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Abstract

We propose a new framework for studying the evolution of heterogeneous beliefs in a dynamic
feedback setting. Beliefs distributions are defined on a beliefs space representing a continuum
of possible strategies agents can choose from. Agents base their choices on past performances,
re-evaluating strategies as new information becomes available. The distribution of beliefs among
agents is updated using a continuous choice model. This leads to price dynamics in which the
beliefs distribution evolves together with realized prices. By considering individual choices as
random variables, which is natural in a random utility framework, heterogeneity can be seen
to act as a ‘natural source of randomness’. Allowing for modeling the dynamics explicitly, our
framework gives rise to a random dynamical system (RDS), the stochastic properties of which are
directly related to the time varying beliefs distribution. We consider some asset pricing examples
and discuss several conditions (dependence among agents, unequal market impact) under which
the randomness persists even as the number of agents tends to infinity.

Keywords: Expectation formation; Heterogeneity; Continuous beliefs; Expectations feedback;
Endogenous noise; Random dynamical systems;
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1 Introduction

Though it takes little to realize that expectations about future prices are essential for investment
decisions made by market participants, it is difficult to study the evolution of expectations ex-
plicitly. Expectations, let alone the beliefs on which they are based, are hardly ever directly
observable in practice. For stock markets, for example, one typically observes realized prices,
which, at best, reflect market aggregated expectations rather than individual expectations.

Recent results indicate that, to a large extent, the dispersion of beliefs among market partic-
ipants bears important consequences to the behavior of the aggregates over time. In the recent
literature on heterogeneity several theoretical models have been proposed and a number of re-
lations between heterogeneity and stylized facts were derived and validated empirically. Shalen
(1993) and Michaely and Vila (1996), for example, concluded that dispersion of beliefs enhances
both trading volume and volatility. This supports the empirical evidence reported by Gatllant
al. (1992) of a positive correlation between volume and volatility. Recent work also indicates
that heterogeneity of expectations might be responsible for several other empirical observations.
For example, Dietheet al. (2002) presented evidence that the dispersion of opinions on fu-
ture returns affects future earnings negatively, while Ziegler (2002) found that heterogeneity of
beliefs can lead to the well-known “smile effect” in implied volatility derived from option prices.

Apparently, economic observables depend not only on the average belief, but, more generally,
on the distribution of beliefs among market participants. Being both omnipresent and hidden, the
dynamics of dispersed beliefs is of our key interest in this paper. The objective is to model the
evolution of beliefs explicitly. While doing so, we wish to keep track of the unpredictable nature
of individual preferences and relate it to the unpredictable nature of observables. The latter is
important for investigating the extent to which economic observables are affected by uncertainty
of choice at the agent level. Together, these objectives motivate the introduction of the concept of
acontinuous beliefs systegf@BS). By formulating economic dynamic models in terms of a CBS
it is possible to address questions directly related to the beliefs distribution and the endogenous
randomness in the dynamics, such as: (i) To what extent does the degree of heterogeneity interact
with observables such as prices? (ii) Which aspects of the beliefs distribution matter most for
the random dynamics? (iii) Do prices and beliefs evolve similarly in small and large markets?
(iv) How do differences in market impact and dependence among agents’ choices affect the joint
dynamics of prices and beliefs?

Among the first to provide an analytical framework in which agents adapt their beliefs over
time are Brock and LeBaron (1996) and Brock and Hommes (1997). The agents’ incentives
to switch beliefs are provided by the observed differences in past performance such as realized
profits. Although, in this setup agents can choose from various beliefs, or expectation functions,
the number of strategies available to the agents is finite. Typical applications are concerned
with the simple case in which there are only two different belief types (see e.g. Brock and
Hommes, 1998). Evidently a small number of belief types is insufficient to obtain a realistic
beliefs distribution. Since each fraction of the population associated with a belief type becomes
a state variable, using the Brock and Hommes (1997) framework to build a model with a large
number of beliefs will typically lead to analytically intractable dynamics.

Recently, Broclet al. (2003) considered the price dynamics of a market with a continuum of



traders in a so-called large type limit (LTL) where the number of strategies available to the agents
tends to infinity. The belief types are drawn at random from a given distribution of possible types.
Under fairly general conditions this (random) sequence of deterministic dynamical systems gives
rise to unique deterministic limiting dynamics in the LTL. In this way, an LTL provides insights
into the dynamics of a large market in the presence of a large number of strategies.

Simply because the limiting deterministic price dynamics was of their main interest, Brock
et al. (2003) assigned a merely supporting role to the beliefs distribution. The evolution of the
beliefs distribution remains more or less hidden because the state variables describing the beliefs
distribution are eliminated in the derivation of the price dynamics. Also, by considering a con-
tinuum of agents from the start, their approach implicitly assumes that preferences of individual
agents are negligible. As a result the concept of an LTL is not very convenient for our purpose:
modeling the evolution of beliefs, while taking into account effects of the unpredictable nature
of individual preferences. With this in mind, a CBS follows a different route. In contrast with
an LTL, which is based on a continuum of agents who can choose from a finite (but increasing)
number of strategies, a CBS is based on a continuum of strategies available to any number of
agents. The CBS dynamics of the beliefs distribution and the economic observables can be ex-
plicitly formulated for any number of agents with arbitrary market weights. This permits several
scenarios which are hard to study using an LTL. For example, since the CBS approach does not
assume individual preferences to be negligible, it can be used to examine large market (many
agent) limits in which the market is dominated by a small number of agents, or where the agents’
expectations are strongly correlated.

A CBS contains the following ingredients. The basic concept underlying a CBSeabeds
space €, in which a class of possible point predictors is represented by a continuous (either
scalar or vector valued) parameter At each timet agents form beliefs regarding future eco-
nomic variables by deciding on a single belief paramétier the beliefs space. They do so by
evaluating the possible strategies, given the information available prior tottiosng aper-
formance measureThis performance measure might be based, for example, on the history of
past prediction errors, or on profits a strategy would have realized in the past. In each period
individual agents choose the strategy which optimizes their expected subjective utility. Due to
differences in tastes, they may differ in the strategies used. The central objectin a CBS is a time
dependent probability density functign(f) on 2, called thebeliefs distribution The belief, (or
predictor, or strategyd, ; actually employed by ageritat time¢, from the modeler’s point of
view, is considered to be a random variable distributed according to the beliefs distribution. This
can be thought of as representing the empirical fact that even when agents have identical infor-
mation, they may still have differences of opinion regarding future revenues (see e.g. Frankel and
Froot, 1990; Kandel and Pearson, 1995). The specific form of the beliefs distribution given the
history of realized past observables, can be expressed in terms of past performances using a con-
tinuous choice model. Given the individual beliefs of agents just prior to tintee individual
net demand functions collectively determine the next observable (price) to be quoted publically.
This involves somaggregation mechanisnsuch as a market maker setting the price at a zero
aggregated net demand value. After the observable becomes public, the performances of strate-
gies can be re-evaluated, a new beliefs distribution arises, etc. From a dynamical point of view,
the ongoing evaluation of strategies by agents as new information becomes available results in
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the co-evolution of the distribution of beliefs and observable aggregates.

