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The individual is foolish;

the multitude, for the moment is foolish,

when they act without deliberation;

but the species is wise, and, when time is given to it,
as a species it always acts right.

Edmund Burke, 1729-1797
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Chapter 1

Introduction

Background & Objective

A commonly posed question in demand theory asks for properties of indi-
vidual demand that are inherited by aggregate demand. A discussion of this
question may for example be found in [Mas-Colell et al., 95].

However, as declared in the preface to [Hildenbrand, 94], one should
rather ask for properties that are satisfied by aggregate demand but not
necessarily by individual demands, i.e. properties that are created by ag-
gregation. The idea that is mainly followed is to obtain “well behaved” ag-
gregate demand for “sufficiently heterogeneous” agents in large economies,
as “creation” of demand structure is an effect of infinite populations. This
perception is conducted for example in [Hildenbrand, 94], [Trockel, 92] or
[Trockel, 84]. One may ask for the purpose of “nicely behaved” market de-
mand: Several structural properties are needed to show existence, unique-
ness or stability of market equilibrium. Although the properties of market
demand that are achieved differ from those that we want to obtain within
this diploma thesis, a justification for seeking after structural properties of
market demand may be found in [Trockel, 84], pp. 3-5.

For our analysis of market demand, we assume an economic agent to be
characterized by a demand-income-pair. In [Hildenbrand, 83], heterogene-
ity of agents is obtained by dispersion of income. However, the approach
that we follow here originates from [Grandmont, 92], where the analysis of
aggregate demand relies on the diversification of demand: For this pur-
pose, Grandmont introduces transforms of the commodity space, so called
a-transforms. In this context, the “better behaved” market demand be-
comes, the more spread out the distribution of demand; more precisely of
a-transforms. Nevertheless, both approaches show that market demand “is
close to” satisfy the uncompensated law of demand and thus the weak axiom
of revealed preference, the “more heterogeneous” the agents are. However,
in both approaches, the distributions of income or demand, respectively, are
given exogenously.
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In this thesis, we obtain an economic model where the distribution of
individual states, i.e. demand functions, is obtained endogenously by virtue
of a local interaction structure. We then apply the analysis conducted in
[Grandmont, 92] to this economy and encounter the parameters relevant
for aggregate demand to satisfy the weak axiom of revealed preference.
We see that interaction has to be “sufficiently small” for the results in
[Grandmont, 92] to hold.

Outline of the Proceeding

As we will see, there is a close relation of socioeconomics with statistical
mechanics. This motivates the use of Gibbsian theory. Therefore, we re-
fer to our approach to model interacting agents as Gibbsian, although it
traces back to Dobrushin, Lanford and Ruelle and is hence called the DLR
approach in statistical mechanics: We are given some graph S with agents
“sitting” at each site. The edges represent possible social interconnections.
The local interaction structure is generated by a family of conditional distri-
butions of states for finite subpopulations given the states of the remainders.
We then obtain a global distribution of individual states just as a distri-
bution that is consistent with local distributions. Such consistent global
distribution is then called a Gibbs measure.

When conducting this approach to aggregate demand analysis, we have
to be very specific with the notion of economy under consideration: In
[Grandmont, 92], we are given a distribution economy, i.e. a probability
measure on the space of individual states E. However, the model intro-
duced in this thesis is a global random economy, i.e. a family (og)scs of
random variables or random agents with values in E. Hence, a global ran-
dom economy is given by a probability measure on ES.

We introduce the local unbounded spin Ising economy as an application
of the harmonic oscillator that we conceive as a generalization of the Ising
ferromagnet. In this sense, the economy that we consider here is a ge-
neralization of the famous Ising economy in [Follmer, 74], when individual
states consist of all possible demand functions; more precisely, of the space
of a-transforms.

The economic rationale for the local interaction structure in the har-
monic oscillator is the assumption that agents prefer to be similar to their
peers. In other words, we assume that agents exhibit what we call a pre-
ference for conformity. Nevertheless, the Gibbsian approach is much more
general. We could even assume random agents to have preference for anta-
gonism in demand for some goods; or we could just assume agents to behave
independent as done in [Hildenbrand, 71]. In this sense, the model discussed
there is a special case of our model.

The local unbounded spin Ising economy leads to the global unbounded
spin Ising economy, a special type of Gibbsian random economies, i.e. global



random economies rules by a distribution of states that is Gibbsian with
respect to an appropriately chosen interaction structure. In case of the
global unbounded spin Ising economy, the local interaction structure is given
by a “product” of harmonic oscillators. We furthermore assume the Gibbs
measure that rules the economy to be ergodic. From this ergodic global
unbounded spin Ising economy we obtain the so called unbounded spin Ising
distribution economy by a proposition from [Hohnisch, 03]. We thus have
eventually achieved a distribution economy where the distribution of agents
demand is obtained endogenously and we may apply Grandmont’s analysis
to this distribution economy. We obtain that coupling should be weak for
aggregate demand to satisfy the weak axiom of revealed preference.

Incentives for the Application of Gibbsian Theory

An integral part of this thesis is the application of random economies with
a local interaction structure. This generates insights in economic behavior
by enriching models in general equilibrium theory with social aspects. We
hence obtain equilibrium models with agents not only interacting via the
price system. Beyond doubt there are more interdependencies going on in
society than generated by the market. An elaborate discussion on the social
multiplier as an indicator of and a measure for the extent of local interactions
is given in [Glaeser & Scheinkman, 01]. In [Glaeser et al., 96] the authors
present a study of measuring social interactions for commitment of crimes.

Our approach stems from the belief in a formalizable social or local struc-
ture. Thus, we are enabled to savagely formalize concepts as for example
preference for conformity. Social or local interactions' are mediated by a
social structure, not by the market.

Here, we do not consider a strategic approach to model interactions.
Instead, we apply the probabilistic Gibbsian framework utilizing concepts
from statistical mechanics. In light of this approach, we explain situations
in large socioeconomic systems where global behavior is not uniquely deter-
mined by local data. This is the case when the set of Gibbs measures is not
singleton or, as denoted in statistical mechanics, when the system exhibits
a phase transition.? In Chapter 3, we consider Follmer’s Ising economy as
an example of phase transition.

However, there is a rich variety of socioeconomic models based on strate-
gic interaction. A fundamental example in sociology was Schelling’s neigh-
borhood model. Here, individually optimal behavior leads to a globally
suboptimal outcome. The model explains segregation of neighborhoods in
ethnic and social classes. A formal strategic setup of this model can be found
in [Young, 98]. It is shown that segregated neighborhoods are most likely to

Henceforth, we use these notions synonymous.
2A short but very explanatory compendium of notions from statistical mechanics can
be found in [Durlauf, 01].



8 CHAPTER 1. INTRODUCTION

emerge even if every agent prefers to live in a mixed neighborhood. Other
examples of such social pathologies are smoking behavior or commitment of
crimes.

There are several ways to motivate the use of Gibbsian theory for so-
cioeconomic systems. One is presented in [Kindermann & Snell, 80] and
is predicated on the study of social networks by Holland, Leinhardt and
Wassermann. Kindermann and Snell show that the probability measures
describing aggregate behavior in Holland’s, Leinhardt’s and Wassermann’s
model are Gibbs measures induced by a nearest neighbor potential. A second
fundamental model that leads to Gibbs measures as an appropriate notion
of aggregate states in an economy with local interactions is the binary choice
model as discussed in [Brock & Durlauf, 00a].

The objective of interactions-based models is best formulated as follows:

The object of a typical exercise using these models is to un-
derstand the behavior of a population of economic actors rather
than that of a single agent. [...] Interactions models typically
specify an explicit probability measure characterizing individual
behavior conditional on exogenous (to the individual) character-
istics [...] and an interaction structure that specifies who affects
whom. [...] The goal of the analysis is to characterize a joint
probability measure over all agents in the population that is
compatible with the conditional probability measures. [...] The
reasoning from probabilistic descriptions of individual behavior
to population wide aggregates provides a way to explicitly un-
derstand the emergence of collective properties in an economy.
([Brock & Durlauf, 01], pp. 18-20)

We have already stated that Gibbsian theory was first encountered in
statistical mechanics. Hence, if we can show analogies of socioeconomic
models and models in statistical mechanics, we have a motivation for the
use of Gibbsian theory: In statistical mechanics, the question considered
is for the aggregate behavior of a collection of correlated particles. One
famous example is the Ising ferromagnet: For a piece of iron to be a magnet
we need the alignment of a great majority of atoms’ spins. An atom can
either exhibit spin “up” or “down”. However, there does not seem to be
any tendency for spinning in one direction when considering one atom on
its own. Assuming independence, the law of large numbers would imply
that the existence of magnets in nature is very unlikely. The fundamental
assumption in statistical mechanics is that there exist interdependencies for
spins; more concretely, the likelihood of an atom to exhibit a specific spin
is increasing in the number of neighboring atoms with the same spin. We
elaborately discuss on the Ising ferromagnet in Section 2.7.

Thus, we see that the considerations in both, socioeconomics and sta-
tistical mechanics are the same. Both analyze the aggregate behavior of a



system with interdependent particles or agents. This motivates the appli-
cation of the same mathematical tools: the theory of Gibbs measures. In
both disciplines, the modeler conjectures an interaction structure, here in
form of conditional probabilities, and then obtains a (global) probabilistic
description of the system consistent with the local distributions.

Notation & Structure

This thesis constitutes an interdisciplinary approach to market demand,
applying concepts form economics, sociology and statistical mechanics. Al-
though identical, some concepts are denoted different contingent on the sci-
entific field. This of course has implications on the notation used here. Thus,
we do not distinguish between the notions “microscopic”, “microeconomic”
or “local”; analogously for the terms “macroscopic”, “macroeconomic” or
“global”. Aggregate demand or market demand is a macroeconomic con-
cept. However, from the perspective of statistical mechanics, it should be a
macroscopic observable. We will just use the notation that seems appropri-
ate in the respective context.

When analyzing aggregate demand, we are concerned with its structural
properties or structure for short. Here, structural properties represent ra-
tionality assumptions like the uncompensated law of demand or the weak
axiom of revealed preference.

Chapter 2 gives a comprehensive overview of Gibbsian theory. We give
basic definitions and results, in particular extreme and ergodic decompo-
sition of Gibbs measures. In most instances, this chapter is adapted from
[Georgii, 88]. We also introduce the notion of a product specification and
its corresponding Gibbs measures. This concept is indispensable for the
economic models considered within this work. A small but nevertheless im-
portant paragraph contains a discussion showing that only extremal Gibbs
measures should be considered in physical as well as social systems. The
last part of the chapter is devoted to the Ising model.

Chapter 3 is a survey of demand theory. Again, we state basic definitions
and results. We then consider large economies and appropriate notions for
their characterization: We define distribution and random economies and
draw their conceptual distinction. However, we discuss a result connecting
these concepts when random agents are independent. The last part of the
chapter deals with Follmer’s analysis of interacting agents as it can be found
in [Foéllmer, 74]. In the course of this, we discuss the famous Ising economy.

In Chapter 4 we examine the concepts and results in [Grandmont, 92]
in extenso. Grandmont introduces transforms of the commodity space, so
called a-transforms. Thus, transformations of demand functions are ob-
tained and it is shown that market demand is “well behaved” if the dis-
tributions of a-transforms of demand are spread out; in this sense, agents
are called heterogeneous. Besides elaborating technical but nevertheless im-
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portant proofs from [Grandmont, 92|, we generalize a uniqueness result for
market exchange equilibria in [Arrow & Hahn, 71] and conduct a further
discussion on connections between distinct structural properties of demand.
Grandmont states a result that gives necessary and sufficient conditions for
a demand function to be invariant with respect to a-transforms; we state a
proof here, that follows the idea in [Trockel, 89].

Based on [Georgii, 88|, we define a particular kind of local interaction
structure in the first part of Chapter 5: Gaussian specifications. We expli-
citly characterize the set of homogeneous Gibbs measures for homogeneous
Gaussian specifications. We then consider the harmonic oscillator as a ge-
neralization of the Ising ferromagnet. In the second part, we introduce
the economic concepts that are needed for our approach to market demand
analysis: We first introduce local random economies, i.e. a configuration
space together with a specification, and then consider [-fold local random
economies. These give rise to Gibbsian random economies, basically given
by a distribution on the configuration space that is Gibbsian with respect
to a (product) specification of the corresponding (I-fold) local random eco-
nomy. As a particular example, we introduce the global unbounded spin
Ising economy. We interpret this economic notion as a generalization of
Follmer’s Ising economy taking into account individual states as assumed in
Grandmont’s analysis, i.e. the space of all demand-income-pairs.

In Chapter 6 we first discuss the connection of random economies with
distribution economies. We apply a result in [Hohnisch, 03] to obtain an
identification of ergodic random economies with distribution economies.
This gives rise to the unbounded spin Ising distribution economy correspon-
ding to the ergodic global unbounded spin Ising economy. The unbounded
spin Ising distribution economy is what we were looking for: For this type of
economy, where the distribution of demand behavior is endogenized, we can
conduct Grandmont’s analysis . We then discuss two different approaches
to the aggregation problem: The first is related to the thermodynamic limit
as commonly considered in statistical mechanics. The second is a direct
application of Grandmont’s analysis and in a way the antipode of the first.
However, the second approach establishes a stronger result in the sense that
the weak axiom for market demand is created, whereas the first approach
“only” allows for the weak axiom to be inherited by market demand.



Chapter 2

Theory of Gibbs Measures

2.1 Introduction

We have already mentioned the close relationship between statistical me-
chanics and socioeconomic models when agents interact locally. In analogy
to statistical mechanics this suggests the use of Gibbs measures as an ap-
propriate framework for modeling equilibria in socioeconomic models. Since
Gibbsian theory results from considerations in statistical mechanics the ex-
amples given in this chapter mainly refer to physics, as the famous Ising
model. In the course of this thesis, we motivate economic interpretations of
notions introduced here. However, a rigorous definition of several physical
concepts would confuse more than help understanding the general theory
needed in economics; in these cases we give an intuition and refer the in-
terested reader to [Georgii, 88], [Georgii, 79], [Preston, 74] or [Preston, 76].
This chapter serves as a very brief introduction to Gibbsian theory. Besides
a rigorous discussion, the aim is to generate some intuition for Gibbsian
theory.

In this chapter basic definitions and properties of Gibbs measures are
stated. These will lead us to some remarkable results that are useful for
socioeconomic models in explaining apparently puzzling social phenomena.
The subsequent survey on Gibbsian theory is based on [Georgii, 88]. An
elaborate historical introduction can be found in [Kindermann & Snell, 80]
and [Kindermann & Snell, 80b]. Here, we introduce the notion of a product
specification and consider Gibbs measures for these product specifications
given by product measures, each factor a Gibbs measure with respect to
a corresponding factor of the product specification. Product specifications
and corresponding Gibbs measures turn out to be vital for the unbounded
spin Ising economy considered in Section 5.3.

11
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Basic Ideas

As introduced by Dobrushin, Lanford and Ruelle the basic idea of a Gibbs
measure is that of being an appropriate notion of a (macroscopic) equilib-
rium in a system consisting of a huge number of interacting components.
When the first steps were done in developing the theory of Gibbs measures,
research was concentrated on models in statistical mechanics. In recent years
there seems to be interest in this theory by sociologists thinking of systems
where components (agents) interact locally.

A Gibbs measure is a mathematical idealization of an equilibrium
state of a physical system which consists of a very large number
of interacting components. In the language of Probability The-
ory, a Gibbs measure is simply the distribution of a stochastic
process which, instead of indexed by time, is parametrized by the
sites of a spatial lattice, and has the special feature of admitting
prescribed versions of the canonical distributions with respect to
the configurations outside finite regions. ([Georgii, 88], p. 5)

For an example from Physics consider the famous Ising ferromagnet as
introduced in a Section 2.7: We are given a piece of ferromagnetic metal
consisting of a large number of atoms each showing spin “up” or “down”.
Adjacent atoms interact in the way that their spins have the tendency to con-
form. For high enough temperatures the thermal motion of atoms circum-
vents the system from the state where all spins are parallel since interaction
is not strong enough relative to thermal motion. However, as temperature
falls below some critical value the spins align and there can be seen the phe-
nomenon of spontaneous magnetization. When there is no external field, we
do not know a priori how the magnet is poled. Global distributions of spins
that are consistent with the local interaction structure constitute equilibria
of the model.

Following our intuition that equilibrium states are described by Gibbs
measures:

We thus expect that the physical phenomenon of phase transi-
tion should be reflected in our mathematical model by the non-
uniqueness of the Gibbs measures for a prescribed specification.
([Georgii, 88], p. 6)

Here, a specification is the appropriate way of describing local interactions
via conditional distributions.

2.2 Specification of Random Fields

Let S be a countably infinite set and (E, £) an arbitrary measurable space.
Later on, we assume S to exhibit some graph structure.
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Definition 2.1. ([Georgii, 88], Definition 1.1) A family (0;)ics of random
variables which are defined on some probability space (Q, F, u) and take val-
ues in (E, ) is called a random field. The index set S is called the parameter
set and (E, &), or E for short, the state space of the random field.

We will use a canonical version of a random field by assuming

Q:=ES ;= {w= (w)ies : w; € E},
F:=ES,

0i: Q= Ewe w;,

the projection on the i*” coordinate. Thus, a random field is equivalently

defined as a probability measure p on (€2, F) and the set of random fields is

denoted by the set P(£2, F) of probability measures on (2, F).
Furthermore, for A C S let oy : @ — EA be the projection on A, i.e.

opA(w) :=wp = (w)iea for w = (w;)ics € Q.

Now, let

S:={ACS:0<|A| <},

where |A| denotes the cardinality of A. A € S is called a finite volume.
For A C S we consider Fa to be the o-algebra generated by

{one A} (AeS,Ac A AcED),

i.e. by the events in A. F is the smallest o-algebra containing the cylinder
sets {op € A}, (A€ S,Ac&M).

Definition 2.2. ([Georgii, 88|, pp. 13,14) (a) Let (X, X, u) be a measure
space, g : X — R measurable. We write

plg) = /gdu

and analogously p(f|C) for the conditional expectation, where C is a sub-o-
algebra of X.

(b) Let (X,X) and (Y,)) be measurable spaces. A function m: X xY —
[0, 00] is called a (measure) kernel from (Y,Y) to (X,X) (or simply from Y
to X ) if

1. w(-ly) is a measure on (X, X) for ally € Y, and
2. w(A|") is Y-measurable for each A € X

If, in addition, w(X|-) = 1 then 7 is called a probability kernel. A prob-
ability kernel m from a sub-c-algebra C of X to X is called proper if the
condition w(C|-) = 1¢(+) holds for all C' € C. Intuitively, properness means
when starting in C' € C the kernel leads back to C' for sure.
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Remark 2.3. ([Georgii, 88], p. 13) Such a kernel m “shifts” a measure p
on (Y,Y) to a measure pum on (X, X) when defined by

j(A) = /W(A|-)d(,u) VA€ X,

Remark 2.4. ([Georgii, 88], Remark 1.20) Let (X,X) be a measurable
space, C a sub-c-algebra of X, w a proper probability kernel from C to X,
and pp € P(X,X). Then

w(A|C) := pu(14|C) = 7(A]-) p-a.s. VAEX

if and only if um = p.

Proof. [Georgii, 88|, p. 15 O

Remark 2.5. ([Georgii, 88|, p. 14) Let (Z, Z) be a third measurable space
and let m and wo be kernels from Z to Y and Y to X, respectively. Then

mima(Alz) = /Trg(A|y)7T1(dy|z) (Aec X ze2)

is a kernel from Z to X

Having in mind our considerations on systems with interacting compo-
nents our main interest should be in random fields where the spin vari-
ables o; are not necessarily independent. This dependence is formalized
in a probabilistic manner: We consider distributions of finite collections of
spins conditional on the values of remainder spins, i.e. we consider a fam-
ily of distributions conditional on 7 := Fg\s, A € §. We furthermore
set 7 := Npaesp as the tail-field-o-algebra. One may think of 75 as the
o-algebra generated by boundary conditions for A or in other words by the
information contained in configurations outside of A.

Definition 2.6. ([Georgii, 88], Definition 1.23) A specification with parame-
ter set S and state space (E, &) is a family v = (ya)aes of proper probability
kernels yp from Tp to F which satisfy the consistency condition YAYA = YA
when A C A. The random fields in the set

G) ={peP,F): u(A|Tp) = (4]") p-a.s. VAEF and A € S}
are then said to be specified or to be admitted by ~.!

Let w € Q such that 1, is 7y measurable. Then v, (-|w) is a probability
distribution on (2, F) conditional on the boundary condition w. One may

'Often times, these are already called Gibbs Measures.
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think of the consistency condition as it is given in [Georgii, 79] in a more
special context but generating much more intuition than that above:

Ya(§lw) = va(éaléws\a)ya(éayalw)

for Ae A, £ €Qa, w e

In the economic model that will be analyzed in Chapter 6 we actually
do not consider a system with local interactions given by a specification but
a “product” of [ € N of those. Thus, we have to undertake the following
digression. Given an arbitrary set X, X? denotes the product set X x
X := {(x1,22) : 71,72 € X}. Similarly, for a o-algebra X, X2 denotes the
product-c-algebra.

Proposition 2.7. Let v1 := (717)aes and v2 := (v2p)aes be specifications
on S with state space (E,&). The product specification vy 1= v1 ® 2 defined

by
YA(Ar X Az|w) = y1p(Arwi)y2a(A2lws), (A1, As € F,wi,wa € Q),

w = (w1,ws) = (w1, wa;)ies € N2, is a specification on S with state space
(E2,&£2).

Proof. We first have to show that each yo, A € S, is a proper probability
kernel from ’TA2 to F2. However, the conditions needed are inherited when
taking products: vA(-|w) is a measure on (£2,F) for every w € , ya(A4,")
is T2-measurable for each A € F since each 7;x(A;|-) is 7x-measurable.
Furthermore, we have v (Q2]) = 71, (Q|)122(92]-) = 1. At last, for any
Bi,Bs € Tp we have ’YA(BI X BQ", ) = 131(-)132(') = 1le32(', ) Thus, ¥
is a proper probability kernel.

Second, we have to verify the consistency condition for v: Let A =
Al x Ay e Fow= (wl,(,UQ) S 92, A C A. Then

) = [ (A8l

= /'YlA(Al@l)’YlA(d@l‘wl)/'72A(A2|‘D2)72A(d‘:}2‘w2)
Q Q
= ma(Arlw)rea(Azsjwz) = ya(Alw).
Il

Proposition 2.8. Let 1 := (71p)aes and v2 := (725)aes be specifications
on S with state space (E,&). Define v :=v1 ® y2 as in Proposition 2.7. Let
i € G(vi), i =1,2. Then p:= p1 @ pa € G(7y), where this product measure
1s defined as usual by

p(Ar x Az) = pn(Ar)pz(Az), (A1, Az € F).
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Proof. Let A1, Ay € F and thus A := A; x Ay € F?, A€ S.
A = [ (Al

= /Q%A(All')dul /Q’YQA(AQI')dM
= (m1714) (A1) (n2724) (A2)
= p(Ar)pa(Az) = p(Ar x Az).
Thus, Remark 2.4 yields the assertion. O

Corollary 2.9 (of Remark 2.4). Given a specification -y, we have

peEGH) & puyw=p VAES

From [Georgii, 88], Notation 1.26, we take the following definitions: For
any given a priori or reference measure A € M(E, ), the set of all o-finite
measures on (E, &) with A(E) > 0, define the family A\. = (Ay)aes of measure
kernels Ay from 7 to F by

M (fw) =M X 06, () (AES,we), (2.1)

where \? is defined as the product measure of A on (E*, £4). Obviously,
this constitutes a kernel. Let p = (pa)aes be a family of densities. We then
define ppAp by

pn(Al) = [ pa@aldel) (A€ F) (2.2)

The a priory measure A reflects the tendency of each particle to exhibit some
specific spin when there would be no interaction among particles. Thus,
when assuming that components should not exhibit any tendency, one should
assume A to be the counting measure or Lebesgue measure, depending on
the state space E.

Definition 2.10. ([Georgii, 88|, Definition 1.27) Let A € M(E,£). A A
modification is a family p = (pa)aes of measurable functions pp : Q —
[0, 00) such that the family pA. = (paAA)aes 1S a specification. A A-specifica-
tion is a specification v of the form v = p\. for some A-modifications p.

Definition 2.11. ([Georgii, 88], Definition 2.2) An interaction potential is a
family ® = (P a)aes of functions 4 : Q@ — R with the following properties:

1. For all A€ S, ®4 is Fa-measurable.

2. For all A € § and w € (Q, the series

exrists.
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Hg (w) is called the (total) energy of w in A for ®, and HE the Hamiltonian
in A for ®. Furthermore, we write

he(w) = e HA(),

As in [Georgii, 79], one often thinks of ®4 as a measurable function on
(E4,&4).

We may now use interaction potentials to define specifications: Let A\ €
M(E, E) be an a priori measure. A potential ® is called A-admissible if

28 (w) = / ¢ HR €0 \A (dg)

is finite for all A € S and w € Q. Z§ (w) is called partition function. Let ®
L

be a A-admissible potential. Then define pf = % for all A € S. We obtain
A

that (p?)acs is a A-modification. For an elaborate discussion, we refer to
[Georgii, 88|, pp. 18-28.

Definition 2.12. ([Georgii, 88], Definition 2.9) Suppose ® is a A\-admissible
potential and w € Q, A € S. Then the probability measure

FoAmqyf(Aw) = pha(AW)

2.2
L 28 )7 [ R g A ()

on (Q,F) is called a Gibbs distribution in A with boundary condition wg\ s,
interaction potential ® and single spin or a priory measure X\. The \-
specification ¥ = ('yj{\’) Ares s called the Gibbsian specification for ® and
\. Each random field y € G(®) := G(v®) is called Gibbs measure, Gibbs
state or Gibbs random field for ® and A\. We reconsider this definition is
Section 5.2.

In [Georgii, 79], the author uses a slightly different framework. However,
the underlying idea is the same:

In order to completely formulate the models [...] it is necessary to
specify the interaction between the particles. The [...] commonly
accepted ansatz of Gibbs yields the probability distributions for
local configurations conditioned with respect to a fixed environ-
ment. The objects of our study are probability measures on {2
whose local behavior is determined by the Gibbs distributions.
([Georgii, 79], p. 1)

Our considerations on phase transition at the beginning of the current
chapter suggests the following definition.
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Definition 2.13. ([Georgii, 88|, Definition 2.10) A potential ® will be said
to erhibit a phase transition if |G(y®)| > 1. We refer to this case as non-
uniqueness of Gibbs measures.

When thinking of a Gibbs measure as an appropriate way to describe an
equilibrium state of the system, this means that equilibrium is not unique.

Example 2.14 (Nearest-neighbor potentials on Z¢, d > 1). ([Georgii, 88],
pp. 29,30) Let S = Z%, then ® is called a nearest neighbor potential or
Markov potential if ®4 = 0 whenever A ¢ {{i,j} CZ¢:|i—j|=1}yu{i e
7. Thus, ® is the pair-potential of range 1. A potential ® is called a
pair-potential if &4 = 0 whenever |A| > 2. ® is called a self-potential if
® 4 = 0 whenever |A| # 1. A potential ® is said to be of range r € Ry if
&4 = 0 whenever the diameter of A, diam(A) > r.

Markov Specifications

When having a look at our approach to Gibbsian theory, one may con-
jecture that there is a relation to the theory of Markov processes. This
intuition is formalized in [Georgii, 88], Theorem 3.5. This theorem shows
that a positive homogeneous Markov specification as defined below uniquely
determines a Gibbs measure p that constitutes a Markov chain. For explicit
characterizations we refer to this theorem. The considerations on Markov
specifications are not necessary for our further analysis. However, we may
yield some intuition for Gibbs measures generated by nearest-neighbor po-
tentials. Throughout this paragraph let S = Z, ) # E be finite, £ = 2F, the
power set of E, and let A be the counting measure.

Definition 2.15. ([Georgii, 88], Definition 3.1) Let v be a specification with
parameter set 7 and state space E. We say v is a positive homogeneous
Markov specification if there is a function g(-,-,-) > 0 on E? such that

Yy (o7 = ylw) = g(wi-1, ¥, wit1)
forallieZ, y e E and w € Q.

As shown in [Georgii, 88|, Theorem 1.33, by virtue of the consistency
condition posed on specifications, g suffices to characterize a specification ~.
Thus, g is called the determining function of .

For the following result we need some further notation.

Definition 2.16. ([Georgii, 88|, p. 46) A nearest-neighbor potential ® is
called homogeneous if there are two functions o1 : E — R and 3 : EXE —

R such that .
@A:{ ¢1(04) if A= {i},
p2(0i,0i41) if A={i,i+1}
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We are now fully equipped to state a proposition that relates Markov
chains and Gibbs measures.

Proposition 2.17. ([Georgii, 88], Corollary 3.9) A specification «y is a po-
sitive homogeneous Markov specification if and only if v is Gibbsian for some
homogeneous nearest-neighbor potential @, i.e. yp = 'yj{; forall A € S.

Proof. [Georgii, 88|, pp. 46,47 O

Thus, the notion of a “Markov potential” makes sense. An Application
of these results will be given in the section on the Ising economy.

Markov Chains

In this section we are interested in specifications « such that G(v) contains
a Markov chain. For the rest of this section let S = Z.

Definition 2.18. ([Georgii, 88|, Definition 10.2) A specification v on Z is
said to be a Markov specification if y); x{(Al) is Fy; x) -measurable for all A €
Fig) and all i,k € Z with i+1 < k. A A-modification p is called Markovian
if pi k| 18 Fyiky-measurable whenever i,k € Z are such that i +1 < k.

Of course, a positive homogeneous Markov specification is a Markov
specification, too.

More intuitively, v is called Markovian if for each interval A = {i,i +
1,...,k}, k> i, and each A € Fy, ya(A|w) only depends on w through w;_
and wg41. By Definition 2.6 we have that

p(A|Ty) = p(AlF -1 pv1y) 1—as

for all A €= Fjy, A as above, u € G(7), whenever v is a Markov specification.
We call this property of u the two-sided Markov property and p a Markov
field.

From Proposition 2.17, we obtain:

Corollary 2.19. If v is Gibbsian for some homogeneous nearest-neighbor
potential ® then each p € G(7) is a Markov field.

A similar result can also be found in [Kindermann & Snell, 80].
Every Markov chain p constitutes a Markov field, where a Markov chain
W is given by
H(A[F oo i) = 1(A[Fio1y)  p—as.

This condition is called the one-sided Markov property.

The question is whether G() does not only contain Markov fields when
~ is Markovian but also Markov chains.

To gain more intuition for the difference between the two-sided and the
one-sided Markov property, let us consider the following remark.
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Remark 2.20. ([Georgii, 88], Remark 10.9) (a) The two sided Markov pro-
perty is equivalent to the local Markov property on Z which asserts that

w(A|Tp) = w(A|Fan) p—a.s. forall Ae Fy
whenever A C 7 is finite. Here we set
ON:={i€eZ\A:|i—j|=1 forsomeje A}

(b) The one-sided Markov property is equivalent to the global Markov pro-
perty on Z, which is defined by the requirement that the above property holds
forall A C Z.

Proof. [Georgii, 88], pp. 194,195 O

Definition 2.21. ([Georgii, 88|, Definition 4.7) A measurable space (E, &)
is called a standard Borel space if there exists a metric d on E which turns
E into a complete separable metric space and is such that £ is the Borel
o-algebra with respect to d.

We eventually obtain the following result.

Proposition 2.22. ([Georgii, 88|, Corollary 10.22) Suppose (E, ) is a stan-
dard Borel space, and let p be a Markovian A-modification and v = pA.. If
G(v) # 0 then G(~) contains a Markov chain.

2.3 Existence of Gibbs Measures

In [Georgii, 88], we can find a very elegant way to establish existence. Even
though the existence problem of Gibbs measures u € G(7) for a given spe-
cification ~ is fundamental and generates insights in the nature of Gibbs
measures, a closer look at this problem would be beyond the scope of this
diploma thesis. Thus, we state the main results without going much into
detail. The answer to the question whether a specification v admits Gibbs
measures follows the subsequent pattern:

1. Choose an appropriate topology on P(€2, F). This will turn out to be
the topology of weak convergence if E is finite. For infinite state spaces
we need the topology of local convergence. These topologies coincide
for finite E.

2. Specify a boundary condition w € ).

3. Show that the net (y5(-|w))aecs has a cluster point with respect to the
chosen topology.

4. Show that each of those cluster points belongs to G(7).
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We will now use the following shortcut suggested in [Georgii, 88]: Let’s
assume that we are only interested in the case of a finite state space E. In
this case (3) holds without any further conditions on v and w since P(Q2, F)
is compact with respect to the topology of weak convergence. The hard part
will now be to show (4).

Definition 2.23. (a) A net of a set S is a mapping from a directed set D
into S. D is directed if there exists a relation “>” that is transitive and
reflexive and satisfies: for all a,b € S, there exists ¢ € S such that ¢ > a
and ¢ > b.
(b) ([Georgii, 88|, Definition 4.6) A net (tta)acp in P(:,F) is said to be
locally equicontinuous if for each A € S and each sequence (Ap)m>1 in Fa
with Ay, | 0
lim limsup pq(Am) = 0.
m—=% oD

We will now concentrate on a special type of specifications. These distri-
butions are motivated by the physical assumption that each single parameter
has a microscopic horizon of interaction. This notion will separate micro-
scopic and macroscopic quantities.

Definition 2.24. A function g : @ — R describes a macroscopic ob-
servable if g is measurable with respect to the o-algebra at infinity 7 =
NaesFs\a Naes T, i.e. g does not depend on finite sets of spins.

A function g describes a microscopic quantity if ¢ is arbitrarily close to
functions which only depend on finitely many coordinates; these are called
cylinder functions or local functions. To give a rigorous meaning to this
intuitive notion of microscopic states, we consider the following definition.

Definition 2.25. ([Georgii, 88|, pp. 31,32) (a) A function g : Q@ — R is
called local if there exists A C S such that g is Fa-measurable.

(b) A function g : @ — R is called quasi local if there is a sequence (gn)n>1
of local functions g, such that lim,, .o ||g—gn||sup = 0, where ||-||sup denotes
the sup-norm. L denotes the space of all bounded quasi local functions.

(c) A specification ~ is called quasi local if, for each A € S and g € L we
have that yag € L, where ya is a proper probability kernel from Ty to F and
we let

g = (gl) = / o(@)1n(dal).

Definition 2.26. ([Georgii, 88], pp. 59,97) (a) A net (pa)acnp C P(Q,F)
converges to p with respect to the topology of local convergence, locally for
short, if and only if imp pa(A) = p(A) for all A € UpesFa.

(b) We say, a net of specifications (7*)aep converges uniformly in the local
topology to a specification v, if

li ap =0
alenjgllmf YAS || sup
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for all A € S and bounded local functions f. We write v¢ — ~.
Now, we can state a general existence result for Gibbs measures.

Proposition 2.27. ([Georgii, 88], Theorem 4.22) Let (E, &) be a standard
Borel space and v a quasi local specification. Suppose there is a locally
equicontinuous net (fio)acp of random fields of the form po = vayy, a € D,
where (Vo)acp s a net in P(Q,F), (Y*)aecp @ net of specifications with
¥ — 7, and (Aa)acp a net in S with A, — S. Then G(v) contains a
cluster point of (tia)aecp and is therefore non-empty.

Proof. [Georgii, 88|, p. 71 O

2.4 Symmetries

One way to obtain non-uniqueness of Gibbs measures is the so called sym-
metry breaking or symmetry breakdown. An example of symmetry breaking
will be given in the section on the two-dimensional Ising model.

Throughout this thesis, we consider transformations in the set T :=
{r: Q-0 | 7rwe (w-1)ies (W€ D)}, wherer, : S — Sis a
bijection (spatial transformation), and 7; : E — E, i € S, invertible and
measurable (spin transformation) with measurable inverses. For 7 € T we
write 7 = (Ty; 74,7 € S)

Example 2.28. ([Georgii, 88], Example 5.2) Let S = Z% for some d > 1.
Then for each j € S the transformation

0j:w— (wi—jlies (we)

of Q is called the (lattice) shift or (lattice) translation by j. Furthermore,
we write © = (6;) jes.

Definition 2.29. ([Georgii, 88|, pp. 82,83) Let 7 € T'. The T-image 7(7) =
(T(v)A)aes of a family v = (ya)aes of measure kernels is defined by

T(Na(Alw) = 7,-1, (7 Alr )
forall A €S, ACQ and w € Q or, equivalently,
T(Mra(TAlTw) = 1 (Alw).
Of course, if 7 is a specification, then 7(7) is a specification, too.

