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Abstract
This paper develops methods and framework of economic theory free from general
equilibrium tools and assumptions. We model macroeconomics as system of agents those
perform transactions with other agents under action of numerous expectations. Agents
expectations are formed by economic and financial variables, transactions, expectations of
other agents, other factors that impact macro economy. We use risk ratings of agents as their
coordinates on economic domain and approximate description of economic variables,
transactions and expectations of numerous separate agents by density functions of variables,
transactions and expectations of aggregated agents on economic domain. Motion of separate
agents on economic domain due to change of agents risk rating produce economic flows of
variables, transactions and expectations. These risk flows define dynamics of economic
variables and disturb any supposed market equilibrium states all the time. Permanent
evolution of market supply-demand states due to risk flows makes general equilibrium
concept too doubtful. As example we apply our methods to model assets pricing and return

fluctuations.
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1. Introduction

Economic policy and market regulation rely heavily on methods of general equilibrium
theory (GE) (Arrow and Debreu, 1954; Tobin, 1969; Arrow, 1974; Kydland and Prescott,
1990; Starr, 2011) and DSGE (Fernandez-Villaverde, 2010; Komunjer and Ng, 2011; Negro,
et al, 2013; Farmer, 2017). Existing flaws and weaknesses of GE and DSGE may bring
unjustified decisions and excess shocks to unsteady global economic and financial processes.
Numerous papers discuss pro and contra of GE (Hazlitt, 1959; Morgenstern, 1972;
Ackerman, 1999; Stiglitz, 2017). A special issue of Oxford Review of Economic Policy on
“Rebuilding macroeconomic theory” discusses: “What new ideas are needed? What needs to
be thrown away? What might a new benchmark model look like? Will there be a ‘paradigm
shift’?” (Vines and Wills, 2018a,b).

It is well known that methods of mainstream GE theory often give significant failure in
forecasting of real macroeconomic processes. That doesn’t for sure makes GE models
incorrect as any theory has it’s own accuracy level. Assumptions and approximations those
ground any theory determine it’s level of accuracy and that don’t make theory good or bad. It
seems much more important to compare economic modeling and forecasting based on GE
methods with results based on methods that are different from mainstream. Such comparison
may select cases were GE methods may give better forecasting and cases where different
methods and tools should be more preferable. Such comparison requires sufficiently general
methods that may describe a wide range of economic processes.

In this paper we present methods, models and equations of economic theory that don’t use
any GE tools and assumptions. We introduce here main issues of our approach and will make
some comments on GE accuracy below.

Let’s treat macroeconomics as a system of agents with economic and financial variables.
Agents are engaged into numerous economic transactions with other agents. Agents perform
their transactions under different expectations. Agents form their expectations on base of
economic or financial variables, transactions, expectations of other agents, economic policy,
technology or regulatory changes and so on. Economic activities of agents are always
performed under risks. Moreover, activity of economic agents creates risks and no economic
or financial development is possible without risks. We use risk ratings of agents as their
coordinates and show that change of agents risk ratings due to any reasons cause risk flows of
economic variables, transactions and expectations. These risk flows induce continuous

changes of economic variables like investment and credits or market supply and demand in



particular. Permanent evolution of market supply-demand states due to risk flows makes
general equilibrium concept too doubtful. We develop methods, tools and equations that
describe relations between variables, transactions and expectations and their flows.

The rest of the paper unfolds as follows. In Sec.2 we discuss assumptions, introduce
economic domain, economic and financial variables, their flows and main equations. In Sec.
3 we discuss economic transactions as functions of risks. In Sec. 4 we introduce expectations
as functions of risk. To show advantages of our approach in Sec. 5 we apply our methods to
model assets price and return fluctuations. Conclusions in Sec. 6. In (Olkhov, 2016a-2019)
we use our methods to describe wave propagation of disturbances of economic variables and
transactions, model business and credit cycles and study hidden problems of classical Black-

Scholes option pricing.

