ing distribution of the process corresponds to a coordination-state (see Section 3.1). The
realization of a configuration of expectations from the limiting distribution of the coordina-
tion process - called the coordination-outcome and corresponding to the sunspot-event - is
assumed to become known between ¢ = 0 and ¢ = 1. In the present model the coordination-
outcome can be either one of the full-consensus configurations 7., and 7,,.

It is important to remark that the time scales of the market exchange process in discrete
time (the two-period context can be arbitrarily extended) and the expectation-coordination
process in continuous time, are not comparable. It is up to the modeller to specify a relation
between them. Therefore, the convergence of the process (the limit ¢ — oo) need not take

“longer” in real time than the time interval between two consecutive trading periods.

3.1. An example of an endogenous-sunspot equilibrium. Following Cass (1989),
assume a two-period (¢ = 0,1) pure-exchange economy with a single good available in each
period, denoted by %3¢, traded on a spot market in period ¢. In period 0, there is also
a financial instrument (bond), denoted by b, with exogenous nominal returns r; and r,
possibly depending on an “endogenous sunspot-event”. The price of the good in period ¢

is denoted by p!, with the price of the bond being normalized to unity in each period. The
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spot-price of the good in the second period may also depend on the “endogenous sunspot-
event”. The price vector is denoted by p = (p°, p"!, p'?), with the second superscript,
referring to the coordination-outcome.

Let us now turn to equilibrium expectations. There are two principle types of limiting
distributions of the stochastic process of individual expectations. These types can be
interpreted in terms of a coordination state of agents’ expectations they imply. First, the
process converges to one of its extremal invariant measures, say d.,. Then there is no
uncertainty as to the coordination-outcome, and agents correctly assign the probability
m = 1 to the occurrence of 7., and the probability m = 0 to the occurrence of 7.,. As
a result, sunspot-equilibria cannot be induced by the process itself. Second, the limiting
distribution of the process is a convex combination d, = ade, + (1 — a)d., of its extremal
invariant measures. When a realization is drawn from the measure J,, it is either the full-
consensus configuration 7., (with probability «), or the full-consensus configuration 7.,
(with probability 1 — «). Importantly, it follows from the properties of the convergence of
the process to a mixed invariant measure, as described in the final part of Section 2, that
each agent can learn - by sampling the realizations of the process in any large finite volume
- the correct probabilities of the full-consensus outcomes. Thus, each agent will correctly
expect an occurrence of 7., with probability 7 = a and of 7., with probability 7y =1 —a.

With the above motivation, we introduce the following notions.

Definition 2. We define a coordination-state as the limiting distribution of the stochastic
process on X. We define a coordination-outcome as any realization from the limiting

distribution of the stochastic process - i.e. any realization from the coordination-state.

Since in each mixed coordination-state of the process, the possible coordination-outcomes
are 7., and 7.,, in which agents are in agreement about the associated equilibrium, these

outcomes can play the role of the sunspot-events.

Remark 2. With a more general specification of the coordination process (see comments
in Sect. 4), one would be interested only in the empirical distribution of the coordination-

state, which is a, in general random, measure on S.

To complete the model, let us now return to the specification of the underlying economy.
The present paper will relate to the Cass (1989) example, only with extra emphasis on
a countable set of agents. Each agent a € A is characterized by a differentiable, strictly
increasing and strictly concave Neumann-Morgenstern utility function u, : R — R with
uq(0) = —o0, and an endowment vector w, = (w2, wi, w}) € R, . Neither the utility func-

tion nor the endowment vector depend on the realization of the expectation coordination
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process. The individual demand of agent a € A solves the maximization problem

©) oy TtV 0 ot 0”)
Ya-YaYa' Ya’

subject to the constraint that the budget be balanced in both periods and states

(6) (i) P'ye + b5 =P uw]
(7) (1) p'oyl® = p'wl + rb, s=1,2.

To define aggregate variables for a countably infinite set of agents, the distribution-
economy approach due to Hildenbrand (1970, 1974) is taken. Let f,(-,¢,w) : R3  —
R?, denote an individual good-demand function of an agent with preference ¢ € P and
endowment w € T derived from the above maximization problem. Let fy(-, ¢, w) : R, — R
denote the demand of agent a for the asset. The mean good-demand function f, of the

economy obtains as

fy(p) = fy(p’ ¢,w)d1/(¢,w)