Definition 2.30. ([Georgii, 88|, Definition 5.7) Let 7 € T.

(a) A function ¢ on § is called T-invariant if ¢ o7 = . More generally,
a family ¢ = (pA)aes of functions pp on  is said to be T-invariant, T is
called a symmetry of ¢, if T(p) = @, i.e. prpa0T = p forall A€ S.
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(b) A measure p on (Q,F) is said to be T-invariant, and 7 is called p-
preserving or a symmetry of p, if 7(u) := po 17! = p. A specification v is
called T-invariant if 7(y) =, i.e. forallA €S, w € N
YrA(lTw) = 7(a(-|w)).
(¢) The set of all symmetries of an object @, pu or ~y is called the symmetry
group of this object.
To verify the consistency of part (b) above, we should have in mind that
Ya(+|lw) is a measure. Let A € F, then for any w € Q, A € S
7= ()
S y(Alw) = ’}/T:IA(T_IA’T_IW)
S ralAltw) = wm(r Aw) = ((lw) o 77)(4)
= 7(ya(w))(A).

Example 2.31. ([Georgii, 88], Example 5.8) Let S = Z? for somed > 1. A
specification 7y is called shift-invariant or translation-invariant or (spatially)
homogeneous if v is invariant under the shift-group ©, i.e. if

Ya+5(0Al05w) = ya(Alw)

forall A€ S,j€8, AeF and w € Q. Similarly, a potential ® is called
homogeneous if
(I)A—f—j o 9]‘ == (I)A

forallj €S and A e F.

Definition 2.32. Let S = Z%, d > 1. A measure p on (0, F) is said
to be homogeneous if u is invariant with respect to the shift-group ©. Let
Po(,F) := {u € POQF) : 0;(n) = p, Vj € S} denote the set of all
homogeneous random fields.

In a subsequent chapter we need the following inspection.

Remark 2.33. ([Georgii, 88], Remark 5.10) Let v be a specification and
TeT. If p€ G(y) then 7(u) € G(7()). In particular, G(y) is invariant
with respect to all symmetries of ~y.

Proof. By definition of G(y), we have u € G(vy) if and only if uyy = p for
all A € §. Thus, we obtain

H()r(al) = / () () (1) (o)
- / (A (7w u(de)

- / (T Jw)dw)
— ) = ().
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If 7 is a symmetry for v, we have

T(n) €G(r(7) =G()

and the last assertion follows since 7 is invertible. O

Corollary 2.34. (|Georgii, 88], Corollary 5.11) If G(v) = {u}, then u is
preserved by all symmetries of v, i.e. w is invariant with respect to all of
v’s symmetries.

Definition 2.35. ([Georgii, 88], Definition 5.21) Let v be a specification. A
symmetry T of 7y is said to be broken if there exists some u € G(7) such that
T(p) # p, t.e. p is not invariant with respect to T.

The following remark is directly implied by Corollary 2.34 and alludes
to the importance of symmetry breaking.

Remark 2.36. If vy has a broken symmetry then |G(v)| > 1.

2.5 Extreme Decomposition

In this section we encounter the structure of G(v). The first observation
follows immediately from Definition 2.6: For any specification -y, the set
G(v) is convex, i.e. ui,p2 € G(v) then [su; + (1 —¢)ue] € G() for any ¢ €
[0,1]. In particular, whenever |G(7)| > 1, then G(7y) is uncountably infinite.
We eventually obtain the extreme decomposition of Gibbs measures: Every
Gibbs measure can be obtained as the barycenter of a unique probability
measure on the set of extreme Gibbs measures. Thus, we first have to
characterize the set of extreme Gibbs measures. Again, this Section is based
on [Georgii, 88]. However, we also refer to [Georgii, 79], pp. 11-15.

Definition 2.37. u € G(v) is said to be extreme in G(vy) if for any two
pi,p2 € G(), pa # p2s s € R, pw=qu1 + (1 —)pa implies that < € {0, 1}.
The set of all extreme elements in G(7y) is denoted by exG(7)

The following remark will be used in a subsequent chapter.

Remark 2.38. ([Georgii, 88], Remark 7.2) Let 7 be a transformation in T
and 7y a specification. We then have T(p) € exG(7()) whenever u € exG(7).
In particular, each symmetry T of a specification v, maps exG(y) onto itself,
i.e. we have T(u) € exG(7y), whenever p € exG(y).

Proof. By Remark 2.33, we have 7(u) € G(7(7y)). Assume 7(u) not to be

eXtremal? Le. T(lu’) = Sp1 + (]‘ - g):“’?v S 6]07 1[7 i, 2 € g(T(V))’ H1 75 H2.
Remark 2.33 shows that 77!(x;) € G(v), i = 1,2. Thus,

po=1H 1) = o Hpa) + (1 — )7 ()

contradicting the extremality of p. O
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Proposition 2.39. ([Georgii, 88], Theorem 7.7(a)) Let v be a specification.
A Gibbs measure € G(7y) is extreme in G(7v) if and only if u is trivial on
the tail-o-field T, i.e. p(A) € {0,1} for all A € T. This property is also
called tail triviality.

Proof. [Georgii, 88], pp. 116-118, Remark 7.6 and Corollary 7.4 O

At this point, Georgii states a comment that helps to understand the
significance of extreme Gibbs measures:

Suppose we are observing a well-defined state of a real physical
system in equilibrium. We will find that the microscopic quan-
tities are subject to rapid fluctuations, whereas the macroscopic
quantities remain constant. |[...]

We shall try do describe the state by a probability measure .
Of course, 1 should be consistent with the observed empirical
distributions of the microscopic variables. According to the ba-
sic principles of Statistical Mechanics, this can be achieved by
assuming that p is a Gibbs measure for a suitably chosen Gibbs
specification 4. [...] [Moreover,] 1 should be such that the
macroscopic quantities are not random. [...] We have
argued that the macroscopic quantities are just the tail
measurable functions. Consequently, the tail measur-
able functions should be constant p-almost surely and
this means that p should be trivial on 7. [Proposition
2.39] [...] thus tells us that the system’s state will be described
by a suitable extreme element of G(v). [...]

From this we conclude that only extreme Gibbs measures are
suitable to describe an equilibrium state of a real system. In
more catching terms we may say that a physical system will
always pick an extreme Gibbs measure for its equilibrium state.
For this reason an extreme Gibbs measure is often called a phase.
([Georgii, 88], p. 119)

In this sense, non-extreme Gibbs states correspond to some uncertainty
about the true underlying state of the system.

Let ¥ (exG(y)) denote the evaluation-o-algebra on exG(y): Let eq :
w— uw(A), A€ F, ue€ exG(y), be the evaluation mapping on exG(y). Then
¥ (exG (7)) is the o-algebra generated by the sets {e4 < ¢}, A € F,c € [0,1].

We now state the main result of this section known as extreme decom-
position of Gibbs measures.

Proposition 2.40. ([Georgii, 88], Theorem 7.26) Given a standard Borel
space (E,&) and a specification v, such that G(vy) # 0. Then exG(y) #
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0, and for each p € G(v) there exists a unique probability measure 1, on
(exG(y), ¥ (exG(y))) such that

= dv).
" / o, V@

Proof. [Georgii, 88|, p. 133 O

As argued above, an equilibrium of a physical state will always be given
by some extremal element in G(vy). However, there may be situations, when
we are not aware of the actual state of the system and we have to guess. This
uncertainty is reflected by choosing a weight v, on extreme Gibbs measures
and saying that the system’s state is just the barycenter of extreme Gibbs
measures with respect to v,. In this sense, Proposition 2.40 says that the
state of a system will always be given by a phase (an extreme Gibbs measure)
but an observer may not be sure which phase has emerged and thus “mixes”.

The following Corollary of Proposition 2.40 is needed in a subsequent
chapter.

Corollary 2.41. ([Georgii, 88], Corollary 7.28) Let (E,&) be a standard
Borel space and v a specification with G(v) # 0. If 7 € T is a symmetry

of 7, then ¥y = 7(¥u) for all p € G(v). In particular, p € G(v) is
T-invariant if and only if 1, is T-invariant.

Proof. [Georgii, 88], p. 134 O

2.6 Ergodic Decomposition

In this section we let S = Z%, d > 1. Similar to Pe (12, F), Go(7) denotes the
set of all homogeneous Gibbs measures. Let extreme elements in Pg((2, F)
and Gg () be defined as in Definition 2.37, i.e. elements are extreme if they
can only be obtained as trivial convex combinations.

Definition 2.42. An extreme homogeneous random field p € exPg(2, F)
is called ergodic (with respect to the shift-group © ). Similarly, p € exGeo ()
is called an ergodic Gibbs measure.

In this section the aim is to encounter the structure of exGg () and show
the ergodic decomposition of an element pu € Gg(7) that coincides with its
extreme decomposition.

We first obtain a characterization of ergodic random fields.

Definition 2.43. ([Georgii, 88|, p. 291) The o-algebra of shift invariant or
homogeneous events is defined by

IT:={AeF:0;,(A)=A VieS}
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Proposition 2.44. ([Georgii, 88], Theorem 14.5(a)) A probability measure
p € Po(Q,F) is extreme in Po (2, F) if and only if p is trivial on the
o-algebra T of invariant events.

Proof. [Georgii, 88], p. 291 O

Remark 2.45. The proposition above gives rise to an equivalent definition
of ergodic random fields as it is done in [Georgii, 88], Definition 14.6: A
probability measure p € Po (2, F) is said to be ergodic (with respect to the
lattice shift-group © ) if p is trivial on Z. In the language of mathematical
physics, any such p is often called a pure state.

Proposition 2.46. Let a random field p be homogeneous. If u is extreme,
then u is ergodic.

Proof. Let u € Po(2,F). In Proposition 14.9 in [Georgii, 88], it is shown
that Z C 7 p-a.s. Thus, if y is trivial on 7, then so on 7. O

The following proposition is a version of Theorem 14.10 in [Georgii, 88].
It shows that any homogeneous random field p can uniquely be decomposed
in ergodic random fields.

Proposition 2.47. Let (E, &) be a standard Borel space and p € Po(Q, F).
Then  there  exists a  wunique  probability — measure 1,  on

(exPe (2, F), ¥ (exPe (2, F))) such that

H= / v (dv).
exPeo (2,F)

Proof. [Georgii, 88], p. 294 O

Definition 2.48. The set Go(y) of all homogeneous Gibbs measures with
respect to a homogeneous specification v is given by

Go(v) :== G(v) N Pe(2, F).

The following proposition will be needed later on. It furthermore shows
that the second part in Definition 2.42 is well defined.

Proposition 2.49. ([Georgii, 88], Theorem 14.15(a)) Let v be a homoge-
neous specification. A Gibbs measure p € Go(7y) is extreme in Go(7) if and
only if p is ergodic, i.e. trivial on . Thus

exGe(7) = Go(v) NexPo (82, F).

Proof. [Georgii, 88|, p. 297 O
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It should be stated that in general there are ergodic Gibbs measures
which are not trivial on 7, i.e. p € exGg(y) but p ¢ exG(v). In other
words, p € exGe(7) is a pure state but not necessarily a phase.

We now obtain that the ergodic decomposition of u € Gg(y) coincides
with its extreme decomposition.

Proposition 2.50. ([Georgii, 88], Theorem 14.17) Suppose (E, ) is a stan-
dard Borel space and vy a homogeneous specification with Go(y) # 0. Let
1 € Go(v) and v, the unique probability measure on exPe (2, F) which
represents pu as in Proposition 2.47. Then 1), is supported on exGe(7y).
Consequently, p has a unique extreme decomposition within Go(7), i.e. an
ergodic decomposition, namely

)]
exGo (7)

Proof. [Georgii, 88], p. 298 O

The following remark summarizes the several notions introduced and
thus helps us keeping track.

Remark 2.51. Elements in G(y) are called Gibbs states. We refer to ele-
ments in exG(y) as phases and to those in exGg(7y) as pure states or ergodic
Gibbs states. These are just the extreme homogeneous Gibbs states. It is im-
portant to note, that a homogeneous phase is a pure state but in general not
vice versa; more precisely, any homogeneous extreme Gibbs state is ergodic,
i.e. extreme homogeneous. However an extreme homogeneous Gibbs state
does not have to be homogeneous extreme. Differing from the notation in
[Georgii, 88], we call homogeneous extreme Gibbs states pure phases.

2.7 The Ising Model

Let us now consider a fundamental example from statistical mechanics: the
so called Ising model. A more elaborate and in particular historical survey
on the Ising model can be found in [Kindermann & Snell, 80b].

After defining the baseline model we state some fundamental results on
the properties of Gibbs measures emerging within this model. This section
is considered as a comprehensive introduction to the Ising model. A rigorous
approach to the Ising model can be found in [Georgii, 88], [Georgii, 79] or
[Preston, 76]. Here, the section on the one-dimensional Ising model is taken
from [Georgii, 88], Section 3.2, the section on the two-dimensional Ising
model from [Georgii, 88|, Section 6.2.

As already mentioned, in a physical context, the Ising model may help
us to understand the emergence of magnets in nature. However, the Ising
model is general enough to be applied not only to problems in physics but
also to those in sociology and economics:
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[Ising] tried to explain, using this model, certain empirical
facts about ferromagnetic materials. |...]
While Ising discussed only the magnetic interpretation, the same
model has since been found applicable to a number of other phy-
sical and biological systems such as gases, binary alloys, and cell
structures. A sociologically orientated application has been sug-
gested by Weidlich [...]. Here one considers a group of people,
each of whom at a given moment is a ‘conservative’ (‘up’) or a
liberal (‘down’). The energy [...] might better be called ‘ten-
sion’. The first term [...] [in the interaction potential] is the
tension caused by people interacting. [The second term repre-
sents the effect of an external magnetic field of intensity h.] The
external field represents, for example, the current state of the
government, liberal or conservative. Minimum tension (maxi-
mum boredom) occurs if all people agree and agree with the
government. ([Kindermann & Snell, 80b], p. 5)

In Section 3.5, we encounter an economic interpretation of this model. More-
over, the analysis of market demand in Chapter 6 is based on a model that
generalizes the Ising model discussed here with respect to the state space.
We refer to that model as the unbounded spin Ising economy. Thus, it seems
worthwhile to obtain some “feeling” for the Ising model to have a clue what
is going on there.

The one-dimensional Ising Model

To formalize the model we let S = Z, E = {—1,1} and the a priory measure
be the counting measure. The specification that describes the interaction is
given by the Ising potential ®’": with coupling constant J € R and external
field h € R, the Ising potential is given by the following homogeneous nearest
neighbor potential

—Joioi11 if A= {i,i—l—l},
oW ={ —ho; if A={i},
0 else.

The idea of this one-dimensional Ising model is that we are given a chain
of spins on Z with two possible orientations: “up” (1) or “down” (-1). Given
a coupling constant J, the interaction energy of two adjacent spins o; and
oj is given by —Jo;o;. We distinguish two cases: The attractive case, i.e.
J > 0. In this case two adjacent spins generate minimal energy if they
are parallel. This is often called the ferromagnetic case. In socioeconomic
terms this assumption means that local interaction is ruled by the agents’
preference for conformity in the sense that agents obtain “positive utility”
from behaving similar to their neighbors. The repulsive case is characterized
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by J < 0. In this case adjacent spins exhibit minimal energy when pointing
in opposite directions. This case is often called the anti ferromagnetic case.
Furthermore there exists an external field given by h. The energy caused by
the external field is minimized when spins align with the external field, i.e.
spins are “+1”7 if h > 0, “-1” if h < 0.

By Proposition 2.17, ’yq’J’h := ~v%" is a positive homogeneous Markov
specification. Theorem 3.5 in [Georgii, 88] implies the uniqueness of a Gibbs
measure for /" ie. G(y/") = {psn} Furthermore, it endows us with an
explicit characterization of 117, as the distribution of a homogeneous Markov
chain. For this characterization, I refer to [Georgii, 88], pp. 50,51.

An interesting question in statistical mechanics is the behavior of the
system for “low temperatures” or in the “thermodynamic limit”. Here,
we only consider the ferromagnetic case J > 0. We introduce the inverse
absolute temperature 3 to our model by just multiplying ®/* by 3 and
obtain @7 = &#/6h Furthermore, we let J = 1.

Then, the question is how pug g, behaves as 8 tends to co. We will see,
that the thermodynamic limit is closely related to the set of ground states:
A configuration w € € is called a ground state for a potential ® if w exhibits
minimal ®-energy. More rigorously:

Definition 2.52. ([Georgii, 88|, Definition 6.18) Let ¥ be a potential. A
configuration w € ) is called a ground state of U if

HY () > HY (w)

Jor all A € S and § € Q such that {g\p = wg\p- We then call § a local
perturbation of w.

For rigorous derivations of the following limiting results, we refer to
[Georgii, 88|, pp. 51,52. Whenever h > 0

148,8h ey 04 weakly,

where &4 denotes the Dirac measure on wt = (W );jez € Q, w;f =1 for

(2
all 5. However, we should also notice, that wt is a ground state for ®%0"
whenever h > 0.

In the case h < 0, we obtain that pz g5, weakly converges to §_, the Dirac
measure on w- := —w", as  — oo Again, in this case w™ is the unique
ground state for ®%:"

For the case h = 0 it turns out that the limiting distribution is given by

the uniform distribution on {w™,w™}, i.e.
1
=04+ -6_ weakly

and in this case {w',w™} is the set of ground states for ®3:0,
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The intuition behind these results is immediate: Given a positive di-
rected external field h in a ferromagnetic model. The lower the temperature
and thus the stronger the coupling 8J among agents and the stronger the
external field Sh, a great majority of spins will be positive directed, ap-
proaching the case where all spins are positive directed as § — oo. When
there is no external field present, i.e. h = 0, even for strong coupling there
is no significant majority of spins that align.

When discussing the one-dimensional Ising model, Georgii gives a
prospect on what is different in multi-dimensional Ising model:

We will see later that the loss of tail triviality? is far more
dramatic for the Ising model in two or more dimensions. In
higher dimensions the set G(®%9) is so strongly attracted by
the two ground states wt and w™ that for sufficiently large (but
finite!) (3 there exist two distinct Gibbs measures for ®%° which
are close to 04 resp. d_. Thus for these § a phase transition
occurs [...]. ([Georgii, 88], p. 52)

The two-dimensional Ising Ferromagnet

In this section we introduce the ferromagnetic Ising model on a square lat-
tice. The Ising specification exhibits phase transition by virtue of symmetry
breaking. In [Georgii, 88], Section 6.2, phase transition is shown by applying
a device introduced by Peierls. For a rigorous application of Peierls’ device,
we refer to [Georgii, 88], Proof of Theorem 6.9. However, the heuristics are
quite intuitive: The device can be applied to potentials with multiple dis-
tinct ground states also for more general state spaces than we consider here.
To recall, a ground state of a potential is a configuration of minimal energy.
Consider any ground state w € ) and any local perturbation n of w, i.e. any
configuration 7, such that [{i € S : 7; # w;}| < co. Let a contour of n be
given by the outer boundaries of connected subsets of {i € S : ; # w;}. One
now has to verify some kind of stability of the ground state w: The amount
of additional energy needed to obtain configuration 7 from configuration w
shall be at least proportional to the length of the contour of 7. By convexity,
G(B®P) is uncountably infinite. Now, for sufficiently low temperatures (large

B) G(BP) contains a measure ,ug that satisfies ,ug Az 0, locally. Thus,
if there are at least two distinct stable ground states w for ® and if G is
sufficiently large, we have that |G(5P)| > 1.

For the Ising ferromagnet, we let E = {—1,1}, S = Z2, the a priory
measure A be the counting measure on E and the interaction potential given

2Since .0 is the unique Gibbs measure for v%° it is extremal and thus, by Proposition
2.39, it exhibits tail triviality. However, limg_, o pg,0 puts weight % on the tail events
{r =w'} €T and {o =w™} € T. Thus, it is not trivial on 7.
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by
o, —0ioi LA={ijhli—jl=1,
0 else.

For simplicity, we have already assumed coupling J = 1 and to obtain the
interesting case exhibiting phase transition the external field h to vanish.
The Ising potential ® is equivalent to the potential

v, =] loima) HA={ighli—gl=1
0 else,

in that v® = v¥ (cf. Definition 2.33 and Theorem 2.34 in [Georgii, 88]) since
(0; — 0j)* = —20;0; + 2. In particular, we see that ground states for ® and
W coincide. Stating the equivalence of these two potentials is not crucial for
our further analysis but for the sake of completion: The form of the Ising
potential depends on the literature. Moreover, the Ising potential ¥ directly
shows that the local interaction structure implies preference for conformity
among agents in an economic context: The interaction energy HY gets
smaller, the more agents agree on a specific spin, i.e. (0;(w) — 0;(w))? = 0.

® is homogeneous, i.e. lattice shift invariant, and spin flip invariant?
and again, w™ and w™ are ground states for ®. In the two-dimensional Ising
ferromagnet, the ground states w™ and w™ are stable in the sense introduced
above, i.e. a minimal amount of additional energy is needed to achieve a
local perturbation of ground states. We thus obtain, by following Peierls’
device, that G(3®) contains elements weakly converging to 6™ and §~ as 3
approaches oo:

Proposition 2.53. ([Georgii, 88], Theorem 6.9) Let 7 denote the spin flip
transformation. In the ferromagnetic Ising model on Z? as described above,

Jim d(Go(39),54) = Jim d(Go(39),5-) =0. (2.3)

where Gg is the set of homogeneous Gibbs measures and d denotes any metric
induced by the weak topology on P(Q, F).* In particular, for all sufficiently
large B there exist two homogeneous Gibbs measures u’(i, ,ui € Go(BP) with
T(ui) = /ﬁ and for alli € S

1 (03) = 1 (00) < 0 < 1. (00) = 1 (o),

where again ui(ai) = [ aid,ui and analogously for ,ug.

Proof. [Georgii, 88|, pp. 101-105 O

3The spin flip transformation 7 is given by 7 : w — (—w;)ies for all w € Q.
“In [Georgii, 88] the theorem is stated for the topology of local convergence. However,
as already mentioned, the local and the weak topology coincide for finite E.
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Remark 2.54. Since ,u/f_ #* /ﬁ, Proposition 2.53 shows in particular that
the spin flip transformation is the broken symmetry in the two-dimensional
Ising ferromagnet.

Outright, Georgii interprets this result:

In physical terms, ,uf_(ao) is the magnetization of the Ising
spin system when ,u’i is its state. The last sentence of the theo-
rem above can thus be rephrased as follows: At sufficiently low
temperatures, the two-dimensional Ising ferromagnet admits an
equilibrium state of positive magnetization,® although there is
no action of an external field. This phenomenon is called spon-
taneous magnetization. ([Georgii, 88], p.100)

At last, I mention two well known results for the two-dimensional Ising
ferromagnet from [Georgii, 88|, pp. 100,101, just to give the whole picture:
At first, there exists a critical inverse temperature 5. € Ry; such that
|G(B®)| =1 for § < B. and |G(BP)| > 1 for § > (.. In more catching terms,
if B < (., thermal motion of particles is “stronger” than local interaction in
that it prevents the system from exhibiting phase transition. Georgii states
that Mﬁ((fo) >0 for all 5> 0 and u’i(ao) > 0 if and only if |G(5P)| > 1.
Thus, we obtain the following remark.

Remark 2.55. For all i € S, we have ,u’i(ai) = ui(ao) = 0 whenever
B < Bc: There is no magnetic orientation of the Ising ferromagnet when the
system is sufficiently “hot”, as the law of large numbers would have told us
i case of independent particles, i.e. no interaction among spins. In other
words: Thermal motion is too strong for particles to couple.

The existence of the critical temperature (. is rigorously proved in
[Georgii, 72], 4.1.

Second, it can be shown that exG(®) = {uﬁ, ug} whenever 5 > (.. In
particular, G(8®) = [uﬁ,ué].

5As well as an equilibrium state /fi of negative magnetization.
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Chapter 3

Large Economies & Local
Interactions

3.1 Introduction

We are now enabled to rigorously introduce an economy with locally non-
strategically interacting agents. In Chapter 1, we have suggested the exis-
tence of another form of interaction among agents besides indirect interac-
tion via market prices.

In this chapter, we first have a look at Hildenbrand’s approach to large
economies: roughly speaking, economies are given by a probability measure
on the space of agents’ characteristics. After having introduced these distri-
bution economies, we motivate a distinct economic notion: the random eco-
nomy. We then reconsider Follmer’s approach to random economies, where
agents interact locally in a Gibbsian manner. This generalizes the approach
in [Hildenbrand, 71] where agents are thought to act independently in the
sense that the random variables describing the agents behavior are stochasti-
cally independent. The idea in [F6llmer, 74] is that each agent’s distribution
of preferences depends on the actual preferences in her peer group. Féllmer’s
intuition was that the correlation of preferences may represent social inter-
actions. This immediately leads us to Follmer’s fundamental Ising economy
and thus to a non-physical interpretation of the Ising model, where the local
interaction structure is ruled by preference for conformity among agents.

In this chapter, we have to be very precise in emphasizing the (con-
ceptual) distinction of distribution and random economies. The chapter
is structured as follows: We first recall fundamental notions from demand
and general equilibrium theory. Thereafter, distribution economies are intro-
duced. The third part is devoted to a brief introduction of random economies
and a first approach to link distribution and random economies. The last
part of this chapter is a survey on Follmer’s approach to locally interacting
agents.

35
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It is important to note that the economic concepts in this chapter are
preference-based: The primitives of individual agent’s behavior are given by
preference relations on the commodity space. We may then generate indi-
vidual demand functions by virtue of preference optimization given budget
restrictions. However, the subsequent chapters turn out to be demand-based
in that the primitives of individual behavior are demand functions. These
do not necessarily originate from preferences.

3.2 Basic Definitions

Let us first state some fundamental notions from demand theory. The stan-
dard definitions below are recalled here since several definitions, as those
of preferences and their properties, vary in standard literature. Moreover,
it may be helpful to have a look at these fundamental concepts in a basic
context that is purely deterministic.

Definition 3.1. (a) A binary relation - on an arbitrary set X is a subset
of X x X. When saying that two elements x,y € X are in relation, we write

z Zy for (v,y) €X.
(b) A binary relation - on X is said to be

e total or complete if

xzy or yrox foralxzyeX,

e reflexive if
xzZx forallxeX;

e transitive if

xmy and yoz imply x 2z forall x,y,z € X,

e asymmetric if

zrmy = —wrax foralzyeX

~

(¢) The asymmetric part > of the relation 7 is defined as
-y & [rZy and -y azl,
z,y € X.

We now consider a binary relation for each agent i on her set of possible
consumption vectors. The idea is that specific binary relations reflect an
agent’s “taste”. When saying that a consumption bundle x is in relation
to or relates to a consumption bundle y, or formally x =, y, it is meant
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that agent ¢ considers consumption bundle x at least as good as consump-
tion bundle y; stated in another way, she weakly prefers x to y. We say
that an agent ¢ strictly prefers x to y if x >=; y. The subsequent defini-
tions basically follow the lines in [Hildenbrand, 74|, pp. 83-93. However,
later on, we have to confine ourselves to special cases for several results to
hold. In this chapter, an agent is entirely characterized by a consumption
set, a preference and a commodity endowment. Elaborate discussions on
these primitives of an economic model may be found in [Hildenbrand, 74] or
[Hildenbrand & Kirman, 76].

Definition 3.2. (a) Let M be a finite set of agents. A consumption set X;
of agent i € M is a non-empty subset of the commodity space R! that is
furthermore closed, convexr and bounded below. For convenience, we assume
the consumption space to be common among agents, i.e. X; = X for all
i € M.

(b) We define the following relations on R!: For x,y € R! let

o x>y ifxr >y fork=1,..,1; v is greater than or equal to y.
o x>y ifx >y but x # y; T is semi-greater than y.
o >y if vy >y for k=1,...)1; x is strictly grater than y.
(c) A binary relation =, on a consumption set X C Rl is
e ¢ preordering if it is a transitive binary relation,

e continuous if it is upper- and lower-hemi-continuous, i.e. the upper
contour set ~x := {y € X : y Z o} and the lower contour set z» :=
{lye Xz > y} are closed in X for all x € X. Equivalently: “For
all sequences (xn)n C X and (yn)n C X such that x,, — z € X and
Yn — y € X, it holds: xn Yy, Yn =  x7y.

e strongly monotone if, for all z,y € X =R, x > y implies = = v,
e monotone if, for all z,y € X = RQL, x>y implies x >y,
e weakly convex if, for all x € X, the upper contour set -x is convexz,

e strongly convex if, for all x,y,z € X such that y - =, z 7o = and
y # z, it holds: for all 0 €]0,1[ we have By + (1 —0)z) = x

e locally non-satiated if, for every x € X and every neighborhood V.C X
of x, there exists y € V' such that y > x.

Definition 3.3. (a) A preference 7; of agent i € M is a continuous, com-
plete preordering on her consumption set X; C R, Let & denote the set of
all preferences.

(b) The strict preference relation »>; for agent i € M is the asymmetric part
of Zi-
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Remark 3.4. (a) In most introductory textbooks, a preference is defined as
a reflexive, complete and transitive binary relation. Our definition assumes
a preference to be a continuous, complete and transitive binary relation.
However, completeness implies reflexivity.

(b) Of course, we could have defined preferences the other way around: Let
x,y € X. Instead of saying x is at least as good as y and writing © 7 vy,
we could have defined preferences by saying x is at most as good as y and
writing x 3 y. However, now we define the preference = by

r 3y & ox ey

~

All properties of a preference are satisfied.

Definition 3.5. Agent i’s initial (commodity) endowment is given by a
vector w; € Rl. Let w = Y icnm Wi denote the aggregate endowment.

Definition 3.6. A simple (pure exchange) economy is a tuple & = ((X;, ;i
,Wi)ieM), where M denotes the finite set of agents.

Definition 3.7. (a) Given a simple economy &%, a family (x;)ienm is an
allocation for &° if x; € X; for all i € M. An allocation (x;);em s called
feasible for &° if Y,y i = W.

(b) Given a price system p € R' and an endowment w; € R, the it agent’s
Walrasian demand correspondence y; : & x Rf x RE — QRI, the power set
on R, is given by

Xi(Zi, wi,p) = {x; € XV € X : (& =52y = p- 3 > p-w;)},

where - denotes the scalar product in R!. Of course, the functional form is
the same for all agents and thus, we set x; = x for all i € M.

(¢) Given an exchange economy &°, a tuple ((x;)iem, p) € RMI x R is a
competitive equilibrium if

1. x; € X(i’uwzap) fOT’i € M7
2. (xi)iem 1$ a feasible allocation for &°.

When specifying an agent’s preference, we have also determined her con-
sumption set. Letting &2 denote the set of preferences, an economic agent
is given by an element in & x R!. Thus, we may rephrase Definition 3.6:

Definition 3.8. ([Hildenbrand & Kirman, 76], Definition 2.6) A simple
pure exchange economy &° is given by a mapping

&5 M — 2 x R
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In this sense, preferences are given by a mapping =~: M — X, i —77;,
initial endowments by w : M — R/, i — w; and analogously for allocations.
To define measures on & xR, we are faced with the problem of obtaining
a suitable o-algebra on &?. We therefore consider the “topology of closed
convergence” that turns &2 into a separable metric space and use the Borel-

o-algebra with respect to that metric.

Remark 3.9. ([Hildenbrand, 70], p. 163 and [Hildenbrand, 71|, p. 415)
Let & denote the set of all preferences, i.e. of all continuous, complete,
transitive (and thus reflexive) binary relations on the consumption set X.
The graph P = {(z,y) € X x X : = = y} of Z is called the preference
set associated with the consumption set X and preference relation 7-. Then
P is the set of all closed preference sets in Rt x RE. In this sense 2 is a
collection of closed subsets in R x R,

Let (Pp)nen be a sequence in &?. We say that the sequence (Pj)nen
converges to some P € & with respect to the topology of closed convergence,
if

LimInfP, =P = LimSupP,,
where

LimInfP, = {z e R x R': dng such that for every neighborhood
U(z) of x and every n > ng it holds
U(z)nP, #0} and

LimSupP,, == {x € R x R':  for every neighborhood U (z) of z
it holds U(z) N P,, # 0 infinitely often}.

It is now stated in [Hildenbrand, 71] that there exists a metric on & such
that & is a separable metric space and convergence with respect to that
metric coincides with the closed convergence above. A more elaborate dis-
cussion can be found in [Hildenbrand, 70], pp. 164,165. We are now enabled
to consider distributions on the measurable space (& x R!, B(2) x B(R!)),
where B denotes the Borel-o-algebra for the respective topology chosen.

The economic rationale of this metric is that agents with similar prefer-
ences with respect to that metric behave similar in the sense that the demand
correspondence x is upper hemi-continuous. For a rigorous statement, we
refer to [Hildenbrand, 71], Appendix 2.

We have already seen how to generate a demand correspondence x for
given preference ~. In general, the demand correspondence is not a func-
tion. Thus, we ask for properties of preferences such that the demand sets
X (2, w, p) are singleton. Let P sco denote the set of all strongly monotone
and strongly convex preferences.

Henceforth, we consider X C Rﬂr closed and convex, W C Rﬂr  closed
and bounded. We furthermore assume price systems p € ]RZJr +.1

1'We assume prices to be strictly positive since demand might be unbounded otherwise.
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Proposition 3.10. ([Hildenbrand, 74], p. 170) Let 7€ Psmo,scos PTice sYs-
tem p € RZ_H_ and initial endowment w € W. The demand correspondence

L. .
X : Psmo,sco X W X RﬂmL — 2R s a demand function.

Proof. Theorem 2, Chapter 1.2, in [Hildenbrand, 74] ensures that x(Z, p, w)
is non-empty for every triplet (22, p,w) € Psmo.sco X Ri 4L X Rﬂr 4. Assume
x,y € x(Z,p,w), © # y, for some (7Z,p,w). Then = Z y and y 77 y. By
convexity of the consumption set X, we have %x + %y € X. Moreover,
%x + %y < p-w. However, the strong convexity of =~ yields

1 n 1 .
o4 =
B oYY

and thus a contradiction. O

One major assumption in Walrasian theory is the price-taking behavior
of agents, none exhibits market power. If we were to justify this behavior,
we would tend to say that the economy is large, i.e. it consists of infinitely
many agents. A convenient way to describe such an economy is given in the
next chapter.

3.3 Distribution Economies

The purpose of this section is to introduce distribution economies that are
tailor-made for modeling large economies, i.e. economies with (uncount-
ably) infinitely many agents. Moreover, we consider sequences of simple, i.e.
finite, economies converging to economies with an infinite set of agents. Of
course, we have to define an appropriate notion of convergence: Since we
conceive economies as distributions of agents’ characteristics, convergence of
economies is just given by weak convergence of corresponding distributions.

We may again identify an agent characterized by (X, 7, w) with an el-
ement (Z,w) € C := & x W. As in [Hildenbrand, 70|, p. 166, a sim-
ple pure exchange economy &° is given by a finite family of elements in
C.2 This already motivates to identify an economy with its distribution
in C. Consequently, we will now consider a probability measure v on
(C,B(C)) := (£ x R, B(#) x B(W)) and thus also allow for economies
with (uncountably) infinitely many agents.

Nevertheless, if we want to achieve economies as distributions on the set
of agents’ characteristics, abstracting from the set of agents, we should do so
in a way that is motivated by the basic definitions in section 3.2. However,
the next definition is not necessary for our models and one may go ahead to
Definition 3.12. We generalize Definition 3.6:

2The primitives in [Hildenbrand, 70] are more general. However, later on we would
have to confine ourselves to this case.
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Definition 3.11. ([Hildenbrand, 74], p. 125) Let M be a not necessarily
finite set of agents.

(a) A (pure exchange) economy & is a random wvariable on a probability
space (M, M, Q) with values in C of agent’s characteristics such that the
mean endowment fprojwoé"dQ 18 finite. Here, proj,, denotes the projection
mapping on the space of initial endowments W. In this sense, proj,, o & is
the initial endowment.?

(b) A (per capita) allocation for the economy & is an integrable function f
of M into R! such that a.e. in M the consumption vector f(i) belongs to the
consumption set of agent i € M. An allocation is called attainable for & if

/fdQ = /pmjw 0 £dQ.

Thus, we see that the initial endowment proj, o & is well defined as an
allocation.
(¢) An economy & is called simple if M is a finite set, M is the power set

and Q(F) = % for all E C M. & is called atom-less if (M, M, Q) is

atom-less, i.e. for every E € M with Q(E) > 0 there exists E D EecM
such that 0 < Q(E) < Q(E).