2. Assumptions, variables and equations

Let’s discuss main assumptions starting with properties of economic and financial variables.
Economic agents have many different variables like credits and debts, assets and investment,
supply and demand and etc. Some variables are additive and some non-additive variables. For
example sum of investment or credits of group of agents (without doubling) define
investment and credits of entire group. Ratios of additive variables define non-additive
variables like prices or financial rations. Inflation, indexes are determined as ratio of prices in
different moments of time and are non-additive also. Thus agents additive financial and
economic variables describe all economic and financial variables. Aggregation of agents
additive variables define macro variables. For example sum of agents assets value (without
doubling) determine macroeconomic assets value, sum of agents investment define
investment of entire economics and etc. Thus agents additive variables are key factors that
define macro economic variables and their evolution.

Some additive variables are involved into transactions between agents. Any transaction
implies that seller transfer certain volume of additive variable like commodities, assets,
service, investment, credits and etc., to buyer. Let’s call additive variables involved into
transactions between agents as additive variables of type 1. Let’s call other additive variables
as type 2 additive variables. For example sum of agents value-added define macroeconomic
additive variable — GDP (Fox, et al, 2014). As well agents value-added are not subject of any
transaction and are determined by accounting procedure. Sales and expenditures subject of
buy-sell transactions and hence are type 1 variables. Thus type 1 variables sales and

expenditures define type 2 additive variable value-added. Hence transactions between agents



define type 1 additive variables and they determine type 2 additive variables and all non-
additive variables. Transactions between agents are only factors that impact change of
additive variables. Changes of market regulations, political, technology or climate impacts on
markets have results only after certain transactions are performed. Available information
about value and volume of the performed transactions, prices of the transactions may impact
change of variables for all agents. Thus description of transactions between agents play key
role for modeling all agents variables and all macroeconomic variables and is well known at
least since Leontief’s models (Leontief, 1941; 1955; Horowitz and Planting, 2006).

Now let’s argue description of transactions. All agents perform transactions under different
expectations. Agents expectations determine volume and value of transactions, choice of
commodities, amount of credits and directing investment. Agents expectations as drivers of
transactions are responsible for economic activity and hence impact evolution of macro
variables. Agents form their expectations as their forecasts of economic variables,
expectations of other agents, market regulatory trends, technology, climate and other
changes. Thus expectations transfer impact of endogenous and exogenous factors on
performance of transactions between agents and hence on evolution of economic variables.
Relations between economic variables, transactions and expectations establish core problem
for macroeconomic modeling. In this paper we present methods and tools that describe
evolution of variables, transactions and expectations under different approximations. We use
bold italic to denote vectors and italic for scalars. Let’s outline three main issues that

determine our approach:

L Let’s use risk ratings of economic agents as their coordinates
IL Let’s describe variables, transactions and expectations as functions of risks
111 Changes of agents risk ratings produce collective flows of variables, transactions

and expectations and we describe their impact on economic evolution

Let’s discuss these issues in details.

L. Risk ratings of economic agents as their coordinates

We use agents risk ratings as their coordinates (Olkhov, 2016a — 2017a). International rating
agencies as S&P, Moody’s, Fitch (Metz and Cantor, 2007; S&P, 2014; Fitch, 2018) for
decades provide risk assessments for major banks, corporations, securities and etc., and
deliver distributions of biggest banks by their risk ratings (Moody’s, 2018; South and
Gurwitz, 2018). These assessments are basis for investment expectations of biggest hedge

funds, investors, traders etc. According to current risk assessment methodologies (Altman,