In a CBS, the beliefs distribution is a deterministic function of past observables. The strate-
gies used by the agents are modeled as random variables, distributed according to the beliefs
distribution, which provides a natural mechanism for endogenous randomness. We refer to this
as a ‘natural source of randomness’, as it can be associated naturally with the uncertainty of
choice. In fact this natural source of randomness can help explain part of the market fluctuations
we observe in daily life. For example, the excess volatility as observed in financial markets (see
Shiller, 1981) might to some extent be ‘natural’. In some of the applications presented later it will
become clear that most of the nontrivial structure arising from heterogeneous beliefs feedback
loops resides in the noise rather than in the deterministic part of the dynamics.

One might expect the randomness to disappear from the dynamics as the number of agents
tends to infinity. However, it is not hard to find mild conditions under which the choices of
individual agents do not average out to give a deterministic law for the aggregate observables in
the limit as the number of agents tends to infinity. For example, if the dependence among the
agent’s choices is sufficiently large, aggregates may remain random variables even for an infinity
of agents. Also, for some combinations of the class of predictors and the performance measure,
the conditions for the law of large numbers may not be satisfied, providing another source of
randomness which does not vanish if the number of agents tends to infinity.

In general, a CBS gives rise to a Random Dynamical System (RDS) where the randomness
carries a natural interpretation. For convenient, but often typical, choices of the performance
measure and the class of predictors, the CBS reduces to a low dimensional RDS. The state
variables of this RDS are directly related to prices and characteristics of the beliefs distribution,
such as the degree of heterogeneity. Since the CBS approach allows stochastic price dynamics
to be derived explicitly, it can be used as an analytic alternative to numerical studies based on
computationally intensive agent models (for an overview, see LeBaron, 2000).

The remaining sections are organized as follows. In section 2 the concepts of a beliefs distri-
bution and the continuous choice model are introduced. Section 3 describes a continuous beliefs
system (CBS) in which the co-evolution of beliefs and public information such as market prices
is taken into account. As an illustration the implied dynamics in a standard asset pricing context
is examined by means of some stylized examples in section 4. In section 5 the mechanism by
which endogenous noise arises from the continuous choice dynamics is described, and the role
of the number of agents and their dependence considered. Section 6 summarizes and discusses
the results.

2 Continuous beliefs distributions

In this section we describe how continuous beliefs distributions are obtained with the continuous
choice model, which can be seen as a natural generalization of the well-known discrete choice
model. The discrete version has among others been employed in an economic dynamic context
by Brock and Hommes (1997). For clarity of exposition we will discuss both choice models in
an agent based economic dynamic setting, starting with the more familiar discrete choice model.
Agent based models represent market participants as (a typically large number of) agents,



who can select among a number of alternative strategies. If the strategies among which the
agents can choose consists of a finite set of strategies,., s,, say, then agents employing
strategys;, 7 = 1, ..., m are said to be of typé McFadden (1973) derived an expression for the
probability P; that an individual will select strategy starting from the concept of random utility
functions. It is assumed that the utility function of aggan be written as

Vi(s) = U(s) + €;(s)

whereU (s) is a non-stochastic “common” utility function representing the tastes of the popula-
tion, ande;(s) is stochastic and reflects the idiosyncrasies of individuals in tastes. The individuals
choose the alternative which optimizes their subjective expected utility. Under the assumption
that the disturbances of the utility function follow an extreme value distribution, it can be shown
that this leads to theultinomial logit model

eﬁU(Si)

Fi= S UG

whereU(s;) is the utility associated with alternative The parametep is referred to as the
intensity of choiceand is related to the scale of the noise terifs). The larger the value of

5, the smaller the noise, and the larger the probability that an agent chooses the option which
actually optimized/(s). This is why1/3 is sometimes interpreted as the propensity of agents to
err, presuming they actually all wish to optimizgs).

In the presence of a continuum of belief types it is convenient to introduce a finite dimensional
measurable spade containing all possible strategies that can be selected by the agents. We will
refer to (2 as thebeliefs space Each possible choice, that is, each elemem 2 uniquely
represents a possible strategy agents can choose from. Note that the choice of the beliefs space is
not unique, since any one-to-one transformation of the beliefs $pate another spacé¢)’, say,
will again yield a suitable beliefs representation. To ensure that integrals over the beliefs space
can be defined independently of the chosen representation, we explicitly denote the integration
measure ot by v.

In analogy with the discrete choice model, we wish to represent the diversity of belief types by
a probability measure over the beliefs space. The distribution of strategies can be obtained from
the generalization of the discrete choice model referred to as mixed discrete/continuous choice
models. As in the discrete choice setting, it is convenient to adopt a random utility approach
(Hanemann, 1984; Dagsvik, 1994; Resnick and Roy, 1994). The random part of the utility
function of an agent affects the strategy a particular agent considers optimal. Therefore, the
strategies employed by individual agents in a random utility framework are random vafiables.
The continuous choice analogue of the multinomial logit model iscthr@inuous logit model
(see e.g. Ben-Akiva and Watanatada 1981; Dagsvik, 1994). The probability that an agent selects
a strategy in a subset of 2 is given by

@) P(A) = 771 /,4 U 1 (dy)

INote that random utility does not imply that individual agents perceive their own utility functions to be random,
only that they are random to the econometrician.



with Z = [, eV (). As in the discrete choice setting represents the intensity of choice.
Whenevew is continuous, a corresponding density) exists such that(dd) = v(0) dé. In

that case, assuming thiEt6) is also continuous, the beliefs distributidrhas an associated pdf,

denoted by»(6), given by

) 6(6) = 271V Oy (g),

with Z = [, %Y@y (9)dy. For ease of presentation, in the subsequent sections we only consider
cases where is continuous, and heneéf) exists.

The functionuv(#) is nonnegative, and can be used to put different weights on different parts
of the beliefs space. We refer t¢¢) as theopportunity function In the case where a particular
representation of the beliefs space has been fixed, the opportunity function can be thought of as
reflecting thea priori faith of individuals in parameters within certain regions of the parameter
space. Small values of(f) in a certain region then reflect the agents’ tendency of avoiding
parameter values in that region. For example, if in a particular representation it is reasonable to
assume aversion against using extreme strategies, this can be represented by smalla@ues of
for these strategies. In that case, such “extreme” strategies need to outperform more common
strategies to a large extent before agents are likely to use them.

Although derived differently, in the LTL framework (Broek al, 2003) extensive use is be-
ing made of a probability measure with the functional form given by equation (1), all market
averages in the large type limit being defined with respect to this measure. For an LTL, the
measure represents the probability measure(dfrom which an increasing set of strategies is
chosen at random. However, as it turns out, in the CBS framework it is not necessaty foe
normalizable. For example, i§ = R™, v(f) = 1 onQ andU (0) is quadratic irg with a single
maximum, thenp(0) is a multivariate normal probability density function. In general, the prob-
ability measureP given in equation (1) is a well-defined pdf if and onlyAf= [, eV v(dv)
is positive and finite, i.e. itV is v-integrable. Clearly, whem is non-normalizable it can
no longer be interpreted as a probability measure. An alternative interpretation is the following.
For two disjoint subsetd and B in €2, with finite integration measureg A) andv(B), the ratio
v(A)/(v(A) + v(B)) can be interpreted as the conditional probability that an agent chooses a
parameter value i, in the absence of any informatioff constant), conditional on this choice
being either inA or in B.