Note, that the notion of a simple economy as defined in Definition 3.6
coincides with the notion in (¢) above. Motivated by Definition 3.11, a
measure v on C, B(C) is called simple if v is the uniform distribution on a
finite subset of C.

Due to measurability, & is “well behaved”, so that we may equivalently
consider the image distribution v := Q o &~ of  under the mapping &.
This motivates the following equivalent definition, where we abstract from
the set M of agents.

Definition 3.12. A distribution (pure exchange) economy &% is a probabi-
lity distribution v on the space of individual characteristics (C,B(C)), such
that initial endowment w : C — W is v-integrable. In analogy to Definition
3.11, &% is called simple or atom-less if v is simple or atom-less, respectively.
An allocation f for & is given by a v-integrable function f : supp(v) — R!
such that f(i) € X; v-a.e. in supp(v). An allocation f is called attainable
if [o(f —w)dv =0.

In case of a simple economy, per capita or mean initial endowment is

given by
1
Projy 0 £dQ = / wdy = ———— We.
/M c |supp(v)] a%\;

3In [Hildenbrand, 74], the definition is posed for measurable spaces; however, we confine
ourselves to probability spaces. Although, we use the term “random variable” for the
economy, there is no stochastics involved so far! Thus, we should just think of a measurable
mapping.
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Let M (C) denote the set of all probability measures on C with compact
support.

Definition 3.13. ([Hildenbrand, 74|, Definition 3, p. 129) An allocation f
for the economy & and a price vector p € R is called a Walras equilibrium
for & if f(i) € xi(=i,p,w) v-a.e. and [ fdv = [wdv. A price vector
p € R is called an equilibrium price for the economy &® if there exists an
allocation f for &% such that (f,p) is a Walras equilibrium.

In terms of the market excess demand X (p) := [o(x — w)dv,* p is an
equilibrium price if and only if 0 € X (p).

The price-taking behavior of agents can now be described by considering
atom-less measures v € My(C): Here, v(i) = 0 for all i € supp(v). This
may be interpreted as the fact that no individual agent exhibits “market
power”.

When we have introduced economies in the first section of this chapter,
we were thinking of a finite population of agents. One may object that
economies with a continuum of agents, i.e. given by an atom-less measure,
are heuristically not well motivated by economic considerations. However, if
we could show that atom-less economies are just limits of “growing” simple
economies, the notion of a distribution economy would make sense at all.
This is stated in the next theorem.

Theorem 3.14. ([Hildenbrand, 70|, Theorem 1) Let v € My(C) be atom-
less. There exists a sequence (Vn)nen of simple measures on C converging
weakly to v and such that supp(vy,) C supp(Vn+1) C supp(v)

Proof. [Hildenbrand, 70], pp. 169,170 O

This theorem shows that every atom-less economy &% can be obtained
as a limit of a sequence (&7 ),en of simple economies. In particular, any
distribution economy can be obtained in this manner.

We now have motivated to consider economies with a continuum of
agents since we have shown that each of those, at least as long as v € M(C),
can be obtained by a “growing” finite population of economic agents.

3.4 Random Economies

So far, no stochastics was involved in our economic model. This section is
based on [Hildenbrand, 71], wherein the underlying idea is that certain con-
sistency requirements that are assumed in general equilibrium theory, e.g.
budget balancedness, cannot be posed in absolute terms but in a stochastic
manner: Despite choosing a commodity vector in X, the individual agent

4The introduction of an integral for correspondences is straightforward. For a rigorous
definition we refer to [Ellickson, 93], p. 350.
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determines a probability to choose a vector from a subset of X. This idea
has come into account when experiments have shown that agents do not nec-
essarily make the same choices when all parameters are held constant. The
question why non-deterministic behavior arises is a philosophical one and
beyond the scope of this diploma thesis. We just assume that such stochastic
behavior arises. Nevertheless, as mentioned for example in [Hohnisch, 03],
the question is whether stochastic behavior is an intrinsic property of human
behavior or if it just arises because of hidden parameters the experimenter is
not aware of. However, these considerations suggest to conceive preferences
as random and thus, we obtain random choices.

Hildenbrand introduces the notion of random preferences, i.e. preference
valued random variables. This approach will eventually lead to the notion of
a random economy. Of course, in this context individual demand and total
excess demand will be random, too. With the notation from the preceding
section, an agent is completely described by an element in & x W. Again,
we endow & with the topology of closed convergence. We moreover consider
an arbitrary underlying probability space (2, F, P).

Definition 3.15. ([Hildenbrand, 71], p. 416) (a) Given (2, F,P). A ran-
dom preference ¥; of agent i € M is a random variable, i.e. a measurable
mapping, ¥; : Q — L. Equivalently, a random preference for agent i is
described by the image measure P o9; ! on (2,B(2)).

(b) A random agent oy, i € M, is a random variable o; : Q — P x W.
Equivalently, random agent i is described by the image measure p; == Poo*;l.
In this sense, a random preference is just the projection of a random agent
on the space of preferences.

(c) (Random) demand of agent o;, i € M, is given by the random vari-
able x(0;(),p) for the prevailing price system p € R!, where x is given in
Definition 3.7.

This setup calls for a new type of economy: The random economy. Later,
we have to distinguish between local and global random economies. As long
as random agents are assumed to be independently distributed, local data
uniquely specifies global data. Thus, no global data is needed to specify the
global distribution of the economy. In this sense, we do not have to distin-
guish between local and global random economies at this point. However, in
terms of Section 5.3, the following definition is of macroeconomic character
and we will thus refer to it as a global random economy:

Definition 3.16. A global random (pure exchange) economy &9" := {0} }, o
is a family of random agents o; on (Q, F, P); equivalently, a probability mea-
sure y on the measurable space (2 x RY B(2) x B(R)))M. A random
economy is called simple if M is finite. Using the equivalent characteriza-
tion, &9 is called simple if its distribution p is the uniform distribution with
finite support.
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What follows is not necessarily needed for our further analysis. However,
for the sake of completion, it is stated here.

Definition 3.17. Given a price system p € R! the (random) total excess
demand X for the simple global random economy &9" is defined by ((-,p) :=

Yienmilx(0i(),p) — projuw(oi(-))], where projy(-) denotes the projection of
C on W. Again, a price system p is an equilibrium price system if 0 €
[ X(-,p)dP.

Let now X = ]Rﬂr. We then consider random agents ¢; with distribution
i that has support in Pge,sc0 X W.

Proposition 3.18. ([Hildenbrand, 71], Theorem 1) Let & = {o7}icm,,,
n € N, be a sequence of simple global random economies such that

o |&)| :=|My,| — o0 as n — oo,
o for every mn, the family {o]'}icm, is stochastically independent,

o there is a weakly compact set in P(Psmo,sco X W, B(Psmo,sco) X B(W))

which contains every distribution of o}', © € My, n € N.

Then for every economy &' there exists a price system p, € ]RlJrJr such that
(1) the expected total excess demand of &, with respect to p, is zero, i.e.

/Céa};('vﬁn)dp_ov

(2) the total excess demand per capita of &3 with respect to p, converges in
probability to zero, i.e. for every § > 0,

P weQ:Mgé -1 as n—
|63
Proof. [Hildenbrand, 71], pp. 421,422 O

Part (1) states that there exists an equilibrium for &7". Part (2) gives us
some kind of limiting equilibrium state of the economy in probability. We
obtain stronger results when considering a particular class of sequences of
economies.

However, for our purposes it is not only the result of the above theorem
that is remarkable but the independence assumption that is necessary to
establish this result. In the random economy with independent random
agents interaction only comes into account as global (market) interaction
via price systems. In other words, there is a (global) market structure, but
a (local) social structure is not introduced to the model so far.
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Connecting Random & Distribution Economies for Independent
Agents

In this section, we obtain a result that links random and distribution econo-
mies if the random agents are independent and identically distributed. In
Chapter 6 we obtain a stronger result that combines distribution and random
economies when the random economy is ruled by an ergodic distribution.

Given w € € we consider the family of realizations {o;(w)};cp- The
sample or empirical distribution vger(w) of the simple global random eco-
nomy &9" for the sample w is defined by

1
Veggr (w) = @ Z (501.(“)). (3.1)
€M

Note that vger(w) is a probability distribution on (C,B(C)). Thus, vger
is a distribution valued random variable and vger(w) is actually a simple
distribution economy.

We now try to obtain a result showing some kind of “stability” of vger (w)
in the sense that for economies with “growing populations” vger(w) gets
more and more independent of the particular chosen w and thus weakly
converges to some distribution v on (C,B(C)), the limiting empirical dis-
tribution as given in Definition 6.2.

Consider a sequence (&7 )nen of simple random economies. Two agents
i and j are said to be of the same type £ € N if the random variables o}
and o7 are equally distributed on C, i.e. p; = p; = g for some g. Let CF
be the number of all agents in &7 that are distributed by ¢, on C, i.e. the
number of type k agents in economy &7". The sequence (&7 )nen is said to
be steadily increasing if

1. |&7| := |M,,| is strictly increasing in n,
n . . . C]:;L . o0
2. C} is non-decreasing in n, lim, .o rz¢r = ¢}, exists and Yook =1,

&
i.e. ¢ is the fraction of type k£ agents in the limiting economy.

The measure v on C, given by v = Y 2 ¢k, independent of w € Q, is
called the asymptotic distribution of (&7 )nen.

Proposition 3.19. ([Hildenbrand, 71], Theorem 2) Let (& )nen be a stea-
dily increasing sequence of simple global random economies. If in every
economy &', the random agents of the same probabilistic type are stochas-
tically independent, then the sequence (Vgor (w))nen of sample distributions
converges in probability to the asymptotic distribution v. Formally, for all
€e>0

P{weQ:dve(w),v) >¢€}) =0 (3.2)

as n — oo, where d denotes the metric of weak convergence on P(C,B(C)).
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Proof. [Hildenbrand, 71], pp. 424,425 O

As already mentioned, this theorem establishes a relation between ran-
dom and distribution economies for the independent case. At this point, we
are not going to apply Proposition 3.19. However, we should have in mind
this result since we discuss a generalization for the ergodic case in Chapter
6.

Proposition 3.20. ([Hildenbrand, 71], Theorem 3) Let (&3 )nen be a stea-
dily increasing sequence of simple global random economies where every dis-
tribution is concentrated on the set Psmosco X W. Assume that in every
economy &3 the agents of the same type are stochastically independent.
Then for every economy &3 there is a price system P, such that expected
total excess demand with respect to p, is zero, every adherent point p of the
sequence Py, is a price-equilibrium for the asymptotic distribution v, and total
excess demand per capita of &3 with respect to p, converges in probability
to zero.

Proof. [Hildenbrand, 71], pp. 425-427 O

A special case of the above theorems is of course a simple random eco-
nomy with independent and identically distributed random agents. Propo-
sition 3.20 gives us the adherent points of the sequence of price equilibria as
price equilibria of the limiting economy.

As mentioned at the beginning of this chapter, the approaches so far are
preference-based in the sense that the state space consists of preferences.
However, we may consider more general models when generalizing the state
space to any economic or social characteristic we can think of.

3.5 Follmer’s Interacting Agents

In the preceding section it is assumed that agent’s preferences are random
but independent (within each type). Follmer generalizes this approach by
allowing the probability distributions of an agent’s preferences to depend on
her environment. Relaxing from independence is one approach taking into
account locally interacting agents. We thus obtain another kind of interac-
tion besides market interaction via the price system. The primitives of the
model, the conditional distributions that govern the randomness of indivi-
dual preferences with respect to an agent’s environment, are microscopic
and given by specifications as defined in Chapter 2. In this sense, the mod-
els in this section are of microeconomic type. However, we are interested in
the emerging macroeconomic state of an infinite economy with interacting
agents. In particular, Follmer poses the question if equilibrium prices may
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be derived solely on the knowledge of local data. Due to spontaneous emer-
gence of macroscopic states, we will see that the answer to this question is
negative.

Stated another way: “The microeconomic characteristics may no longer
determine the macroeconomic phase, that is, the global probability law which
governs the joint behavior of all economic agents.” ([Follmer, 74], p.52)

3.5.1 Primitives of the Model

The notation that we use differs from that in [F6llmer, 74] and may seem
a little odd to economists. However, the rationale for this notation is the
conformity with statistical mechanics. Let () # S be a countably infinite set
of economic agents.® Individual consumption sets are closed convex subsets
X5 C ]RZJF, s € S. Assume identical consumption sets X; = X. An agent
s € S is characterized by an element in the state space E C Pgn0.5c0 X W
with appropriate o-algebra £. For technical convenience, Féllmer assumes
E to be finite.

Remark 3.21. (a) Assume throughout some underlying probability space
(Q,F,P). A random agent at site s € S, called s, is again given by a ran-
dom variable o5 : Q2 — E.

(b) As in Chapter 2, we canonically set Q := ES and F := ES. We further-
more define o5 : @ — E by the projection mapping Q 3 w — og(w) := ws.
Thus, random agent s € S is given by some ws € E.

In terms of Chapter 2, S is the parameter set, E is the state space and
Q) the configuration space, with w € 2 a configuration.

In a deterministic context, an economy is given by a configuration w,
whereas in our context, an economy may be thought to be given by a pro-
bability distribution pu on Q as seen in the last section. However, if we
would define a random exchange economy by a probability space (€2, F, ),
the model would not be microeconomic any longer: Under the independence
assumption of the last section, u would be given by the product measure
[ = Rgesit o oy L. However, when relaxing the independence assumption,
we have to know the distributions of states for subeconomies in order to
determine ;. and hence aggregate data.

Thus, to keep the model microeconomic, we define the economy via
specifications on ). In this setup, we are not given specifications in the
general form of chapter 2 but as probability distributions vs(+|-), s € S, on
E conditional on the states of all other agents, the “singleton parts” (7;s1)ses
of a specification (5 )aecs as given in Definition 2.6. However, Theorem 1.33
in [Georgii, 88] justifies this approach for the Ising model. The distributions
won (2, F) that specify the macroeconomic state of the economy will then

5We do not use M for the set of agents here, since we want to emphasize that now the
graph structure of the set of agents is crucial for the model.
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be given by the corresponding Gibbs measures, i.e. by measures that are
consistent with specifications in the sense that the finite volume projections
of p coincide with the conditional distributions.

Definition 3.22. ([Follmer, 74], Definitions 2.1 & 2.2) (a) An environment
of an economic agent s € S is a mapping n : S\ {s} — E which specifies the
states of the other agents; n € Q.

(b) Let € be an appropriate o-algebra on E. The characteristic vs of agent
s € S is given by a probability kernel s from Ty to &, such that vs(-|n) is
a probability distribution on the state space E conditional on agent s’ envi-
ronment 1.

(c) A local random (pure exchange) economy is a triple & = (S,E,~)
where v = (vs)ses s a collection of characteristics. 7 is called (microeco-
nomic, microscopic or local) characteristics of &'

(c) A probability measure p on (Q,F) is called a (macroeconomic, macro-
scopic or global) Gibbs state for the economy, if u is consistent with -y in
the following sense:

plws = eln] = vs(e|n)  w— almost surely.

for all s € S and e € E. Local characteristics v is called consistent if it
admits at least one Gibbs state. Let us denote the set of all Gibbs states of
glr by g(éolr)_ﬁ

Again, by Theorem 1.33 in [Georgii, 88], G(&) is the set of Gibbs mea-
sures with respect to specification v, G(7).

In Hildenbrand’s context, where preferences are random but indepen-
dent, the unique Gibbs state p is given by the product measure pu(-) =
®ses7s(-|n) on ES. In particular, the Gibbs state is uniquely determined by
microeconomic characteristics. However, as we have already seen in chapter
2, there may be consistent characteristics that admit more than one Gibbs
state.

As in the last section, we assume E C ¢ smo X W. Thus, demand
Xx(w(s),p) of agent s facing price system p given by preference maximization
with respect to budget constraint is a function.

Definition 3.23. ([Follmer, 74|, p. 55) Let Sg be a finite subpopulation of
S. The per capita excess demand for subpopulation Sg for w € Q0 and price
system p € Rl++ 18 given by

1
m Z C(wsvp)7
0 s€ESo

where ( : E><Rl+Jr — R, ¢(ws, p) = X(ws, p)—ws, is defined as the individual
excess demand and w, denotes the initial endowment of s.7

5Note that u € G(&'") defines a global random economy &9
"Unlike Féllmer, I assume p € RL+. In light of our assumptions on preferences, demand
might be unbounded otherwise.
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In keeping an eye out for an equilibrium price system, the question arises
if we can find a price system such that the global per capita excess demand is
approximately zero for sequences of subpopulations approaching the count-
ably infinite set S.

We consider finite subeconomies S,, C S. A sequence (S, )nen exhausts
S if UpenS, = S and S, represent S in a sense that depends on the specific
structure of S. In case S := Z% let B, := {s € S : |s| < n}. A sequence of
finite subpopulations (S, ),en exhausts S if S,, C B,, and there exist N € N
and 6 > 0 such that S, = Uigmf?i, where m < N, Bn is a “box” parallel
to the axes of S and |S,,||B,|™! > 4. Intuitively, this means that (S, )nen
exhausts S in approximately the same way as (Bj,)nen-

Definition 3.24. ([Féllmer, 74], Definition 2.6) Given &', we say that a

price p € RIJHF equilibrates, or stabilizes, the Gibbs state i of the economy
Llr ’Lf

1
lim —— Z C(ws,p) =0 p-almost surely (3.3)

whenever (Sy)neN 1S an increasing sequence of coalitions which exhausts S.
p equilibrates, or stabilizes, the economy & if p equilibrates each Gibbs state

of &

Follmer now poses the following two questions: Can we stabilize any
given Gibbs state? Can we stabilize a local random economy &' when we
only know the microscopic characteristics?

3.5.2 Markov Economies

In Chapter 2 we have already stated the close relation between the Markov
property and a nearest-neighbor potential. We again follow this idea.

Definition 3.25. ([Follmer, 74], p. 56) Let the finite set N(s) C S denote
the set of neighbors or peers of agent s.

Assumption 3.26. (a) We assume that agent s € S directly interacts only
with agents b € N(s), i.e.

75("”) - 73('|ﬁs)

if Mgy = Nslvgs) (s €8).
(b) Let S = Z% for some d > 1 and assume N(s) = {b € S :|b—s| = 1},
i.e. N(s) is the set of nearest neighbors in Z2.

Definition 3.27. (a) ([F6llmer, 74|, Definition 3.4) A local random economy
& = (S,E,v) where S and N(s) are defined as in Assumption 3.26(b) and
which local characteristics are consistent and satisfy Assumption 3.26(a) is
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called a Markov economy. We say that & is homogeneous if v is homoge-
neous.

(b) Given a homogeneous Markov economy &', let Go (&™) denote the set
of all homogeneous Gibbs states of &. In accordance to chapter 2 the ex-
treme elements in Go(&'), exGe (&™), are called pure states. The case
IG(&)| > |Go(&')| is called symmetry breakdown, the case |G(&)| > 1

phase transition.

Recall that the set of pure states is just the set of ergodic Gibbs states.
From now on, let us consider & to be a homogeneous Markov economy. In
this case, ~ is consistent by definition and we have |G(&')| > |Ge (&) > 1.
Symmetry breakdown “means that, although the individual agents are all
governed by the same conditional probability law, the global phase may be
inhomogeneous, and in particular the individual distributions ps may vary”
([Follmer, 74], p. 57) among agents. The existence of phase transition
may be interpreted as the possibility of spontaneous changes of phases even
though the local characteristics remain fixed. Recall that Remark 2.36 shows
that symmetry breaking implies phase transition.

Proposition 3.28. ([Follmer, 74], Theorem 3.6) Let & be a homogeneous
Markov economy. Then, any pure phase can be stabilized.

Proof. By Proposition 2.49, a Gibbs state p € Gg (&) is extreme in Go (&)
if and only if u is ergodic. Thus, a pure state is ergodic and we may apply an
ergodic theorem. Let 6, denote the spatial shift by a, then the ergodic the-
orem in [Georgii, 72], pp. 125,126, yields for a sequence (S;,),en exhausting
S in the sense defined for Z¢

lim > (lws,p) = lim — > (Cobs)(wo.p)

Existence of a price system p such that p({(wo,p)) = [{(wo,p)dp = 0
directly follows from Proposition 3.18(1) for |&| = 1. O

Corollary 3.29. Let &' be a homogeneous Markov economy. If |G(&™)| =
1, then &7 can be stabilized.

Proof. In this case G(&'") = exGo(&™) = {u}. Proposition 3.28 shows the

assertion. OJ

Thus, if there is no phase transition, i.e. |G(&'")| = 1, we can stabilize a
homogeneous Markov economy knowing only the microscopic data. In light
of this result, it may be interesting to encounter conditions ensuring absence
of phase transition:
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Assumption 3.30. For all agents s € S and environments n € ES\s},
’75('|77) > 0.

Proposition 3.31. ([Féllmer, 74], p. 58) Let &' be a homogeneous Markov
economy and Assumption 3.30 hold. Then local characteristics v can be
written as

vs(eln) = Z(S7T’)*1ew(s’e)+2beN(s) U(87b76777(b))’ (3.4)
where Z(-,-) is a partition function. U satisfies U(s,b,-,-) = 0 whenever

|s—b| # 1. Moreover, U(s+b,5+b,-,-) =U(s,3§,-,-) and (s+b,-) = (s, ).

Proof. 2.17 Changing slightly our notation in Chapter 2, the assertion fol-
lows directly from Definition 2.15 and Corollary 2.17 together with Defini-
tion 2.12. However, the latter definition is more general than needed for this
proof and alternatively, the assertion can be seen directly in [Preston, 74],
Theorem 1.1 or Theorem 4.1 if one is used to the notation therein. O

Let us gain more intuition for this result: The condition U(s,b,-,-) =
0 whenever |s — b| # 1 takes account of the Markov property, whereas
U(s+b,5+0b,-,-)=U(s,8,,-) and (s +b, ) = (s, ) reflects homogeneity
of local characteristics.

Having a look at Definition 2.12 and equation (5.1) we may reinterpret
v and U in terms of a nearest neighbor potential in the following way: i re-
presents the one body potential and the external field, whereas U represents
the two body potential, i.e. the coupling among two distinct nearest neigh-
bors. In this sense (s, ) is the inner direction of agent s and U(s, -, -, ) the
outer direction, i.e. the intensity of correlation with her neighbors.

Follmer now states a theorem due to Spitzer and Dobrushin

Theorem 3.32. ([Follmer, 74], Theorem 3.12) |G(&')| = 1 if
max|U(-,-,+,+)| is small enough (relative to ),
i.e. if the economic agents are sufficiently inner directed, or
d=1,
i.e. if the structure of interaction is one-dimensional.

Proof. [Spitzer, 71a], Example 5 O

Intuitively, the theorem says that microscopic data may not be enough
to determine the macroscopic state when interaction is both, complex and
strong: In this case there may be more than one pure state and thus, due
to convexity of G(&'), uncountably many Gibbs states.

In Section 2.7, we have already seen this result for the Ising model. We
are now able to answer the second question posed at the end of the foregoing
section in a limited context: Considering a homogeneous Markov economy
that satisfies at least one of the properties in the theorem above, we can
stabilize the economy since it exhibits a unique Gibbs state.
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3.5.3 The Ising Economy

The type of economy introduced here is basically an economic reinterpreta-
tion of the Ising model from Section 2.7. However, the approach is different.
Recall that the Ising ferromagnet was introduced by its potential motivated
by the preference of agents to conform. We again fix a homogeneous Markov
economy &' = (S, E, ). To be conform with Section 2.7, we assume S = Z2.
This is not assumed in [Follmer, 74], but allows us to apply results already
shown for the two-dimensional Ising ferromagnet. However, some assertions
here are stated for the general case d > 2.

Definition 3.33. (a) ([Féllmer, 74], p. 59) &' is called egalitarian if for
all s € S, ws = w € W and s is rotation invariant, i.e. vs(:|n) = vs(-|7) if
71 =mno ¢ for some permutation ¢ on the set of neighbors.

(b) ([Follmer, 74], Definition 4.3) An Ising economy is an egalitarian homo-
geneous Markov economy with two goods and two exclusive preferences.

By definition of an Ising economy, we may set E = {+1, —1}. Thus, the
configuration space becomes ) = {—1,+1}Zd. In case of wy = +1, agent
s exhibits an exclusive preference for commodity 1 and for commodity 2 in
case wg = —1.

Using constants 1 and .J, we rephrase representation (3.4) of local char-
acteristics for the Ising economy as

~s(E1]n) = Z(n)~LeFWT Zoen 10D, (3.5)

where £Jn(b) :==U(-,-,£1,n(b)) and ¢ := (-, £1).

We have already seen that local characteristics in a homogeneous Markov
economy are generated by a nearest neighbor potential. Having a look at
the local characteristics (3.5), we note that these are generated by an Ising
potential as defined in Section 2.7.%8 In this sense, the approach here and
the one in Section 2.7 coincide.

Definition 3.34. ([Follmer, 74], Definition 4.5) An Ising economy is called
cyclic if J > 0 and anti cyclic if J < 0. It is called outer directed if ¥ = 0.

In economic terms, this means:

e J > 0: preference for conformity among neighbors,

e J < 0: preference for antagonism among neighbors,

e ¢y = 0: no individual tendency in an agent’s behavior.

Proposition 3.35. Let d > 2 and J > 0. Then |G(&™)| =1 if ¢ #0

8However, when introducing the two-dimensional Ising ferromagnet, we have assumed
the external field to vanish, i.e. 1) = 0.
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Proof. [Spitzer, 71b] O

Corollary 3.36. ([Follmer, 74|, Proposition 4.8) Let d > 2 and J > 0.
Then & can be stabilized as long as 1 # 0.

Proof. The proof follows directly from Proposition 3.35 and Corollary 3.29.
O

Thus, to construct an interesting (ferromagnetic) case with phase tran-
sition, we assume d > 2, J > 0 and ¢ = 0 from now on. Henceforth, we let
d=2.

As it was mentioned at the end of Section 2.7, there exists a J. € Ry,
such that for J > J, we have |exGg (&) = 2.7

Let {u', %} = exGo(&'). Proposition 2.53 then implies

1 2
By, (3.6)
S )

where p} = p'lwg = +1] and pb := pilwy = —1], i = 1,2. Using the notation
introduced in Section 2.7, u' is the Gibbs state posing more mass on the
ground state wt and u? the distribution posing more mass on w™.

For a given price system p € Ri 1 and individual state in E, the deriva-
tion of an agent’s excess demand is straightforward since an agent with state
“+1” spends her whole income for the first commodity and an agent with
state “-1” for the second:

CS(+17p) = <p1w1 + pQw2)0> - (’lUl,U)Q)
P p1

- —w3, —w2 |,
P

G-lp) = (—wl,gwl) |

Given a Gibbs state u € Go(&™) we would like to find a price system
p=(p1,p2) € Ri o+ such that the expected excess demand of an agent s € S
is zero, i.e.

N(g(wsap» = (070) (3.7)
& ,u[wi% +1] <Zw2, —w2> + u[wi': —1] (—wl, ;;;wl) = (0,0),

In Section 2.7 we have done the analysis in terms of the inverse temperature 5. Here,
the coupling constant J is defined in a way that takes account of 8. In the general case,
i.e. d > 2, J. depends on dimension d.
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where p; and po do not depend on s due to homogeneity. We obtain

(37 « 2T (3.8)
b1 w2
As in [Hildenbrand, 71] we are now interested in per capita excess de-
mand as the number of agents tends to infinity: Since extremal homogeneous
probability distributions are ergodic, we may again apply the ergodic the-
orem from the proof of Proposition 3.28. Let (S, )neny be a sequence of
subpopulations that exhausts S, then

BT 5 Conn) F W Conp) f ae fri=12 (39)
n sES,

Assume that there exists some price system p € Rﬁr - such that the right
hand side in (3.9) is zero for both, u? and u!, i.e. p stabilizes u? and p!.
Such a price system would necessarily imply (3.8) to hold for p? and pu'
and would thus generate a contradiction in light of (3.6). Hence, we cannot
stabilize the economy &'

It is even more concussive. Ergodic decomposition, see Proposition 2.50,
allows us to rewrite each homogeneous Gibbs state p € Go(&™) as the
barycenter of pure states.

Thus, we can write any u € Go(&'") as

p=spt + (1—q)p? (3.10)

for an appropriately chosen ¢ € [0,1]. Since u' # p? by Proposition 2.53

and p' and p? are ergodic, it follows that p' L2, i.e. there exist Q' € Q and

02 C Qsuch that Q'NQ2 =0, QLUN? = Q and p' () =1 and p2(Q?) = 1.
Hence, extreme ergodic decomposition (3.10) implies that

|sln| > Clwsp) = 1 (C(wo,p) (3.11)

SES,

p-almost surely on QF, i =1, 2.
This yields the following proposition.

Proposition 3.37. ([Follmer, 74], Proposition 4.13) Let d > 2, J > Jy(d)
and ¥ = 0. &7 can “almost never” be stabilized, i.e.

Vi € Go(£") \ exGo(8) I €RZ, :  pl((wo.p)) =0.

Proof. Let {u', n?} = exGo (&), Then, for every pu € Go(&'), there exists
s € [0,1] such that p = su! + (1 —¢)u?. For p € Go(&6) \ exGo (&) we
have ¢ €]0, 1].

Now assume that there actually exists some price vector p € Ri . that
equilibrates p. We have p|g1 = sp! and |2 = (1 —¢)p?. Again, combining
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equations (3.8) and (3.6) with (3.11) we see that whenever p is such that
1(¢(wo,p)) vanishes p-a.s. on Q! it cannot vanish p-a.s. on Q2, vice versa,

and we obtain a contradiction. Hence, whenever ¢ €]0, 1[, we cannot stabilize
7 ]

3.5.4 Remarks

Let us reconsider the questions posed. We have seen that we can stabilize a
given Gibbs state as long as it is a pure state. However, we cannot equilibrate
a Gibbs state that is not ergodic. In particular, we cannot stabilize a local
random economy & on the basis of microscopic knowledge when phase
transition occurs.

It remains the question whether the results obtained in Follmer’s model
are as bad news as indicated. Consider an economy with |exGe(&)| > 2.
In particular, there exist uncountably many Gibbs states.

We have seen that we can stabilize any pure state. Thus, the problematic
states are those not in exGe(&'). The (philosophical) question is whether
these will emerge at all even though they are consistent with local charac-
teristics in the sense of Definition 3.22. We have already argued in Chapter
2 that the only relevant Gibbs states are phases, i.e. extreme Gibbs states.
In [Hohnisch, 03] it is furthermore mentioned that it is commonly assumed
in statistical mechanics that systems are ruled by pure states, i.e. ergodic
Gibbs measures. Again, by ergodic decomposition we obtain any non-pure
(homogeneous) state as a “mixture” of pure states. In this sense, we may
think of a non-pure state as black box: The system actually is in a pure
state but we cannot observe for sure in which one. Gibbs states that are not
pure reflect some kind of uncertainty about the true state of the system.

Assuming now that the only Gibbs states to emerge are pure, one could
object that even in this case it is not possible to equilibrate the economy
&' whenever the set of pure states is not singleton. A priori, i.e. by the
knowledge of the local characteristics, we are not able to determine the
pure state that eventually will emerge. Thus, it is not possible to a priori
determine some price system p that equilibrates the resulting pure phase
although we have seen that any pure phase can be equilibrated.

Nevertheless, in general equilibrium theory one is often faced with the
problem of multiple competitive equilibria and thus multiple equilibrium
price systems. In this case, the modeler does not know which of these
equilibria will actually be chosen, since every equilibrium exhibits some kind
of stability. In this sense we are faced with the same problem: Given the
pure state, we can find an equilibrium price system but we do not know
which pure state will emerge.
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3.6 A Digression: Heterogeneity

We have already mentioned in the Introduction that structural properties of
aggregate demand will be obtained when assuming agents to be “sufficiently
heterogeneous”. So far, we have not rigorously introduced this notion. In-
tuitively, we call a population of economic agents heterogeneous if the dis-
tribution of characterizing variables, or of at least one variable, is dispersed
in that the variance is high. In terms of the next chapter, where the distri-
bution of a specific characteristic is given by a density, this means that the
density shall be “flat”. In that case, curvature of the density is a measure
for heterogeneity in the sense that the population is more heterogeneous the
less curved the density.

However, a rigorous way to introduce the notion of “heterogeneity” can
for example be found in [Kneip, 99].

Another approach is followed in [Hildenbrand & Kneip, 05]: Here, an
agent’s individual characteristics are given by a demand function and an
income. It is then savagely defined the degree of behavioral heterogene-
ity of the population. It is beyond the scope of this diploma thesis to
mimic this introduction of a rigorous concept. However, it should be men-
tioned that this degree of behavioral heterogeneity is zero if all agents
have the same demand function and income or if individual demand is of
Cobb-Douglas-type, a concept that we introduce in Definition 4.12. One
should bear this in mind: Within the next chapter, heterogeneity comes
into account through the distribution of so called a-transforms: We say
that heterogeneity among agents increases if the variance of the distri-
bution of a-transforms increases. We show that Cobb-Douglas demand
functions are invariant with respect to a-transforms, i.e. we cannot in-
crease behavioral heterogeneity via a-transforms, when the underlying de-
mand is of Cobb-Douglas-type. Thus, the degree of behavioral heterogene-
ity in the sense of [Hildenbrand & Kneip, 05] stays zero when applying a-
transforms. This indicates that the concept of behavioral heterogeneity in
[Hildenbrand & Kneip, 05] is not entirely consistent with our intuitive no-
tion of heterogeneity. Moreover it shows a shortcoming of our intuition of
heterogeneity. Given Cobb-Douglas demand, the behavior of agents does not
change when variance of the distribution of a-transforms increases, however,
we would say that heterogeneity increases.

However, what we want to “create” by aggregation is the uncompensated
law of demand and the weak axiom of revealed preference. Both properties
are already satisfied by Cobb-Douglas type demand functions and due to
homotheticity of those by aggregate demand when individual demand is
of Cobb-Douglas type. Hence, we may discount this case and only consider
increasing heterogeneity via a-transforms for demand functions not of Cobb-
Douglas type; in the “Cobb-Douglas-case”, we do not need heterogeneity for
our purpose. This may help us reconciling with our intuition.



Chapter 4

The Aggregation Problem

4.1 Introduction

Within the present chapter we turn to the analysis of structural properties
of aggregate demand in context of an economy, where the distribution of
agents’ characteristics is given exogenously.

In the foregoing chapter we have assumed that an individual agent’s
demand is generated by preference maximizing behavior. In this sense, we
may say that demand is rational as Walrasian demand satisfies properties
that indicate rational behavior. Thus, one primitive of the models in the last
chapter were preferences. In terms of [Mas-Colell et al., 95], a preference as
given in Definition 3.3 is referred to as rational.

If demand is generated by preference maximization, it satisfies the weak
aziom of revealed preference as a rationality property. Posing some stronger
assumptions, as for example homotheticity of preferences, the (uncompen-
sated) law of demand property is satisfied. For an exhaustive discussion on
these attributes of demand we refer to [Mas-Colell et al., 95] or
[Shafer & Sonnenschein, 82] among others. However, we savagely introduce
concepts and results concerning the structure of individual demand in the
subsequent section.

In this approach, the primitives of agents demand behavior are not pref-
erences but demand functions that do not necessarily have to originate in
preference maximizing behavior. A major problem arises when individual
demand shall be aggregated, i.e. when analyzing market demand. It is
shown for simple economies in [Mas-Colell et al., 95], Example 4.C.1, that
even if all agents satisfy the weak axiom of revealed preference as a minimal
assumption of rationality, aggregate demand does not necessarily have to do
so. Thus, the weak axiom is in general not preserved by aggregation. How-
ever, a property that aggregates is the law of demand and moreover, the law
of demand implies the weak axiom. Again, a discussion of market demand
for simple economies can be found in [Mas-Colell et al., 95], pp. 105-116.

o7
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One may now conjecture that an appropriate analysis of market demand
structure asks for structural properties of individual demand that are “in-
herited” by aggregate demand. However, when considering large economies,
the question that is tackled is whether aggregation of demand may enhance

its structure. In the preface to [Hildenbrand, 94], we read:

I believe that the relevant question is not to ask which pro-
perties of the individual demand behavior are preserved by going
from individual to market demand, but rather to analyze which
new properties are created by the aggregation procedure.