2010; Moody’s, 2010; S&P&, 2016; Fitch, 2018) risk ratings take values of risk grades like
AAA, AA, BB, C etc. Different rating agencies use different risk assessment methodologies
and risk grades notions differs slightly.
Let’s outline that risk grades AAA, AA, BB, C can be treated as points x;,...xy of space that we
call further as economic space. Risk assessment methodology use available economic
statistics and determine number N of risk points. Let’s propose that economic statistics and
econometrics can provide sufficient data to assess risk ratings for all economic agents and for
all risks that may hit macroeconomic evolution and growth. Let’s assume that rating agencies
assess risk ratings for all economic agents: for large corporations and banks and for small
companies, firms and even households. Now let’s assume that risk assessment methodologies
can define continuous spectrum of risk grades on space R. Risk methodology always can take
continuous risk grades as [0,1] with point 0 as most secure and / as most risky grades. A lot
of different risks can disturb macroeconomic processes (McNeil, Frey and Embrechts,
2005;). Assessments of single risk, like credit risk, distribute agents over range [0,1] of 1-
dimensional space R. Assessments of two or three risks, like credit, exchange rate and
liquidity risks for example, distribute economic agents over unit square or cube. For given
configuration of n macroeconomic risks, assessments of agents risk rating distribute agents
by their risk coordinates x=(x;, ...x,) over economic domain

0<x;<1,i=1,..n (1)
of n-dimensional space R". Distribution of economic agents by their risk coordinates
x=(xy,...x,) over economic domain (1) mean that all economic and financial variables of
agents are also distributed on (1). Aggregation of similar variables for agents with
coordinates near point x=(x;,...x,) of (1) define collective economic variables as functions of
x. Aggregations of similar transactions between agents with coordinates x and y determine
collective transactions as functions of x and y on (1). As we show below this helps describe
dynamics of macro variables, transactions and expectations by partial differential equations
on economic domain.
11. Variables, transactions and expectations as functions of risks
Description of economic variables, transactions and expectations of separate agents of entire
economics is too complex problem and don’t helps for modeling evolution of macro
economic variables. Up now macroeconomic modeling uses aggregations of economic
variables of all agents as functions of time. For example, sum of investment of all agents

define macro investment as function of time. In particular, GE and DSGE theories describe



relations between macro variables as functions of time. We propose that such approach hides
too much information about properties of and relations between economic and financial
macro variables and that may be origin for numerous failures of GE and DSGE. We propose
use distribution of agents on economic domain (1) as the tool for description of collective
economic variables, transactions and expectations as functions of risks. Such approximation
is much rougher then description relations between variables, transactions and expectations
of separate agents and much more detailed then description as functions of time only.
Description of variables and transactions of numerous separate agents is too complex and
specific. We propose approximation that gives more rough description and requires
significantly less econometric data. To do that let’s collect variables, transactions or
expectations of agents with risk coordinates inside small volume dV on economic domain (1)
and then average them during certain time. Let’s chose economic space scale d and time scale
A. For n-dimensional economic space R" let’s take a unit volume dV=d" near point x of (1)
and assume that scales d< </ but many economic agents have risk coordinates inside this unit
volume dV near point x. Let’s assume that time 4 is small to compare with time scale of the
problem under consideration but many transactions are be performed during 4. For example,
let’s estimate the number of agents in economics with population 10%-10° as 10°-10°. Thus
the scale d~107 on 2-dimensional economic domain (1) defines a unit volume dV~ 1 07 with
around 70%-10° agents inside it. Time scale A=/ week is small to compare with time term one
quarter or year. Let’s assume that agents perform 1 transaction per second and hence there
are about 6*10° transactions per 4=1 week. Thus aggregation by scales d~1 07 and averaging
by 4=1 week may approximate economic processes for time term one quarter, year or more.
As example let’s consider credits provided by agents inside dV near point x and average them
during 4=1 week. Let’s take that C(z,x) equals sum of credits provided by agents in volume
dV and averaged during time 4. Function C(z,x) has meaning of density of credits provided
by agents from point x at moment ¢. Indeed, integral of C(t,x) by dx over economic domain
equals total credits provided by all agents in economics at moment ¢. Averaging over time /4
reduce high frequency fluctuations of the collected credits and makes this variable smooth.
Introduction of scale d and scale 4 reduce accuracy of the model approximation. If one chose
scale d=1 then volume dV will be equal economic domain (1) and sum of credits provided by
agents inside (1) equals all credits provided in macroeconomics. Similar definitions allow
introduce collective transactions between two points x and y on (1) as density functions of
two risk coordinates and density functions of expectations as functions of x. Thus