3 Continuous beliefs systems

In this section we discuss the co-evolution of economic observables and the beliefs distribution in
a CBS. Next to the beliefs space and the beliefs distribution, two additional ingredients are added.
Firstly, we assume that agents evaluate strategies according tgpsoimienance measurevhich

might for example be based on past prediction errors, or profits a strategy would have realized in
the past, given the information available now (ex post profits). Secondly, a market mechanism, or
more generally, aaggregation mechanisim required which translates the individual beliefs of
agents into publically available information such as prices. For example, in a cobweb framework



the price equation might have the form

p= 07 (135010,

whereS(p;(0;,-1)) is firm i's supply and! "7, S(p§(6;,—1)) denotes the average supply, and
D(p) demand at a given prige

For clarity of exposition this section is presented against the background of a standard dy-
namic asset pricing framework. Today’s price will be assumed to equal the market's expected
present value of tomorrows pay-off. Rather than averaging over functions of beliefs, as in the
cobweb framework, prices are conveniently obtained by averaging directly over the different be-
liefs. The modifications required for applications in more general dynamic settings are fairly
straightforward. Throughout, time will be considered to be discrete. For a recently proposed
generalization of discrete choice models to continuous time, we refer the interested reader to
Dagsvik (2002).

The price of the risky asset at timeavill be denoted by,. For simplicity we discuss the case
where the agents are myopic. Prior to timéhey form expectations about the price of the asset
at timet + 1 (the next time they can sell the asset) including possible dividends payed in the
period between timeandt + 1. The information available to agents just before tinedenoted
by F;. In simple cases the information set could consists of a historic record of past prices up to
and includingp;_1, but in general it might include exogenous variables, such as the interest rate.
The possible strategies from which the agent can choose to predict future prices are represented
by a functionf, of the observables in the information set, parameterizedl IBypr a given set of
information, we can then consider this predictor as a functigh bf our examples, the available
information on which predictions are conditioned is strictly the observed past price history:

D1 (0) = fo(pi-1, Pe—2,-..).

Thus, the prediction of,; made by agent, based on price information up to and including
Pi—1, USINg strategy; 1, is denoted by, ; (0;:—1).
To give an example of a beliefs space, the clas&tf order linear predictors consists of all
predictors of the form
Pi1(0) =00 + 011 + ... + Oapi_g.

In this case the beliefs are representeRiti! and the beliefs distribution is a probability distri-
bution on this space.

The pdf of the time dependent beliefs distribution conditionalfrs denoted byy; (0).
Schematically, the expectations feedback can then be represented as

=P — G1(0) = pe— (0) — ..

Notice that, regardless of the details of the price formation mechanism, it is possible to in-
vestigate how a newly established prigeaffects the beliefs distribution. After, becomes
part of the information set, agents can re-evaluate the available strategies, and at this point the
continuous choice model can be invoked to obtain an expression for the new beliefs distribution:

(3) Di(0) = Z;7 ()P
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the time dependent analogue of equation (2).

Typically, we consider cases where the utility functiof(#) is based on performance or
fitness measure of the strategfesuch as last period’s net ex post profits or squared prediction
errors. We take into account dependence on further past performances by introducing memory
in the model. The evolution of the fitness measure for strafegan for example be modeled as:

4) Ui(0) = aU;1(0) + (1 — a)m(6),

wherer,(6) is the performance in periad anda € [0, 1) is a memory parametérThe utility
function then becomes a geometrically weighted sum of ex post performances of strafegy
interpretation of the memory parameteis the following; when analysts or traders consider new
strategies it is common to perform back-testing, that is, to test the candidate strategies using his-
toric data. Strategies that would have performed best in the past are more likely to be selected for
future trading. The traders are likely to put more weight on more recent observations, depending
on the time scale on which they perceive their world to be approximately stationary.

By substituting equation (4) into equation (3) the effect of memory can be written as

gbf(Q) e U(@)eaﬂUtfl(9)+(1—a)ﬁ7rt(0)
(5) o [U(9>]1701[¢t71(9)]ae(17(1)ﬂm(9)’

which gives an update of the beliefs distribution in terms of the previous beliefs distribution
and the last performance measure. Note that in general, gj€gis an infinite dimensional
state variable, this may lead to a very complicated dynamical system. In general the models
thus obtained need not be analytically tractable, and to solve the dynamic equations numerical
methods may be required. However, in some cases the evolutiof(@f can be completely
described by a finite number of variables such as its finstoments, in which case it becomes
finite dimensional. This class of models can be used to obtain insights into the interaction of
observables and the beliefs distribution analytically. Therefore, in this paper we will focus on
models that are analytically tractable.

Next we consider the formation of the observablgsor a finite number,, of agents, each of
which is assigned a strategy according to the previous beliefs distribitiof?). As mentioned
before, some aggregation mechanism is required for determining the next observable from the
individual beliefs of the agents. We assume that each predictor implies a unique associated
excess demand function, and that given the beliefs of all agents, a unique equilibrium price
p: can be set, such that the market clears. Under the standard assumptions of mean-variance
optimization today’s market clearing price can be seen to equal the present value of aggregate
beliefs concerning future prices and dividends:

1 n
(6) (14+7)p = o prﬂ(ei,t—l) +y
i1

wheren is the number of agents¢(6,,,) denotes the expected price of individuddased on
past observables available up to and including 1, andy expected future dividends. Since

2Alternatively one might defin€’, (8) = aU,(0) + m(6), but this is in fact equivalent, since far € [0, 1) this
gives a utility differing by a factof1 — «) which can be absorbed I#¥in the beliefs distribution in equation (3).
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our interest in the asset pricing model is strictly concerned with its illustrative use, we refer the
reader to e.g. Brock and Hommes (1998) for details on the dynamic asset pricing framework.

In interpreting the price equation it is essential to realize thafithg are random variables,
representing the individual strategies chosen by the agents. The dynamical system for a finite
number of agents is thus stochastic. In the limit where the number of agents tends to infinity, the
dynamics can, under certain conditions, become deterministic.

Consider the following assumption:

Assumption 1 (Cross-sectional Independence) The strategies, employed by ageritat time
t, for each fixed timeare independent random variables, distributed according to the population
distribution of beliefs prior to time t;_,(0).

Assuming independence over agents might seem reasonable, since it is always possible to con-
sider expectations of groups of correlated agents as expectations of a single agent representative
of this group. The effect of dependence then is merely a reduction in the effective number of
agents. A stronger assumption is made if one additionally assumes temporal independence of
the idiosyncratic noise terms of each agent over time. This stronger assumption is reasonable if
the time interval corresponding to one time step in the model is large compared to the time scale
on which idiosyncratic preferences of single agents change over time.