More concretely, the crucial question is the following: Even if we do not
pose any structural assumptions on individual demand, is it possible to ob-
tain such properties for market demand. Here, we try to obtain the weak
axiom of revealed preference for market demand without assuming for indi-
vidual demand. This would be a modern economic interpretation of Edmund
Burke’s cognition: The individual is foolish, but the species is wise.

There are several answers to the question above: We obtain convexifying
effects of aggregation or market demand being continuous or even differen-
tiable if, for a continuum of consumers, types are sufficiently dispersed. For
a thorough discussion, we refer to [Trockel, 84]. In this chapter we follow
an approach by Jean-Michel Grandmont: In [Grandmont, 92] the author
considers (atom-less) distributions on the space of agents’ types. Here, we
discuss the model in detail. However, the idea is given as follows: For each
type there corresponds a demand function £ and an initial income w. Het-
erogeneity in a type’s demand is basically formalized by a distribution on a
family of demand functions (£%),crt generated from & by a specific trans-
formation. The space of transformations may be identified with R!, where
[ denotes the number of distinct commodities. The fundamental result in
[Grandmont, 92] is the emergence of the weak axiom of revealed preference
for aggregate demand whenever individual demand is sufficiently dispersed,
i.e. the density of the distribution of a-transforms for all types is “flat
enough”. We may then use this structural property of market demand to
obtain uniqueness of equilibrium. Moreover, stability of equilibrium could
be shown. However, this would be beyond the scope of this diploma the-
sis. In particular, the results show that individual rationality, as for ex-
ample preference maximizing behavior, is not crucial for the aggregate to
behave rational. This model is a special case of the framework discussed
in [Hildenbrand, 94|, as seen in Example 2 of Chapter 2. Another model
considering heterogeneity in income can be found in [Hildenbrand, 83].

In Grandmont’s distribution economy, the distribution of demand is
given exogenously. The further question of this diploma thesis is whether
the same results can be obtained when the distribution of demand is de-
termined endogenously by virtue of Gibbsian interaction. For this purpose
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we introduce a random exchange economy that generalizes Follmer’s Ising
economy with respect to the state space.

Besides elaborating the proofs in [Grandmont, 92|, we generalize a
uniqueness result for market exchange equilibrium and discuss further con-
nections of distinct notions of market demand structure.

4.2 Grandmont’s Approach to Market Demand

As already mentioned in the introduction to this chapter, the fundamental
question is which properties of (per capita) market demand can be generated
by aggregation. We see that, without severe rationality assumptions on
individual demand, market demand may satisfy the weak axiom of revealed
preference when basically the distribution of individual demand approaches
the uniform distribution.

Even if we would suppose individual demand to arise by preference ma-
ximization, one could show that this would not allow for particular proper-
ties of market demand, as e.g. the weak axiom of revealed preference. This
result can be found in [Shafer & Sonnenschein, 82], Theorem 5 and 6, p.
680: It is shown that any demand function that is homogeneous of degree
zero and satisfies Walras’ law can be achieved as a market demand function
generated by preference maximizing agents. Thus, market demand does not
have to satisfy the weak axiom of revealed preference. However, in the proof
of this theorem a major assumption is that of an arbitrary distribution of
agents’ preferences. The idea followed in [Grandmont, 92] is to place re-
strictions on the shape of the distribution of demand. In [Hildenbrand, 83]
the weak axiom is obtained for the aggregate by posing restrictions on the
distribution of income.

4.2.1 Transformations of Demand Functions

Before rigorously introducing Grandmont’s concept of “a-transforms” on
the space of demand functions let us have a look at the intuition of this
approach. Thus, we first motivate a-transforms when demand is gener-
ated by preference maximizing behavior. Having done so, we generalize the
approach to arbitrary demand functions. Assumptions on those may take
account of distinct degrees of rationality: The “least rational” case would
be to assume a demand function to satisfy Walras’ law and homogeneity.
The “most rational” would be assuming demand generated by preference
maximization.

Let —C Rﬂr X R{F be a preference relation on the commodity space Ri
with I > 2 distinct commodities. Let a € R! and consider a fixed income w €
R .1 We now consider the family (2q,w),ert of preference-income-pairs.

n the last chapter an agent was given an initial commodity endowment. Now we may
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The preference -, is obtained from 7~ by the following procedure: Given o €
R!. For every commodity h < I, we expand the commodity-h-axis by e®.
A similar transformation can be found in [Dierker, Dierker & Trockel, 84].
This yields for every preference 7~ an equivalence class of preferences indexed
by a € Rl

Given a distribution on RQ X Rﬂr X Ry 4, the set of all preference-income-
pairs, we define a distribution on the set of all a-transforms {(Zq,w)q
a € ]Rl} conditional on preference-income-pair (27, w). However, this is
equivalent to defining a distribution on the space of parameters R'. In this
approach heterogeneity among agents is basically given by the variance of
these conditional distributions on R’.

Let us now turn to a rigorous introduction:

Definition 4.1. ([Grandmont, 92], p. 8) Given z € R, and o € R, we set
e* @x = (eMwy,..., ey,
the a-transform of x.

For a given z € R! we consider the equivalence class (e® ® z),cp of
a-transforms e® @ z of x. It holds (z,1),2 = 41442 for the composition of
a-transforms.

We start by considering strongly convex and locally non-satiated pre-
ferences 7-C RQ X Rﬂr on the non-negative orthant. Let the set of those be
denoted by Psco ins-

Definition 4.2. ([Grandmont, 92|, p. 9) Given a preference € Pscoins
and o € R, the a-transform >, of = is defined by

T Zay e (e Qr) T (e ®y)

for all x,y € ]Rl_,_. An a-transform is called homothetic if « is a multiple of
the unit vector, i.e. a; = o for alli,j <1.

The a-transform -, of the preference 7 is the preference =~ that coin-
cides with ~ if one unit of commodity h is multiplied by e*:.

Definition 4.3. A preference 7~ on the consumption set Rﬂr 1s called ho-
mothetic if for every x,y € ]Rl+ and 6 € Ry we have

xZy & Ox Oy

We immediately see that homothetic preferences are invariant with re-
spect to homothetic a-transforms: Let 22 be homothetic, a = a(1,...,1),
a € R. Then we have for all commodity bundles = and y: = 7oy <
(c2) % (oY) © zoy

Having discussed a-transforms of preferences we now have a closer look
on a-transforms of demand functions.

think of initial income w in money metric terms.
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Definition 4.4. (a) Let m,n € N. A function g : R} | — R™ is called
homogeneous of degree k € Z if, for all x € R} | and A € Ry, it holds

g(x) = Nig(a).

(b) ([Grandmont, 92], p. 10) A function & : R, | x Ry — RY assigning a
commodity bundle &(p,w) € Rﬂr to each price-income pair (p,w) € RﬂmL X
Ry is called demand function if it is homogeneous of degree 0 in (p, w) and
satisfies Walras’ law, i.e. for all p € Rl++ and w € Ry we have

p- g(pvw) = w,

where “” denotes the scalar product on R'. Walras’ law states that an
agent’s chosen consumption bundle £(p,w) lies on the budget line p-x = w
or that the budget balance condition is satisfied.?

We start by having a look at Walrasian demand y that originates from
a preference 75€ Pc01ns as given in Definition 3.7.

Remark 4.5. x(z,-,-) is a demand function in the sense of Definition 4.4
on Ra__,'_ X R++.

Proof. By definition x(z,-,-) : R, x Ryp — 2R is a correspondence.
First, due to positive income and strong monotonicity, x (5, p,w) C R, If
a preference relation is locally non-satiated, then it is strictly convex. Thus,
we may apply Proposition 3.10 and obtain that the demand correspondence
x(Z, -, ) is actually a function.

X(Z, -, ) satisfies Walras’ law: Assume z € x (7, p, w) for some (p,w) €
]RZ_H_ X Ryt and p- 2 < w. Then there exists an n > 0 such that p-y < w
for all y € By(z), the n-Ball around x with respect to the Eucledian norm.
Since 77 is assumed to be locally non-satiated there exists z € B, (x) such
that z > z. But this contradicts the fact that z € x(Z, p, w).

It leaves to show that x(7,-,-) is homogeneous of degree 0: Let (p,w) €

RY ., xRy and A € Ry, then

X(ZAp dw) = {z e RL|Vy: (y = = = Apy > dw)}
= {zeRL|Vy:(y>=2=py>w)}
X(i7p7w)
O

2We have to be a careful when using this scalar product here: Rigorously defined,
we are not talking about a price vector p € R' but about a linear price functional p on
the commodity space R'. That is, p is actually an element of R, the dual space of R.
However, a well known result from functional analysis allows us to identify the Hilbert
space R! with its dual space R™ via the Riesz isomorphism. Thus, instead of evaluating
the linear price functional p € R™ at some commodity bundle z € Rﬂ_, we may just
consider the scalar product p - x. However, one should be aware of this technical problem
when talking about the price of a commodity bundle.
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Let x“(+,-) := x(Z, -, ) denote the Walrasian demand function generated
by the preference relation -, when x(-,-) := x(z,-, ) is generated by .
Now, x* : RZ_H_ X Riy — RZ_F is a demand function as in Definition 4.4. We
then get the following relation of x and x® for (p,w) € ]RZJFJr X Ryq:

X*(pow) ={zeRi|vyeR: (yrqz=py>uw)}
={zeR|vyeR,: (e®y-e*®x
S ep)(e @ y) > w)}
— e @ x(e* @ p, W)

Using these heuristics for x©, we pose the following definition for general
demand functions as given in Definition 4.4:

Definition 4.6. ([Grandmont, 92], p. 10) Let o € R'. Given a demand
function &, we define the a-transform £ of £ by

£%(p,w) := e @¢(e” @ p,w) (4.1)
for all (p,w) € R | x Ry .

Remark 4.7. In Definition 4.6, o € R is a parameter. Thus, when the
demand at (p,w) € Rl | xRy is given by &(p,w), the transformed demand
is denoted by £ (p,w) and £ : ]RZ_H_ xRyy — RI_F s again a demand function
for every a € RY in the sense of Definition 4.4 as shown below. However,
formally we now consider the function & : R' x ]R{F+ x Riy, (a,p,w) —
E(a,p,w) = E%p,w) and the “original” demand &(-,-) is given by £(0,-,-).
Moreover, we consider partial derivatives with respect to ap. Thus, o is a
variable and not a parameter. Nevertheless, for notational convenience, we
write £4(-,-) for £(a,-,-) and consider partial derivatives

23

a «
w1 5 (a.p.w)

80%

Given o € R, the a-transform % of ¢ is again a demand function: Let
(a,p,w) € R'x RL, xRy, A€ Ryy. Then

E*(Ap, \w) = e*®E&(Ne” @ p, Aw)
= " @ @pw)=L"(pw).
p-&(pw) = p- (e @ @p,w))
= (e"®@p)-{(e” @p,w) =w
Thus, &% : Rﬁ_ L XRyp — ]Rﬂ_ . is homogeneous of degree zero and satisfies

Walras law. In the last chapter we will see that £* satisfies the weak axiom
of revealed preference whenever £ does.
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For fixed £ the collection (£%),crt defines an equivalence class of demand
functions. When considering distributions on this equivalence class of a-
transforms of £, we may equivalently consider distributions on R’.

For the proof of Lemma 4.8 below, we need the following identity named
after Euler: Let g : Rﬂr 4+ — R be homogeneous of degree k € N and differ-
entiable at = € RL .+, then the following identity holds:

l
kg(z) =Y gj (x). (4.2)
i=1 "

This equation is obtained by differentiating Ag(x) = g(Az) with respect to
A applying the chain rule and evaluating the derivative at A = 1. Note, that
&n, h <1, is homogeneous of degree zero.

In [Grandmont, 92| the following lemma is stated. Here, we provide a
proof by straightforward calculations:

Lemma 4.8. ([Grandmont, 92|, Lemma 1.2) The a-transform £ of a de-
mand function £ is (continuously) partially differentiable with respect to p if
and only if it is (continuously) partially differentiable with respect to .. In
that case we have for every h <1, (o, p,w) € R! x ]RZJr+ x Ryt

9% %,

aah(pAU)=:£hQ%UO-%ph55;@%UO, (4.3)
while for every k # h,
33 o€},
— = pp—= . 4.4
8ak(p,UO pkapk(p,HO (4.4)
Moreover,
06 ) ) — e - o5
w Aw (p,lU) - gh (p7 'UJ) - ; 80ék (p7 'UJ) (45)

Proof. Rewriting equation (4.1) as
£ (p,w) = e & (e® @ p,w) Vh <1

and then differentiating with respect to ay for k <1 yields
43

aak(p,w) = Opre®Ep(e® @ p,w) + e*h gg}l@(ea@paw)
:gz%(e“@p,w)e“kpk
0
= R (pw) + T (¢ © p, )
Pk
o %95 :
= O (p,w) + Pkai(P, w), since
Pk
0/3% on
2 (p,w e == (e® @ p,w)e*k,
apk(:ﬂ ) 3pk( p,w)
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by product and chain rule, where ;. denotes the Kronecker symbol, i.e.

5. _ 1 ifh=Fk,
T 0 ifh £k

This verifies equations (4.3) and (4.4). Now, equation (4.5) can be shown
by applying Euler’s identity: Homogeneity of degree zero yields

Thus, we obtain using equations (4.3) and (4.4)

og: _ NG a8
w%(p, w) = —; oo (p,w)pr — oo (p, w)pn
k#h
L oee aee .
= 2;( W) — af“];(]?,w) + & (p, w)
k#h
! a @
— Glw-Y ke

In particular, we have shown the equivalence of continuously partial deriv-
atives with respect to o and py. ]

Definition 4.9. ([Grandmont, 92], p. 11) Given a demand function & and
a price-income pair (p,w) € RZ_H_ X Ry, we define the expenditure function
ep, for commodity h by ep(p,w) := pp&n(p,w). The expenditure function e
is given by the scalar product e(p,w) := p - &(p,w). Analogously, we define
the expenditure function € for commodity h and a-transform by €} (p, w) :=
Phﬁf«f (pv w) .

Equivalently, we could have defined the a-transform €} of €, by
€h (P, w) = en(e” @ p,w). (4.6)

This is well defined since

eh(pw) = préy(p,w)

pre*Ep(e” @ p,w)
(e® @ p)nén(e” @ p,w)
= eh(eo‘ X p, w).
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Definition 4.10. ([Grandmont, 92|, p. 12) A demand function £ is called
a-transform invariant if

é-a(p’w) :f(p,w) (47)

for all (a,p,w) € R'x RL . x R4

The invariance property of a demand function can equivalently be defined
via the expenditure function: For all (a,p,w) € Rt x Rl | x Ry

pp>0

(4.7) &l (p,w) = prén(p,w) Vh <1

& (e ®@p,w) =€ (p,w) = ep(p,w) Vh <I. (4.8)

In particular, for a-transform invariant demand functions the expenditures
for each commodity are independent of prices: For every p € Rﬂr o, the set
{e* ® p: a € R} is isomorphic to RLJF, in that for every p,p € ]RZJr+ there
exists exactly one a € R! such that e* @ p = p. Thus, for any p € ]RfH_, as
o passes through R, {e*®@p:ac Rl} exhausts Rﬂr 4 and, vice versa, for
fixed o € R! as p passes through Rﬂr y

Since we have assumed a demand function to be homogeneous of degree
0 in (p,w), we get for all (a,p,w) ER' x R | x Ry} and A € R4

independence of prices

e (Ap, Aw)

= Apr&h (Ap, Aw)

= Apnéj; (p, w)

= Aep (p,w), (4.9)

€ (p, Aw)

whenever £ is a-transform invariant. We can thus state the following remark:

Remark 4.11. Let £ be an a-transform invariant demand function. Then
the corresponding expenditure functions €, are homogeneous of degree 1 in
income and independent of prices.

Due to these properties of the expenditure functions ¢j, the a-transform
invariant demand function £ belongs to an important class of demand func-
tions:

Definition 4.12. ([Grandmont, 92], p. 12) A demand function & is of
Cobb-Douglas type if there exists a family (rn)n<i, rn > 0, with Zﬁl:l rp =1
such that

w
En(p,w) = "h o ¥(p,w) € Ry x Ry

In particular, for Cobb-Douglas type demand functions budget shares
prén(p, w) are independent of prices. There may arise the question for the
relevance of Cobb-Douglas type demand functions:
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Remark 4.13. Let us assume that an agent’s demand is generated by pre-
ference maximizing behavior. Thus, the primitive is a preference 7-. We call
this a Cobb-Douglas preference if it can be represented by a utility function
U ]R{F — R, i.e. forall x,y € ]R{F we have

vy & ulz) >u(y),

of Cobb-Douglas type, i.e. w is defined as follows: For all x € RY and
(rh)h<t, Th > 0, let

l
u(z) = H z,".
h=1

Note that a Cobb-Douglas preference relation is homothetic. To generate
the Walrasian demand x, we have to maximize utility u with respect to the
budget constraint p-x < w. Since xn(p,w) > 0 for all h3 we do not have
to worry about non-negativity constraints. Representing utility functions are
unique up to strictly increasing transformations. Thus, we may rewrite u as

l

u(z) = Z rp, log zp,.

h=1

Using the Lagrangeian technique with multiplier X > 0, we get the La-
grangeian term

l

L(xz,\) = Zrhlogwh —Ap-z—w)
h=1

This yields the first order conditions
Th =0 VYh<I

Th
w—p-x>0, A>0, ANw—-p-z)=0.

Since rp, > 0, we have A > 0 and thus w — p-x = 0. Solving the first order

conditions for xy, yields xj, = /\rﬁ. Then we get w — Zﬁl:l T =0. Since the

second order conditions hold we get

w

Xn(psw) =1h——5——
Dh Ei:l Ti
forh=1,..,1.

The proof of the following lemma follows the idea in [Trockel, 89].

Lemma 4.14. ([Grandmont, 92|, Lemma 1.3) A demand function £ is a-
transform invariant if and only if it is of Cobb-Douglas type.

3Otherwise utility would be zero and could be increased.
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In light of this lemma, the remarks in Section 3.6 show an appreciation.

Proof. Let (p,w) € R, | x Ry ;. Assume that the demand function ¢ is a-
transform invariant. Then we know by Remark 4.11 that the corresponding
expenditure functions €, h < [, are independent of prices and homogeneous
of degree 1 in income, i.e.

e(p,w) =e(p,w) VppeR,,, weRyy, (4.10)
e(p, \w) = Xe(p,w) Vp € RIH_, w, A€ Ryy. (4.11)

By Definition 4.9 and equations (4.10) and (4.11), the demand function &,
for commodity h is given by

en(p,w) (4.11) w (4.10)
R T e

gh(p7w - En\P €h ]-a]-)
Ph DPh DPh

w

Thus, we can see that ¢ is of Cobb-Douglas type if we can show that
22:1 €n(p,1) = 1. However, this follows immediately from Walras’ Law:

!
P&, 1) =1 & > péulp,1) =1

h=1
l
en(p, 1
o th h(p ):1
he1 Ph

l

& Zeh(p, 1)=1.

h=1

On the contrary, let £ be of Cobb-Douglas type. Then for all h <

w
gh(pﬂ*u) =Th— ~ Gh(p,’UJ) = Trpw.
Pr
Thus, expenditure ¢;, for commodity h is independent of prices and for all
(o, p,w) € R'x RY, x Ry and h < [, we obtain

Eg(paw) = Eh(ea X D, w) = eh(p,w).
Equation (4.8) implies the a-transform invariance of §. O

For a better understanding of a-transforms, we have sketched a ho-
mothetic a-transform of a general demand function (Figure 4.1) and a
Cobb-Douglas demand function (Figure 4.2). The first figure is taken from
[Grandmont, 92], p. 14. The bold line DFE is the Engel curve, i.e. the set of
all demands &(p, w) with fixed price system p and varying income w. Fur-
thermore, we set m = e*2 and n = e®'. We start at point A = £(p, w). First,
we go from point A to point B = {(e* ® p, w). This is done by following the
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D winp, wip, X

Figure 4.1: a-transform with oy = ap >0

% (VP

D winp, wip, x

Figure 4.2: a-transform with oy = ag > 0 for Cobb-Douglas demand

Engel curve since the price ratio does not change when applying homothetic
transformations but the relative income. Then we have to rescale demand at
price system e® ® p to get back to the original budget line. Thus, we obtain
C =e*®(e*®p,w) = E(p,w). Figure 4.2 depicts the case of a Cobb-
Douglas demand function. Here the Engel curve is a straight line through
the origin since the underlying preferences are homothetic. In this case,
the a-transform C' coincides with the original demand A. Thus demand is
a-transform invariant as already shown in Lemma 4.14.

4.2.2 Analysis of Market Demand

The purpose of this section is to analyze how the shape of the
distribution of demand functions |[...] can influence the manner
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in which price and/or income changes affect aggregate demand.
([Grandmont, 92], p. 13)

As already mentioned, if we consider a distribution on the equivalence
class of a-transforms of some demand &, we may equivalently consider a dis-
tribution on R!. The question that we pose is the following: Are there any
restrictions on the distributions within each equivalence class that induce
some structural properties of market demand? The analysis will lead to the
following result: If there is “enough heterogeneity” among agents, we can
obtain strong structural properties of aggregate demand. The concept of
a-transforms from the previous section equips us with a measure of hetero-
geneity by considering the variance of distributions within the equivalence
classes of demand functions. These distributions are given by densities.
Thus, “enough heterogeneity” means that densities are “sufficiently flat”.
The main insight turns out to be that the structure of aggregate demand
does not rely on strong structural assumptions on individual demand. We
obtain market demand satisfying the law of demand and the weak axiom
of revealed preference due to assumptions on the distribution of agents’ de-
mand, whereas individual demand is “only” assumed to satisfy homogeneity
and Walras’ law.

In [Hildenbrand, 70] an agent is completely characterized by a preference
>~ and a commodity endowment. Now, the primitives have changed: an

agent is characterized by a demand function ¢ and an income w € R, that
is, at least in this subsection, independent of the revealing price system.

Grandmont considers distribution economies. Thus, we have to come
up with a probability distribution on the space of individual characteristics
{(&w)|¢ R, x Ryy — RY Jw € Ryt }. The construction will be done in
two steps: First, let A be a separable metric space of types a € A, B(A) the
Borel-o-algebra on A and P(A,B(A)) be the set of all probability distrib-
utions on A. We specify a distribution x4 € P(A,B(A)) that is absolutely
continuous with respect to the Lebesgue measure. For each type a € A
there exists a corresponding demand-income-pair (£,,w,). Second, for each
type a € A, we specify a conditional probability distribution v(:|a) on the
space of a-transforms {£%|a € R!} of £, or equivalently a probability distrib-
ution on (R!, B(R!)). We assume that this distribution is given by a density
f(-la) : R = R,. Thus, we have for all B € B(R!) and a € A

v(Bla) = [ flalayda = f(Bla).

We now define the probability distribution P := u ® f on the set of agents’
characteristics in the following way: Let C' € B(A) and B € B(R!), then we
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set
PCxB) = [ f(Blay(do
~ | fela)danda)
BxC

We may then think of a Grandmont type distribution economy as a tuple
((f(-|a))aca, i), where p € P(A,B(A)) and f(-|a) is a density conditional on
R! for every a € A. Let g be B(A) ® B(R!) := o({A; x Ag|A; € B(A), Ay €
B(RY})-measurable. Then we set

Plo)= [ oapi= [ [ sla.o)f(ala)dop(da)

Assumption 4.15. ([Grandmont, 92], pp. 15,17) Let a € A, (p,w) €
RL ., xRiy and a € RL

A 1 The demand function &,(p,w) is continuous in (a,p,w).*
A 2 The conditional density f(a|a) is continuous in (o, a). Moreover, it

1s partially differentiable with partial derivatives aaofk (a|a); these are
continuous in (a, ).

A 3 For each type a € A, partial derivatives are in L' (R!, da), i.e.
0
Uk(a) ::/ f
R!

——(ala)
A J For every commodity k, vi(a) is bounded above by vy for p-almost all

Do, da < 00
k
a€A>

forallk=1,... 1.

A 5 Income level wy, > 0 is continuous in a. Per capita income w is finite.
Stated in functional terms when conceiving income as a mapping w :
A—R,,a—w, we LA, p) and thus

0<w=/ wap(da) < oo.
A

vy (a) is a measure for the variance of f(-|a) “in direction k”: The smaller
vi(a), the less curved f(-]a) in direction k and thus, the higher the variance.

For some results on continuity and differentiability of conditional and
total market demand we need Lebesgue’s dominated convergence theorem.
For our purposes, we may directly apply a version in [Dieudonné, 69].

*Here, we again consider £.(-,-) : A x R4, x Ri4. By continuity and Walras’ law, we
can show &, as a function of a, p, w, to be integrable applying Lebesgue’s theorem in the
respective contexts. Hereby, we should not forget to mention that integration is conceived
component-wise.

5From proposition 4.16 we can infer that vj(a) is continuous.
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Proposition 4.16. ([Dieudonné, 69], 13.8.6) (a) Let (Q, F,)) be an arbi-
trary measure space, B a metric space and let zyp € E. Consider (w,2) —
g(w, z) a mapping of Q x E into R. Suppose that

1. for each z € E, the function w — g(w, z) is integrable;
2. for almost all w € Q, the function z — g(w, z) is continuous at zp;

3. there exists an integrable function g > 0 such that, for all z € E, we
have |g(w, z)| < g(w) for 1-almost all w € Q.

Then h(z) == [, g(w,2)¢(dw) is continuous at z.
(b) Suppose furthermore that E is an open interval in R and that g satisfies
the following conditions:

4. forp-almost allw € Q, the function z — g(w, z) is finite and admits a
partial derivative with respect to the second component, i.e. %(w, z);

5. there exists an integrable function g1 > 0 on Q such that, for all z € E,
we have |g—g(w, 2)| < g1(w) Y-almost everywhere in €.

Then h is differentiable at every point of E, and we have

dh dg
6 = [ G ).

Proof. [Dieudonné, 69], p. 125 O

Definition 4.17. ([Grandmont, 92|, p. 15) (a) For each type a € A we
define market demand conditional on type a, conditional market demand
for short, by

(a,p, w / X (p,w) f(ala)da (4.12)
(b) Then we define (total) market demand by

= [ Xapwutdn) = [ [ w)s(eldanda,  (413)

where w, denotes the income corresponding to type a € A.

The terms in (4.12) and (4.13) are well-defined in the following sense:
Since 0 < pr€%y, (p, w) < w for all h by Walras’ law, we have

0 S phXh(a7p7 ’LU) = ph/ gah p,w O[‘CL)
< / wf(ala)da =w < oo,
Rl
0<mXulp) = pn [ Ko wa)ulda)

< / wep(da) =0 < 0.
A
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Since pp, > 0 for all h we have X (a,p,w) and X (p) finite. Both, conditional
market demand X (a, p, w) and total market demand X (p) are non-negative,
continuous and satisfy Walras’ law: Continuity follows directly from Propo-
sition 4.16. Walras’ law can be obtained as follows:%

p-Xapw) = p- [ &lopw)falaia

= /lef(a]a)da:w,
pX0) = p- [ Xlapwnuldo

= /Awau(da)zw,

One should note that total market demand X is not a demand function in
the sense of Definition 4.4.

Some Heuristics

To gain some intuition for the approach to market demand structure by
increasing variance of a-transforms, let us consider the following heuristic
inspection: Let a € A and (p,w) € R}, x Ry ;. Given conditional market
demand X (a,p,w) and & € R!, the a-transform X%(a,p, w) of X (a, p,w) is
given by

X%*(a,p,w) e® ® X(a,e* @ p,w)

e ®/ 5 (e @ p,w) f(ala)do
at+a
T e selda

e [ (e - alaas (414)

(SOl

Thus, we obtain the a-transform X%(a,-,-) of the conditional market de-
mand X (a, -,-) by shifting the conditional density f(-|a) within the equiva-
lence class of a-transforms by @. In this token, conditional demand X (a, -, )
is “arbitrarily” a-transform invariant in the sense of Definition 4.10 if the
conditional density f(:|a) is “arbitrarily” invariant with respect to shifts.
In this case, Lemma 4.14 would imply that conditional market demand is
“arbitrarily close” to being of Cobb-Douglas type.

Heuristics may be stated as follows: The more heterogeneous agents
in the sense of an increasing variance, i.e. the “closer” the distribution of

5We have to be a little cautious when using the term “Walras’ law”: We have only
defined this notion for demand functions as in Definition 4.4. However, we refer to the
analogous concepts in the respective contexts.
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agents’ characteristics within each equivalence class {£2 : a € R}, a € A, to
uniform distribution, and thus the “flatter” the conditional densities f(:|a)
for each a € A, the “closer” f(:|a) to being invariant. As seen above,
conditional market demand would then be “close” to being of Cobb-Douglas
type

Assuming conditional market demand X (a,-,-) to be of Cobb-Douglas
type for all @ € A, ie. Xp(a,p,w) = rha%, where rp, > 0 such that

22:1 The = 1 for all @ € A, we obtain total market demand as follows:
Assume rp, = rp, for all a € A.

Xn(p) = /AXh(aapa wg)p(da)

= /rhwa,u,(da)
A Dn
W

= ’["h—
Ph

for h = 1,...,1. Thus, total market demand is of Cobb-Douglas type. Hence,
total market demand is close to being of Cobb-Douglas type if densities
for a-transforms are sufficiently flat. We should note that Cobb-Douglas
type demand has the properties that we are seeking for: uncompensated
law of demand and weak axiom of revealed preference. Thus, total market
demand is close to satisfying the weak axiom when agents are sufficiently
heterogeneous.

Price Effects

In this section we state the main theorem in [Grandmont, 92]: We encounter
that total market demand X satisfies structural properties as the weak axiom
of revealed preference when agents are sufficiently heterogeneous but before
approaching the “Cobb-Douglas limit” above.

It should be noted that given type a € A, the conditional market demand
X(a,-,-):RL, x Ry; — Rl is actually a demand function: It was already
shown above that X (a,-,-) satisfies Walras’ law. Thus it suffices to show
homogeneity of degree 0 in (p,w):

X(a,\p, \w) = /Rl EX(Ap, \w) f(a)a)da

- / £2(p, w) S (ala)da = X (a, p, w)
R!

for all A € Ry and (a,p,w) € R' x RL | x Ry .
Next, we see that conditional market demand has continuous partial
derivatives and obtain bounds on those.
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Proposition 4.18. ([Grandmont, 92|, p. 19) Let (A1) to (A3) hold. For
every a € A conditional market demand X (a,-,-) is continuously partially
differentiable with respect to prices. For every (p,w) € REFJF X Ry we have

0X 1
o h(a p,w) = <5thh a,p,w / Ean(p,w (04|a)d04)
Pk pk

for all h,k =1,...,1, where dp again denotes the Kronecker symbol.

Proof. We will first show that the a-transform X%(a,p,w) is continuously
partially differentiable with respect to a. Using Proposition 4.16(2) in con-
nection with (A2) and (A3) we obtain

oxe )
8aZ (a,p,w) = fah(p, w)f(3 — ala)dB

80%

= [ €t 5 (5 - alayas
- -/ £ah(p,w)873k(ﬁ—5zla)dﬁ-

In light of (A1) to (A3) we may again apply Proposition 4.16(1) to show

the continuity of these partial derivatives in (&, a, p, w) with respect to ay.

Thus, Lemma 4.8 implies that conditional market demand X%(a, -, -) is con-

tinuously partially differentiable with respect to prices py, for all h =1, ..., L.
Evaluating the above expression at & = 0, we get

3X5‘
portapw)| == [ €00 L elado
By Definition 4.6 we know that X'(a,p,w)|,_, = Xn(a,p,w). Hence, we

0X¢ . .
ap-(a, p, w)‘f:() = %ﬁ: (a,p,w). and equations (4.3) and (4.4) in

Lemma 4.8 can be rephrased as

00X,
pki(a,p’ )+ 5thk CL y D, W / gah b, w (a|a) (415)
Opk;
Since pp, > 0 for all h =1, ..., 1, the assertion follows. O

Proposition 4.19. ([Grandmont, 92|, p. 19) Let (A1) to (A3) hold. For
all (a,p,w) € A X RZFJF x Ry the following inequality holds:

Uk(a).

” (4.16)

0X
Pk h(a,P,w) + 5thh(a,p,w)’ <w
Pk

Proof. Demand ¢ is non-negative and satisfies Walras’ law. We thus obtain

0< &% (pw) < —
Ph
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for all h and equation (4.15) yields

np )+ ouXi(epaw)| = |[ gt elada
< / (v 'aakw'“) do
w
= p—hnk(a).

Analogous results hold for total market demand:

Proposition 4.20. ([Grandmont, 92|, p. 20) Suppose assumptions (Al)
to (A5) hold. Then total market demand X (p) is continuously partially
differentiable with

Xy, . [ 98X,
o N — (a,p,wa)p(da),

and these partial derivatives satisfy

» 0X,,
" o

(p) + 5thh(p)' < w;—: (4.17)

Proof. In light of (Al), (A2) and (A3) we have shown that X(a,-,-) has
continuous partial derivatives. Using this result and Proposition 4.16(2)
together with (A4) and (A5), we may change the order of integration and
differentiation in equation (4.13) and obtain

0Xjy, 0Xjy,
—(p) = —(a,p,wy)u(da
o P = |, apk( p; wa)p(da)

for all b,k =1,...,1,a € A and (p,w) € Rﬂr+ X Riy. Again by Proposition
4.16 this expression is continuous. Using Lemma 4.8 we obtain, as in the
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derivation of equation (4.15),

0Xy, oOXp ‘
—(p) + ok X =
P Do (p) + 0nk Xn(p) e () .
oXy
= N h (a,p, wa) (da)
= / JRGICRE (ala)daﬂ(da)
0X
nStw x| = |[ [ e alodonta
< / [ o f 5o (ala)| dap(da)
< 4
< / Wq /Rl Do, (ala)| dap(da)
(43 1 / wavr(a)(da)
(A49)
< — waﬂ(da)
Ph
Pn
]
The Law of Demand in the Aggregate
Recall from (A4) that
D 1= sup {Uk(a) = / of ——(aa)|da < oo}
acA Rr! | Oag

is well defined. The smaller vy, the less curved f uniformly in @ in direction k;
thus the “flatter” f in direction k and the more heterogeneous agents. Since
we want to obtain increasing heterogeneity among agents, the question is
whether we can get vy, arbitrarily small for all k = 1, ..., . The following pro-
cedure based on density transformations can be found in [Grandmont, 92],
p. 42:

Note 4.21. ([Grandmont, 92], p. 42) Let X be a random wvariable with
density g : Rl — Ry that has partial derivatives in L*(R!,dx). Consider
the transformation h : Rt — R given by y = h(z) = ox, where oinR .
By density transformation, the density g, of h(X) is given by g-(y) = %%).
Thus varying the value of o, we can get

/ _1
R!

O'2 R!

dg

990 )
Y o,

Oy

o) ds

arbitrarily small.
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From Proposition 4.20 we may infer that ceteris paribus the cross partial

derivatives %(p) for all h # k tend to zero as vy tends to zero. Moreover,
own-price-elasticity of market demand Xi ’(lp) %(p) tends to —1 as vy tends

to zero for all k; of course, we have to ensure market demand Xj(p) to be
positive for every commodity h at any price system p. This again suggests
the emergence of Cobb-Douglas type demand in the aggregate as v; gets
arbitrarily small since for Cobb-Douglas demand cross partial derivatives
with respect to prices are zero and own-price-elasticity is —1, too. In this
sense, market demand would be well behaved in the “high heterogeneity
limit”.”

We now pose assumptions that ensure market demand Xp(-) for every
commodity to be strictly positive.

Assumption 4.22. ([Grandmont, 92], pp. 22) Let a € A, (p,w) € Rl | x
Ry, and a € R.

A 6 Independence: For p-a.e. a € A the conditional density f(ala) does
not depend on a. Thus, we may set f(a) = f(ala) p-a.s.

A 7 Non-vanishing Expenditure: For every h = 1,...,1, there exists wy > 0,
with Zél:l wp < 1, such that for all price systems p € ]RZJr+ we have

Ph /Afah(p, wq)p(da) > wpw > 0.

Assumptions (A6) and (A7) may be applied to show aggregate desirabil-
ity for every commodity h < I:

X)) = [ [ m&iwar(alodantia)
[ sl [ pino)ntda)da
(Ag) /whu_}f(a]a)da:whu_)>0 Vh
RI
20 Xu(p) > 0 Vh (4.18)

(A7) allows for types of agents that do not consume any amount of
commodity h at price system p but in the aggregate, there is positive con-
sumption.

So far, we have mentioned the weak axiom of revealed preference several
times but have not rigorously introduced this concept. This will be done
within the next paragraphs.