PxT
where v(¢,w) denotes a probability distribution on P x T, while, analogously, the mean

asset-demand obtains as

fb(p) = fb(p7 ¢7w)dy<¢7 ’UJ)
PxT
In order to directly refer to Cass’ (1989) results, we assume that v is concentrated on a
common preference ¢, and on just two different endowment vectors w; and wy (with equal
weights for (¢., w;) and (¢, ws)) so that mean good-demand obtains as
1 1
(8) fy(p) = fy(p7 (ﬁ,’lU)dl/(gb,U)) = 5fy<p7 ¢c;w1) + ify(n ¢C7w2)
PxT
while mean asset-demand obtains as
1 1
(9) fb(p) = fb<p7 gZS,’lU)dV(Qb,U)) - §fb(p7 ¢Caw1> + éfb(p7 ¢C7w2)'
PxT

The conditions for equilibrium read, for the good-markets

(10) fy(p*a¢cawl)+fy(p*a¢07w2) = wq +w2

and, for the asset market

(11) fb(p*7 ¢C7w1) + fb(p*> ¢07w2) = 0.

Intuitively, the economy is a countably infinite product of identical two-agent economies
from the Cass’ (1989) example, such that equilibrium conditions reduce to those in the

single two-agent economy.
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The results derived by Cass (1989) can thus imply the existence of endogenous sunspot-
equilibria, in the sense defined above, for any mixed coordination-state of the expectations
process.

Finally, a remark needs to be made about the individual state space S. Since the set of
equilibria emerges only upon convergence of the process, it seems unreasonable to assume
that agents know the final equilibrium-(price)-expectations e; and ey before convergence of
the coordination process has occurred (in fact, the two-state coordination model would col-
lapse in the case when there is convergence to an extremal invariant measure, and if agents
anticipated this). For the present model it suffices to assume that some disequilibrium-
expectations e;(t) and ey(t) of the equilibrium-price (with disequilibrium referring to the
distribution of the process at time t) are obtained by the agents in some sampling process,
without specifying explicitly the time-path of their values. The stringent assumption to be
made is that agents agree on common expectations at each point of time (because of the
specific formulation of transition rates in Eq.(1)). Given the latter assumption, the specific
time-path of the common equilibrium expectations e;(t) and ey (t) has no consequences and

only the final - correct - equilibrium expectations matter.

3.2. Coordination between multiple equilibria and trivial sunspots. Let us again
consider an economy with a countably infinite set of agents. Assume that the spot market
of the economy in ¢ = 1 allows for multiple, say two, equilibria (while no actions relevant
for period 1 can be taken in period ¢t = 0). Let the expectation set S, being the individual
state-space of the stochastic coordination model, comprise the expectation that either one
of the spot-equilibria will occur. Say the process is started at some configuration ny or
at some initial distribution pg for which convergence to an invariant measure § € 7 is
known to occur. In a similar argument as was presented in Section 3.1, two cases can be
distinguished. If the limiting measure is extremal, then there is no macroscopic uncertainty,
and the equilibrium which is expected to occur indeed occurs. If the limiting measure is
non-extremal, with probability weights o and 1 — « assigned to the full-consensus states
de, and d.,, the expectations associated with the full-consensus configurations 7., and 7.,
are m; = o and my = 1 — a respectively. This case corresponds to what Mas-Colell (1992)

calls a trivial sunspot-equilibrium.

4. DISCUSSION

It was claimed that in the economic model presented in this paper a “sunspot-event”
arises endogenously - as the realization of a certain stochastic process representing the
coordination process of equilibrium expectations. This claim deserves further elaboration,

since it can be argued that, after all, the coordination process of individual expectations is
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decoupled from the agents’ decisions, and thus as much exogenous to the economy as the
vaguely specified sunspot-event in the traditional sense.

The reply to this critique is that in the above model, possibly extended to a multi-period
setting, a linkage could be established between the coordination process of expectations and
the macroscopic variables of the economy. Conceptually, such feedback from macroscopic
to microscopic variables was recently elaborated by Hahn (2003). Technically, it can be
introduced in the present model by making the a-priori distribution of individual expecta-
tions, which is the Bernoulli distribution in the above analysis, related to the realization of
one or more macroscopic variables, or trends, patterns etc. in their time-path. In this way,
a bi-directional linkage between the expectations process and other economic variables can
be established.

Another issue deserving comment is the specific role of the two-dimensional Voter Model
as the underlying stochastic process. Indeed, the property of having precisely the two
full-consensus point-mass configurations in the support of the invariant measures is spe-
cific to the Voter Model for lattice-dimension less or equal two. For lattice-dimension
three or more, there appear additional extremal invariant measures not concentrated on
full-consensus configurations. The same is true if the transition probabilities are slightly
changed. For instance, if the transition rate for an agent is slightly positive despite all his
neighbors being in agreement with him, the resulting invariant measures (there are multiple
such measures for lattice-dimension two or more) no longer have an empirical distribution
concentrated on full-consensus outcomes. Then, though there is no macroscopic uncertainty
for translation-invariant extremal measures, a fixed percentage of agents deviates from the
majority expectation. There are economic implications of such residual heterogeneity, but

they call for a separate treatment and discussion (see Hohnisch (2005)).