The following theorem is concerned with the almost sure behavior of the model in the limit
where the number of agents tends to infinity.

Theorem 1 (Law of Large Numbers) Givef;, under Assumption 1, # tends to infinity, the
aggregate

—€ 1 & (4
Py = — Zthrl (ei,tfl)
ni3

converges a.s. to
E, [p§+1(ei,t—1):| )

if and only if &, [|pf 1 (6:4-1)|| < oo.

Proof: By Assumption 1, the strategi#s;_; conditionally onF; are 1ID random variables in

2, which implies that the corresponding predictigrs, (¢;,—,) of agents are also IID. The re-
sult is immediate from Kolmogorov’s strong law of large numbers for the 11D random variables
P71 (0i0-1), givenF, (see e.g. Resnick, 1998, p. 220). O

Note that the mean expected price, whenever it is finite, can be expressed as

(7) Ey {pfﬁ-l(ei,t*l)} = /the—i-l(ﬁ)¢tfl(79)d79-

Theorem 1 states that, given the information public at tingenecessary and sufficient condition

for the aggregate expectation abput; to converge a.s. to the mean expectation over the beliefs
distribution, is the existence of this mean. This result has the following corollary concerning the
dynamics.



Corollary 1 (Deterministic Dynamics) Under Assumption 1 the observapie the limitn —
oo almost surely tends to a deterministic function of the informaftpavailable at time if and
only if E[pf, 1 (6i-1)] < oo.

This deterministic limiting dynamics can be interpreted as a first order approximation to the
price dynamics for a system with a large but finite number of agents. Later it will become clear
that the random deviations around the deterministic limit in general can not be represented by a
random variable with constant (state-independent) distributional properties.

Notice that discrete choice models can be considered as special cases of a CBS (when al-
lowing for discrete opportunity distributions) in which agents can only choose among a finite
number of alternative strategiés [ = 1,...,m. Provided that the expected future prices of
each of those strategies are finite, the average expected price is well-defined, so that the strong
law of large numbers applies, and the dynamics converges to a deterministic dynamical system
with probability one as the number of traders tends to infinity. A discrete choice setting with a
continuum of agents, as considered by Brock and Hommes (1997), should thus always lead to
functional determinism in the absence of exogenous noise provideg thét; ) is finite for each
l=1,...,m.

At this point let us briefly compare equation (7) with it's LTL analogue. The population mean
of the predictor functiony, , (¢) can be written as

Ja eﬂUtfl(e)Pngl (9)v(0)dy
Joy €001 O () A

®) Elpia @) = | ph (9o (0)d0 =

This expression can be seen to be of the same analytic form as the population average given by
Brocket al. (2003). An important difference, however, is that we do not requ(i#é to integrate

to one. Thatisy(0) itself is not required to be normalizable, and instead we only reguirg?)

to be be a well-defined pdf (i.e’V-1)4(6) should be integrable). In this sense, equation (8)
provides a generalization of the analogous expression obtained with the LTL approach. This
indicates that an LTL has an associated CBS, but that the converse does not always hold. In
fact some of the example CBSes that will be discussed later use a non-normalizable function
v(#), and hence do not have an LTL representation. Furthermore, even if the beliefs distribution
is well-defined, the mean expected price given in equation (7) need not exist. In that case the
dynamics does not allow for a deterministic LTL, but as will be shown later, the associated CBS
might still be meaningful, with the price being a random variable. While an LTL always gives
rise to a deterministic dynamical system, a CBS gives rise to an RDS, containing deterministic
dynamics as a special case.

Before moving to a concrete example, note that we only consider point predictors in this
paper. However, some price formation mechanisms can not be formulated in terms of point
predictors only. For example, Guesnerie (2002) considers agents who have subset predictors
(e.g. an interval) in mind rather than point predictors. Under certain conditions, the agents, by
a rationality assumption and a common knowledge argument, can find agreement on a unique
trading price. Such a mechanism could be incorporated in a CBS framework, provided that the
more general predictors can be represented by a finite number of parameters, and the price agents



eventually agree to trade on can be expressed explicitly in terms of the agents’ individual beliefs
parameters.

4 Example: Asset pricing with first order linear beliefs

We consider an example of a CBS in which agents believe that first order linear rules provide
adequate predictions. The role of the performance measure is investigated by focusing on two
cases: squared prediction errors and squared logarithmic prediction errors, leading to normal and
log-normal beliefs distributions respectively.

For illustrational purposes we focus on a simple class of linear predictors. Agents choose a
strategyd that represents their perceived future growth rate. The expected price at-tinie
associated with predictéris then

©) P (0) = Op1.

The utility function associated with belief tygeis given by equation (4). The price equation,
(6), in this particular case becomes, in the limit of infinitely many agents:

(1 + T)pt = f ﬁpt—lgbt—l(ﬁ) d’l? + ?j

10 N
(10) = Wt-1Pt—1 T Y,

wherey,;_; represents the average belief parameter attimé. In the next subsections we con-
sider the updating of the beliefs distribution for two different performance measures. Through-
out we assume that the parameters satisfy the following conditierss;0, 1), » € [0,00) and

B € [0, 00).

4.1 Updating according to squared prediction errors

First we examine the case whee= R, and the performance measure is minus the squared
prediction error:

(11) m(0) = — (0§(0) — p1)* = — (Op—2 — pr)”.

After the pricep, has been realized and observed, the distribution of beliefs is updated according
to the continuous choice model. The new distribution describing the dispersion of belief types is
then given by equation (5). Upon substitution of the expressiomf@h) into equation (5), we
obtain:

(12) 60 (0) o< [fr-1(0))* exp [—B(1 — a) (Opi—2 — p1)*] .

Note that we have chosen a constant opportunity function; (8.= 1, representing the simplest
case where agents hold no aversion against extreme parameterdvalues.

Since the exponent contains only up to second order formsvith a negative coefficient for
the quadratic term id, the distribution of beliefs in each period can be described by a normal

8In fact, sincev() = 1 is not normalizable, this is an example of a CBS which can not be obtained directly
using the LTL approach. However, using the LTL approach, one might arrive at the CBS dynamics bytéking
to be the pdf of av (0, s2) distributed random variable, and taking the limit whefeends to infinity.
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distribution. Here we have implicitly assumed thiat, (9) is also normal, which can be justified
by assuming that the dynamics has been running since the infinite past.
If we denote the mean and varianceseft) by u; ando? respectively, we can write

(13) 60 (6) = éa exp [—2;3(0—%)2] |

Together with equation (12) this gives

o
2
207 4

(14) ¢i(0) o exp [— (0 — Mt—1)2 —B(1 —a)(Opi—2 — pt)gl :
By comparing the coefficients ¢f andd in the exponents in equations (13) and (14), the mean
belief parameter,;, and the variance of the belief parameter,can be seen to evolve according

to
Ht M1

5 = a—— +208(1 —a)ppi—2
Ult Oi—1
a 2
072 = 072 +26(1 — a)p;_o-

The remaining factor, which is independentéofis absorbed into the normalization factdy.
Notice that the average belief parameteand belief variance? completely describe the evo-
lution of beliefs and are fully determined by past prices.
The full deterministic CBS, which also includes the price equation given in equation (10),
becomes:
(14+7)pe = p—1pe1+7

He He—1

— = +23(1 — _
(15) O_tQ aUtQ_l 6( a)ptpt 2

1 1

— = 28(1 — a)p?_,.