“In In this token, the model that is introduced in the next chapter this is just the
opposite of the “low temperature limit” considered in Section 2.7.
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Definition 4.23. ([Ellickson, 93], p. 63) A subset D € R! is called a cone if
x €D and A > 0 imply Ax € D. A cone D is a proper cone if DN (—D) €
{{0},0}. A proper cone D is called a pointed cone if 0 € D. We say that a
cone is open, conves, ... if the set D is open, convez, ... in R

The second part of the following definition calls for further explanation:
We define definiteness of a matrix. In standard textbooks in linear alge-
bra this notion is defined for symmetric matrices. However, in economic
applications this concept is of interest in more general contexts. Thus we
introduce definiteness for not necessarily symmetric matrices and refer to
this as quasi-definiteness, although in many economics textbooks as for ex-
ample in [Mas-Colell et al., 95], it is called definiteness.

Definition 4.24. Let A € M(Ix[,R) be an | xI-matriz with entries a;; € R.
(a) ([Mas-Colell et al., 95], Definition M.D.2) We say that A has a dominant
diagonal if there exists q € Rl—s—+ such that for every i =1,...,1 we have

l
|giaii| > Z |g;aij]- (4.19)
j=1
JFi
(b) ([Mas-Colell et al., 95], Definition M.D.1) We call A negative quasi-
semidefinite if for all x € R

!
tr A = Z ziaijr; < 0. (4.20)
ij=1
If this inequality is strict for all x # 0 we call A negative quasi-definite.
For reversed inequalities we call the matriz A positive quasi-semidefinite
and positive quasi-definite, respectively. As already mentioned above, for
symmetric matrices we just drop the term “quasi”.

Definition 4.25. Let ¢ be a demand function, (p',w*) € RZJFJF X Ryq.

(a) ([Mas-Colell et al., 95|, Definition 2.F.1) & satisfies the weak axiom of
revealed preference (WARP) if the following property holds for any to price-
income pairs (p',w') and (p?, w?):

' &%, w?) <w' and E(p',w') £ % w?)] = PP LT w!) > W’
(4.21)
(b) ([Mas-Colell et al., 95], Definition 4.C.2) £ satisfies the uncompensated
law of demand (ULD) property if

(p' = p?) - [(p", w) — &(p?, w)] <0 (4.22)
for any p',p* € REFJF and w € Ry, with strict inequality if £(p',w) #

£(p?, w).
(¢) ([Grandmont, 92], p. 23) £ is called strictly monotone if

(" = p%) - [€p" w) — E(p*,w)] <0 (4.23)
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forp' #p* €RL, andw € Ryy.

Remark 4.26. (a) Due to fized aggregate per capita income w, the notions
introduced in Definition 4.25 are rephrased for market demand X as follows:
The weak axiom of revealed preference holds in the aggregate if, for all p,q €
L

[p-X(q) <w and X(p)# X(9)] = ¢- X(p) > w.

Market demand satisfies the uncompensated law of demand property if

(p—q) [X(p) - X(@)] <0

forallp,q e RlJFJr with strict inequality if X (p) # X (q). Strict monotonicity
is satisfied in the aggregate if, for all p # q € RLJF,

(r—1q) - [X(p) — X(g)] <0.

(b) Having a look at the definition above, we immediately note that strict
monotonicity of demand (4.23) implies the uncompensated law of demand
property (4.22), but in general not vice versa. As a counterexample we may
consider a demand function that is generated by an exclusive preference as
in [Féllmer, 74].

The uncompensated law of demand property states that, without any in-
come compensation or wealth adjustment, price- and demand-changes point
in opposite directions.

The weak axiom of revealed preference is a rationality assumption on
demand in the following sense: Assume that an agent’s demand satisfies
WARP. Whenever the choice &(p?, w?) at price-income pair (p?, w?) is also
affordable at price-income pair (p!,w!), p! - £(p?, w?) < w!, but is not cho-
sen, i.e. the choices at those different price-wealth pairs are not identical,
E(pt,wl) # &(p?, w?), then we will necessarily have that the choice &(p!, w!)
at price-income pair (p',w?') is not affordable at price-income pair (p?, w?),
p?-£(pt, wh) > w?. If the choice £(pt, w!) at price-income pair (p*, w!) would
also be affordable at price-income pair (p?,w?) we would have to pose the
question why the agent prefers &(p!, w') over &(p?, w?) when the budget is
given by (p',w!) and after a budget change to (p?, w?) even though &(p', w!)
is still affordable the agent chooses the less preferred bundle &(p? w?). This
would violate what we would call “rational behavior”.

A good intuition for the term “weak axiom of revealed preference” is
given in [Mas-Colell et al., 95], p. 29:

In the consumer demand setting, the idea behind the weak
axiom can be put as follows: If p' - &(p?,w?) < w! and
E(ph,wl) # &(p?,w?), then we know that when facing prices
p' and wealth w', the consumer choses consumption bundle
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£(pt, wl) even though bundle &(p?, w?) was also affordable. We
can interpret this choice as “revealing” a preference for &(p!, w')
over £(p?, w?). Now, we might reasonably expect the consumer
to display some consistency in his demand behavior. In par-
ticular, given his revealed preference, we expect that he would
chose &(pt,w') over &(p?, w?) whenever they are both afford-
able. If so, bundle ¢(p!,w!') must not be affordable at price-
wealth combination (p?, w?) at which the consumer chooses bun-
dle £(p?,w?). That is, as required by the weak axiom, we must
have p? - £(pt, wl) > w

Let us now state a fundamental result.

Proposition 4.27. ([Hildenbrand, 94], p. 170) Let £ be partially differen-
tiable. If the Jacobian matriz (%(ﬂw))h,k:l,..-,l of demand & is negative
quasi-definite for allp € RQLJF, w € Ry, then £ satisfies strict monotonicity.

Analogously for market demand X .8

Proof. Let p,q € ]Rl++, p # q and w € Ry . Furthermore define z :=p — ¢,
pla):=ap— (1 —a)q for a € [0,1] and ¢ : [0,1] — R by

g(a) =z - ({(p(a), w) — (g, w)).
Then we have

g(0) = 0,
9(1) = (-9 [ w) &g, w),

l
P = o (Fro@w) o= Y a e,

da Opi, hk=1,...,l Ikt Opy,

where the last equation follows by chain rule. By assumption, we have
g—g(a) < 0 for all @ € [0,1]. Since g(0) = 0 this yields g(1) < 0 and we have
obtained the strict monotonicity of £. The proof for market demand X is

identical when substituting &(p, w) by X (p). O

Proposition 4.28. ([Mas-Colell et al., 95], p. 111) Let & be a demand func-
tion and (p,w) € RIJHF x Ry.. If the Jacobian matrix (g—f)z(p,w))h,kzl,m,l 18
negative quasi-definite for all p, w, then £ satisfies the uncompensated law

of demand property. Analogously for market demand X .

Proof. We have seen in proposition 4.27 that negative quasi-definiteness of
the Jacobian matrix of demand implies strict monotonicity of demand. On
the other hand, strict monotonicity of demand implies the uncompensated
law of demand property. O

8In [Hildenbrand, 94] the result is shown for market demand; here, we apply the proof
to our context of demand functions £ where income w is fixed.
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Remark 4.29. It is noted in [Mas-Colell et al., 95], 4.C.2, that homothetic
preferences imply Walrasian demand x to satisfy the uncompensated law of
demand property. It is well known that the uncompensated law of demand
property is inherited by market demand. For simple economies this is shown
in [Mas-Colell et al., 95], 4.C.1. The following proposition then shows that
aggregate demand satisfies the weak axiom of revealed preference if it is gen-
erated by homothetic preference mazimizing agents.

In the proposition that follows, we encounter the connection between the
uncompensated law of demand and the weak axiom.

Proposition 4.30. ([Mas-Colell et al., 95|, p. 112) Let & be a demand func-

tion. If& satisfies the uncompensated law of demand property, then £ satisfies

the weak azxiom of revealed preference.

PT‘OOf. Let (plawl)’ (p25w2) € Rl—‘,——‘,— X R++ such that g(plawl) 75 f(pQ,w2)

and p' - £(p?, w?) < wl. Set p3 = %p? Due to homogeneity of & we have
3,1 w' 5 2 2

Furthermore, we have

= p") - [€P*,w") — &', w")] <0 by (ULD),
pl : €(p37w1) = pl : g(pza w2) S wl and
p3 : f(p3,w1) = wlv pl 'f(pl,wl) =w! by Walras’ law.

Using the above (in-)equalities we may establish the weak axiom:

PP e wh) —pP - E(pt wt) — pt € W) +pt - € w!) <0
& pPEpt ') > 20! —pt (P wh)
1
w
& g’ @t wh) =6t wh) > 20! = pt €% wh) > !
e pPEp' ') >

Thus, the weak axiom of revealed preference holds. O

Remark 4.31. To summarize, we have shown the following chain of impli-
cations: Negative quasi-definiteness implies strict monotonicity (Proposition
4.27) which in turn implies the uncompensated law of demand property that
implies the weak axiom of revealed preference (Proposition 4.50).

Definition 4.32. ([Jehle & Reny, 01], Definition 1.6) Let & be a demand
function, strictly positive at (p,w) € Rl++ XRyt, and hyk=1,...,1.

(a) The price elasticity npi for commodity h and price px of commodity k
at price-wealth pair (p,w) € Rﬂr+ x Ry is given by

_ e O _ Ologé&p
En(p, w) Opy, Ologp,

(p,w) (p, w).

th(p, ’LU) :
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If h # k we call nyy, cross-price elasticity; otherwise own-price elasticity.
(b) The income elasticity np,, for commodity h is given by

_ Olog&y,
~ dlogw

w_ oG

€h(p7 w) ow (p’ w)

th(p,w) = (p,’LU)-

Analogous for total market demand X .9

Remark 4.33. Intuitively, price elasticity measures the percentage change
of the quantity of commodity h demanded when the price of commodity k
changes by one percent; income elasticity measures the change in percent
when income changes by one percent.

The next theorem shows that, ceteris paribus, market demand has the
desired properties when conditional densities f(«|a) are “sufficiently flat”
and X is strictly positive. This constitutes the main result in this chapter
and serves as a corner stone of this diploma thesis. We have worked out
the proof here elaborately. Since some assertions are stated in a slightly
different manner, not all assumptions in [Grandmont, 92| are needed.

Theorem 4.34. ([Grandmont, 92], Theorem 2.3) Let (p,w) € R}, | x R4,
h,k=1,...,1, and wp, > 0 be chosen as in (A7). Assume that (A1) to (A7)

hold. ' Then p, X} (p) > wpw for every h and p. Price elasticities %lﬁ)ggf:( )
of market demand X, satisfy
0 log X oJ8
- Onr| < —. 4.24
dlog i () + Ok < (4.24)

for all h and k. In particular, we get:
(a) For each commodity h, total market demand X}, is strictly decreasing in
its own price, 1. €. ox
h
n () <0
if vy < wp.
(b) Define the proper open cone

l
o
P(m,w) = {p € RL,| E 2k T for every h}.
w1 Pk Pn

Then the Jacobian matriz (8Xh (p)) has dominant diagonal on

Ik M) k=1,
P (m,w).

90f course, income elasticity for total market demand is not relevant here but in the
next section.

10We need (A1) to (A5) in order to apply equation (4.17) and (A6) and (A7) to obtain
non-vanishing demand.
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(c) Assume vil < wy, for all commodities h,k. Then total market de-
mand X has a negative quasi-definite Jacobian matriz for every price system
pE Rl++. Thus total market demand is strictly monotone and in particular
it satisfies the weak axiom of revealed preference.

The theorem shows that market demand may satisfy the weak axiom
of revealed preference even though we have not assumed the weak axiom
to hold for individual demand. As already argued, even if we would do so,
the weak axiom would not necessarily hold in the aggregate. Thus, we have
created some structural properties of market demand by assumptions on the
distribution of individual demand, or more precisely on the distribution of
a-transforms, but without assuming individuals to behave rational except
satisfying homogeneity of degree zero and Walras’ law.

Proof of Theorem 4.34. After stating Assumption 4.22, we have already
shown aggregate desirability, i.e. ppXp(p) > wpw > 0 for all p € RZJFJF,
h <I.

Using equation (4.17), we get

Alog Xy
)
dlog pr (p) + Onk

dlog X},
Op
pr 0Xp
= P +4
Xn(p) Opy (P) + Oni

1 00Xy, ‘
=2 (p) + 6 X,
50 1P o (p) + 0neXn(p)

07]“ < Ok
prXn(p) ~ wn
and have thus established equation (4.24).
Let 0 < vy, < wy, for all h =1, ...,1, then
0log X},
S (p)+1
dlog py,
0 log Xh
0log py,
0 log Xh
i (p) <0
0log py,
Xn(p) < 0Xp,
Ph Opn

Dk (p) + Onk

< w

4]
S—h<1
Wh

-1< p)+1<1
& -2

& =2

(p) <0

forallh=1,...,l and p € RZJFJF. This completes the proof of (a).
Let us now turn to (b): For k # h, equation (4.24) yields

Pk %(p) < Y%
Xn(p) Opr wp,
1 0Xy, ‘ [
— ()| < .
Xn(p) | Opk WDk
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If h = k, we obtain from equation (4.24)

X&m'%ixm' = zi<1—452»3$“”+4>

(4.24) _
2 1@_%):m/%-
Wh Pr@h

To summarize, we have

Ph™@Wh . 425
X0 ) | om * S ifh £k (4.25)

Pr@h

1 'axh()’ {2“‘ if h =k,
<

We may now proceed and show that the Jacobian matrix (%(P))h,k:l,...,l
has dominant diagonal on 2(m,w):'* Let h <. Then

! !
1 8Xh ‘ 425
z::l 31% Zpk?ﬂh
k£h
_ i:%
i1 Pk
k£h
< Lw — by
WL Ph
(4.25) 1 00X
< h(p)'
Xn(p) | Opn
th}>0 8Xh ‘ aXh ‘
o ——(p) > | om (p)|-
k+h

This shows the assertion in (b).

We are now enabled to prove the main result within this theorem: Let
pE RQFJF. Assume that forall h, k = 1,...,] we have vl < wy. In particular,
we have vyl < wy, for all h and thus v, < wy. Hence by part (a) we have

%(p) < 0. Let v € R\ {0} and p € R} . Assuming

ST—

l
0X 0X
2 h
v > VR
Z haph (p)‘ h%;l hVUk
k#h

11 l LS wp—bp . 1 vy vp l vy
Note that Zk;i ph < ERSR for p € Z(m,w) since ZE;}L e T oo = 2 ket o <

“h 2N < “h—Yh
Ph Z,‘f#l P, pn
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we obtain
l l l
8Xh 8Xh Xh
S alpp = 3 i Dy 3 0 20
hk=1 p h=1 3] h,k=1
= 20 htk
<0

< 0 by inequality (4.26).

Thus, if we can show inequality (4.26) to hold, we have obtained the negative
quasi-definiteness of (8X’L (p))hk=1,..;- For the terms in inequality (4.26)
equation (4.17) implies

8X
Z lolloe] | ==2(p)] < @ Z |Uh|yvky and (4.27)
h,k=1 h,k=1
hatk h;ék
l
0X —n
ZU%J(]?) > wZv2 “hPh 50 since v # 0. (4.28)
e~ " Ipn

These equations are obtained as follows:

l

(9Xh 0Xy,
S folid |20 = 5 Lot e 259 + 53,0
hk=1 hi—1 Pk Pk
htk h;ék
< w Z *|vh|\vk\*
h,k= 1
hoth

Thus, (4.27) is shown and we deduce (4.28): Since the summands on the left-
hand side of (4.28) are all non-positive and the summands on the right-hand
side non-negative, it suffices to show

8Xh ‘ ‘ X a‘Xh Xn ‘
— = p)+—5—Wp)+—
'8}% ®) ph( ) 3ph( ) ph( )
|z —ly|<|z+yl X ’ 0Xy, Xn ‘
> — W) =5+
Ph 3ph( ) ph( )
Xn(p)pn>0 phXh(p) 3Xh Xy
o L) 0% 4 Xy
2 Dh Ph
PrXp(p)Z2wh@ wp, ' 0Xy, Xn ‘
> W— — |75 — )+ —(p
;, 6‘ph( ) ph( )
(4.17) _wy 0y _wp — by
by, Py, Py,

Multiplying by v? > 0 and summing up yields (4.28).
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Considering inequalities (4.27) and (4.28), we have shown negative quasi-
definiteness of (%(p))h,k:l,...,l if we have

l l

_ Wh — O, _ |2
I e e I | [ e

h=1 Ph hk=1

Defining vy, := ppuy, this is equivalent to

l
Zu’%(wh - Uh Zuhwh - Zuhbh > Z |uh|]uk]nk
h=1

k=1
h#k

<~ Zuhwh > Z \uhHuklnk (4.29)

h,k=1

A fundamental inequality in linear algebra tells us that for all u € R, we
have lZil:l ui > Zlh,kzl |up||ug|. Assuming vil < wy, for all h and k and
defining @ := min; w; and m := max; v;, we get

l

Zuh> S Junllul z>1for all i,j <1
Jhl h,k=1

= WZZU% > v Z |up|lug|  for all 4,7 <1
h=1 hok=1

=S Zuhwh>zuhw> Z |up||ug|m > Z |un || g0k

h,k=1 h,k=1

Thus, equation (4.29) holds.

Having established negative quasi-definiteness of the Jacobian matrix
(%(p))h7k:17_,,,l of market demand for all price systems p € Rﬂr 4, wWe ob-
tain strict monotonicity of market demand and the weak axiom of revealed

preference by Proposition 4.27 and Remark 4.31. O

A closer look at part (c) of the foregoing theorem reveals the effect of
increasing dispersion of a-transforms: Increasing individual heterogeneity
for every type a € A means decreasing the v’s for all k. Thus, we obtain
the uncompensated law of demand property and the weak axiom of revealed
preference for market demand.

Income Effects

Up to now we have not considered income effects, neither for individual nor
for market demand. Analysis did not rely on income effects so far because
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income was fixed and independent of prices. However, what if income is not
independent of the price system? One might for example think of an initial
commodity endowment as done in Chapter 3. Thus, we now have a look at
the effect of income changes on market demand. In more catching terms:
“... how [does] dispersion of the conditional densities f(a|a) influence the
partial derivatives of aggregate demand with respect to per capita income
w.” ([Grandmont, 92], p. 25)

In the following discussion we allow per capita income @ to vary but we
assume the distribution of incomes to be fixed, i.e. we assume § : A — R,
a — g, such that [, O,u(da) =1 and w, = 6w, the income of type a agent.
Thus, an agent of type a always gets a fraction 6, of aggregate per capita
income. We still have as in (A5)

W= /A wapi(da) = /A fowp(da)

Definition 4.35. ([Grandmont, 92], p. 25) Given a € A, (p,w) € Rﬂr+ X
Ry and o € R, Again, conditional market demand is defined as in Defi-
nition 4.17:

(a,p,w / & (p,w) f(ala)da

But now, total market demand X : R++ XxRyy — Rﬂr s given by

X(p,w) ::/AX(a,p,GazD),u(da), (4.30)

where the distribution of income (04)qca is a fized parameter of the system
but per capita income w may vary.

Of course, the (in-)equalities shown so far, as for example (4.17) and
(4.24), still hold. Again by Proposition 4.16, (A1) to (A3) imply that con-
ditional market demand X (a,-,-) has continuous partial derivatives with
respect to pp, h=1...1, and w.

Lemma 4.36. For all (a,p,w) € A xR\, xRy and h=1,...1, we have

l
0Xy,
Xp( <
'waw(ap7 ) hap7 ’_ kg

(4.31)

Proof. As we have already seen in the last section, conditional market de-
mand is homogeneous of degree 0 in (p,w). Thus, using Euler’s identity
(4.2), we obtain

l
B 0X), 0X),
0= glpkapk (a,p,w) + W~ (a,p,w).
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This yields

l l
bp(a) (4.16) X, l
w > —(a,p,w) + opp Xp(a,p,
;ph > ;Pkapk(l) w) + 0p Xn(a, p,w)
!
0X
Z kah(a p,w ) + Xh(a p,w )
el Pk
0X
= ‘wa,wh(aapvw)_Xh(avpvw)"

O

Analogously to equations (4.17) and (4.24), we obtain the following
proposition when considering income effects.

Proposition 4.37. ([Grandmont, 92|, Proposition 2.4) Assume (Al) to
(A5) and let (p,w) € R, x Riy. Then total market demand X as de-
fined in equation (4.30) is continuously partially differentiable. Upper and
lower bounds for derivatives with respect to per capita income w are obtained

by

(4.32)

’U‘w

l
oXp,
X,
) = Xalp)] < S

for all h = 1,...,1. Assuming (Al) to (A7), then income elasticity

881‘1)5;;*’ (p,w) of total market demand satisfies

Olog X5, ,  _ 0
— < — .
’ Olog® (p,w) 1‘ < g (4.33)

forallh=1,...,1. In particular,

0Xp,

0 (p,w) >0,

if 22:1 v < €. In this case, commodity h is called o normal good.

Proof. Inlight of (A1), (A2) and (A3) we have already shown by Proposition
4.16(1) that X (a,-,-) has continuous partial derivatives. Using this result
and again Proposition 4.16 together with (A4) and(A5), we may change the
order of integration and differentiation and thus obtain continuous partial

derivatives
0X h _ 0X, h
sy /0 9k (a0, p, 0u@)p(da)
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for all h = 1,...,1. Posing (AI) to (A7), we have shown equations (4.17)
and (4.24). For all h =1,...,l, we have

I I
b (4.17) 0X

oy E =y Pk~ h(P7w)+5thh(p7w)’
k=1 Fh k=1 Pk

I
0X
> D et (p®) + Xa(p, )

o O

where the last equation follows by Euler’s theorem. Thus, we have shown
equation (4.32). The following (in-)equalities yield equation (4.33):

i v (4 24) i 8loth T) + o
= en — aIngk
-y glfjfgjj; ) +1
: )
- k_lmﬁmaﬁ-{o:@’w) +1
" | o 0+
= M(p, w) — 1‘.

In particular, we have

l
0 w o0Xy, _
— <1l = I< —— , W <2
;6’1 Xop ) oo P
0X,,
E

4.2.3 Existence & Uniqueness of Equilibrium

We now consider a distribution economy &¢ as in Definition 3.12. In this con-
text an individual agent’s income does actually depend on the price system
as it is given by an initial commodity endowment. Agent’s characteristics are
now given by a demand function ¢ and an initial endowment 7 € R\ {0}.
An individual agent’s income can be obtained by w =p - 7.

The aim of this section is to show existence and uniqueness of equi-
librium in &¢ when individual characteristics are sufficiently dispersed. For
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this purpose we introduce the gross substitute property for market excess de-
mand. Moreover, we obtain the weak axiom of revealed preference between
an equilibrium price system and any other price vector when densities are
sufficiently flat. The weak axiom may be applied to show stability of equi-
librium. However, stability is not discussed in this diploma thesis.

We obtain a probability distribution on the space of agents characteris-
tics in the same way as in Section 4.2.2: First consider a marginal distri-
bution g on the set A of agents’ types. For each type a € A we depict a
conditional distribution f(da|a) on the space of a-transforms {¢%|a € R},
where £, and w, denote the demand-income pair corresponding to type
a € A.

Again, we suppose (A1I) to (A4) to hold but replace (A5) by (A5):

Assumption 4.38. ([Grandmont, 92], p. 28) Let a € A.

A 57 The initial endowment a — 7, € R, \{0} is continuous in a. Per capita
initial endowment T is finite and strictly positive in all components, i.e.

T = / Tap(da) € R .
A

We then define per capita income w :=p- T.

Definition 4.39. ([Grandmont, 92], pp. 28,29) (a) Let a € A, (p,7) €
R, x RY \ {0} and & a demand function. Conditional market demand
X :AxRL xR\ {0} is given by

X(a.pp-7)i= X(apw) = [ €p.w)f(alayda,

where w := p-T. Note that conditional market demand has all properties that
were stated in Section 4.2.2, in particular continuous partial derivatives.
(b) Conditional market excess demand Z(a,-) given a € A is defined by

Z(aap) = X(a,p,p : Ta) — Ta-

(¢c) For any price system p we define total market excess demand
Z:R\,, —R by

20):= [ Za.putdo).

Remark 4.40. (a) Conditional market excess demand Z(a,-) obviously in-
herits the following properties from conditional market demand X (a,-,-):
Z(a,p) is

o well defined in the sense that [p €3 (p,p - 7a) f(a|a)do — 74 < o0,
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o continuously partially differentiable; in particular continuous,
e bounded below by —7, since Xp(a,p,p-74) >0 for allh =1,...,1,

e homogeneous of degree zero in price p € RZ_H_ since conditional market
demand is homogeneous of degree zero in (p,w)'? and

o satisfies Walras’ law, i.e. p-Z(a,p) =0 for alla € A andp € ]R{F+ 13

(b) We can rewrite total market excess demand as

2(p) = /A (X(a,p,p-7a) — Ta)u(da)
A5) /Xapp Ta)u(da) — T
/ / £2(p,p - 7a) f(ala)dap(da) — 7.

Posing (A1) to (A4) and (A5’) we note that total market excess demand has
the properties given in part (a) of this remark. Most properties are obvious,
the others are shown in subsequent remarks and propositions.

Definition 4.41. ([Grandmont, 92], p. 29) A price system p* € Rl++ such
that Z(p*) = 0 is called an equilibrium price system or equilibrium for short.

Applying the chain rule yields that Z(a,-) is continuously partially dif-
ferentiable: Let a € A and p € RQ_JF, then for all A,k =1,...,[, we have

02
Opi,

8Xh 8-Xh
(a,p) = O —(a,p,p-7a) + W(a,p,p - Ta)Tak-

Lemma 4.42. ([Grandmont, 92], p. 29) Let a € A and p € RI_H. Then for
all h,k=1,...,1, we have

Y l
ap:(a,p)‘ < (p-7a) (14 0k) + pr7an(1+ D 0).

J=1

PhDk

2We have for all a € A, p € R, | and X\ € R}

Z(a,Ap) = X(a,A\p, A\p - Ta) — Ta = X(a,p,p - Ta) — Ta = Z(a,p).

BForallpe Ry, anda € A

p-Z(a,p)=p-X(a,p,p-Ta) =P Ta =0.
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Proof. Using the chain rule, we get

0Zp 0Xp,

92h 4 p) (a.p,p - 7a) X
8pk ’p apk ’p7p a

ow (aapap : Ta)Tak .

DhDk < Phpk + Prpk

=1 =11

By equation (4.31), we obtain the following series of inequalities:

! !
DTy Z (A4) v (a)
0 2> (p'Ta)Z
DPh 1 —1 Dh
4.31 X},
> (p'Ta)(9 (a,p,p-Ta) — Xnla,p,p-Ta)
w
!
0Xy Dh
& 0 > —_— 7)) — ——X -
; k = Ph ow (avpvp 7_) DT h(aapap T)
0X
> phaTUh(a,p,p-T) - ]%Xh(a,p,p-ﬂ
_pT__1
>-ET
00Xy,
> Phw(aapap‘ﬂ —1
!
00Xy,
S1+) v > pr— (@, p,p7)
j=1

0X,

I
h
<l = prTak phaT(@7Pap'T) Skaak(1+an)'

Jj=1

Now, let h # k, then by equation (4.16) we get

0X

Pr—2(a,p,p - 7a) Ok
apk

< (pr7a)—
( a)Ph

<1 < (p-1a)or < (p-7a)(1+ vg).

In case that h = k, we again apply equation (4.16) and obtain

00Xy, vy
Prg-=(a,p;p - 7a) + Xn(a,p,p - 7a)| < (P 7a) -
Dh Ph
0Xy,
& (p-Ta)op > piTm(a,p,p-Ta)+phXh(a,p,p-Ta)
P Xp=>0 0Xy,
> |Phg - (@p,p a)| = prXn(a,pp - Ta)
Ph
<pTa
0X,
> pﬁi@ph (a,p,p-Ta)| =D Ta

& I<(p-7a)(1+40p).
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This completes the proof. O
The following proposition allows to “differentiate under the integral”:

Proposition 4.43. ([Grandmont, 92], Proposition 3.1) Let p € R, . As-
sume that (A1) to (A4) and (A5’) hold. Then total market excess demand
18 continuously partially differentiable and for every h,k =1,...,1, it holds

0Zp 0Z

—(p) = —(a,p)u(da).
o) = [ Gt apulda
Proof. By Lemma 4.42 we see that %(a,p)‘ < oo for all a,p, h, k with

integrable majorant function. Moreover, we have already stated that the
partial derivatives %%(a, p) of conditional market excess demand Zj(a,p)
are continuous in (a, p). Thus, the assertion follows from Proposition 4.16'4
using Definition 4.39. O

We now tackle the problem of existence and uniqueness of equilibrium.
However, first we have to think about the term “uniqueness”.

Remark 4.44. We have seen that total market excess demand is homoge-
neous of degree zero in prices. Hence, when talking about uniqueness of an
equilibrium price system p* we always mean uniqueness up to a scalar mul-
tiple: If p* is an equilibrium then Ap*, A € Ry is an equilibrium, too. In
light of homogeneity, not the absolute price system p is the relevant entity
but rather relative prices are important. This allows us to consider normal-
ized prices and we will do so whenever it seems appropriate. Moreover, when
considering specific sets G C ]RZJFJr of prices, as for example convex sets, we
may without loss of generality consider cones generated by those sets, i.e.
{peR., :IpeG and AR,y suchthat p= \p}.

In the foregoing section we have posed assumptions (A6) and (A7) to
ensure aggregate desirability for every commodity. Again, we will pose as-
sumption (A6) stating that the conditional density f(-|a) does almost surely
not depend on type a € A. Following Grandmont, we slightly modify as-
sumption (A7) in view of the fact that each type a € A corresponds to a
demand-endowment pair (§,, 7). We reconsider the primitives of the model
in the following way: Let the type space A be given by

ACBxR.\{0}, Asa=(bT1),

where B is the space of types b of demand functions &, and Rﬂr \ {0} the
space of corresponding initial endowments 7.

We now specify the distribution p on A in a way similar to the definition
of the distribution on agents characteristics in Section 4.2.2:

! Differentiability from part (b), continuity from part (a).
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Definition 4.45. Let (2, F) be a standard Borel space. Let P be a proba-
bility distribution on (Q,F) and Fy C F be a sub-o-algebra. A probability
kernel K g, from (2, Fo) to (2, F) such that for all F' € F it holds

Kr,(w,F) = P(F|Fy)(w) for P-almost allw € Q
is called a regular conditional probability given Fy. For existence and
uniqueness we refer to [Bauer, 74], Proposition 56.5.

Let v be a probability distribution on the space of endowments
(RL, B(RL)). Given initial endowment 7, we depict a regular conditional
probability v(-|7) on (B,B(B)), where B(B) denotes the Borel o-algebra
induced by the Z*-norm." Now, a Grandmont type distribution economy
is a tuple ((f(:|(b, T)))beB,Tepr (V("T))TE]Rﬁrv v).

Together with assumption (A6) we obtain aggregate desirability of every
commodity by assuming a stronger version of (A7):

Assumption 4.46. ([Grandmont, 92|, p. 30) The following assumption
states that the budget shares for every commodity are strictly positive:

A 7’ For each commodity h =1,...,1, there exists wy, > 0, with Zi,:l wy <
1, such that for v-almost every initial endowment T € ]RfF \ {0}, for all
price systems p € RL , and incomes w = p -7 € Ry we have

Dh /B Eon(p, w)v(db|T) > wpw > 0.

We can thus show aggregate desirability for each commodity: For all
h=1,...,1 andpERﬂr+,wehave

prXn(p) = AphXh(a7p,p-Ta)ﬂ(da)

- / / prXn(a,p, p - 7)w(dblr)v(dr)
Rg B

= [ UL Lmsaor 7 geitry doviaoar)

L

fle)  pras.

[/Bphfz?h(l%p#)v(dbyr)} y(dT)] fla)da

l
+

> | [, ] seyie
=T7<00
= wpp-7) = wpw > 0.

5In terms of definition 4.45, conditioning on 7 actually means conditioning on the o-
algebra that is generated by the constant random variable 7. Note that by positivity of
individual demand and the satisfaction of Walras’ law we may conclude that a demand
function £ as defined in 4.4 is in .Z".
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Since pp, > 0 for all h =1,...,[, this yields
Xn(p) > whE > 0.
Ph

Using aggregate desirability, we can now show the following existence
result for equilibria using a slightly different proof than in [Grandmont, 92]:

Proposition 4.47. ([Grandmont, 92|, Proposition 3.2) Let (A1) to (A3),
(A5°), (A6) and (AT’) hold.
(a) For every p € RZ_H_ and h =1,...,1, it holds

Pr(Zn(p) + 7h) > @wi(p - 7).
(b) There exists an equilibrium price system p* € Rl++. Forallh=1,... 1,
p* satisfies
p;f’h > wh(p* . 77'). (4.34)
Proof. Subsequent to Assumption 4.46 we have shown

Ph(Zn(p) + ) = prXn(p) = wi(p- 7).

Thus part (a) is shown.

Let (p™)nen € RLJF be a sequence of prices such that p” =3 5 # 0 and
there exists k <[ such that p; = 0. For convenience we normalize prices in
the following way: We only consider price systems p € {p € R, [p-7 = 1}.
Using part (a), we obtain for all n € N

w w
Zo") =z T —T=
by b
— 00 whenever n — oco.
Proposition 4.48 below, shows the existence of an equilibrium price system
p*. Furthermore, we have

PrTh = Pr(Zn(p") + Tn) = wa(p” - 7).
L]
A version of [Mas-Colell et al., 95], Proposition 17.C1.1,'6 for our con-
text may be given as follows:

Proposition 4.48. Let Z : ]RlJrJr — R! be a total market excess demand
function as defined in 4.39.)7 Let (p™)pen € Rl++ be a sequence of prices

n M—00

such that p" — p # 0 and there exists k < such that pr, = 0. If

7 (" n—00
max Zi(p ) — o0,

then there exists p* € RY . such that Z(p*) = 0.

16 A more general version of this existence theorem in case of demand correspondences
is given in [Debreu, 82], Theorem 8.

"In particular, we have shown that Z(-) is continuous, homogeneous of degree zero,
bounded below and satisfies Walras’ law.



96 CHAPTER 4. THE AGGREGATION PROBLEM

Proof. [Mas-Colell et al., 95], pp. 586,587 O

Unless otherwise stated, we expect all assumptions in Proposition 4.47
to hold that imply existence of equilibrium. Now that we have established
the existence of equilibrium, we may turn our attention to the uniqueness
problem. Here, uniqueness will be implied by the gross substitute property
of market excess demand.

Definition 4.49. (a) ([Moore, 04] Definition 10.11) Let Z be a total market
excess demand function and p € RLJF. We say that two commodities k and
h, h # k <, are gross substitutes at price system p if

8Zh aZk

—= “=2(p) >0 4.35
O oy, P (4.35)

(p) >0,
and these partial derivatives exist.
(b) We say that the total market excess demand function Z satisfies the gross
substitutes property if all commodities h are gross substitutes at all price
systems p € ]RfH. In addition, we say that Z exhibits the gross substitutes
property on some subset G C RZJFJF if all commodities h are gross substitutes
at all price systems p € G.

Intuitively, two commodities are gross substitutes whenever an increase
in price of one good causes an increase in demand of the other good.

We now show that the gross substitutes property implies uniqueness of
equilibrium. The following proposition is a version of [Arrow & Hahn, 71],
Theorem 9.7.7: We do not state the result for prices in Ri . but moreover for
prices in any convex subset of Rﬁ_ 1. The proof, that we provide here, follows
an idea in [Moore, 04], Proposition 10.13, but in a more general context. It
crucially relies on the satisfaction of the gross substitutes property on a
convex set of prices.

Proposition 4.50. Let Z be a total market excess demand function that
satisfies the gross substitutes property on some convexr set G C ]R{H_ of
prices. Without loss of generality assume G to be a convex cone. Let p* € G
be an equilibrium price vector if any such exists in G. Then p* is the unique
equilibrium price vector in G up to scalar multiples.

Proof. Let p € G be a further equilibrium price system for Z and
*
m = min @
1<h<I Pp,
Now assume that p* # mp, mp € G. We show that p* cannot be an equi-
librium price system and thus obtain a contradiction. Because of convexity
of G we have that the whole “line” [p*, mp| is contained in G: Define the

map p(-) of convex combinations, i.e.

p(n) ==np* + (L —n)mp for all n € [0,1].
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Then p(n) € G, p(1) = p* and p(0) = mp.