introduction of scales d< <1 establishes approximation that is intermediate between precise



description of separate economic agents and too rough approximation based on aggregation
of variables of all agents in the economy. Below we give formal definitions for define density
functions for economic and financial variables, transactions and expectations.

It is obvious that one may aggregate agents and their variables, transactions and expectations
on economic domain (1) by various economic groups with section by different industry
sectors, wealth, gender, age or other economic or financial specification. Macroeconomic
models based on aggregation of agents by various groups on economic domain may model
relations between different industry sectors or describe influence of any specifications those
define grouping agents. For such models one may use different sets of risks and different risk
measures for different groups of agents. For example risk assessments may differ for
different industry sectors, for different wealthy and etc. Any specific grouping and usage of
different set of risks and risk measures induce additional complexity to the model. In current
paper we describe simplest tools and framework without any additional specifications.

The most important factor that impact evolution of density functions of variables,
transactions and expectations is determined by collective flows of variables, transactions and
expectations induced by motion of agents on economic domain (1). Such economic flows
result of motion of agents on economic domain (1) due to change of their risk rating.

II1. Changes of agents risk ratings produce collective flows of variables, transactions
and expectations.

Most economic and financial risks like credit or investment risks, market or tax policy risks
are generated by activity of economic agents. Any economic development reproduces
economic and financial risks. Economic activity without risks is impossible. Changes of
agents risk ratings due to their economic activity, variation of economic environment and
other reasons cause change of agents risk coordinates on economic domain (1). Let’s model
change of agents risks during time 4 by certain speed » on economic domain. Motion of
agents with risk speed » indicates that agents carry their economic and financial variables,
transactions and expectations. For example if certain agent provides credits C and moves
with speed o then it carries credit flow Pc=Cv. Flows of variables, transactions and
expectations carried by agents due to change of their risk ratings have important impact on
economic and financial evolution. Flows of variables and transactions induce continuous
changes of economic variables. In particular that cause continuous changes of market supply-
demand and that makes GE concept of supply-demand equilibrium very questionable. Recent

papers on “Rebuilding macroeconomic theory” (Vines and Wills, 2018a) don’t study this



issue and we plan to argue it in details in forthcoming work. Collective flows of separate
agents define economic flows of variables, transactions and expectations. Let’s explain
meaning of aggregative variables and collective flows in a more rigorous way.

Let’s regard macroeconomics as system of numerous agents on n-dimensional economic
domain (1) and state that agents at moment ¢ have risk ratings coordinates x=(x;,...x,) and
velocities v=(vy,...v,). Velocities v=(v,,...v,) describe change of agents risk coordinates
during time term 4. Let’s assume that scale d< </ define a unit volume dV at point x:

d«1l ; dv=d" (2)
and volume dV contains many agents. Let’s take only additive variables of agents and assume
that econometric statistics select “independent” agents. Let’s call agents as “independent” if
sum of their additive variables equals same variable of the entire group. For example sum of
credits of k agents equals credits of the group of these k agents. Let’s define additive
aggregate variable A(z,x) at point x as sum of variables A;(t,x) of agents i with coordinates in

a unit volume dV(x) (2) and then average it during term 4 as:
A(t,x) = Yicav); a Ai(t, x) 3)