O_tQ OéO'tz,l + B( a)pt—2

The fixed point, which is the solution &p;, i, 0?) = (p*, u*, 0**), is given by
* * 2% g 1
=<1, —1.
(p*, p*,07) (T, ’%)

In section 4.3 the local stability properties of the dynamics near the fixed point are examined.

4.2 Updating according to squared logarithmic prediction errors

Next we consider the case with= R, with a performance measure which taken to be minus
the squared logarithmic prediction error:

(16) m(0) = — (Inps(0) —Inp,)* = —(In6 —Inp, + Inp,_o)° .

An argument for using logarithmic prediction errors rather than just mean squared prediction
errors is that this error measure is independent of the price level. This leads to dynamics which
scales with the price level and is equivalent before and after possible stock splits.

11



Using a uniform opportunity function again, i«#) = 1, substitution of the expression for
m:(6) as in equation (16) into equation (5) gives:

(17) 61 (0) = 2 [60-1(60)]° exp [~B(1 — @) (6 — lnp, + np,_s)”]

where againZ; is a normalization factor independent @f but not necessarily equal 16, in
equation (3).

In this case the exponent contains up to second order forn®iwith a negative coefficient
for the quadratic term iin #, which indicates that the distribution of beliefs in each period can
be described by a log-normal distribution of the form

1 ,% 1 7W7m9
18 )= —¢ 27 = —F/— € 27
(18) (0) v 2mo,0 V2o,

The evolution of the beliefs distribution follows from combining equations (17) and (18), which
results in
(19) &:(0) ox exp [—OADH ~ 3 O; (Inf — j1;1)* = B(1 —a)(In® — Inp; + Inp;_5)?| .

0¢—1

A comparison of the coefficients af # and(In #)? in the exponents in equations (18) and (19),
gives the evolution rules fqr; ands?, and the following deterministic CBS is obtained:

1
(14+7r)p = exp |:,ut1 + 0,521} P11ty

2
p =
(20) ;t; = &022,1 +(1—a)(26(Inp; —Inp;—3) +1)
1 «
— = +206(1 — ).
- e ( )

Note thato? does not interact with the other variables, and simply tends to its steady state value
1/(2p) at an exponential rate. Also note that the state-variagless?} no longer denote the
mean and variance of the beliefs distribution. In the limit of an infinite number of agents, the

average belief becomes

1
[ 96010 40 = exp |+ 5t

while the degree of heterogeneity as measured by the variance, is given by:
(21) Var, [0] = exp [2,ut,1 + afﬁl} (exp [afﬁl} - 1) :

It can be verified that the fixed point solution of the system is given by:

p,u,o = santon |l
1+r—exp(%) 26" 23

12




Note that for all finite positive values ¢f the fixed point price* is larger than the fundamental
valuey/r. Only wheng tends to infinity (i.e. the propensity to err tends to zero) the fixed point
price tends to the fundamental price.

Remark: The examples discussed here and in the previous subsection are analytically tractable
due to the quadratic terms in the exponents. A closed form analytic derivation of the dynamics
might become cumbersome or even impossible if: (i) the beliefs distributions can not be rep-
resented within a finite parameter class, closed under updating according to equation (5) (it is
closed under updating e.g.7if(#) is a finite order polynomial i), or (ii) agent’s decisions are
based on more complicated optimization procedures such as those typical in a dynamic program-
ming contexts. In those cases one might proceed using appropriate generalization of methods
known in discrete choice simulation and estimation (see e.g. Keane and Wolpin, 1994). These
generalizations are beyond the scope of this paper and left for future research.

As noted above, we consider models that allow for an analytic derivation of the dynamics,
although perhaps exceptional, important from a theoretical point of view, since they may help
providing insights into the interaction between prices and the beliefs distribution. In the models
derived above one can explicitly see how prices are formed given the beliefs distribution, and
how realized prices in turn affect both the census and the dispersion of beliefs.

4.3 Local stability

The deterministic dynamical systems derived in the previous subsections, provide analytical de-
scriptions of the co-evolution of both prices and the distribution of beliefs. Although our main
motivation for considering these stylized examples is to illustrate how a CBS can be used to ob-
tain insights into the interaction of prices and the beliefs distribution, these simple models also
enable one to investigate how the dynamics is affected by the model parameters. For example,
how does the steady state and its stability depend on behavioral parameters such as the intensity
of choices and the degree of memoxy?

We present a brief bifurcation analysis of the deterministic skeletons just derived. However,
it should be realized that the value of such an analysis strictly speaking is limited to the determin-
istic case only. Since we wish to illustrate the CBS methodology conceptually without putting
too much stress on particular cases we choose to limit ourselves to a discussion on the local sta-
bility around the fixed points. The price equation, (10), suggests that increasing the interest rate
has a stabilizing effect on the dynamics. Intuitively, also the memory parameter is important for
stability, since it has a smoothing effect. The local bifurcation analysis is carried out mainly to
check whether this intuition is justified.

The next proposition, which is proved in the Appendix, gives the local stability conditions:

Proposition 1 For « € [0,1) and g € [0, 00) andr € [0, c0) the CBSes given in equations (15)
and (20) are locally stable around the fixed poing(t, a) > 0, where

gla,a) =1 - 3a* — 2aa + 5a’a + aa® — 2a*a?,

witha = (1+r)~! for the squared prediction error case (equation 15) and (1+7)! exp (%)
for the squared logarithmic prediction error case (equation 20).

13



1 unst abl e

% 0.2 0.4 0.6 0.8 1
04

Figure 1: Bifurcation curve in the («, a)-plane. The dynamics of the CBSes described by equations (15)
and (20) are locally stable for parameter values below (right) of this curve, and unstable for parameter
values above (left) of it. The parameter a is related to the model parameters through a = (1 + r)~! for
the squared prediction error case (equation 15) and a = (1 + )~ exp (%) for the squared logarithmic
prediction error case (equation 20).

Figure 1 shows the ling(a, a) = 0 where the bifurcation occurs. The dynamics is locally
stable around the fixed point for parameter values below (right) of this bifurcation curve, and
unstable for parameter values above (left) of the bifurcation curve. The memory parameter can
be seen to have a stabilizing effect, provided thiatnot too large. For any value afin [0, 1) the
dynamics can be made locally stable by increasing the interest rate (decregsufticiently.

In contrast with the squared prediction error case, with squared logarithmic prediction errors
the intensity of choicey, also affects stability, since stability is determined, apart franby
a=(1+7r)"texp (%) rather than- only. In the limit where the memory parameter tends to one,

the equilibrium will lose its stability once the interest rate falls betow exp (%) — 1. Thusin
the squared logarithmic prediction error case, the interest rate can be very low while sustaining
stability, as long as the intensity of choice is correspondingly large.