By definition of m, we have p* > mp. Moreover, there exists some k <[
such that p; > mpy and some r < [ such that p;, = mpy. Due to the gross
substitutes property of total market excess demand Z on [p*,mp| C G it
follows

0 = Z(mp) < Zx(p") :

Consider the h*" component of p(-). Sine p(-) is the linear interpolation of p*
and mp, we know that py(n) may not decrease in 7, i.e. for all h =1,...,1,
we have g
Ph
)
n
But by definition of k, it holds

>0 forallnel0,1].

dpy,

dn( n) >0 for all n e [0,1],

i.e. pi(-) is strictly increasing along n € [0,1]. The chain rule yields

dZy, aZk dph
oy P = Zaph Dy D
> gj;@m»@z—mmw

for all n € [0,1]. Thus it follows
Zk(p") = Zk(p(1)) > Zi(p(0)) = Zk(mp) = Zy(p) = 0
and hence, p* cannot be an equilibrium price system. O

Corollary 4.51. Posing the standard assumption in Proposition 4.47, let Z
be a total market excess demand function that satisfies the gross substitutes
property. Then there exists a unique equilibrium price system p* € R—H— up
to scalar multiples.

Proof. The existence follows from Proposition 4.47. Uniqueness is implied
by Proposition 4.50 since Rﬁr 4 is a convex cone. O

Remark 4.52. Total market excess demand function Z satisfies the weak
axiom of revealed preference if, for any p*, p? € R! ", it holds

[Z(p') # Z(p*) and p'-Z(p®) < 0] = p*Z(p') > 0.

The following proposition is a version of Theorem 9.7.9 in
[Arrow & Hahn, 71]. The proof basically follows the lines therein.
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Proposition 4.53. Let Z be a total market excess demand function that
satisfies the gross substitutes property and the assumptions in Proposition
4.47. Let p* € REFJF be the unique equilibrium price system. Then for any
JNS ]RlJrJr that is not collinear to p*, i.e. there is no A € Ry, such that
p* = A\p, we have

p*-Z(p) > 0.

By Remark 4.52 this inequality states that the weak axiom of revealed pref-
erence holds for total market excess demand between the equilibrium price
system p* € RZJML and any other price system p € REFJF

Proof. Existence and uniqueness of equilibrium is given by Corollary 4.51.

Again, we apply a normalizing device for price systems in this proof. We
will only consider price systems p € A := {p € Rl++‘ Zﬁc:l pr = 1}. Thus,
for every price system p, we have eliminated all collinear price systems and
now “uniqueness really means uniqueness” on A. Note that A is a bounded
open subset of R

Let us have a look at the map k : A — R, p — k(p) := p* - Z(p) =
23‘21 p;Z; (p). We know that k(p*) = 0. Thus, the assertion follows if we
can show that p* is the unique minimizer of «(-).

Since total market excess demand Z(-) is continuous and bounded below,
as the feasible price systems p are, we know that there exists a lower bound
for k and k is continuous. In a foregoing proof we have already seen that
maxkq Zr(p") "% 0, whenever the sequence (P")nen C A is such that
Py — "5 0 for some k < [. Since p* € R ', , is fixed we get that x(p") 2 %
for sequences (p™)nen C A that approach the boundary of A. In this sense,
Kk “explodes at the boundary”. Hence, we see that the minimization problem
for k() on A exhibits an interior solution and a necessary condition for a
price system p to be a minimizer is given by

o (98 _
v (%)(P) ._< . aﬂ) Z P 3pk —0. (4.36)

8171
k<l

Applying Walras’ law, we see that for allp € A and all k =1,...,[, we have

Olp-Z(®)] _
Opr,
For p* and k < this yields
l
alp* - Z(p*)] Z Z
0= Z —L(p*) + Zi(p").

Thus, equation (4.36) holds at the unique equilibrium p*.
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We finish the proof by showing that equation (4.36) does not hold for
any price system p € A other than p*:'® Let A > p # p* and assume that p
satisfies equation (4.36). Set

*

. P
m:= min -2

1<h<l py,
and consider r < [ such that g—f = m. We know that Z,(p*) = 0; this implies
Zr(p) <0:

Let p! = 2. and p® := L. By homogeneity of degree zero, we obtain
Z(p). This yields

p
0=2Z,(p") = Z:(p") > Z:(p*) = Z:(p),

where the inequality follows from the gross substitute property: We have
pl = <%,...,1,...,%> and p? = (%,...,1,...,%). By definition of r, it

holds 2 > Z—Z for all kK =1,...,l and since p* # p there exists kg such that

P =
i:o Z—i. But these properties are equivalent to:
0 T
D p D}, p
k> gk =1,...,0 and 3Jky suchthat —2 >N
by Dr 2 Pr

As in the proof of 4.50, this yields Z,.(p') > Z.(p?) and thus Z,.(p) < 0.
Now Walras’ law implies

l
Oa[pz Z

Zr(p) -
\,-/

<0

Thus,

But then we obtain

l
1 .07, 07, 1 L0Z;
0 = mE ; ](p):prfa »+—=> pj=2()

l

j=1

81n terms of the assertion this means that (4.36) may not hold for any price system p
that is not collinear to p*.
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which yields a contradiction.!” Hence, there is no p # p* in A such that
equation (4.36) is satisfied. We have a continuous function x on a convex
open bounded subset A of RI=! that is bounded below and tends to infinity
when approaching the boundary of A. Since there is only one element p* in
A satisfying the necessary condition (4.36) for an extreme point, p* has to
be the unique minimizer of (). O

Corollary 4.54. Let Z be a total market excess demand function that satis-
fies the gross substitutes property on some convex open set G € RI_H, without
loss of generality a convex cone. Let G contain an equilibrium price system
p* that is then unique in G by Proposition 4.50. Then for any p € G that
is not collinear to p* we have

if we furthermore suppose Z to be such that k : p — p* - Z(p) is twice

continuously differentiable on G and the Hessian matrix ( Or? (p))

Ophpk hok=1,..]

s positive definite at p*.

Proof. The proof basically uses the same arguments as the foregoing proof:
We can show that there is no price system p # p* in G such that the
necessary condition (4.36) for an extremum is satisfied by any p € G not
collinear to p*: In the proof of Proposition 4.53 we have used that the set
Rﬂr 4 where gross substitutes property holds is a convex cone.

The problem that we face is that x does not necessarily have to increase
when approaching the boundary of G. However, by positive definiteness of
the Hessian matrix at p*, p* is the unique minimizer of x on G. O

By equation (4.34) we can see that equilibrium price systems are bounded
away from zero. Using (A7’), we show that the set where the gross substi-
tutes property holds will eventually contain any compact subset of Rﬂr 4 as
individual behavior gets more and more heterogeneous. The set of equili-
bria is thus eventually be contained in such a set and there will be a unique
equilibrium by Proposition 4.50.

The theorem that follows originates in [Grandmont, 92], Theorem 3.3.
The difference is that we do not pose an assumption to get the weak axiom
of revealed preference between an equilibrium price system and any other

¥The second to last inequality can be obtained straightforward: By definition of r and
since p # p*, we get

P 5 Prowp— 1.1 and Jko suchthat Lo > Pr

Pk Dr Pko br
o PP WE=1,...0 and 3k suchthat P75
Dy "

Applying these inequalities yields the result.
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price system in ]Rﬂr . but between an equilibrium price system and any other
price system in a set that eventually contains any compact set of prices
when agents become sufficiently heterogeneous. The proof basically follows
the lines in [Grandmont, 92], pp. 34,35.

Theorem 4.55. Let assumptions (A1) to (A4), (A5’), (A6) and (A7’) hold.
For @ = (w1,...,@),0 = (b1,...,0,) € R, | as chosen in (A4) and (A7),
we set for all h

l

G(v,w) = p€RL, |pp7y | wn — ij >vop(p-7) forall k#h
j=1
(4.37)

(a) Total market excess demand Z exhibits the gross substitutes property on
Y (v,w). In particular, whenever k, as defined in the proof of Proposition
4.58, is twice continuously differentiable and has a positive definite Hessian
matriz at the unique equilibrium price system p* in 4(v,w), given existence,
the weak axiom of revealed preference holds for total market excess demand
between the unique equilibrium price system p* € 9 (v,w) and any other
price system p € 4(v,w) that is not collinear to p*. That is, we have
p* - Z(p) > 0.
(b) For all h =1,...,k, assume that

l
wi | W — Z v; | > v (4.38)
j=1

holds for all k # h. Then {p € Ry | |py7 > wi(p-7) Vk} C 4(v,w). By
equation (4.34) this implies that the set of equilibrium prices is contained in
4 (v, w) and thus the uniqueness of equilibrium up to scalar multiples follows
by Proposition 4.50.

Proof. First, we note that ¢(v,w) is a convex cone: Let A € Ry, and
p € 9(v,w). Then for all k =1,...,1

l
PkTk wh—ZUj >Uk(p-7_')
j=1
l
S ApRTk wh—ZU]‘ >Uk(/\p-7').
j=1

Thus, Ap € 9(v,w). Furthermore let n € [0,1] and p,q € ¥(v,w). Then for
allk=1,....1

I
(ke — (1= mae)Te [ @wn —>_v; | > vk((np+ (1 —n)g) - 7).
j=1
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This shows convexity.
We now turn to the proof of part (a): Equation (4.16) implies for all

k#h
"

< op(p-7)

IN

0Xy,
—(a,p,p-Tq da
Pk g (a;p,p - 7a)| p(da)

/

0X
phpk/ 3 " (a,p,p - Ta)p(da)
A 9Pk

~~

(4.16)
< ;T: (pTa)

0X,
& ol ?) <pie [ G Ea@ppemnda) Soupe 7). (43)
A OPk

By equation (4.31) we obtain

0Xy,
PkTakPh T(avpvp Te) — ———————
A w P Taq

- Ta l._ j
4§1 /A PkTakPh [— G o ()pzia_)l ’ ] p(da)

l l
— 300 [ msnlda) = i Y,
=1 A j=1

Reordering of this inequality and further estimation yields

0X,,
/Apmk [phaw(a,p,p : Ta)] p(da)

I
Xnla,p,p- _
> / PkTak [ph(ppa)} p(da) — pr7e Y v,
A p-T j=1

LU
R! ]Rl+

I
—PkTk Z 0
j=1

pae | [ S ELT, ) u<d¢>] f(a)da
(A7) :
> /Rl [ . ThPk T V(dT)] fle)dor — py, ; v;

! !
= OADkTR — PETE Y 0 = peTk(Th— Y 95). (4.40)
=1 =1
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Proposition 4.43 and inequalities (4.39) and (4.40) then imply Vk # h

07y, 4.43 / YA
_— = e s d
PPk () PhPk \ Omr (a,p)p(da)

B 0X), 0X),
= phpk/A [3pk (a,p,p-Ta) + S (a,p,p " Ta)Tak | 1(da)

1
> prTr(wn — ij) —vk(p-7) >0 ifpeY(v,w).
j=1

Since pppr > 0 for all A,k =1,...,1, we obtain for all h:

oZp,

Zhip)y >0
o ()

forall k # h and p € 4 (v, w). Thus, Z satisfies the gross substitute property
on ¥(v,w).

Applying Corollary 4.54 to the convex set ¥ (v, w) yields the weak ax-
iom of revealed preference for total market excess demand Z in the special
form stated in part (a), whenever there exists an equilibrium p* € 4(v, w).
Uniqueness of such a p*, if it exists, follows from Proposition 4.50.

Let us now turn to the proof of part (b): Assume that inequality (4.38)
holds and consider price systems p € ]RlJr 4 such that

prTE > wi(p-7) for all k.
Merging these inequalities, we obtain for all h <

l
PrTETOL wh—ZU]’ >wkbk(p‘7’)
Jj=1
l
< PrTk wh*ZUj >0Ep- T
j=1

for all £ # h. Thus, we have
{peR  Im7e > wir(p-7) Yk} CY(0,).

Hence, the set of equilibrium price systems is contained in the convex cone
4 (v, w). Proposition 4.47 yields existence and Proposition 4.50 uniqueness
of equilibrium. O

So far, we have shown that the weak axiom is satisfied in the form of
Theorem 4.55 on a set of prices that eventually contains all equilibrium
prices. In [Grandmont, 92] we can find a stronger result in the sense that
no assumptions are posed on the functional form of market excess demand
Z. However, stronger assumptions are posed on the distributions.
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Proposition 4.56. ([Grandmont, 92], Theorem 3.3(3)) Let assumptions
(A1) to (A4), (A5’), (A6) and (A7) hold and w = (wi,...,w),
v = (01,...,0) € R be chosen as in (A4d) and (A7). We now pose
the following condition: For all h <,

l
(@ — Y 05) > o, (4.41)
j=1

for all k #£ h. Then the weak axiom of revealed preference holds for total
market excess demand between the unique equilibrium price system p* and
any other price system p € ]RZJFJr not collinear to p*, i.e. p*-Z(p) > 0 if
there does not exist any X € R such that p* = Ap.

In our analysis of market demand, when the distribution of demand is
endogenized, we do not directly apply this theorem. Thus, we will only
sketch the proof here.

Proof. Existence and uniqueness of the equilibrium price system p* follows
by the fact that (4.38) is implied by (4.41) since by definition 0 < wy < 1
for all £ < I. As in the proof of Proposition 4.53, the idea is to show that
the mapping « : Rl_H — R defined by

p+— k(p) :==p* - Z(p)

is uniquely minimized at p* up to scalar multiples, where x(p*) = 0. The
main difference of this proof and the proof of Proposition 4.53 is that total
market excess demand Z satisfies the gross substitute property on ¥ (v, w)
but not necessarily on the whole RQ 1. Thus, we have to generalize Corollary
4.54 in that p* - Z(p) > 0 not only for p € ¢(b,) but for all p € RL , .

For a formal proof we refer to [Grandmont, 92|, pp. 35,36. O

This completes our analysis of market demand for Grandmont type dis-
tribution economies.



Chapter 5

Economies with Gaussian
Interaction

5.1 Introduction

In section 4.2 it is shown that market demand satisfies strong structural
properties when individual demand is sufficiently dispersed. However, the
distribution of demand is a primitive of that model. In this chapter we
introduce a model where the distribution of demand is not given exogenously
by the modeler but is generated endogenously by virtue of a local interaction
structure. The basic idea is to generalize Follmer’s Ising economy with
respect to the spin space: Whereas Follmer has assumed E = {—1,+1},
representing exclusive preferences in a two-commodity exchange economy,
we come up with a model where the spin space E represents the space of all
demand-income pairs. The main point of this chapter is to generalize the
local interaction structure in the Ising model to some potential that takes
account of an unbounded spin space.

We now have to be very specific in distinguishing the different economic
concepts introduced in Chapter 3: Grandmont’s model is given by a dis-
tribution economy, i.e. a probability distribution on E. In this chapter
we consider a random economy, i.e. a family (0s)ses of random agents or
random variables on some underlying probability space (2, F, P), each of
which assumes values in E. In this sense the random economy is given by a
probability measure ;. on ES. However, as seen in Section 3.5, in context of
locally interacting agents, this turns out to be a macroeconomic concept.

When using a Gibbsian approach to model local interactions, the pri-
mitives of the model turn out to be

e a graph S, where each site of S represents an agent and edges are used
to define the microscopic interaction structure;

e a spin space E; of individual states for every agent s € S and a ten-

105
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dency for every agent to exhibit some spin given the agent does not
interact;!

e a microscopic interaction structure given by a specification, in turn
generated by a potential as in Definition 2.12.

As in the Ising economy we assume S to be the d-dimensional integer lattice
7%, d > 1. The choice of the spin space E = {—1,+1} is a major objection
to the Ising economy. A spin space that consists of just two elements only
admits two different individual states. When assuming the consumption
set to be equal to RQL and agents to be specified by demand-income pairs,
this assumptions cannot be maintained as the set of preferences or demand
functions is uncountably infinite: We have stated that any equivalence class
of a-transforms for a given demand-income-pair can be identified with R'. In
the new model that we refer to as unbounded spin Ising economy?, we assume
an underlying type, or more concretely a demand-income-pair, and then the
spin space for every agent is given by the space of all a-transforms: E = R,
where [ denotes the number of distinct goods available. The underlying
type may be thought of as some sort of consensus within society. However,
we will argue that this assumption is not an improper restriction. In this
model, we do not want an agent to exhibit some a priori tendency for a
specific demand function, i.e. for some specific @ € R!. Thus, we choose the
Lebesgue measure as reference or a priori measure.

The last crucial primitive of the model is the local interaction structure.
In Follmer’s Ising economy this structure was generated by the Ising poten-
tial taking account of preference for conformity. The objects of study were
the pure states. By the same token, the interaction structure in the new
model will be given by an interaction potential, too. Since we have changed
the spin space drastically from a model exhibiting two spins to a model with
unbounded and uncountably infinite spin space, we have to consider a more
general interaction structure. In a first step, we consider so called Gaussian
potentials generating Gaussian specifications with state space R. More pre-
cisely, we consider the potential that is assumed for the harmonic oscillator.
Then we take the product specification as introduced in Proposition 2.7 with
spin space E = R!. In this sense, the unbounded spin Ising economy that
we consider is a “product” of harmonic oscillators.

We have chosen this special type of local interaction structure, that we
refer to as Gaussian interaction, for several reasons: First of all, it directly
generalizes the Ising potential used by Follmer to state space E = R A
second motivation is mathematical convenience; there are many well known
and elegant results for Gibbs states when interaction is specified by homo-
geneous Gaussian potentials.

We assume a common spin space E and a common reference or a priori measure \
among agents.
2The name originates from the unbounded spin Ising model in statistical mechanics.
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Justifiably so, the skeptical reader may now object that such a model is
hardly to accommodate with the “real world”. However, this objection may
be refuted by the fact that the specific Gaussian interaction potential under
consideration is equivalent to an interaction potential that accommodates
for “preference for conformity”. Thus, assuming that an agent wants to be
similar to her peers, our choice of interaction structure is warrantable.

The present chapter is divided into two main sections. The first section
states fundamental results for Gaussian specifications as the mathematical
cornerstone of the models that are introduced in the second section. These
models generalize the Ising economy with respect to spin space. The results
obtained in the first section are crucial for the analysis that is carried out
in the next chapter.

5.2 Gaussian Specifications

This section serves as a comprehensive introduction to Gaussian specifica-
tions and thus, provides a basis for further modeling and analysis of market
demand. This discussion originates in [Georgii, 88], Chapter 13.

We assume that the local interaction structure is given by a Gaussian
potential, i.e. a pair potential ®/" with a quadratic part given by some
symmetric and positive definite coupling function J : S x S — R and a
linear part given by some external field h : S — R. We then consider the set
G(y7") of Gibbs measures with respect to the specification v”*, induced by
the interaction potential ®/" as in Definition 2.12. For our economic model,
we confine ourselves to homogeneous coupling functions and external field
0. Two questions are of interest:

1. Does there exist a Gibbs measure for the Gaussian potential ®/", i.e.

Gy £ 07

2. If so, do we obtain an explicit characterization of ergodic elements in
G(y”") when J and h are assumed to be homogeneous?

5.2.1 Basic Definitions

The first definition recalls basic concepts from probability theory; parts
(b) to (d) are taken from [Rockner, 05]. Let (€2, F, P) be an underlying
probability space.

Definition 5.1. (a) ([Bauer, 74], Definition 47.7) Let u be a probability
measure on (R", B(R™)), n € N. We define the Fourier transform i : R" —
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C of p by
i) = [ ey
= [ costurghuldy) +o [ sin(u- y)utay)

for all uw € R™, where v denotes the imaginary unit.

(b) Let o : Q — R™ be a random variable, i.e. F/B(R™)-measurable, and
o(P) := py = P oo~ ! denote the distribution of o with respect to P;
particularly, ps € P(R™, B(R™)). We then define the characteristic function

Yo 1= flo

of 0. By the transformation formula for image measures (cf. [Bauer, 74],
Proposition 18.1), we may equivalently define the characteristic function by

SOU(U) — / eLu~y'uU(dy) — / eLu-UdP — P(ebu-a)’
n Q

the expectation with respect to P, for all u € R™.

(c) Let ¢ : Q@ — R™ be a random variable. We say that o is Gaussian
distributed (with respect) to P if there exists a real, symmetric, positive
semi-definite n X n-matriz C' and some m € R™ such that

o (u) = etwm—yu-Cu Yu € R™.

In this case C is called the covariance and m the mean of o. We call u, a
Gauss measure or Gaussian (measure).

(d) Let S be an arbitrary index set. A family of R-valued random variables
(0i)ies on Q is called (jointly) Gaussian if for all n € N and iy,...,i, € S,
the random wvector o = (04y,...04,) : Q@ — R™ is Gaussian distributed;
equivalently, if all finite dimensional marginal distributions Ioiy i) =

-1

Po(oi,...,04,)" " are Gauss measures.

Remark 5.2. The Fourier transform uniquely determines the corresponding
probability measure. Thus, a Gaussian measure is uniquely determined by
its covariance C' and mean m.

Proof. [Bauer, 74], Proposition 48.4 O

From Chapter 2 we know that we first have to specify a parameter set
S, a state space E and a reference or a priori measure \: We assume S to
be countably infinite. Henceforth, let E = R and £ be the Borel-o-algebra
B(R). The reference measure A on E is assumed to be the Lebesgue measure.
As in Chapter 2 we choose the following canonical representation for
the underlying measurable space (2, F): Q := ES and F := £5. Thus,
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we write (2, F) := (E,&)S := (RS, B(R)S). Again, a random field (o;);cs
as introduced in Definition 2.1 is equivalently given by some probability
measure p € P(, F).

The following definition is consistent with Definition 5.1(d):

Definition 5.3. (a) ([Georgii, 88], Definition 13.1) A probability measure
p on (E,&)S is called a Gaussian field if all finite dimensional marginal
distributions op(p) == po O'Xl, A € S, are Gaussian. The vector m :=
(mi)ies = (1(0i))ies, where p(o;) := [gs oidp, is then called the mean of
u, and the symmetric function C': S x S — R,

C(i,j) = p((oi —mi)(oj — my)) = p(oio;) —mim; Vi, j €S,

1s called the covariance function of u. w is said to be centered if m = 0.
(b) A specification v as given in Definition 2.6 is called Gaussian if, for all
weQand A €S, ya(-|w) is a Gaussian field.

Remark 5.4. ([Georgii, 88], p. 257) In terms of Definition 5.1 we can
restate Definition 5.3 in the following way: p on (E,&)S is Gaussian with
mean m and covariance function C if and only if

o (u) ::/ eLZz'esumiM(dw) _ M(ebziesuigi)
ES

= e Yies “imi_% i jes wiC(6:4)u;

for all u := (u;)ies, u; € R, such that |{i € S : u; # 0}| < co. Moreover,
the symmetric covariance function C interpreted as an infinite dimensional
matriz can be shown to be positive semi-definite, i.e.

> wiC(i,f)u; >0
1,j€ES
for all sequences (u;)ies in C with |[{i € S : u; # 0}| < 0o, where u; denotes

the complex conjugate of u;.

Definition 5.5. ([Georgii, 88|, pp. 260-265) (a) Let (2, F) be given as
above, J: S xS — R and h € Q2. We set

Qy:= wEQ:Z]J(i,j)wj] <oo forallie$S
JES
If J has finite range, i.e. {j € S : J(i,j) # 0} € S for all i € S, then
Q0 =Q.
(b) We define the potential

$J(i,9)0? + hioy if A= {i},
4" =< J(i,5)oio; if A={i,j},i#j, (5.1)

0 else.
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J is called coupling function and h external field. ®/" is called a Gaussian

otential if J is symmetric and positive definite.3 Let H" .= H®"" denote
p Y p A A
the Hamiltonian and Z" the partition function with respect to olh 4

A

(c) Given A€ S and J : S x S — R, we define the matriz

An = (J(i,7))igen-
(d) For J: S xS — R and h € Q, we set

My ={meQy:hi+Y J(i,j)m;=0 foralic$
Jj€ES

o

We now characterize the specification y/* := ~ " generated by @/

whenever J is symmetric and positive definite.

Proposition 5.6. ([Georgii, 88], Proposition 13.13 & Definition 13.18) Let
J S xS — R be symmetric and positive definite and h € Q. Then, for
we Ny, ZX’h(w) < 0. v*, given by

J,h )
Th(Alw) = { 7ZJ,F1L(W))\A(1A6_HA w) ifweQy,
Yo w) = A
0w 4 (A4) else,

forallA € S, A€ F and w € ), defines a Gaussian specification. Here,
(SOAWS\A denotes the Dirac measure on the configuration Opaws\a that is equal

to zero on A and to w everywhere else. ’yi’h(-]w) is the unique Gaussian field
with mean

— Sen Fa k) (bt Sygn I )y i1 €A and

w € QJ,
mi(A,w) = 0 ifi € A and
w¢Qy,

and covariance function

.. 1Gi,7) ifi,je A andw € Qy,
CA(Za]):{ {A ) eflse.j !

3We show in Proposition 5.6 that in this case véJ’h is a Gaussian specification.

4In fact, ®7" is not a potential as defined in 2.11, where a potential is given by a
family of functions ®4 : 2 — R: The reason is that Hj\]‘h(w) may not exist for all w € Q.
Nevertheless, the Hamiltonian exists for all w € Q. Thus, ®”" is a potential as in
Definition 2.11 if J exhibits finite range. In general, we have to generate a specification
in a slightly different way than in Definition 2.12: We obtain vf‘]'h (A|w) as in Definition
2.12 if w € Q; and thus the partition function and the Hamiltonian are well-defined;
for w ¢ Q, we just assume some distribution. However, the procedure can be seen in
Proposition 5.6.
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Proof. By definition of v"", 1(Q;) =1 for all u € G(y/"). In [Georgii, 88],
p. 265, there is an outline for proving that v/" is indeed a specification
The Gaussian property and the explicit form of mean and covariance when
w € Q is shown in the proof of [Georgii, 88], Proposition 13.13. For w ¢ €2,
the assertion is immediate by definition of v as a specific Dirac measure. [

Assumption 5.7. Henceforth, if we consider a Gaussian specification, we
always refer to a specification v"" as defined in the foregoing proposition
with symmetric and positive definite coupling function J.

When considering the terms in Proposition 5.6, one should always be
aware of the formal definitions as introduced in Chapter 2. To recall: For
A C S let AN denote the Lebesgue measure on (E,&)%, ie. the |A|-fold
product of the Lebesgue measure on (E,&). In equation (2.1), A (Alw) is
defined as

)\A(A]w) = AA(1A|w) = )\A X 6

WS\A(

_ / AN © b ) (dw)
Q

- / La(Ewsy )N (d€)
EA

A)

denotes the Dirac

forA€S, AcF,weQ, ey :=FE? where §

WS\ A
measure on (E,&)S\A with mass on ws\A- WA D w i (wi)iea is the
projection mapping on EA. Thus, we obtain

A (Lae™ " w) = / La(€wsyp)e R Es NN (dg).
EA

And thus, Proposition 5.6 and Definition 2.12 are consistent.
Let §,, denote the Dirac measure with mass in m € . Since

[ e Tl o) = e Sies v
Q
we say that d,, is Gaussian with mean m and covariance 0.

5.2.2 Characterization of Gibbs States

The following proposition provides us with a characterization of Gaussian
Gibbs measures in terms of mean m and “inverse” J of covariance C.

Proposition 5.8. ([Georgii, 88], Theorem 13.22) Let u be a Gaussian field
with mean m and covariance function C. Also, leth € Q and J: SxS — R
be a positive definite symmetric function. Then the following conditions are
equivalent.
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1. pegHmh),

2. M(Qj) =1,me MJ’}L and

> J(i,§)C(j. k) =6y for all i,k € S.
JES
Proof. [Georgii, 88], pp. 266,267 O

We now tackle the problem of characterizing the set of Gibbs measures
G(y”") for the Gaussian specification 4", J symmetric and positive defi-
nite. Since E is a linear space, the following notion analogous to the spin
flip in the Ising model is well defined. Recall: In the Ising model, spin flip
is the broken symmetry.

Definition 5.9. Given m € Q) we define the spin translation T'> 7™ : ) —
Q by m as follows:

TMw = w +m = (w; + mj)ics
for all w € Q.

Remark 5.10. Let pu € P((E,&)S) be Gaussian with mean m and covari-

ance C. Consider the transformation ™™. Then 7™ (u) == po (™)~ =

wo 1™ is Gaussian with mean m + m and covariance C'.

Proof. By Remark 5.4 we have that u is Gaussian with mean m and covari-
ance C' if and only if

_ 1 ..
M <€LZZ~€S uiai> _ /eLZieS uiaidu _ @ines umi—35 Zi,jes u; C(4,5)u;

for all u € RS, such that [{i € S : u; # 0}| < co. Applying the transforma-
tion formula for image measures, we obtain

Tm(ﬂ) (eLZwsuiai) — /eLZiGSuiaid(Tm(M))

=m;+0o;(w)
—
= /eLZies ui (0 0 Tm)(w)lu(dw)
— /eLZiES wMmi+L ) es uiUidIuJ
— eLZiES ul(fnﬂrml)fézz’]es uZC(l,])Ug
O

The proof of the following remark is an elaborate version of that in
[Georgii, 88].
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Remark 5.11. ([Georgii, 88|, Remark 13.23) Let J : S x S — R be sym-
metric and positive definite. Let h, h € €.
(a) If m € My, we have

AT rMw) = (R (|w)) VA € S,w € Q.
(b) For each m € M, we have

Gy = {7 () € G(vO)}.

(¢) G(v"") is invariant under 7™, m € M . In this case, T™ is a symmetry
of 7.

(d) If My contains an element m # 0, then either G(y"") = 0 or exG(y7")
s uncountably infinite.

Proof. (a) From Proposition 5.6 we infer that fyX’thh(-]me) and ’yX’h(~|w)

are Gaussian fields. Thus, Tm(qfi’h(-]w)) is a Gaussian field by Remark 5.10.

In light of Remark 5.2, it suffices to show that the left and the right hand
side of the assertion have the same mean and covariance. Proposition 5.6
and Remark 5.10 imply the covariances to be identical. The explicit form
of the mean in Proposition 5.6 shows consilience of means.
(b) “O” Let p € G(y”%) and m € My,. Then Remark 2.33 and part (a)
imply
(@)

() € G(r™(vH0)) = G(vHh).
“C” Let p" € G(y™") and m € M. We then have to find u° € G(v70)
such that 7™ (u%) = p". But again,

pheg(’h e ,uhvx’h =u" VAEeS.
As in the proof of Remark 2.33, this yields
T T = (") YA €S

By part (a), we have 7™ (/") = 479 and we set 0 := 7™ (u"). We then
have p° = 77™(uh) € G470,

(c) Let m € M. In this case, part (a) yields

J,h) Jh
)

() =
: m Jh.
i.e. 7" is a symmetry of 47"

AP ) = ) D (P fw)).

By Definition 2.30(b), 7™ is a symmetry; Remark 2.33 yields the assertion.
(d) Note that Mg is a linear subspace of Q.> Let us now assume there

SHaving a look at the definition of M s, we see that 0 € M, and, for m1, m2 € My,
k € R, we have (mq1 + m2) € My and km1 € M.
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exists 0 # m € M 9. Then M is uncountable. We have already shown
that in this case 7™(y/") = 47", that is /" exhibits the symmetries 7™,
m € Mjo. Since M is uncountable, the set of symmetries is uncountable
(and thus G(y”") has to be uncountable whenever G(y/") # () by Remark
2.33). Let now G(y”") # 0. By Proposition 2.40 we have exG(y7") # 0.
Remark 2.38 yields that exG(y”") is uncountable: Let u € exG(y”"), then
{7™(u) :m € Mo} C exG(y”") is already uncountable. O

The next definition is needed for the main result in this section stating
that u € G(y/") if and only if p is a random translation of some Gaussian
field pc.

Definition 5.12. ([Georgii, 88], p. 268) Let pu1,pue € P(Q,F). We define
the convolution py * o by

1% pa(f) = / / F(E + )y (d)pa ()

for all bounded measurable functions f, where & +n := (& + 1;)ics € 2.

Remark 5.13. Given a random field u € P(Q2,F). Let ., denote the Dirac
measure with mass in m € Q. Then p* 6, = 7™ ().

Proof. Let f be a bounded measurable function. Then

pedn(t) = [ | [ 5+ nutae)] ntan
- / F(€ -+ m)p(de)
= [rerm©utag)

- / FEO™ ()] (de)
) ()

O]

Remark 5.14. Given random fields p,v € P(Q,F). Let d,, denote the
Dirac measure with mass in m € ). Then

= m 513 * vidm).
uw—/gf () (dm) * /Qm /()

Thus, p* v is a random translation of p when randomness is ruled by v.
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Proof. Let f be a bounded measurable function. Then
werls) = [[| [ 56+ mutas)| vtan
-/ o T"><§>u<d§>] v(dn)
= [ |/ st ] vian)
= [T
L[ a,) (i)

O

The following proposition gives us a characterization for Gibbs states
with respect to Gaussian specifications. We elaborately state the proof here.
Particularly, the proof of the second part exhibits a good intuition for the
set of Gibbs states.

Proposition 5.15. ([Georgii, 88], Theorem 13.24) Let J : S x S — R be
symmetric and positive definite and let h € Q. Suppose that G(y"") # 0.
Then the limits

C(irj) = lim 77 (0, ) (5.2)

exist for alli,7 € S. A random field ju belongs to exG(y”") if and only if p
is a Gaussian field with covariance C' and mean m € M. Hence,

Gy ={pucxv:ve Z(Q,F),v(Mp) =1}, (5.3)
where po is the unique centered Gaussian field with covariance function C.

Proof. Proposition 2.40 ensures exG(y”") # 0. Let u € exG(y”") and
(An)n>1 C S be increasing and cofinal in S, i.e. for each A € S there exists
no with A,, D A for all n > ng. Theorem 7.12 in [Georgii, 88] implies that
there exists an w € 2 such that the Gaussian field fy/“(:(]w) converges to
locally as n — co. Propositions 5.6 and 5.16 below imply that p is Gaussian
with mean m and covariance C(i,j) = limpes £ '(4,j) Vi,j € S. In
particular, this limit exists. By Proposition 5.8 we obtain m € M.

To keep track of the results obtained so far: p € exG(y”") is Gaussian
with mean m € M), and covariance C' given by equation (5.2).

Let po be the centered Gaussian field with this covariance C. Remark
5.13 implies pc * 0,y = 7" (). By Remark 5.10 we obtain uc * 0, to
be a Gaussian field with mean m and covariance C. Thus, for yu as above,
i = po * 6y by Remark 5.2.
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So far, we have shown () # exG(y"") C {uc * 6 : m € My}, ie. for
each p € exG (") we can find m € M, such that g = 7™ (uc). Thus, we
have contrariwise puc = 77 ™(u). Remark 2.38 then implies

pe € exG(r~ ™ (y"") = exG(y"),

where the equality of sets follows from Remark 5.11(b):

exG(y"") = ea{r™(n) : p € G(v')}
& gl ) = erlp: p € G0} = exG(r")

And again by Remarks 2.38 and 5.11(b), we have
pio * 6m = 7" (uc) € exG (7™ (7)) = eaG (v Vm € My,

Thus, we have {uc * 6 :m € My} C exG(y7h).
Hence, we have shown

aG(r™") = (e x b € Mgy}

with pc the unique centered Gaussian field with covariance C.
Having characterized the extreme Gibbs states for 4/ explicitly, we may
now use Proposition 2.40 to obtain the set of Gibbs measures:

Gy = { Ly 700 0 € PG, 7/(%9(7)))}

Noteb.17 {/Q(NC % Om)v(dm) 1 v € P(QL,F),v(Myy) = 1}

2 {uorv v e P(OF),v(Myy) = 1),

O

The notation “ [ 7™ (uc)v(dm)” for “pe*v” exhibits a precious intuition:
We see that a measure p is Gibbsian if and only if it is a random translation
of pec. In the foregoing proof we have used the following result:

Proposition 5.16. ([Georgii, 88], Proposition 13.A5) Let (U®));>; be a
sequence of R"-valued Gaussian random vectors U®) with mean m®) and
covariance C%) . Suppose UK) converges in distribution to a random vector
U. Then the limits m = limp_ oo m*) and C := limj_.ooC® exist, and U
is Gaussian with mean m and covariance C.