REFERENCES

[1] Allen, B., Dutta, J. and Polemarchakis, H.: Equilibrium Selections, in: Essays in Honor of E. Dran-
dakis, ed. B Bitros, Edward Elgar (2002)

[2] Asch, S.E., Effects of Group Pressure upon the Modification and Distortion of Judgement, in: Groups,
Leadership and Men, ed. Guetzkow M.H. 117-119, Pittsburgh, Carnegie (1951)

[3] Asch, S.E., Studies of Independence and Conformity: A Minority of One Against a Unanimous Ma-
jority, Psychological Monographs, 70, 9/416 (1956)

[4] Bernheim, D., A Theory of Conformity, Journal of Political Economy 102 (5) (1994)

[5] Cass, D., Sunspots and Incomplete Financial Markets: The Leading Example, in: The Economics of
Imperfect Competition and Employment: Joan Robinson and Beyond, ed. G. Feiwel, London: Macmil-
lan (1989)

[6] Cass, D. and Shell, K. Do Sunspots matter ?, Journal of Political Economy, 91, 193-227 (1983)

[7] Clifford, P. and Sudbury, A. (1973), A model for spatial conflict, Biometrica 60, 581-588



M. HOHNISCH

Cox, T. and Griffeath, D. (2000), Diffusive Clustering in the Two-Dimensional Voter Model, Annals
of Probability 14, 347-370 (1986)

Cox, T. and Klenke, A. (2000), Recurrence and Ergodicity for Interacting Particle Systems, Probability
Theory and Related Fields 116, 239-255

Festinger L., A Theory of Social Comparison, Human Relations (7), pp. 117-140 (1954)

Follmer H., Random Economies with Many Interacting Agents, Journal of Mathematical Economics
1, 51-62 (1974)

Gihman I. T and Skorohod A. V., The Theory of Stochastic Processes II, Springer (1975)
Grandmont, J.-M., Transformations of the Commodity Space, Behavioral Heterogeneity, and the
Aggregation Problem, Journal of Economic Theory 57 (1992)

Hohnisch M., Random Economies and the Concept of Statistical Economics, PhD thesis, University
of Bonn, in preparation (2005)

Hahn, F.H., Macroeconomics and General Equilibrium, in: General Equilibrium: Problems and
Prospects, ed. Petri and Hahn (2003)

Hildenbrand, W. (1971), On Random Preferences and Equilibrium Analysis, Journal of Economic
Theory, 3, 414-429

Hildenbrand, W. Core and Equilibria of Large Economies, Princeton University Press (1974)

Holley, R. and Liggett, T. (1975), Ergodic Theorems for weakly interacting systems and the voter
model, Annals of Probability 3, 643-663

Liggett, T. (1985), Interacting Particle Systems, Springer

Liggett, T. (1999), Stochastic Interacting Systems, Springer

Mas-Colell A. Three observations on sunspots and asset redundancy, in: Economic Analysis of Markets

and Games, ed. Dasgupta, P., Gale D,, Hart O. and Maskin, E., MIT Press (1992)



LOCAL INTERACTIONS AS A DECENTRALIZED MECHANISM ... 13

APPENDIX

It is known from the general theory of Markov processes (see e.g. Gihman and Skorohod

(1975)) that a Markov process is uniquely determined by a Markov semigroup.

Definition 3. A Markov semigroup of operators on C(X) is a family (5;)icr, of linear
operators on C(X) satisfying the following conditions

(1) Sp = I (identity operator)
(2) The mapping t — S(t)f from [0, 00) to C'(X) is rightcontinuous for every f € C'(X)
(3) S(t1 +t2) = S(t1)S(t2)
(4) S(H)1 =1vt >0
(5) S(t)f > 0 whenever f € C(X) and f > 0.

In turn, by the Hille-Yosida Theorem there is a one-to-one correspondence between
Markov semigroups on C'(X) and Markov generators on C(X). The generator G of a
Markov process on X with locally interacting variables 7, is the closure in C(X) of the
following pregenerator
(12) Gfn) =Y c(a,&[f(n") = f(n)]
defined on an appropriate set of functions, with n* denoting a configuration in X obtaining
from n by changing the a-th coordinate. The process thus determined has by construction

the required local dynamics.