It is possible to show that the points on the interior of the primary bifurcation curve (i.e. for
a € (0, 1)) for both models correspond to Neimark-Sacker bifurcations. On the bifurcation curve
at least one eigenvalue crosses the unit circle. Assuming that one eigenvalue crosses the unit
circle at a real value (i.et1) leads too = 0 or « = 1, i.e. the boundaries of the allowed values
for «, since we required < [0, 1). It follows that on points in the interior of the bifurcation line
the dynamics become unstable due to a complex conjugated pair of eigenvalues crossing the unit
circle.

As a final remark on the bifurcations of the two models discussed above, it should be men-
tioned that numerical evidence indicates that squared prediction errors give rise to a supercritical
bifurcation while squared logarithmic prediction errors lead to a sub-critical bifurcation. Us-
ing squared prediction errors the stable fixed point breaks up into a quasiperiodic motion on a
(topological) circle, which increases in size if the memory parameter is lowered, and eventually
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breaks up giving way to globally unstable dynamics. In the squared logarithmic prediction error
case case, when one crosses from the stable to the unstable region in the parameter space, there
is no stable quasiperiodic solution close to the fixed point. In fact, numerically we have only
seen cross-overs from locally stable to globally unstable dynamics in the squared logarithmic
prediction error case.

5 Natural sources of randomness

Traditionally, randomness in economic models is associated with exogenous shocks, for example
due to news affecting a company’s future earnings, or fluctuations of the interest rate. The CBS
framework provides several possible natural sources of randomness, which enter via the market
aggregate and can be associated with the uncertainty of choice.

In the previous section we have shown how the CBS approach can be used to derive determin-
istic dynamical systems in the presence of an infinity of agents. So far, two conceptual differences
with the LTL approach (Brockt al, 2003) became apparent: i) the CBS dynamics are expressed
not only in terms of prices, but also in terms of variables which fully describe the distribution of
beliefs among agents, and ii) the measuia the beliefs space need not be normalizable for a
CBS. In fact, both examples in the previous section are based on non-normalizable measures
and hence cannot be obtained directly as an LTL.

In this section we exploit another important difference between the LTL and CBS approaches.
Recall that the LTL approach starts with a continuum of agents, and examines the limiting dy-
namics as the number of possible strategies tends to infinity. In the CBS approach the starting
point is a continuum of strategies. There the behavior of large markets can be studied by exam-
ining limits where the number of agents tends to infinity. Because dependence among agents’
choices and heterogeneous market impact are not exclugeabri, because we avoided the
assumption of a continuum of agents, large market limits under various conditions can be con-
sidered. As it turns out, for those scenarios the randomness associated with individual choices
typically do not average out in the large market limit.

Several possible natural sources of randomness can be identified, which will be considered
in the sequel. Firstly, a finite number of traders gives rise to stochasticity, because traders are
assigned a beligf; ,_, at random from the beliefs distributian_, (¢). Secondly, so far, we have
implicitly assumed that no agents have a dominant market impact. This need be the case, for
example, if wealth is not evenly distributed among agents. In that case the market impact of the
wealthiest agents might still be important as the number of traders tends to infinity. Thirdly, de-
pendence among agents can prevent the dynamics from becoming deterministic when the number
of agents tends to infinity. If, for example, agents coordinate (at least partly) on a random vari-
able, such as an exogenous variable, or on predictors announced by some ‘leading’ agents who
guote their predictors publically in an early stage, then the stochastic properties of that variable
show up in the price dynamics. In the extreme case where all agents have identical idiosyn-
crasies, they would all use the same (random) strategy. Finally, for certain combinations of the
utility function and the predictor functiop;, ,(0;:—.), the law of large numbers may not apply
because the mean of the aggregate need not exist. In those situations, the price dynamics might
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still be defined as a stochastic dynamical system, in the limit where the number of agents tends
to infinity.

5.1 Finite number of agents

In general, for a finite number of agents, the CBS approach leads to a random dynamical sys-
tem, the only exceptions being cases wherejall (0, ;) are identical with probability one. In
general it might not be straightforward to derive the distributional properties of the aggregate.
However, in case the mean and variance of the aggregate are finite, one can appeal to the cen-
tral limit theorem which states that the distribution of the aggregate is asymptotically normally
distributed. The following theorem is a direct application of the central limit theorem.

Theorem 2 (Central Limit Theorem) GivetF;, under Assumption 1, i tends to infinity, the
random variable

vn (i ;pfﬂ(ez’,t—l) - Et[pf+1(9i,t—1)]>
converges in distribution to
W ~ N(0,07)
with
op = Vary[pg 4 (0i-1)]
if and only if £[|py, ,(0i¢—1)|] < oo and Var[pg, (0;-1)] < oo.

Example: Logarithmic prediction errors

In this example we consider the asset pricing example discussed in section 4.2, with a perfor-
mance measure based on logarithmic squared prediction errors. We assume that agents make
decisions regarding their strategy independently of the other agents (Assumption 1). The predic-
torspf, ,(0) are linear in the parametér and the price; follows from equations (6) and (9):

(L+7)pe = i;pfﬂ(ei,tl) + 7.
The conditional variance df ;_;, givenF;, is equal to (see equation 21):
S = Vary[0;; 1] = 21t (%1 — 1),
so that the conditional variance ¢f + r)p, = 1pf, (6;,-1) + § equalsiS7p? |. With the

asymptotic normal approximation given by Theorem 2, the price equation for a finite number,
of agents becomes

1 >~ | exp _ ag € Pt—
Pt Hi—1 9 t—1 \/ﬁ t t—1 Y,
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with ¢, ~ N(0,1). If the number of agents;, tends to infinity, the noise variance tends to
zero and the price equation becomes deterministic. The full dynamics in the large number of
agents tends to the ‘deterministic skeleton’ described by equation (15). Notice that the analo-
gous asymptotic normal approximation is exact for the squared prediction error case, even for
a finite number of agents, since there thé, , are normally distributed (see section 4.1). Also
note the emergence of conditional heteroscedasticity. The time-varying vafiafigg ; of the

noise term is proportional to the evolving degree of heterogern€ity,

5.2 Market impact

Differences in market impact, which may be driven by wealth differences, among agents can
lead to the persistence of randomness, even for infinitely many agents. For simplicity we only
consider the effect of an unequal market impact without considering the endogenous evolution
of wealth, since the latter is beyond the scope of this paper. Endogenous wealth effects have for
example been studied by Cabrales and Hoshi (1996) in a discrete choice framework with two
types of agents.

Let us denote the market weight of ageby w;, normalized such that, w; = 1. The mean
expected future price becomes

D1 = Zn;wz‘pf,tﬂ
which has a conditional mean equal to
E; [Z:; wipz?,t+1‘| = E; [Pf,tﬂ]
and, assuming conditional independencé;ef, givenF;, conditional variance
Var, [z: wipit—&-l] = (22 w? > Var, [p?,tﬂ]-

The term between brackets on the right hand side of this equation, is known as the Herfindahl
index of concentration. If all agents have equal weights—= % the conditional variance is
proportional to one oven. For all other weight distributions the conditional variance is larger.