Yieav(x); 2 Ai(t,x) = %ftHA dt Yieav(x) Ai(T, %) 4
We use i € dV(x) to denote that risk coordinates x of agent i belong to unit volume dV(x).
For brevity we use left hand sum (4) to denote averaging during time 4 in a unit volume
dV(x). Scale 4 is small to compare with time scales of the problem under consideration but a
lot of economic transactions between agents are performed during time 4. Time averaging
smooth changes of agents variables under numerous transactions during time 4. We
aggregate values of variables of numerous agents with risk coordinates inside volume dV(x),
smooth their changes during time 4 and denote result as density function of variable at point
x. Density function A(z,x) describes financial or economic variable at point x on (1). For
example let’s take A;(z,x) as credits of agent i. Then density of credits A(f,x) describe sum of
credits issued by all agents with coordinates x inside a unit volume dV(x) and averaged
during time 4. Then total credits A(z) in economy equal integral (5) over (1):
A(t) = [dx A(t, x) (&)
Thus function A(%,x) (3) can be treated as economic density of variable A(¢) (5) on (1). Now
let’s introduce collective flows P and collective velocities v. We describe change of
coordinates x;=(xj,...x,) of agent i with additive variable A,(t,x) during time A by velocities
velocity v;=(v;, ...v,;). Thus each agent i carries flow p;a(t,x):

Pia(t,x) = A;(t, x)v(t, x) (6)



Different agents induce different flows of economic variable A in different directions with
different velocities. Let’s collect flows of variable A,(z,x) in the direction of velocity v; of
agents [ with coordinates in a unit volume dV(x) (2) and then average this flow during time 4

similar to relations (3, 4). Let’s define collective flow P4(t,x) of variable A(t,x) as:

P,(t,x) = Yicav(x); a4 (L, X)v; (¢, x) (7N
Similar to (5) integral of (7) by dx over (1) define macro flow P4(¢) of variable A(?) as:
Py(t) = [dx Pa(t,x) ®)
Flow Py4(t,x) (7) of variable A(t,x) (3) defines collective velocity va(t,x) of variable A(t,x) as:
P,(t,x) = A(t, x)v,4(t, x) )

Thus (9) describes flow Pa(t,x) of variable A(z,x) with velocity va(f,x). Relations (5) and (8)
define macro velocity v4(?) on (1) of macro variable A(t) as:

P,(t) = A(Dv(t) (10)
One can obtain relations (8; 10) as sum of flows (6) of all agents of entire economics. Let’s
mention that due to (3; 5; 7-9 and 10) velocity v4(?) 1s not equal to integral of velocity v4(z,x)
over economic domain (1). Due to (3-10) different variables A define different collective
flows Py(t,x) with different velocities v4(t,x). In other words — motion of different additive
variables A(z,x) on (1) has different velocities v4(t,x). For example flow Pc(t,x) of credits
C(tx) has velocity oc¢(t,x) that differs from velocity vr(t,x) of loans L(t,x) collective flow
P,(tx) or from collective velocity vy(t,x) that describe flow P;(t,x) of investment /(¢,x) on (1).
Flows (8; 10) for different variables are also different. For example, flows Pg(t) and velocities
vs(t,x) of market supply are different from flows Pp(?) and velocities vp(t,x) of market
demand for any commodities, assets or goods and any markets. That cause permanent change
of supply and demand and makes existence of any market supply-demand equilibrium very
doubtful. Lack of any assessments of time terms that may bring market to equilibrium state
and ignore of risk and economic risk flows impact that disturb all imaginable equilibrium
states make GE as a concept too questionable. Current discussion on “Rebuilding
macroeconomic theory” (Vines and Wills, 2018a) doesn’t study this important issue. We
propose that further research on applicability of GE concept to economic modeling is
required. Macroeconomic models should describe dynamics and mutual interactions between
numerous variables and their flows. Properties of economic and financial flows are
completely different from properties of any physical flows.
As we show below similar considerations define collective flows of transactions and

expectations. To outline impact of collective flows of variables, transactions and expectations



on macroeconomics let’s argue equations that govern evolution of collective variables,
transactions and expectations as functions of risk coordinates on (1). All equations have
similar form and we derive them for credit density function C(z,x) as example.