Proof. [Georgii, 88|, p. 285 O



5.2. GAUSSIAN SPECIFICATIONS 117

Note 5.17. Considering uc * v € exG(y”"), Remark 5.14 and the explicit
characterization of exG(y"") allow us to identify v with the probability dis-
tribution 1) on exG (") that represents pc * v in Proposition 2.40:

/ mp(dn) *2 pex v = / (e * O )v(dm)
exG(y"h) M,

Assuming G(y/") # 0, Proposition 5.15 provides us with a complete
description of exG(y”"). Thus, we have to find conditions ensuring the ex-
istence of Gibbs measures. In [Georgii, 88|, p. 269, the following conditions
are given. We state a proof here.

Proposition 5.18. Let J : S x S — R be symmetric and positive definite.
Gy # 0 if and only if My, # 0 and J has inverse C given by equation
(5.2) such that pc(Qy) = 1.

Proof. “="” This implication follows directly from Proposition 5.15 since
pc(25) = 1 by Proposition 5.8 as uc € G(y7").
“<” Since 0 € Mo, pc(f2y) = 1 and J has inverse C, Proposition 5.8
implies uc € G(v7?). Let now m € My, then by Remark 5.11(b), we
obtain

GO = {7 () : p € G(Y")} 3 7™ ().

O]

If J has finite range, we have Q; = Q and thus puc(2y) = 1. In this
case, Proposition 5.18 reduces to

Gy # 0 & My, #0 A the limit (5.2) exists.

The next proposition improves condition (5.2) in case of finite range.
Later, we are only interested in a coupling function that exhibits finite range.

Proposition 5.19. ([Georgii, 88], Theorem 13.26) Let h € Q and J : S x
S — R be a positive definite symmetric function such that {j € S : J(i,j) #
0} €S for alli € S. Then G(y"") # 0 if and only if Mz, # 0 and

sup ¢, (i,i) < oo Vi€S. (5.4)
AeS
Proof. [Georgii, 88|, pp. 269,270 O

The following example is a generalization of the Ising ferromagnet in
Section 2.7. This is explicitly shown in Example 5.33.

Example 5.20 (The harmonic oscillator). ([Georgii, 88], Example 13.29)
Letd>1,S=17% >0 and define the coupling function

B — g li-il=1,
J(i,5) = g ifi=j,

0 else.
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For all h € Q we obtain that G(v"") =0 if d < 2 and G(v"") # 0 if d > 3.
Thus, whenever d > 3, we may apply the characterization of Gibbs states
in Proposition 5.15. For t € R define the constant configuration m' €
by mt =t for alli € S. My contains all constant configurations and thus
PP exhibits the (spin translation) symmetry ™ W (wi +t)ies, t € R.
Moreover, we have My, # 0 for all h and hence, whenever d > 3, b
exhibits breakdown of the symmetry 7™, t € R\ {0}.

Proof. J is symmetric, i.e. J(i,5) = J(j,4) for all 7,5 € S, exhibits finite
range and satisfies

1. J(i,5) <0 Vi#jand

2. Vg J(i,5) >0 Vi

Thus, we may follow that J is positive definite: Let (u;);en be a sequence
in C such that |{i € S : u; # 0}| < co. Then

2 1

3 )y = 5 3 I — i = 0

1,j€S i#£j
The term on the right hand side equals 0 if and only if u; = u; whenever
li —j] =1, ie. J(i,j) < 0. By definition of J, this can only be the case if
u; = uj for all i # j € S. Since we assumed {i € S : u; # 0} to be finite,
this can only be the case if u; = 0 for all 4 € S.

We now define a stochastic matrix @ := (Q(i,7)); jes, where S:=Su

{oo}, by

- g5 ifi#jes,
J(0,5)
5€S T(i0)

Qi) = Hres, j=ce
if i =j = o0,
else.

OHM

Now let (X?),en be the symmetric random walk on S with transition matrix
Q@ and starting point ¢. Let P; denote the underlying probability measure,
ie. Pio(Xo,...Xn) ' =60Q®...9Q for all n € N. For A € S define
TA, the time of first exit from A, by

A :=min{n € N: X,, € S\ A}L.
The following equivalence holds:
sup _#, '(i,i) <oo Vi€S = Vi e S i istransient for Q,
AeS (55)

l.e.

ZQ"(i,i):Pi Zl{Xn:i} <oo VieS:

n>0 n>0
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For all i,j € A € S, we have
P My )
—1/: - ¢ n=0 {Xn=j}
)= - .
A (6d) J (4, 5)

Equation (5.6) will not be shown here. An outline of the proof can be found
in [Georgii, 88], p. 271. Applying this representation for ¢, ! to condition
(5.4), we obtain the equivalent condition

TA—1
sup F; (Z 1{Xn=i}> <oo VieS. (57)

AeS n—0

(5.6)

By definition of 74, equivalence (5.5) follows since

TA—1
sup b (Z l{Xn:i}> =P (> =y

Aes n=0 n>0
By Theorem 5.19 this yields:
Gy #0 & My, #0 A Vi€S,iis transient for Q.

As it is well known (e.g. in [Rockner, 05], Example 7.7.4), every i € Z% is
recurrent for @) if and only if d < 2 and transient if and only if d > 3. Thus
it follows G(y”") = () if and only if d < 2. G(y"") # () whenever M, # ()
and d > 3. Proposition 5.15 yields that M, and ezG(y”") are isomorphic
in this case.

Since J exhibits finite range we have Q; = Q. If m € Q is constant,
i.e. m; =m; for all i,j € S, we have ;g J(i, j)m; =m; > g J(i,7) =0
for all © € S. Consequently, we obtain that Mo contains all constant
configurations.

By Remark 5.11(c), 7™, m € M, is a symmetry for y/*. Thus, rm'
defined by w +— 7™ (w) := (w; + t)ies, t € R, is a symmetry for 47",

Obviously, M, # 0 for all h € Q. Moreover, since My, = m + M
for m € My, we see that M), is uncountable. Thus, by Proposition
5.15 a Gaussian field p with covariance C' and mean m € M, belongs to
exG (") € G(y*) if d > 3. We have seen that 7 is a symmetry for
M since m! € Myg. Let u € exG(y”"), then p is Gaussian with mean
m € My and covariance C. By Remark 5.10, 7 (1) is Gaussian with
mean (m; + t)ics # m for t # 0. Thus, 7™ (1) # p for t # 0 by Remark
5.2 and hence, ™" is not a symmetry for u € exG(y""): 4" exhibits
uncountably many symmetry breakdowns. O

Remark 5.21. In the setting of Example 5.20, equations (5.6) and (5.2)
show that the covariance function C' is given by

2nz0 Q" (0, 7)

C(i,j) = 67 Vi,j € S.
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The coupling functions discussed in the next section are designed for
tackling the existence problem when J may exhibit infinite range. We have
seen that the harmonic oscillator, that constitutes the corner stone of our
economic model, exhibits finite range. Nevertheless, coupling in the har-
monic oscillator is homogeneous and thus, the next section may generate
some more insights in the structure of Gibbs states for the harmonic oscil-
lator. In particular, we characterize homogeneous extreme Gibbs states.

5.2.3 Homogeneous Coupling Functions

For the rest of this section assume S = Z¢ d > 1, and J and h being
homogeneous in the sense given below. Recall from Example 2.28 that
0;, j € S, denotes the (lattice) shift or (lattice) translation. Moreover,
homogeneity of a specification was introduced in Example 2.31.

Definition 5.22. ([Georgii, 88|, p. 273) Coupling function J : S x S — R
and external field h € €0 are called homogeneous if there exists an even

function J : S — R, i.e. J(s)=.J(—s) for alls €S, and h € R such that
J(i,5)=J(G—j) and hj=h VijeS.
Note that the coupling function J as defined in 5.20 is homogeneous.

Remark 5.23. ([Georgii, 88|, p. 273) Let J : S x S — R be symmetric and
positive definite, h € Q. A Gaussian specification v is homogeneous if
and only if J and h are homogeneous.

Proof. Since a Gaussian field is uniquely determined by mean and covari-
ance, we have to assure that the means and covariances of yx4;(0;A[0;w)
and v (A|w) coincide. Applying the explicit characterization of mean and
covariance in Proposition 5.6 to Example 2.31 yields the assertion. O

Given an even function J : S — R and 7 € R we can determine the
corresponding homogeneous coupling function J and external field h. Thus,
we call J positive definite, whenever the corresponding J is positive definite.
By definition, a homogeneous function is symmetric. The notions Q 5, M ik

and v/ are well defined for J and h as they are for J and h.

We have assumed J and h to be homogeneous. Thus, we may identify J
with its corresponding J and h with its corresponding k. By this token and
following [Georgii, 88], we henceforth denote .J by J and h by h.

We want to achieve a result similar to Proposition 5.15 when v/ is a
homogeneous Gaussian specification. In particular, we want to characterize
the elements in Gg(y”"). We would like to obtain a characterization of
ewge(’y‘]’h), the set of all pure states. However, we obtain all homogeneous
extreme Gibbs states. Since homogeneous extreme distributions are also
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extreme homogeneous, we obtain the set of all pure states (ergodic Gibbs
states) that are phases (extreme Gibbs states). Thus, we obtain

exG(v"") N Go(v"") C exGeory.

However, extreme homogeneous Gibbs states (pure states) do not necessarily
have to be homogeneous extreme Gibbs states (homogeneous phases). Thus,
we do not necessarily obtain the set of all pure states.

The results in this section rely on Fourier analysis. Thus we need some
further notation. However, we do not go much into detail. Let now K =
{2 €C:|z| = 1}. Then, set G = K9.

Definition 5.24. ([Georgii, 88|, p. 274) Let J : S — R be such that

> ()] < 0. (5.8)

€S
The Fourier transform J : G — C of J is given by

J(z) =2 (i)
€S

for all z € G, where 2 := (zil,...,zzld) fori = (i1,...,iq) € S and z =
(21,...,Zd> e G.

Remark 5.25. ([Georgii, 88|, p. 274) Let J be even. Then J is positive
definite if and only if J > 0 and there exists z € G such that J(z) # 0.

We can now turn to the main result in this section. It provides a nec-
essary and sufficient condition for existence of Gibbs measures. However,
our main interest is in the explicit characterization of homogeneous Gibbs
states.

Proposition 5.26. ([Georgii, 88], Theorem 13.36) Let S = Z%, h € R and
J 8 — R be a positive definite even function satisfying Y g |J(i)] < oo.
Then G(y7") # 0 if and only if M), # 0 and

/ J(2) Ydz < o0,
G

where dz denotes the image measure on G of the normalized Lebesgue mea-
sure A on | — 1,4+1]% with respect to the mapping

|—L+1]2>p=(p1,...,pq) — zp:= (P, ... eTPd) € G,
P

i.e. dz = z,(\)(dp). In this case we have

Gy ={pc*v:veP(Q,F),v(Myy) =1}
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as in Proposition 5.15 and
Go(v!") ={uc*v:ve Pe(Q,F),v(Myp) =1},

where po denotes the unique centered Gauss field with covariance function
C(i, ) :/ A70J(2)" Yz Vi, j€S.
G

Proof. [Georgii, 88], pp. 275,276, shows that G(y”") # (. The characteri-
zation of Gibbs states then follows as in Proposition 5.15.

The characterization of Gg (y”") is shown immediately: uc*v € G(y/")
is homogeneous if and only if v € Pg(2,F). This equivalence directly
follows from Corollary 2.41 and Note 5.17. O

Remark 5.27. ([Georgii, 88|, Remark 13.39) Let h € R and J : S — R
be a positive definite even function exhibiting finite range. Then My # (.
Assuming there exists i # 0 such that J(i) # 0, then My, is uncountable.

Proof. [Georgii, 88], pp. 276,277 O
We now proof a remark given in [Georgii, 88].

Remark 5.28. ([Georgii, 88], p. 277) Let J : S — R be even, positive
definite and exhibit finite range. Then we have three distinct cases:

1. G(y'") =0,
2. 16(v"M)] =1,
3. exG(yP") is uncountable.

Proof. Remark 5.27 shows M ;;, # (. By Theorem 5.26, the first case occurs
whenever J~! is not integrable, i.e. Ja J(z)" Yz = 0.

Second, assume M, to be countable. Then, by Remark 5.27, J(i) = 0
for all 7 # 0, i.e. there is no interaction. Since M, = m + M for
each m € My, Mg is countable, and thus, as a linear subspace of €2,
we obtain Mg = {0}. From the proof of Proposition 5.15, we infer that
lexG(y79)| = 1 and hence |G(7y7?)| = 1. Remark 5.11(b) yields |G(y7")| = 1.

The last case occurs whenever J is non-trivial, i.e. there actually exists
interaction among agents, and J1is integrable. Remark 5.27 shows that
M, is uncountable in this case. But then, since G(v" ") # (), we obtain
exG(y”") to be uncountable by Remark 5.11(d). O

As in the Ising economy in Section 3.5, we set h = 0. The following three
remarks that can be found within the lines of [Georgii, 88], p 278, motivate
this assumption of a vanishing external field.
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Remark 5.29. Let h # 0 and J(1) = 0. Then My, does not contain any
constant element.

Proof. Assume there exists m € My, and ¢ € R such that m; = ¢ for all
1 € S. Then for all i € S

0 = hi+ Y J(i—jmy
jES
= hite) J(k).

keS
——

=J(1)=0
Thus, h; = 0 for all ¢ € S. This contradicts h # 0. O

Remark 5.30. Let h # 0 and J(1) = 0. In this case, there does not exist
any 1 € Go(y"") such that u(|oo|) < oo.

Proof. Taking into account the result of Remark 5.29, Georgii refers to the
proof of Proposition 5.8, [Georgii, 88|, pp. 266,267. O

Remark 5.31. Coupling J of the harmonic oscillator satisfies j(l) =0:

J(z2) =) _2J@)| =>_J{@)=p- Qd% =0.

€S =1 €S
Thus, when considering the harmonic oscillator, in light of Remarks 5.29
and 5.30, it makes sense to confine ourselves to h = 0.

Roots of J on Ge (v7") exhibit even stronger consequences when h = 0:

Corollary 5.32 (of Proposition 5.26). ([Georgii, 88], Corollary 13.40) Let
J : S — R be even, positive definite and absolutely summable in the sense
of equation (5.8). If J1 s integrable and there exists some z € G such
that J(z) = 0, then exGe(y"°) contains uncountably many Gibbs measures
with finite second moment, i.e. M(O’?) < oo for alli € S. Conversely, if J
has no root in G then uc is the only element of Go(v”0) with finite second
moment.

Proof. [Georgii, 88|, pp. 278,279 O

We again consider the harmonic oscillator but restate the homogeneous
coupling function J in terms of the corresponding even function J, denoted
by J, too. We have already motivated to assume h = 0.

Example 5.33. ([Georgii, 88|, pp. 281,282) Let S =7 d>1, >0 and
— o iflil=1,
J(i) = B ifi=0,

0 else.
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We have already mentioned that the harmonic oscillator can be seen as
a generalization of the Ising ferromagnet: By Proposition 5.6 we can show
that ’y/J\’O = pAAA, where

pa(w) = Z7(w) L exp —4% > (wi—wy)?

{i,33NAF£D
li—jl=1

forall A €S and w € Q = Qy: Using Proposition 5.6 we obtain for A € F

[ r@maldzo) 2 parnal)
A
= N (AWw)
J,0
2 Z3%w) A (ae " )

= 2w / La(a)e™ R0 (dalw)

Qp

= ZP0w) / e HY @)\ (de|w).
A
Thus,
pa@) = 2} (w)Le N,

Moreover, we have

o 3 Bw? if A={i},
0 else.

by equation (5.1) and the assumption of a vanishing external field, i.e. h =
0. For E = {—1,+1}, this potential is equivalent to the Ising potential
given for the Ising ferromagnet in Section 2.7: On first view, the main
difference is that the potential for the Ising ferromagnet was given just by
a two-body-potential and here, we also have a self-potential. Moreover, we
have multiplied the potential by %. However, for E = {—1,+1}, %ﬁw? = g
and thus constant. This shows the equivalence of these potentials and hence,
the coincidence of corresponding sets of Gibbs states.
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However, here EE = R. The Hamiltonian is obtained as

H'w) = > @’w)

AcS
ANAFAD
g p
- 52”%’2_ﬁ > wiwj
ieA {i,5}CS:
{i,73NA#0,
li—jl=1
el DEES D
1EA 1,jE€S:
{i.73NA#0,
li—jl=1
O 2 B 2 B
= ZZwi—f—Zij—@ Z 2wiw;
1EA JEA i,jES:
{i,73NA#0,
li—jl=1

= 8% Z 2dw? + Z 2dw]2- — Z 2wiw;

icA jeA i,j€S:
{1,53NAF£D,
li—j|=1

= 8% Y. (wi—wy)?

1,jES:
{4,53NAF#0,
li—j]=1

g
{i,7}CS:
{i,73NA#0D,
fi—jl=1

Thus, the present model coincides with “Shlosman’s stair case model” as
defined in [Georgii, 88], chapter 6.3, if we would set E = Z and X the
counting measure. Considering the above, the harmonic oscillator may be
seen as a generalization of the Ising ferromagnet in Section 2.7.

Having a look at the Hamiltonian, we see that energy in the system is
minimal when spins align.5 Thus, in economic terms, a model based on
the harmonic oscillator exhibits preference for conformity among agents.
Consequently, an economy based on the harmonic oscillator would generalize
Follmer’s Ising economy.

We now could use some results from Fourier analysis and in particular
Proposition 5.26 to show that G(v70) # 0 if and only if d > 3: Obviously, J

5In section 2.7, we have motivated the connection between Gibbs states and states of
minimal energy.
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is absolutely summable, i.e. Y, g J(i) < co. We have shown that Mo # ().
We can furthermore show that J1 s integrable for d > 3. Then Theorem
5.26 implies that G(y"0) # 0. Although the proof is quite elegant, we have
already shown the assertion in Example 5.20.

We obtain that Ge(v"°) N exG(y”°) contains uncountably many Gibbs
states breaking the symmetry Tmt, te R, of v0: As in Example 5.20 we
have that M o contains all constant configurations. From Proposition 5.26
we obtain a characterization of Go(v”?) and from the proof of Proposition
5.15 one of exG(y"?). We see that uncountably many Gaussian fields belong
to Go (Y NexG(y70), namely all pc *6,,, with m a constant configuration;
the Dirac measure with mass on a constant configuration is homogeneous.
Howewver, the characterization of Ge(v"?)NexG ("0 will explicitly be shown
in the next chapter. As shown in Example 5.20, the symmetries Tmt, teR,
for 470 are broken for Gaussian fields in G(y”°) if and only if t # 0.

We have obtained the tools to introduce an economic model taking into
account locally interacting agents with an unbounded and uncountable state
space.

5.3 Modeling Local Interactions

In this this section we introduce a local random economy &'" generalizing the
model in Section 3.5 with respect to the space of individual agents’ states.
Within this new model, we endogenize the distribution of a-transforms that
is given exogenously in the distribution economy introduced in
[Grandmont, 92]. Grandmont suggests:

An important issue to investigate would then be how such
macroeconomic distributions might arise endogenously from spe-
cific socioeconomic interactive processes at the micro-level. One
could for instance envision a more ‘adaptive’ viewpoint [...] in
which the decision rule [...] of an individual [...] (is) influ-
enced in a stochastic (Markovian) fashion by those (decision
rules) of his immediate neighbor(s), and generate endogenously
a macroeconomic distribution by looking for invariant distribu-
tions. ([Grandmont, 92], p.40)

In formalizing these lines, we use the concepts and insights from Gibbsian
theory by appropriately generalizing Follmer’s model.

The Baseline Model

To carry out an analysis of market demand when the global distribution of
individual demand functions is endogenized, we adopt the notion of a Gibbs-
ian random (pure exchange) economy from [Hohnisch, 03]. As a global ran-
dom economy, this concept turns out to exhibit a macroeconomic character.
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To explicitly describe how the global distribution of demand arises by
virtue of a local interaction structure, we introduce the notion of a local un-
bounded spin Ising economy as a generalization of Follmer’s Ising economy
when the state space is given by R!. This type of economy is an applica-
tion of the harmonic oscillator in Example 5.20. As in [Follmer, 74] the
model is purely microeconomic in the sense that only local data is needed
to completely determine the economy.

The procedure is the following: First, we specify a local random economy,
i.e. basically a configuration space with specification. Our special type of
economy will be called the local unbounded spin Ising economy and is given
by the state space E = R! and a family of specifications each with spin
space R and determined as for the harmonic oscillator. In this sense the
local unbounded spin Ising economy turns out to be a so called [-fold local
random economy. We then specify a resulting global random economy, i.e. a
probability measure on ES. Here, we consider Gibbsian random economies:
the probability distribution is given by a Gibbs state with respect to the
specification of the corresponding local random economy. In this sense, the
Gibbsian random economy corresponding to the local unbounded spin Ising
economy is an I-fold Gibbsian random economy as the emerging distribution
is Gibbsian with respect to a product specification, where the factors are
the specifications in the local unbounded spin Ising economy.

In order to apply Grandmont’s analysis, we have to find a way to link
global random economies with distribution economies. In Chapter 6 we
encounter a solution to this problem.

Local Random Economies

Again, we assume an arbitrary underlying probability space (2, F, P).

We first specify the primitives needed for a Gibbsian approach to locally
interacting agents when individual states or characteristics are given by
demand-income pairs: Let the parameter set S := Z¢ be the set of economic
agents.

In Grandmont’s setup each agent is determined by some individual de-
mand function ¢ : Rﬂr xRy — ]Rl+ and income w € R4 . Thus,

E={¢w)l¢: R, xRy =RY,  (pw) = &(p,w), weRL}

would make sense as state space but exhibits insufficient structure for our
attempt. As in [Grandmont, 92], we consider the equivalence class of a-
transforms for a given demand function &, a distribution on which is equi-
valently given by a distribution on R!. As already mentioned in the intro-
duction to this chapter, we assume an underlying demand function for the
economy. This reflects some kind of consensus on a specific consumption
pattern within society. We furthermore assume a fixed underlying type, i.e.
not only a demand function but also a fixed income w € R, .
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Thus, since income is fixed and the set of all possible demand functions
may now be identified with the set of a-transforms of the underlying demand,
we set

E=R! &£=BR). (5.9)

Definition 5.34. A random state os of agent s € S is a random variable
os on (2, F, P) with values in (E,E). We assume the random variable o
to be integrable with respect to P. Since an agent is entirely characterized
by her state, we also call 05 a random agent.

Here, we always consider E as defined above. Thus, o4(w) corresponds
to some a-transform of the underlying demand function. However, the (eco-
nomic) concepts introduced in this chapter are applicable to all kinds of
spin spaces, as for example spaces of preferences, utility functions or sites
of residence, among many others.

Remark 5.35. As in Chapter 2, we use the following canonical represen-
tation:

QO=ES= {w = (ws)ses : ws € E},
F=ES,

05:Q—E, w—o5(w)=ws.

Q is called the configuration space, S the parameter set and E the (indivi-
dual) state or spin space. In a deterministic context an economy is given by
a configuration w € 0, i.e. a map w: S — E.

Following the approach laid out in Chapter 2, the local interaction struc-
ture in an economy or social system is given by a specification 7, i.e. by a
family v = (ya)aes of probability kernels satisfying the consistency condi-
tions in Definition 2.6. This methodology endogenizes the global distribution
of agents’ states; in our context, the distribution of consumption behavior.

The following definition is a general version of Definition 3.22.

Definition 5.36. (a) A local random pure exchange economy &' is given
by a tuple & = (ES,~), where ES is the configuration space and v a speci-
fication with state space E as introduced in Definition 2.6.

(b) The set of Gibbs measures G(y) of a random pure exchange economy &'
with specification v is denoted by G(&'). An element u € G(&') is called
Gibbs state of &'

(c) We call a local random pure exchange economy & homogeneous when-
ever v is homogeneous. We call &' Gaussian whenever v is Gaussian.

(d) When there is not necessarily an economic meaning of the elements in
E, we refer to & as a local (random) system.
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We are now faced with the problem of determining a specification for
state space E = R! that is justifiable in economic terms. We want to use
this specification to generate distributions of a-transforms, i.e. distributions
on R!. We have obtained explicit characterizations of Gibbs states in case of
Gaussian specifications. However, these are only admissible for spin space
R. We have already indicated that we obtain the distribution of o € R! as
follows: For every ¢ < [, we consider the distribution u; of a; € R given by
a Gibbs measure generated by the harmonic oscillator as in Example 5.20,
ie. pu; € G(y'#"), where the homogeneous Gaussian specification 7+
can be inferred from Example 5.20 together with Proposition 5.6. Then, the
distribution z of a € R! is given by the product distribution u = 1 ®. .. ® .
This implicitly assumes the distributions of o;’s to be mutually independent.
Note, that the independence of these marginal distributions does not imply
demand to be independent across commodities in any reasonable economic
meaning, as e.g. vanishing price effects or the like. It just means that the
mechanisms used to obtain the distributions of demand for a commodity are
independent.

In the next chapter, we show that this procedure leads to a distribu-
tion economy as considered in [Grandmont, 92|, where the distribution of
demand is obtained endogenously.

To recall: Let 4/ be a specification as given in Proposition 5.6. There,
we have shown that v" is Gaussian if .J is positive definite and symmetric.
In this case, the potential ®/", as defined in (5.1) and generating v/, is
called Gaussian, too. Moreover, the Gaussian specification /"
to be homogeneous if and only if J and h are homogeneous. Henceforth,
we assume 77" to be a homogeneous Gaussian specification as obtained in
Proposition 5.6; Thus, assume the coupling function J to be symmetric and
positive definite and, as the external field i, homogeneous

was shown

Definition 5.37. An [-fold local random pure exchange economy is a tuple
EM = (ES y1,...,v), where E = E;x...xE; and ((Ek)s,'yk), k=1,...,1,
s a local system, i.e. Yi s a specification with state space Ej. & is called
(homogeneous) Gaussian whenever the family of specifications (yx)g=1,...1 is
a family of (homogeneous) Gaussian specifications. When vy, = ... =y =: 7
and thus By = ... = By, we write & = (ES,~).

As already mentioned, our framework leaves the opportunity to consider
distinct mechanisms to obtain a distribution for the transform oy of each
commodity k: One may use the harmonic oscillator for the distribution of
demand for the first good to indicate a preference for conformity in this com-
modity. The transform for second good may be represented by a preference
for antagonism and for a further good independence among agents. How-
ever, in our approach we assume preference for conformity among agents in
all goods.

The following definition is an application of the harmonic oscillator.
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Definition 5.38. Let E = R!, S = Z¢, d > 1. A homogeneous Gaussian
I-fold local random pure exchange economy &V = (EZd,’y‘]ﬁl o ,’y‘]ﬁl’hl)
1s called a local unbounded spin Ising economy if the homogeneous Gaussian
specification ’y‘jﬁk’h’“ is generated by RCELE given in equation (5.1), as in
Proposition 5.6, where hy € ]de, constant, and

B — o5 ifli-jl=1,
Jﬁk(laj): ﬁk @fZ:j,

0 else

for some constants B, > 0, k <. If B, = B for some 8 > 0 and hy = h for
some h € de, constant, for all k < 1, we write &% .= (EZd, ylB:h),

In other words, the local unbounded spin Ising economy is an “I-fold
harmonic oscillator” where each spin in R! represents an a-transform of the
underlying demand function and thus represents some demand function.
For the analysis of this type of random economy we may apply the results
obtained in Section 5.2. Henceforth, as in Section 3.5, we assume (hg); =0
forall i € S and k <[, i.e. the “grand external field” vanishes.

Global Random Economies

So far, we have established a microeconomic framework for the analysis of
macroeconomic variables as market demand. Using this microeconomic con-
cept, we can determine the set of Gibbs states that may emerge. In view
of I-fold local random economies, we may consider the product specifica-
tion as introduced in Proposition 2.7 and then consider the corresponding
Gibbs states as obtained in Proposition 2.8. Thus, assuming the emergence
of a specific Gibbs state, we may evaluate macroscopic observables. The
following definition is the economic analogon to Definition 2.1.

Definition 5.39. Given a probability space (Q,F,P), a global random
(pure exchange) economy &9" is given by a family of random wvariables
o = (05)ses on (Q,F,P) with values in (E,E). The distribution of o is
denoted by u € P(ES,£5).7

Applying the canonical representation in Remark 5.35, a global random
economy &9" is equivalently defined by a probability measure p on (ES, £9).

Recall, we denote probability measure u ergodic if it is ergodic with
respect to the lattice shift group ® on S = Z¢.

Definition 5.40. (a) ([Hohnisch, 03], Definition 1) A Gibbsian random
(pure exchange) economy with specification v is a global random (pure ex-
change) economy o := (05)scs, the distribution p of which is a Gibbs mea-
sure with respect to . Thus, a Gibbsian random economy is a family (0s)ses

7Again, we assume each o, to be “sufficiently integrable”.
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with distribution p € G(&™), where &' = (ES,~) is called the correspon-
ding local random economy.

(b) A Gibbsian random economy is called homogeneous if the ruling Gibbs
measure (s homogeneous. The economy is called ergodic if u is ergodic.

A Gibbsian random economy with specification = is equivalently defined
by a probability measure p on (ES,£S), where p € G(v).

If v is such that |G()| = 1, Definition 5.40(a) is again of microeconomic
character since no knowledge of aggregates is necessary to determine the
economy. On the other hand, if we do not have uniqueness of Gibbs mea-
sures, i.e. G(7) is not singleton, v does not uniquely determine the Gibbs
measure that emerges as the ruling distribution for (oy)ses. Stated another
way, a local random economy does not uniquely specify a global random
economy. Then we need some knowledge of the aggregate in order to de-
termine the emerging Gibbs state and thus the Gibbsian random economy.
In this sense, the concept is not purely microeconomic and thus, we call it
macroeconomic.

Definition 5.41. (a) An [-fold Gibbsian random (pure exchange) economy
with a family of specifications (Vg)k=1,..1 s @ global random pure exchange
economy o = (0;)ies on (Q,F, P) with values in E = Ei ®...9 E, the
distribution p of which is of product form p == 1 ® ... ® p;, where p €
G(Y*); e is a specification with state space Ey,.

(b) A global unbounded spin Ising economy is an [-fold Gibbsian random
(pure exchange) economy where B = R! and ~* = 'yjﬁk’h’“ 1S given as in
Definition 5.38.

Remark 5.42. By virtue of Propositions 2.7 and 2.8 an l-fold Gibbsian
random economy is a Gibbsian random economy with product specification
Y= ® ... Ry, where the distribution of (0s)ses is of the form pu =
pe...®weagy).

Given the I-fold local random economy & = (ES,y1,...,v), E =
Ei®...QFE, p € Gy ®... %) defines an (I-fold) Gibbsian random
economy. Then we call &% the corresponding I-fold local random economy
for a Gibbsian random economy ruled by pu, vice versa.

In this token, a global unbounded spin Ising economy is just a global
random economy that corresponds to the local unbounded spin Ising eco-
nomy.

Summary

Based on the notion of a random economy, we have introduced several new
economic concepts in this section. To keep account of these concepts, let us
summarize the notions used in the next chapter: Let S be a parameter set,
leN, (Ek)kgl a family of state spaces, (7x)r<; a family of specifications,
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each v, with state space Ej,. Furthermore let ~ be a specification with state
space E.

Then we have defined the local random economy & by (ES,~) and a
corresponding Gibbsian random economy by p € G(v). A Gibbsian random
economy is a specific global random economy.

Furthermore, we have defined the [-fold local random economy &% by
(ES.71,...%), E = By x ... x Ej, and a corresponding (I-fold) Gibbsian
random economy by p = p1 @ ... ® py, where ux € G(yx), k < I. Thus,
wEG(y1®...R) and this in turn yields a Gibbsian random economy.

In our analysis in the next chapter we consider a special class of local and
global economies: the local unbounded spin Ising economy and the global
unbounded spin Ising economy. Here, the parameter set S was assumed
to be Z%, d > 1, and the state space E = R'. Interaction is given by an
[-fold harmonic oscillator to take into account preference for conformity. In
view of [Grandmont, 92], a probability distribution on E is a distribution
on the equivalence class of a-transforms for an underlying type; in this
sense, a distribution on the space of admissible demand functions. Thus, the
global unbounded spin Ising economy is a global random economy specified
by an overall distribution of demand functions for all agents in S, that is
consistent with the specifications in the corresponding local unbounded spin
Ising economy when there is assumed an underlying type of agent. In this
sense, the global unbounded spin Ising economy is the “random analogon”
of the distribution economy in [Grandmont, 92], when only one equivalence
class of a-transforms is admissible.

For a further analysis of market demand in spirit of Grandmont, we need
a result combining Gibbsian random economies and distribution economies.
Such a result is given in [Hohnisch, 03] in terms of a convergence theorem
for empirical distributions of ergodic Gibbsian random economies.



Chapter 6

Analysis of Market Demand

6.1 Introduction

In the last chapter, we have defined the concept under consideration: The
global unbounded spin Ising economy. Given an underlying type a = (b, w) €
A as in Section 4.2, E = R/ represents the space of all individual demand
functions &' : Rﬂ_ xRy — R! obtained from &, by an a-transform with
a € E, and these are the admissible ones. By this token, the unbounded spin
Ising economy allows to endogenize the distribution of a-transforms that is
given exogenously in [Grandmont, 92]. To conclude, the global unbounded
spin Ising economy is an overall distribution on demand, whenever the ad-
missible demand functions are those obtained from an underlying demand
by a-transforms.

However, we have to be very diligent with the different economic concepts
introduced so far: In Section 5.3 we consider (Gibbsian) global random
economies, i.e. families (0s)ses of random variables with state space (E, &)
distributed by u € P(ES,£S). In [Grandmont, 92], we are faced with a
distribution economy, i.e. a probability distribution v € P(E,¢£).

For a distribution economy, an observable is introduced as a bounded
continuous function on E. As argued in Section 2.5, in context of a global
random economy, a (macroeconomic) observable is given by a tail-measurable
function on . Throughout, we assume the canonical representation in Re-
mark 5.35.

When trying to apply Grandmont’s analysis to our set-up, we have to
explore the linkage between random and distribution economies. In case of
independent and identically distributed random agents o, a convergence
result based on the law of large numbers is given in Proposition 3.19. In a
more general case, an elegant way is presented in [Hohnisch, 03]. The proof
is based on a multidimensional ergodic theorem, an elaborate discussion
of which can be found in [Georgii, 88], pp. 302-307. An ergodic theorem
usually comes along with the catchphrase “time average equals space av-
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erage”. However, in our context it should be rephrased as “average over
agents (parameter average) equals space average”.

The chapter is structured as follows: First, we encounter the relation
between random and distribution economies. Then, we consider a specific
class of global unbounded spin Ising economies and generate the correspon-
ding distribution economies for which we mimic Grandmont’s analysis. The
question at hand is: Do we obtain enough behavioral heterogeneity when
assuming particular Gaussian specifications to endogenize consumption be-
havior that imply preference for conformity? At first glance, this seems to be
quite paradox. However, in Section 5.2 we have seen an explicit characteriza-
tion of (ergodic extremal) Gibbs states induced by Gaussian specifications.

Moreover, we will have a look at another approach to demand analysis re-
lated to the “low temperature limit” as already discussed in Section 2.7. For
this thermodynamic limit, we see that the strong result in [Grandmont, 92],
where the weak axiom is actually “created”, cannot be obtained, but the
weak axiom is “inherited” by market demand.

6.2 Ergodic Global Random Economies

This section is actually tailored for a more general state space than E = R!,
Here, we assume E to be a polish space and S = Z.

A distribution economy v € P(E,E) generates a global random eco-
nomy, when considering random agents o5, s € S, that are independent and
identically distributed with law v. The question at hand is whether we can
construct a corresponding distribution economy for a given global random
economy. The result in [Hohnisch, 03] is motivated as follows:

As far as aggregate variables of the economy [...] are con-
cerned, any infinite random exchange economy with converging
limiting empirical distribution v is equivalent to a Hildenbrand
distribution economy characterized by the same distribution v.
[...] The linkage between a distribution economy and an ergodic
random exchange economy |[...] is provided by a convergence re-
sult for the empirical distribution [...]. ([Hohnisch, 03], pp. 2,3)

Convergence of the empirical distribution for ergodic random economies is
obtained by means of a multidimensional ergodic theorem.

Recall that a homogeneous distribution p on (EZd, E'Zd) is called ergodic
if it is trivial on the o-algebra of lattice-shift-invariant events.

We say a sequence (Aj,)pen of finite volumes in S exhausts S, if A, C
Api1, and U, enAn = S.! The following ergodic theorem is a version of
Theorem 14.A8 in [Georgii, 88].