A large concentration (large Herfindahl index) thus implies a small effective number of market
participants and vice versa. The conditional variance suggests defining an effective number of
agentspn.g, say, in terms of the inverse of the Herfindahl index:

n -1
2 : 2

Neff = ( wl> .
=1

The effective number of agents thus defined represents the number of agents that would give rise
to the derived conditional variance in case their market impacts would be equal.
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5.3 Interaction and dependence among agents

As a next source of randomness that can persist if the number of agents tends to infinity, we
consider dependence among agents. Several types of dependence can be incorporated in the
utility function by adding an interaction term, as in Brock and LeBaron (1996) and Brock and
Durlauf (2001). In this approach individual utility depends not only on the past performance of
strategies, but also on the choices made by other agents. The joint pdf of the beliefs parameters
of n agents is written as

¢t(91; Ce ,Qn) ~ €Xp (Z ﬁUt(gl) — gz h(&z, 9])) s
=1 1,5

whereuw,(¢) denotes the performance measure, gh¢¥;,6;) is a function which captures the
additional utility derived from interactions. The degree of dependence is measured-hy.
Although formally thed; depend on time, the subscript is dropped here for simplicity.

Following Brock and LeBaron (1996) we consider a utility function which depends on squared
prediction errors, and an interaction term that specifies that each agent prefers parameter values
close to the consensus. One obtains

(22) gbt(Ql,...,Qn)NeXp(—zn:M ‘;ie—e )

= 207

whered = % * . 0;. Equation (22) contains linear and quadratic terms in the parantetansl
hence represents a multivariate gaussian pdf. Upon comparing this with that of a multivariate

normal )

1
s O (50— 00770 - 60))
e o (5@ - 0= a)

whereX: is the variance covariance matrix of thethe statistical properties of the market average

0 = L3, 6, can be derived. As in the case without interaction the expected value of the market
average is given by, [d] = 6, = y,. Due to permutation symmetry of the agents all diagonal
elements of: are identical, as well as the off-diagonal elements. The same holds forThis
implies that both andX~! havel as an eigenvector. We denote the corresponding eigenvalue
of 3 by ), so that the corresponding eigenvaluebf is 1/\. For the elements of~! we find

1 n—1
+

J,

and 5
(B iy = fori#j.
n
The eigenvalué can now be determined from:
1= 11 = (12 G 1)J> 1,

o n
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giving A = % ”;1) J. For the variance of one then finds

A 1

\% :—V 0; —1Tz1_f:—
arlf o Z ] n S+ (n-1)J

which indicates that the interaction reduces the variance of the market averdges, when
agents coordinate on the population mean, meaning that no agent prefers to be far away from
the consensus, the variance of the population nmesgduces. Notice that the mean market
expectationt; [§] = p, is identical with or without interaction.

The effective number of agents can be obtained by relating the conditional variance of the
aggregate expectatighto the conditional variance in the absence of interaction. Upon defining
neg througho? /n.s = Var[f], one directly obtains

Neg = n + (n— 1)Jo}.

In the example just considered the interaction resulted in a reduction of the variance of the
mean expectatiof. An increase in the variance of the market averagan also occur. A differ-
ent and perhaps more realistic scenario might be one in which agents coordinate partly on some
source of information, being, for example a public exogenous variable. Such a source of infor-
mation might, but need not necessarily, be related to economic fundamentals. In case the ‘signal’
on which agents coordinate is an exogenous noise source, this can increase the correlation of
the agent’s predictors, and hence lead to an increase of the variance of the market average. This
scenario can be represented by the following joint pdf:

G001, ..., 0,) ~ exp (— i M — gﬁjwi — Xt)2> ,

i=1 2O-t i=1

where X, represents any random variable on which the agents coordinate. IX¢a&staken to

be equal to the parametérof one of the agents, agent say, so thatX; = 6, this covers the
situation where one agent announces his strategy publically at an early stage, after which others
coordinate on this (noisy) signal. Clearly, the randomness that enters the joint pdf has a similar
effect on all individual choices. I, is positive (negative), the expected valuefdhcreases
(decreases). Moreover, this effect does not average out when the number of agents is increased.
Coordination on a (possibly endogenous) random variable thus provides an additional source of
randomness in the price dynamics.

5.4 Inherent Randomness

As a final source of randomness we consider an example of the dynamics in a case where
p¢.1(0;.—1) does not have a finite conditional mean, as a result of which the law of large numbers
does not apply. The aggregate expectat};dﬁ?:1 py,(0i+—1) does not tend to a constant, but
tends in distribution to a well defined random variable whetends to infinity. We consider an
asset pricing model with agents choosing among constant prediptor§?) = 6. For simplicity
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we puta = 0 (no memory, only the last observed price is taken into account). A situation in
which the mean does not exist arises if for the performance measure one takes

m(0) = —log(1 + (6 — p)?),
The beliefs distribution can now become fat-tailed. For the beliefs distribution one obtains

I'(s)

— )2\ B
NONCEE RO

¢t<9) =

from which it follows that

\ 26 -1 (ei,t—l - pt—l) ~ t@ﬂ - 1)»

at-distribution with25 — 1 degrees of freedom. Thus, thg,_, are distributed symmetrically
aroundp;_;, and forgs < % the mean does not exist.

Forg =1, 0, —p: givenF, is Cauchy(0,1) distributed. Since this distribution is closed under
averaging, this gives;, , ., = %ZL 0;+—1 — pt—1 ~ Cauchy(0,1). The price equation becomes

(1+7)pe =pi1 + 7+,

wherer), is a Cauchy(0,1) distributed random variable. The resulting price process is a first order
autoregressive process with a fat-tailed noise term. The price dynamics is stochastic, and the
distribution of the noise term is independent of the number of agents.

We conclude that the remark made by Muth (1961) that “allowing for cross-sectional differ-
ences in expectations is a simple matter because their aggregate effect is negligible as long as the
forecasts are not strongly correlated” only applies if the distribution of predictors is sufficiently
well-behaved.

Notice that the non-vanishing randomness of the type described here can only occur with a
continuum of strategies. If the number of strategies is finite, provided that each of them predicts
a finite price, the mean expectation always exists, in which case, by the law of large numbers,
the dynamics become deterministic when the number of traders tends to infinity.

6 Concluding Remarks

Many will agree that most economic observables, such as realized prices, are to a large extent
determined by the expectations of economic agents. In turn, individual expectations are typically
shaped by the observed past, as agents will try to incorporate the underlying economic laws
at force in their predictions for tomorrow. New observations provide agents with an incentive
to update their beliefs whenever their belief appears inconsistent with these observations. One
would therefore expect individual beliefs to co-evolve over time with realized prices. Being
evidently important but not directly observable, the evolution of the distribution of beliefs among
market participants is at the heart of our concept.