Credit density function C(tx) (3,4) describes collective credits issued by agents with
coordinates inside small volume dV at point x. Motion of agents inside volume dV induces
collective credit flows Pc(t,x)=C(t,x)v(t,x) (7,9). Function v(z,x) describes velocity of flow of
credit density C(t,x). To describe change of credit density function C(#x) during time df in a
small volume dV on economic space let’s take into account two factors of such change. The

first one describes change of C(#x) in time dt in a small volume dV :

0
jdV aC(t,X)

The second factor is determined by credit flows Pc=Cv of agents that may flow in- or flow
out- of small volume dV during time dt. Agents that flow in- a volume dV during dt with
credit flow Pc=Cwv increase credit density function C(z,x) in a volume dV and agents that flow
out of the volume dV with credit flow P-=Cwv decrease credit density function C(z,x). Balance
of credit flows in- and credit flows out- takes form of integral of credit flows

P(t,x)=C(t,x)v(t,x) over the surface of a volume dV:

f dsPc(t,x) = f ds C(t,x) v(t,x)

Due to well-known divergence Gauss' Theorem (Strauss 2008, p.179), surface integral of the

flows equals volume integral of the flows divergence over small volume dV:
$ds C(t,x) v(t,x) = [dV V- ( C(t,x) v(¢t, x)) (11.1)

Hence total change of credit density function during time df in a small volume dV equals:

f v [%C(t, )+ V- ( C(t,0) v(t, x))]
Volume dV is arbitrary small thus equations on density functions (Olkhov, 2016a-2017a):
20(t,x) + V- (C(t,x) v(t, %)) = Fe(t,x) (11.2)
Function F¢(t,x) in the right side (11.2) describes any factors defined by variables,
transactions or expectations and their flows on credit density function C(z,x). Equation (11.2)

depends on credit flow Pc(t,x)=C(tx)v(t,x) and hence one should derive equation on it.

Absolutely same considerations as above cause equations on flows P¢(t,x)=C(t,x )v(t,x) as:
2 Pc(t,x) + V- (Pe(t, 1) v(t, 1) = Ge(t,x) (11.3)

Function G¢(t,x) describes any factors defined by variables, transactions and expectations and

their flows on credit flows P¢(z,x). Due to (5) integral by dx of (11.2) over (1) equals:
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S0 + [dx V- (C(t,x) v(t,x)) = [ dx Fe(t,x) = Fe(t) (11.4)

Due to (11.1) integral in left side (11.4) equals zero as no agents, in- or out- flows exist on
surface outside of domain (1). Thus (11.4) takes form of ordinary differential equation:
SC(8) = Fe(t) (11.5)
Complexities of (11.5) are hidden by function F(?) determined by integral in (11.4).
Function F(t,x) may depend many variables, transactions, expectations and their flows and
that may define F¢(?) as very complex function. Thus time evolution of aggregate variables
like macro credits C(t) may depend on hidden dynamics of variables, transactions and
expectations and their flows on domain (1). Due to (8; 10; 11.1) integral by dx for equations
(11.3) over domain (1) defines ordinary differential equation on credit flows Pc(¢):
%Pc(t) = [dx Go(t,x) = Go(t) (11.6)
Function G¢(t) in (11.6) as function F¢(t) (11.4) may be a very complex function. Equations
similar to (11.2; 11.3; 11.5; 11.6) are valid for other additive variables as investment, loans,
demand and supply and etc., and their flows. Let’s underline that each aggregate variable A(?)
as function of time defines different velocity o(¢#). Macroeconomic evolution requires
description of motion of numerous financial variables with different velocities on (1) and that
is a tough problem. Let’s argue meaning of (11.6). Velocity () of credit flow Pc(t)= C(t)v(t)
describes motion of credits C(¢) on (1). Economic domain (1) is bounded along each risk axes
by most secure and most risky grades [0,1]. Thus motion of credits C(z) with velocity o(?)
along each risk axis from secure to risky direction should change by opposite motion from
risky to secure area. Thus credit velocity o(z) should fluctuate in time and such fluctuations
describe credit cycles. Similar fluctuations describe cycles of GDP, investment and etc.
Let’s argue some consequences of our model. As we mention above equations similar to
(11.2; 11.3) describe density functions and flows of numerous economic and financial
variables, transactions and expectations. Thus equations similar to (11.2; 11.3) define macro
model for each selected set of variables, transactions and expectations. Let’s argue model
determined by set of k different transactions like credit, investment, buy-sell transactions and
etc. Each transaction defines change of variables of sellers and buyers. For example credit
transaction change value of credits provided by creditor (seller) and amount of loans received
by borrowers (buyers). Thus k transactions change 2k type 1 additive variables. Each
transaction can be performed under different expectations. Let’s assume that k transactions
are performed under W expectations. To develop self-consistent model that describe macro