'Proposition 6.1 is stated for sequences of cubes in [Georgii, 88]. However, it is stated
that the result still holds for sequences of arbitrary finite volumes.
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Proposition 6.1. Let u be an ergodic probability measure on (Q, F) and f €
LY, p). Then for any sequence (Ap)nen of finite volumes that exhausts
S, we have

S foby=u(f1) = u(f) p-a.s.

where S :={A € F:05(A) =A Vs € S} is the o-algebra of lattice-shift-
invariant or homogeneous sets. u(-|.#) denotes the expectation with respect
to p conditional on & and u(-) the expectation with respect to .

Proof. The first equality is shown in [Georgii, 88], pp. 306,307. The second
follows immediately since u(f|.#) is .#-measurable and thus p-a.s. constant.
Hence, we obtain for some ¢ € R

H(f7) = ¢ = p(u(f1.9) = u(f) p-as.
O

The following definitions are generalized versions of Definitions 2 and 3
in [Hohnisch, 03]. Recall, S = Z%, d > 1.

Definition 6.2. (a) Let A € S be a finite volume and o = (05)sen be a
family of random variables on some probability space (0, F, P) with values
in (E,&). The empirical distribution of o, denoted by Yi(-,-), is a random
distribution on (E,&), i.e. a map Yy : € x Q — [0, 1] which is specified by

1

YA(B7 ) = m

ZlB oos() VBEeCE.

SEN

Note that Ya(-,w) is a probability distribution on (E,&) for allw € Q, i.e.
Y\ is a distribution-valued random variable.

(b) Let 0 := (0s)ses be a random field on some probability space (2, F, P)
with values in (E,&). If there exists a probability measure Y on (E, &) such
that for any sequence (Ap)nen of finite volumes in S that exhausts S, the
sequence of empirical distributions (Y, )nen, where Yy, is the empirical
distribution of the family (os)sen, , converges to'Y with respect to the weak
topology for P-a.e. w € Q , i.e.

Plw e QVa, (hw) ““Y ()} =1,

then Y is called limiting empirical distribution of o (or simply empirical
distribution of o).

The following result is a generalization of Proposition 3.19.
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Proposition 6.3. ([Hohnisch, 03], Proposition 2) Let (0s)scs denote an
ergodic Gibbsian random economy with distribution p on (ES,ES). Let v
denote the marginal distribution os(p) = ooyt of each os on (E,&). Then
for any sequence of finite volumes (Ayp)nen that exhausts S the limiting em-
pirical distribution Y exists and is equal to v p-a.s. on €.

Proof. The complete proof can be read after in [Hohnisch, 03], pp. 14,15.
However, it seems worthwhile to elaborately reconsider the first part of the
proof: Note that the marginal distributions v := poo; ! of o4, s € S, are
identical: Let u be ergodic, s € Z% and ju;, denote the marginal distribution
of op, pr = p o 01;1, k € Z¢. By homogeneity of ;1 we obtain

MOQ_S:M09;1:M
S dikrs = 0 (0x000) 7 = (o) 00p ! = puk.

Let g : E — R bounded and continuous. Then g o o, : 2 — R is integrable
as o, is assumed to be. Then, we have

Yalg) = /E gdYy,
1
= > goo, (goao) o bs
|Ar] | Ay
s€Ap sEA,

For the rest of the proof, we refer to [Hohnisch, 03]. O

This result only takes care of ergodic Gibbsian random economies. How-
ever, as already mentioned in section 3.5:

Whereas for our present argument we take ergodicity as an
assumption, it is argued elsewhere using a dynamical frame-
work (Hohnisch and Kondratiev (2003)) that ergodic Gibbs mea-
sures are the only appropriate measures within the class of shift-
invariant Gibbs measures to represent equilibrium states of real
economic systems. ([Hohnisch, 03], p. 14)

Proposition 6.3 has a deep impact on the analysis of market demand in
Gibbsian economies:

The convergence of the empirical distribution of an ergodic
Gibbsian random exchange economy allows to associate to any
such economy a Hildenbrand distribution economy [...] in the
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sense that properties of the latter, e.g. equilibrium prices, per-
capita aggregate demand [...], could be as well obtained from a
random economy with the same distribution v as limiting em-
pirical distribution. ([Hohnisch, 03], p. 15)

Corollary 6.4. Given an ergodic Gibbsian random economy o = (0s)ses
with state space B, distribution p on (ES,ES) and limiting empirical distri-
bution v. Then the economy is equivalent to a distribution economy v on
(E, ) in the sense that (per capita) macroeconomic variables of the distri-
bution economy can be approximated by variables of sufficiently large sample
populations in the random economy.

Let us give an example for the statement in Corollary 6.4: Let E be
the space of demand functions . Then (per capita) market demand for the
distribution economy v € P(E, &) is given by v(§) = [ &dv. Consider now
an ergodic Gibbsian random economy with marginal distributions v. Then
by Proposition 6.3, we have Y, (€) = v(€), where Y),(§) = [ &dYy, is
the (per capita) market demand of the sample population A,,.

The crucial part in the proof of Proposition 6.3 is ergodicity not the
Gibbsian property. Thus, we may apply this theorem to all global random
economies with ergodic distribution:

Corollary 6.5. Given an ergodic global random economy o with distribution
wand limiting empirical distribution v. Then the economy is equivalent to
a distribution economy v on (E, &) in the sense of Corollary 6.4.

Corollary 6.4 allows for the following procedure: First specify a local
random economy, as for example the local unbounded spin Ising economy.
Have a look at the set of Gibbs states that may emerge. Consider the
pure states, i.e. ergodic Gibbs states, and construct a corresponding ergodic
Gibbsian random economy, as for example an ergodic global unbounded
spin Ising economy. Specify the limiting empirical distribution by means of
Proposition 6.3. Apply Grandmont’s analysis to the distribution economy
determined by this limiting empirical distribution. The local unbounded
spin Ising economy allows for the theory of Gaussian fields and we thus
obtain explicit characterizations of the resulting distribution economies in
terms of mean and covariance.

6.3 The Weak Axiom of Revealed Preference

On first glance, our model does not seem as general as Grandmont’s since we
assume an underlying type (b,w) € A for the economy. Nevertheless, this
restriction is not restrictive at all:> The distribution of a-transforms within

2If b is such that &, is of Cobb-Douglas type, then market demand satisfies all properties
we are seeking for, irrespective of the distribution of a-transforms.
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the equivalence class of a-transforms for the underlying type is generated
endogenously. If we would assume the distribution of types being exogenous
as done in [Grandmont, 92], it would not make any difference to the analysis
conducted there, as it is stated in [Hildenbrand, 94], p. 46. In other words,
when doing an analysis as in [Grandmont, 92], one may without loss of
generality consider the one-type-case. This is already motivated by (A6).
For our approach we only consider local interactions in demand behavior
among agents. Assuming distribution of types being exogenous, if we would
allow for more than one type, we would not consider interaction in types
and in particular in income among agents.

If we would like to endogenize the distribution of types via local inter-
actions, we would have to come up with an appropriate local interaction
structure for types among agents and moreover with an interaction struc-
ture between a specific type and corresponding a-transforms for each agent
and among the agents. This calls for a more complex interaction structure
than we consider here and is beyond the scope of this diploma thesis: In
particular, one would first have to answer the question how interaction in in-
come across agents should be modeled and how an individual agent’s income
interacts with her other economic variables a1, ..., q.

To summarize: We consider the case |A| = 1 and thus, total market
demand equals conditional market demand as introduced in Definition 4.17.

The Unbounded Spin Ising Distribution Economy

We consider the global unbounded spin Ising economy and make use of the
notions and results in Section 5.2. We would like to apply Proposition 6.3.
Thus, the question at hand is: Can we characterize ergodic Gibbs states for
homogeneous Gaussian specifications? Recall, that we assume E = R! and
S = Z? Furthermore, assume d > 3 for the rest of the chapter, to have
existence of Gibbs measures for the harmonic oscillator.

Assumption 6.6. Henceforth, let the specification v”" be given as in Propo-
sition 5.6, i.e. generated by the “potential” in equation (5.1), where J :
S x S — R is symmetric and positive definite and h € RS. Thus, v is a
Gaussian specification. Moreover, we assume J and h to be homogeneous.
In this case, we have shown that v"" is a homogeneous Gaussian specifica-
tion. Again, we identify J : S x S — R with the even function J : S — R
and h € RS with h € R and write J for J and h for h. Here, we consider
an ‘“l-fold harmonic oscillator”; thus, we consider homogeneous positive de-
finite coupling functions Jg, =: Ji, as given in Definition 5.38 and assume
hi = 0 for each harmonic oscillator k <.

In Theorem 5.15 it is shown that a random field p belongs to exG(y”")
if and only if p is Gaussian with covariance function C' as in equation (5.2)
and mean m € Mj;,. Moreover, in Theorem 5.26 we have obtained that
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Go(v!") = {uc*v:v e Pe(Q,F),v(My;) = 1} in the homogeneous case.
We then see that u is extremal in G(y”") and ergodic, i.e. extremal in
Ge(y”"), if and only if u is Gaussian with covariance C as in equation (5.2)
and homogeneous mean m € M.

In light of Remark 5.29 and the significance of the harmonic oscillator
for our approach, we assume h = 0 for the rest of this chapter.

The next proposition formalizes these ideas in completely characterizing
ergodic extreme Gibbs states for a homogeneous Gaussian specification /.
Again, Gibbs states are ergodic extreme if they are homogeneous extreme,
since homogeneous extreme distributions are also extreme homogeneous.
The following result originates in the explicit characterization of Gibbs states
given in Proposition 5.26. Recall the proof of Proposition 5.15 for a better
understanding.

Proposition 6.7. Suppose G(77/°) # (. Then an element p € G(v7°) is
extreme in G(y"°) and ergodic if and only if i belongs to the set

{pc * 0 : m € Mjg, m constant},
——
=HCm
i.e. (18 Gaussian with constant mean m € Mo and covariance C' as given

in equation (5.2). A mean m = (mg)ses € Q is said to be constant if
m; =m; for alli,j € S.

Proof. From the proof of Proposition 5.15, we know that

exG(y"") = {uc * b :m € Mg}

Since pc * 6 € exG(770) and Go(77°) C G(770) we have that uc * dy, is
ergodic if it is homogeneous.

pe * v € G(y'9), v € P(Q,F), is homogeneous if and only if v €
Po(Q,F):3 By Note 5.17, we may identify v with the probability mea-
sure 1 on exG(y”?) representing pc * v in Proposition 2.40. By Corollary
2.41, we have that a Gibbs measure p € G(7y) is homogeneous if and only if
the representing measure v is homogeneous.

Thus, it leaves to show that §,, is homogeneous if and only if m is
constant: Let s € Z4, m € M, A € B(de). Then

95((5m)(z4) = (0mo 93_1)<A) = 6(mi+5)i€S(

_ { 1 if (Miys)ics € A,
0 if (miys)ies € A.

4)

Thus,
S = 05(0m) Vs €S
& [(Mi)ies € A< (mirs)ics € A] VseS, VA e BRY)

< m is constant.

3This was already shown in the proof of Proposition 5.26.
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O]

Actually, we have characterized the homogeneous extreme Gibbs states.
Again, homogeneous extreme Gibbs states are extreme homogeneous and
thus ergodic, but in general not vice versa.

Remark 6.8. In chapter 2.6, we have introduced the notion phase for ele-
ments in exG(y) and pure state for elements in exGo(y). Thus, let us now
call elements in exG(y) NexGe(7y), i.e. ergodic extremal Gibbs states, pure
phases.

In case of the harmonic oscillator, we have seen that M ;o contains all
constant configurations and G(y”?) # () whenever d > 3.

In Chapter 2.6 we have discussed why we may confine the analysis to
phases, i.e. extreme Gibbs states. Moreover, in [Hohnisch, 03] it is argued
that only pure states, i.e. ergodic Gibbs states, shall be considered. As
shown in the foregoing section, ergodicity generates some kind of stability
of the empirical distribution of a random economy. Such an empirical distri-
bution as a state of a finite subpopulation is the entity that can be observed
(within empirical studies) in our “finite real world”.

Remember that v7/-¥ is assumed to be homogeneous. Thus, it makes sense
to consider the set of all homogeneous extreme® and thus ergodic extreme
Gibbs states. For our analysis of market demand, we assume that such a
pure phase emerges within a local random economy and gives rise to an
ergodic Gibbsian random economy.

So far the framework is elaborated for local random economies and re-
sulting Gibbsian random economies with distribution p that is extreme and
ergodic. However, the economy under consideration, the local unbounded
spin Ising economy, is an [-fold local random economy and the resulting
global unbounded spin Ising economy is I-fold, too. We have shown in
Proposition 2.8, that the product of Gibbs states is again Gibbsian with
respect to the product specification. For our analysis, we need to show
that the product of ergodic distributions is again ergodic and analogous for
phases. This is done within the following two lemmata. Given two sets A
and Ag, we define A1 x Ay := {(a1,a2) : a; € A;} and analogously for the
product of g-algebras.

Lemma 6.9. Let u;, i = 1,2, be ergodic measures on (de,B(RZd)). Then,
the product measure p = py & ug is ergodic on ((R x ]R)Zd, B((R x R)Zd)).

Proof. Within this proof, we use the same term “fs” for the lattice-shift on
RZ and on (RxR)Z*. By definition, j; is ergodic if and only if y;(A) € {0,1}
for every event A in

S = {AeBRY):0,(A)=A Vsez},

4We have to be very exact in distinguishing the terms “extreme homogeneous” and
“homogeneous extreme”.
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the o-algebra of homogeneous events. Now, consider p := p1 ® po on ((R x
R)Z" B((R x R)%")) given by u(Fy x Ea) = p1(E1)pa(Es) for all By x Ey €
B((R x R)Z"). Then define

I = {A e B(R x R)Z0,(A) = A Vs € 29}

Since 05(A; x Ag) = Ay x As if and only if 05(A;) = A;, i = 1,2, s € Z4, we
obtain * = ¢ x 7.
Hence, pu(A) = p1(Ar)ua(Az) € {0,1} for all A= A; x Ay € I*. O

Lemma 6.10. Given specifications v' and 72, let u1 € exG(y') and po €
exG(v2). Then 1 ® po € exG(yE @ +?).

Proof. The proof is conducted as the foregoing when applying Proposition
2.39. O

For the local unbounded spin Ising economy we consider a family
(yjk’hk’)kg of specifications each with state space R, generated as in Propo-
sition 5.6. Here, hy € de, constant, and Ji given by

— Bt i =1,
Ji (i) = By if i =0,
0 else

for B > 0. However, we confine ourselves to the case hy = 0 for £ < [.

We now consider pcm = poymi @ - @ pey,m;, Mk € My, o, constant,
and Cy, as given in Proposition 5.15 for v/:0. Here, uc, m, := pc, *0m, is the
homogeneous extreme, and thus ergodic, Gaussian measure on (RS, B(RS))
obtained in Proposition 6.7. By Lemma 6.9, uc ., defines an ergodic Gibbs-
ian random economy with product specification /0 := v/19%. . .@~7x0 with
state space E = R!, i.e. pucm € exGe(77?). We may now apply Proposition
6.3 to obtain the corresponding distribution economy v¢ ,, == voy m, ® ... ®
Ve, m, as the one-dimensional marginal distribution vc,, = pem o oy Lot
WC,m ON (R, B(RY)), when (0s)ses := ((0k.)r<i)ses With state space R is
the corresponding global random economy ruled by pc,. Equivalently, we
may say that the corresponding distribution economy v, is given by the
random variable oy and its marginal distribution v, = vy m, @ ... Qv m,
under pcm = pHoym @ ... @ peym,. Furthermore, each vg, ., is the one-
dimensional marginal distribution of the ergodic Gaussian field uc, m,, i-e.
VCy,my, = HCyymy, © 0’;;01-

We now characterize these one-dimensional marginal distributions
Ve,.m,, € P(R,B(R)). Recall the assumption S = Z.

Proposition 6.11. Let (04, )ses be a Gaussian field in RS with mean my, :
S — R, i~ (mg);, and covariance C : S® S — R, (¢,7) — (Ck)ij. Then,



142 CHAPTER 6. ANALYSIS OF MARKET DEMAND

for each i € S, oy, is Gaussian with mean (my); and variance (Ck)i;. In
particular, oy, is distributed with density

1 (= (my);)?

) = e 2k
fr() 27 (O

Proof. Let u € R and y € S with y; = 1 for i = j and y; = 0 else. Then

o = [
_ / et 2ies Yi%k; g p

1
= ¢ Zjes uy;j (mk)j_§ Zj,les uy; (Cr)i1uy

1
eLU(mIc)z‘—§U2 (Cr)ii ,

where again ¢ denotes the imaginary unit. O

The proposition shows that each v¢, ,,, is a Gaussian measure on R with
mean (my); and variance (Cy);;, where ¢ € S may be chosen arbitrarily due
to homogeneity of 1o, m, -

Due to Gaussian property, vc, m, is uniquely characterized by (Ck)o
and (mg)o, as pey, m, by Ck and my. For our purposes we do not need to
characterize the entire covariance function Cj, but just the diagonal elements,
i.e. (Ck)i;foralli € S, and, due to homogeneity, it suffices to specify (C)o 0.

Applying equation (5.2) we obtain (Ck)oo = m. In case of the
unbounded spin Ising economy as defined in 5.38, this yields (Ck)oo = ﬁ—lk,
O >0, k<L

The above discussion shows the following definition to be consistent with
the concepts introduced in the last chapter.

Definition 6.12. (a) The ergodic (extreme) global unbounded spin Ising
economy is given by a family (0s),cza of random variables each with state
space R, the distribution of which is of the form HCm = ICymy @ - - @ UCy my
with ergodic extremal Gaussian distributions pc, m, € G(y7k0), 40 | =
1,...,1, as giwen in Definition 5.38, where mean my, € My, o is a constant
configuration and covariance function Cy, is as given in equation (5.2) for
Jk.

(b) A distribution economy vom € P(RL,B(RY)) corresponding to the er-
godic global unbounded spin Ising economy s given by a probability distri-
bution vo,m = Voymy @ - .- @V, m, 00 R, vey m, mutually independent and
Gaussian on R, each with variance (Ck)(,0) = é € R4 and mean (my)o €
R, k < 1. Thus, vc ., is Gaussian with mean m = ((mq)o, ..., (mg)o) and

covariance )
C.. =4 Bk
7 { 0 ifj#k,
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Jrk < 1. vey, is called the unbounded spin Ising distribution economy with
parameters B1,...,0;, m1,...,my.

Proof of consistency. The proof of part (a) just summarizes the discussion
above: The relevant Gibbs states for the Gaussian specification y/+9 as
defined by 5.38 are given by the ergodic extremal elements in G(y/*Y) that
are characterized in Proposition 6.7. mj € M, o is well defined by Example
5.20. Note, pcm € g(@;cgm‘]k’o) by Proposition 2.8 and ergodic since each
pey.m, is ergodic. Part (b) then follows directly by Proposition 6.3 and
Proposition 6.11. 0

Intuitively, an unbounded spin Ising distribution economy specifies the
distribution vc,, of demand functions, more precisely of a-transforms on
the underlying demand function.

For convenience let us consider g1 = ... = G =: 3. In terms of
Section 2.7, § is the “inverse temperature” of the system. As done in
[Grandmont, 92] we want to achieve more heterogeneity among agents, i.e.
we basically want to increase variance (Ck)(mo) = % and thus decrease (3.
In other words, we want to raise temperature. This is exactly the opposite
of what was done in Section 2.7, where we had a look at the low tempera-
ture or thermodynamic limit. Intuitively, it is clear that more heterogeneity
among agents corresponds to a decreasing (8 in our approach: The lower 3,
the weaker coupling among agents and thus the less possibilities for “pre-
ference for conformity” to be transmitted. When (3 approaches zero, there is
no coupling and random agents are independently distributed with a priory
measure; as assumed the Lebesgue measure on R. The unique Gibbs state
is the given by the product measure. Thus, heuristically we obtain the weak
axiom of revealed preference in the aggregate for the unbounded spin Ising
distribution economy the “more independent” agents and thus the weaker
local interactions.

At first view, one may remark that this would contradict our assumption
of preference for conformity. However, we do not think that this objection
is admissible: It is not the assumption of preference for conformity that is
weakened when (3 decreases. It is more that “social links” among agents get
weaker as 0 decreases.

Since we only consider unbounded spin Ising economies, we henceforth
assume ’y‘]’wo to be the specification introduced in Definition 5.38 and d > 3
to assure existence of Gibbs states. We have already seen that the existence
of Gibbs states in G(y/#") does not depend on the value of 3 > 0. We could
even set 3 = 0.° In this case, random agents are independent an identically
distributed with reference measure. As already mentioned in Section 3.5,
the unique Gibbs state is then given by the product distribution of reference
measures.

SOf course, this contradicts Definition 5.38.
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Cooling down Society

In light of Grandmont’s analysis, we have argued heuristically that market
demand gets closer to satisfying the weak axiom of revealed preference the
higher temperature. The common question in statistical mechanics is the
opposite one: What happens when a system reaches the thermodynamic
or low temperature limit? Stated in other words: What can be said about
satisfaction of the weak axiom for market demand when (3 converges to
infinity?

We may infer from the specific form of the Hamiltonian H”¥ in Example
5.33 that constant configurations are ground states, i.e. configurations of
minimal energy. In chapter 2.7 we have seen the connection between ground
states and Gibbs measures in the low temperature limit for the 2-dimensional
Ising ferromagnet: When 3 approaches infinity, the set of Gibbs measures
gets arbitrarily close to the Dirac measures with mass on ground states; this
is shown in Proposition 2.53. In this sense, the system gets more and more
static as 0 approaches oo since coupling gets arbitrarily strong. In other
words, the system is attracted by states of minimal energy.

For our purposes, the analysis of thermodynamic limit is only admissible
if it admits an economic interpretation: In case of the local unbounded spin
Ising economy, an increase in 3 means that coupling among agents gets
stronger and agents prefer more and more to be similar. Thus, we obtain the
opposite situation as needed for Grandmont’s analysis. The interpretation of
this limit might be that society settles down in the sense that agents are more
and more consensus orientated. Thus, § — oo literally means “cooling down
society”. In terms of [Kindermann & Snell, 80b], p.5: Minimum tension
(caused by agents’ interaction) means maximum boredom and occurs when
agents agree, i.e. when the configuration is constant.

Let w*, ¢, € R, denote the constant configuration with wi* = ¢ for
all s € S. The potential ®/+° in Example 5.33% exhibits a ground state
degeneracy in that all w are ground states for ®/#9. This would imply
phase transition if G(y/#°) is attracted by each d e when 8 — o0o; in other
words w’s are stable. However, we have already shown the existence of
phase transition in Example 5.20.

We now obtain a result analogous to Proposition 2.53: Given the ergodic
extremal Gaussian Gibbs measure pc, wer = pc, * Oper € G(y7#0), 47k as
given in Definition 5.38, we have

UCy wee — sk

weakly as 3 — oo. This weak convergence is immediate since pc, oer is
Gaussian on R! with mean w® and covariance C}, as given above. Thus,
Ve, wok — 0¢, weakly as 8 — oo, In other words, the distribution of a; € R

5Here, ®/#° is a potential since Ji,0 exhibits finite range.
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converges to a Dirac measure with mass in ¢, € R.” Let the one-dimensional
marginal distribution vg, ex of uc, wer be denoted by ve, ., i.e. vo, ¢ =

Mck7wck o (O'k)al
We have shown that the unbounded spin Ising distribution economy

VCe = VCie @ ... @ Ve, weakly converges to 0. 1= 0, ® ... ® d,, as
[ — oo and for conditional (in our case total) market demand the following
convergence result holds: Let ¢ = (c1,...,¢) € R!
Xpw) = [ € wcdldo)
R
B—o0 a Ry
= [ e w)ida) = €p,w) (61)
R

Proposition 6.13. Given an unbounded spin Ising distribution economy.
Assume the underlying individual demand & to satisfy the weak axiom of
revealed preference, then market demand X approaches a demand function
satisfying the weak axiom as the inverse temperature B approaches infinity,
i.e. X satisfies the weak axiom in the low temperature limit.

Proof. Using the discussion above and in particular equation (6.1), it leaves
to show that any a-transform of £ satisfies the weak axiom of revealed pre-
ference: Let £ satisfy the weak axiom and recall £%(p, w) := e*®&(e® ®@p, w),
a € R Let (p,w), (p,d) € ]RZJr+ x Ry be given. Assuming

[e* @p]-&(e" @p,w) =p-[e* @&(e* @ p,w)] =p- (P, w) S w
and
§%(p,w) = e* @ E(e” @ p,w) # e @E(e” @ p,w) =% (p,w),
the weak axiom for £ implies
pE* (pyw) =p- [e* @ &(e” @ p,w)] = [e* @ p] - £(e” @ p,w) > .
Thus, £* satisfies the weak axiom of revealed preference. O

This result is weaker than that in [Grandmont, 92]: Whereas Grandmont
shows that the weak axiom for market demand is “created”, we have shown
that it is “inherited” by market demand in the low temperature limit. Even
though we have not assumed identical demand functions for agents, we have
posed assumptions that imply identical a-transforms in the low temperature
limit. In other words: Every agent exhibits the same demand function
represented by a = (c1, ..., ¢;), although, due to phase transition, we do not

"Here, we have obtained the result by first applying the low temperature limit to the
harmonic oscillator and then consider the one-dimensional marginal distribution. However,
we could turn this approach upside down and first consider the one-dimensional marginal
distribution v¢ ,er and then apply the low temperature limit.
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know a priori which one. Of course, when every agent has the same demand
function that satisfies the weak axiom of revealed preference, per capita
aggregate demand will satisfy the weak axiom, too. However, the strength
of this result is that we do not know a priori which pure phase emerges, but
in the low temperature limit it forces market demand to satisfy the weak
axiom.

Grandmont’s Analysis for Unbounded Spin Ising Economies, or:
Heating up Society

In view of the discussion so far, we apply the following procedure: Con-
sider the set of a-transforms {a|a € R'} of the underlying demand function.
The crucial assumption is that we obtain the distribution of every o € R
independently within a social system that is given by an harmonic oscil-
lator with specification v/#° as in Example 5.20, representing preference
for conformity. This is just the local unbounded spin Ising economy and
we consider a corresponding ergodic (extreme) global unbounded spin Ising
economy, i.e. an ergodic (extreme) Gibbs state pc, m, ® ... ® pcy m, €
exGe (Y ® ... ®y7%0), where C}, is again as given in Proposition 5.15 for
Ji as in Definition 5.38 and mj, € M, o constant.

To recall, we then apply Proposition 6.3 to obtain a distribution economy
VCm = VCy,my @. . .QVc, m, on the space of individual characteristics a € R,
where Ve, m, = fiC,.my, © 0g - is the distribution of ay € R, k < I. We have
called vc,, the unbounded spin Ising distribution economy and may now
apply Grandmont’s analysis to this economy.

Recall g := (1 = ... = ;. Intuitively this assumption means that
the willingness to conform with neighboring agents is equal not only across
agents but also across distinct commodities. Then, the analysis of market
demand is done for an unbounded spin Ising distribution economy v¢ ,, i.e.

vo,m is Gaussian with mean m = ((m1)o, ..., (my)o) and covariance C' given
by
1 e -
s ifj=k
Cip=14 08 170
’ if j # k,
gk <l

Let ¢? := % By Proposition 6.11, each v¢, m, = N((mx)o, p?), the Nor-
mal distribution with mean (my)o and variance @?. Thus, the distribution
of ay, is given by the density

1 _(leg=(mp)o)®
(o= (mp)o)”

e 2¢
V2T

fe(ag) =

Due to the independence assumption, the distribution of « as a random
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variable with values in R is ruled by the product density
1 T (ag—(mp)0)?
fla)= ———e aE (6.2)
(2mp?)2
We now have to check whether the density f satisfies the assumptions in
[Grandmont, 92]: We have assumed that there exists only one type a € A for
the unbounded spin Ising distribution economy, i.e. one underlying demand-
income-pair (£, w) or simply |A| = 1. Thus, we may set f(«a) = f(ala), the
density conditional on type a € A. Assuming w € R, to be the fixed
income, Definition 4.17 implies conditional market demand to equal total
market demand, i.e.

X(a,pow) = / £(p, w) f(a)da

- / €2 (p,w) f(ala)da

_ //gb p,w) f(a|b)dady (db)
of

Obviously, f is continuous in a. Moreover, its partial derivatives g:-,
J
j=1,...,1, are given by
1 B 2
8f _aj — (mj)oe, Zk:l(':;kw;mk)o)
—- .
804] (2m)z 2

These are again continuous. Thus, (A2) holds.
Satisfaction of (A3) and (A4) can be seen as follows:

of
vj(a) = v;= da
(@) / Jret@
m] 0 — a] Ek:l(akf(mk)O)Q

2¢2 doq ...do

: g0z+2

—(m;)0)?
laj=tmjilo)

— 9.2 A
2 3/ |(m)o aJ]e 2 da

U

It is worth noting that v; does not depend on the particular commodity
J when assuming B = 8 > 0 for all k = 1,...,l. Also note that v; is
independent of m. Again, v; is a measure for the concentration of the
distribution of « around the mean ((mi)o, ..., (m;)o): the higher the value
of each v;, the more concentrated the distribution.
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Due to the one-type-assumption, (A6) and (A5) hold trivially. (A1) and
(A7) are not posed in terms of f; these will just be assumed as done in
[Grandmont, 92]. Due to the one-type-assumption, (A7) is rephrased as:
For every k = 1, ...,1, there exists g > 0, with 22:1 wg < 1, such that for
all price systems p € Rﬂr 4 we have

Pr&k(p, w) > wrw > 0.

The following Corollary of Theorem 4.34 can equivalently be stated for
corresponding local or ergodic global unbounded spin Ising economies.

Corollary 6.14 (of Theorem 4.34). Given the unbounded spin Ising dis-

tribution economy with parameters %,ml, .o.,my. Let wy > 0 be given as
in (A7). If0 < B < wi%, market demand is strictly decreasing in its own
price, i.e. %—‘;f:(p) <0.

2
If the coupling constant 0 < B < ZZ;“; forall k =1,...,1, then market

demand satisfies the weak axiom of revealed preference.

Proof. Apply Theorem 4.34 when v, = \/¥, B > 0 by Definition 5.38. O

Irrespective of the emerging phase that rules the economy, aggregate
demand satisfies the weak axiom for specific values of the parameter (.
This is just because v; is independent of m. For market demand to satisfy
the weak axiom of revealed preference coupling has to be smaller the more
goods available in the economy. We could also have stated the remaining
assertions in Theorem 4.34 for our model

A further analysis of existence and uniqueness of market exchange equi-
librium as conducted in Section 4.2 for our set-up does not seem appropriate
within this diploma thesis: Varying income w, and moreover allowing for
several types, would either call for a more complex interaction structure as
already laid out or one would just repeat the analysis in [Grandmont, 92] for
an exogenously given distribution of types and obtain the same results with
just applying the normal distribution for a-transforms that we have obtained
endogenously. Nevertheless, this would be an approach to show existence,
uniqueness and stability of equilibrium in a private ownership competitive
exchange economy with not necessarily rational agents when (at least) the
distribution of demand is specified endogenously by virtue of Gibbsian local
interaction.

Thus, if we would go further in our analysis and would show uniqueness of
equilibrium for an unbounded spin Ising distribution economy, the problem
of non-uniqueness of equilibrium would only arise because of non-uniqueness
of Gibbs states. In other words, we can show uniqueness of equilibrium for
a given pure phase. However, if the set of pure phases is not singleton, we
have a priori multiplicity of equilibrium due to phase transition.
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Applying a mechanism to endogenize the distribution of demand beha-
vior leading to a set of Gibbs states that is singleton would imply a priori
uniqueness of equilibrium in a local random pure exchange economy.

Let us just for a moment consider how one may generalize the local
interaction structure as given in the local unbounded spin Ising economy to
an interaction structure that takes account of income or more general, of
types. Two main problems have to be solved: First, one has to specify an
appropriate local interactions structure of income among agents and then an
interaction structure between demand functions and income for each agent
on her own. However, the question arises, whether the functional form of
demand depends on the level of income. Considering our approach, we might
say that the functional form of demand is independent of income. Thus, an
appropriate interaction structure between demand and income for our model
might be independence. Nevertheless, we still have to find an interaction
structure for income among agents. Since income is not (always) chosen by
an agent herself it does not make sense to endogenize the distribution of
income using preference for conformity.

However, it would make sense to come up with a model where agents are
given a fixed income and then choose where to be sited on Z¢. This model
would be similar to Shelling’s neighborhood segregation model. As argued
in [Georgii, 88], under specific assumptions, such a model is equivalent to a
model where agents choose their states on fixed sites. But still, this model
of endogenous income formation would then have to be combined with our
model of endogenous demand formation.
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Chapter 7

Conclusions

In this thesis, we followed a fundamental idea by Grandmont:

An alternative research strategy might be indeed to rely more
on particular features of the distribution of behavioral charac-
teristics [...]. An important issue to investigate would then be
how such macroeconomic distributions might arise endogenously
[...]. One could for instance envision a more ‘adaptive’ view-
point [...] in which the decision rule [...] of an individual (is)
influenced [...] by those of his immediate neighbor(s), and gen-
erate endogenously a macroeconomic distribution by looking for
invariant distributions. The properties of these invariant distri-
butions might in turn generate enough strong macroeconomic
structure [...]. ([Grandmont, 92], p. 40)

We have modeled a framework to endogenize the distribution of demand
behavior: In light of Follmer’s Ising economy, we came up with a model
taking account of a more general state space that, in a sense, represents
the space of all demand functions. This model, that we refer to as the
global unbounded spin Ising economy, is based on the harmonic oscillator
and thus formalizes “preference for conformity” among agents. We then
have obtained the unbounded spin Ising distribution economy that enabled
us to apply Grandmont’s analysis to our framework of endogenous demand
formation. We have seen that, for market demand to satisfy the weak ax-
iom of revealed preference, coupling among agents has to be smaller than
some constant, without assuming the weak axiom for individual demand.
This result makes intuitively sense when having in mind that Grandmont’s
analysis calls for heterogeneous agents whereas our interaction structure
assumes agents to exhibit a desire for conforming with peers. In particu-
lar, we obtain a unique market exchange equilibrium for every pure phase.
Non-uniqueness of market exchange equilibrium then emerges due to non-
uniqueness of Gibbs states. However, we have not explicitly conducted the
uniqueness analysis for our set-up.
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We should be conscious that this result has an impact on social sciences:
Individual rationality is not at all fundamental to achieve a rationally be-
having society. Further investigation should be carried out on the empirical
content of this model: Do we actually obtain distinct structural properties
of market demand for societies that are more consensus-based than for those
with less social ties?

Furthermore, we have conducted an analysis of market demand that re-
lies on the thermodynamic limit: Since coupling constant coincides with
inverse temperature, this is just the opposite of Grandmont’s analysis. Let-
ting the inverse temperature approach infinity, we have shown that market
demand satisfies the weak axiom of revealed preference if individual demand
is assumed to do so. This result was immediate since in thermodynamic limit
all agents exhibits the same demand function.

Our model relies on very restrictive assumptions:First, we have assumed
preference for conformity for all commodities. Then, the product specifica-
tions used in the model imply independence of the distribution of demand
for different commodities. and we have assumed this distribution to be in-
dependent of the exogenously given distribution of income. However, the
model can be generalized in several directions: We do not have to assume
preference for conformity for each commodity. Within the Gibbsian ap-
proach we can develop models with different local interaction structures for
distinct commodities. Among many other concepts, we may model “prefe-
rence for antagonism” or just “independence” in demand behavior for several
goods. Our concept of product specifications implies that the distribution
of demand for specific commodities is obtained independently. Thus, to
overcome this assumption, we have to design an entirely new interaction
structure. One way would be to assume Z? not to be just the graph of
agents but to consist of disjoint boxes with [ sites. Each box represents an
agent; each site within such a box represents the demand of that agent for
a specific commodity. Then, the difficulty is to find an appropriate inter-
action structure among [-boxes, i.e. among agents, and within each box,
i.e. among demand for distinct goods. A simpler way may be conducted for
the unbounded spin Ising distribution economy: If we would like to obtain
correlation among goods, we could just assume the distribution to be mul-
tivariate normal with an appropriate correlation. Within the text, we have
already argued which difficulties may arise when endogenizing the exoge-
nously given distribution of income and particularly of types: We have to
come up with a local interaction structure not only specifying interactions
in income among agents, but also interactions between income and demand
for each agent on her own. Then we have to combine this set-up with our
model of endogenous demand formation.

However, we hope that our model reveals a fruitful analysis of market
demand with endogenous demand formation.
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