To set up a framework for studying the evolution of beliefs distributions, we defined proba-
bility density functions on a space of possible strategies, which is called the beliefs space. The
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continuous choice model is employed to update the beliefs distribution, while the incentives for
the agents to switch are provided by the past performances of strategies. Co-evolution of a distri-
bution of beliefs with observed prices thus emerges due to the ongoing evaluation of predictors.
This approach to modeling the evolution of the beliefs distribution over time provides several
insights into the nature of its feedback with economic observables. The results and implications
of our concept are at least two-fold.

Firstly, while being applicable in a wide range of theoretical models where expectations
feedback plays a key role, the concept allows one to model the joint dynamics of the beliefs
distribution and observables (prices, say) explicitly in terms r@iralom dynamical systeriihe
beliefs distribution becomes a state variable which is endogenously shaped by the assumptions
about the functional form of predictors, and the type of performance measure (squared prediction
error or profits etc.) employed. For illustrative purposes, we have included some stylized exam-
ples that lead to a normal- and a log-normal distribution for individual beliefs. In these cases, the
distribution of beliefs is fully described by the average belief and the dispersion of beliefs, the
latter of which can be related to the degree of heterogeneity. The CBS then prescribes explicitly
how the dispersion of beliefs affects prices, and in turn how prices affect the dispersion of beliefs.

Secondly, our concept provides what we refer to as ‘natural sources of randomness’. In many
economic models, noise, which is required when matching stylized facts is the objective, is of-
ten included ad-hoc as additive exogenous shocks. Popular justifications include: exogenous
news shocks, model approximation error, and noise induced by trading. Our natural source of
randomness introduces a type of endogenous uncertainty that can not be associated with exoge-
nous shocks but rather with the uncertainty of choice deriving from unpredictable aspects of the
preferences of economic agents. Moreover, the endogenous noise term is shown to inherit its
statistical properties directly from the beliefs distribution. To understand where the stochasticity
derives from, note that in a CBS the beliefs distribution describes the likelihood, through the eyes
of the econometrician, according to which individual agents select their beliefs. When the num-
ber of agents is finite, the aggregate belief by definition is a random variable. From simulation
studies (e.g. Lux and Marchesi, 1999) it is known that the stochastic nature of the dynamics in
simulated markets vanishes when the number of agents becomes large. This is typically what the
CBS framework would predict if agents have comparable market weights and their predictions
are well-behaved (have finite mean and variance) and are not strongly dependent across agents.
However, the CBS approach shows that there are several scenarios for which endogenous noise
remains significant in a large market. This can occur if, for example: (i) wealth is disproportion-
ately distributed (ii) agents’ choices exhibit dependence; and (iii) when the combination of the
performance measure and the functional form of beliefs induces nonexistence of the mean (with
respect to the beliefs distribution) of the predictor function.

A number of extensions and generalizations might prove worthwhile. For example connect-
ing the concepts of a CBS with that of “rational beliefs”, the latter being recently developed
by Kurz (2001). In the work of Kurz, a beliefs distribution describes the individual belief of
an agent, and reflects the uncertainty individuals hold regarding future economic variables. This
concept is designed to generalize rational expectations theory where all agents have exact knowl-
edge about the future. Although Kurz’'s approach is different from ours, in particular since the
beliefs distribution represents a different object, Kurz’s definition of ‘Endogenous Uncertainty’
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as ‘that component of the volatility of quantities and prices in the economy which is gener-
ated by the distributions of beliefs’ has similar implications. Both approaches are able to relate
their notion of endogenous uncertainty to common financial market “anomalies” such as excess
volatility, and ARCH-type structure. When comparing our approach with that by Kurz, a logical
extension of the CBS would be to endow agents with notions of uncertainty about future values
rather than having point predictors. Then each agent’s belief is described by a pdf, so that agents
will generally have more dimensions to disagree upon.

One area for future research is the analysis of the random dynamical systems obtained within
the CBS framework, using stochastic bifurcation theory. Stochastic bifurcation theory is closely
connected to the theory of random dynamical systems, a new field which currently is under
rapid development (see e.g. Arnold (1998)). In stochastic bifurcation theory, progress has been
relatively fast on continuous time random dynamical systems when compared to discrete time
random dynamical systems. The bifurcation theory of discrete time random dynamical systems,
which is still in its infancy, would clearly be useful for characterizing the dynamical systems of
the type considered here.

22



A Appendix

Below a proof of Proposition 1 is given. The proof uses the fact that the characteristic equations
for the local dynamics of the CBS with squared prediction errors (section 4.1) and squared log-
arithmic prediction errors (section 4.2) are closely connected. In fact it will be shown that the
stability conditions are identical in terms @ff one defines

a=(147r)"
for the squared prediction error case, and
a=(1+r)"lew

for the squared logarithmic prediction error case.

Proof of Proposition 1

For the squared prediction error case (section 4.1), upon deﬂniﬁgﬁ, the dynamics can be
casted in the form t
pe = (—pe—1 +7) /(1 +7)
4t = Di-1
e = (ap—1 +26(1 — a)pig—1) wli,:l
wy = aw;q +26(1 — a)g? 4,
wherep; andw; on the right hand side of the equation fgrare functions of the state variables
at timet — 1, as specified by the first and last equation. The Jacobian matrix evaluated at the
equilibrium evaluates to

a 0 ap* 0

B 1 0 0 0
Jspm = (I—a)x —11)%0“ a+(1l—a)a 0 |’

0 45p* 0 !

witha = (1 +r)" L
Similarly, the CBS with squared logarithmic prediction errors (section 4.2) can be expressed
as
P = (GXP (Mt—l + TLI) Pi-1+ ﬂ) /(L+7)
gt = Di—1
pe = (apawi g+ (1—a) (28(np; —Ing1) + 1)) /w
wy = owg+26(1 — a),

the Jacobian at the equilibrium becomes

a 0 ap* —ggz
1 0 0 (1—a)a
JsLpp = 57|
SLPE (1—a) —1;—*“ a+(l—a)a 0
0 0 0 «
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wherea =

Althouglﬁrrthe two Jacobian matrices differ, their characteristic equations coincide due to the
fact that the upper lefi x 3 sub-matrices are identical, and because of the three off-diagonal zeros
in the last column/row respectively. In both cases the corresponding characteristic equation can
be written as

det [\ — J] = [/\3 — (2a+ a(l —a))A\? +ara+ (1 — a)a} (A—a)=0.

Sincea is an eigenvalue, a necessary condition for stability is |< 1. This condition is
automatically satisfied under our assumption that [0,1). It can be readily verified that
(0,0,0,1)" is the corresponding eigenvalue in both cases, so that the stability question reduces to
that of the upper lef8 x 3 sub-matrix

a 0 ap*
1 0 0
(I—a)% —lz;f“ a+(1—-a)a

SN
I

Application of the conditions for stability derived in Jury (1974) to the characteristic equation
det {)\I - j} =N - 2a+a(l—a)\+ara+ (1 —a)a=0

of the remaining eigenvalues, leads to several conditions on the parameters whick, fiarl),
can be summarized as

1 — 3a? — 2ac + 5a%a + aa® — 2a%a? > 0.
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