model determined by 2k additive variables of type 1 and k transactions one should assume
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that all W expectations are determined by 2k additive variables, k selected transactions and
their flows. In particular W expectations should depend on 2k additive variables or on non-
additive variables that can be determined by 2k additive variables and their flows. If some
expectations depend on exogenous factors then evolution of macroeconomic model reflect
action of exogenous properties. Exogenous expectations approve transactions and thus
transfer impact of exogenous factors on macroeconomic dynamics.

Importance of expectations is not reduced by their role as transmitter of exogenous shocks.
As we argue above expectations may depend on flows of variables, transactions and other
expectations. Dependence of expectations on financial flows makes them key factors that
determine impact of flows on macro evolution. Dynamics of flows of variables, transactions
and expectations and their mutual interactions on (1) establish a very complex picture. For
example flows on domain (1) generate business cycles that describe slow oscillations of
macro variables. On the other hand perturbations of flows cause generation, propagation and
interaction of waves of disturbances of economic or financial variables, transactions and
expectations those induce fast oscillations of economic parameters. We apply our methods to
study approximations based on equations similar to (11.2; 11.3) that describe “simplified”
model interactions between two variables (Olkhov, 2016a, 2016b), between two transactions
(Olkhov, 2018a), model business cycles (Olkhov, 2017c; 2019) and wave propagation of
disturbances of financial variables (Olkhov, 2016a-2017a) and transactions (Olkhov, 2018a)
and surface-like waves (Olkhov, 2017b) on domain (1). In Sec.5 we use equations similar to
(11.2; 11.3) to model price fluctuations induced by interactions between transactions and

numerous expectations.

3. Transactions as functions of risks

In this Section we describe economic and financial transactions between agents as functions
of risk coordinates. Let’s take that agent i at point x sell amount Q;; of variable E to agent j at
point y. Variable E may be commodities, credits, investment, assets, service and etc. For
example let’s take that agent i provide credits C to agent j. Such transactions between agents i
and j change amount of credits C provided by i and amount of loans L received by j.
Transaction of amount Q;; cost certain value Cj; that should be paid by agent j as buyer to
agent i as seller. Thus each transaction defines two variables — amount Q;; and cost C;; and
price p;; of economic or financial variable E. For agent i with risk coordinates x and agent j
with coordinates y at moment ¢ amount Qy(t,x,y) and cost Cj(t,x,y) let’s define transaction

bs;j(t,x,y) as:

12



bsij(t,2) = (Q;;(t,2); C;(t,2)) 5 z= (x,3) (12.1)
Then price p;j(t,z) of transaction (12.1) take obvious form:
pij(t,z) = Cij(t,2)/Qij(t,z) ; z=(xY) (12.2)
we use bold for buy-sell transaction bs;j(7,z), z=(x,y) to underline that each transaction defines
two additive variables — amount Q;; and cost C;; of economic or financial variable E. Each
transaction takes certain time dr and we consider transactions as rate or speed of change of
corresponding variable E for agents involved into transaction. For example all buy-sell
transactions of agent i at moment ¢ during time [0, 7] define change of variable E (Steel,
Energy, Shares, Credits, Assets and etc.) owned by agent i during period [0, ¢]. Similar to
transition from description of variables A;(f,x) of separate agents i to description of aggregate
variable A(t,x) (3,4) we move description of transactions bs;i(t,x,y) between separate agents i
at x and j at y to description of collective transactions BS(z,x,y) between points x and y.
Let’s take that agents on (1) at moment ¢ have coordinates x=(x,,...x,) and risk velocities
v=(vy,...v,). Transactions between agents with risk coordinates x and agents with risk
coordinates y are determined on 2n-dimensional economic domain, z=(x,y):
z=(y) ; x=(x1..x) ;¥ = 1Y) (12.3)
0<x<1,;0y;<1, i=1,..n (12.4)
Relations (12.3; 1.2) define 2n-dimensional economic domain that is filled by pairs of agents
with coordinates z=(x,y). Let’s take a unit volume dV(z)
av(z) = av(x)dV(y) ; aV(x) =d"; dV(x) = d™; z = (x,y) (12.5)
and assume that dV(x) and dV(y) follow relations (2) and their scales d<<I. Let’s assume that
each unit volume dV(x) and dV(y) contain a lot of agents with risk coordinates inside dV(x)
and dV(y) and during time 4 agents inside dV(x) and dV(y) perform a lot of transactions.
Let’s define collective transaction BS(t,x,y) between points x and y as sum of all transactions
of agents i with coordinates in a unit volume dV(x) and agents j with coordinates in a unit

volume dV(y) (12.5) and then average it during term 4 similar to (3,4) as:

BS(t,x,y) = Yicav(x);jeav(y); s bsij(t, x,¥) (12.6)
Yicav(x); absij(t, x,y) = %ftHA At Yicav(x)jeav(y) bsij(t, x,y) (12.7)
BS(t,z2) = (Q(t,2);C(t,2)) ; z=(xy) (12.8)
Q(t,2) = Yieav(x);jeav(y); o 2k, Qij (L, 2) (12.9)

C(t,2) = Yieav(x);jeav(y); a 2k, Cij (L, 2) (12.10)

and price p(t,z) of aggregate transaction BS(z,z) take form:
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C(t,z) =pt2)Qtz) ; z=(xY) (12.11)
Integral of transaction BS(t,z) (12.8) by dy over economic domain (12.3;12.4) defines all sells

BS(t,x) of variable E performed by agents inside a unit volume dV(x) at x

BS(t,x) = (Qs(t, x); Cs(t, x)) (13.1)
Qs(t,x) = [dy Q(t,x,y) ; Cs(t,x) = [dyC(t,x,y) (13.2)

Relations (13.1;13.2) define price ps(t,x) of sellers for transactions with variable E from x:
Cs(t,x) = ps(t, x)Qs(t, x) (13.3)

Integral of transaction BS(t,z) (12.8) by dx over (12.3;12.4) defines buyers price pp(t,y) at y:
Cp(t,y) = [dxC(t,x,y) = pp(t,¥)Qp(t,y) ; Qp(t,y) = [dxQ(t,x,y) (13.4)
Integral of transaction BS(#,z) (12.8) by dxdy over (12.3;12.4) define trading volume Q(?),

cost C(t) and price p(t) of transactions BS(¢) in economy at moment #:

BS(t) = (Q(8); (1) (13.5)
C(t) = [ dxdy C(t,%,y) = p(OQ(®) ; Q) = [dxdyQ(t,xy)  (13.6)
For example, if CI(t) equals amount of cumulative investment made in economy during term
[0,t] and Q(t,x,y) — amount of investment transactions BS(t,x,y) (12.6) made from x to y

during time term dt then from (13.6):

2 CI(0 = Q() = [ dxdy Q(t,x,y) (13.7)
Hence transactions define time derivative of cumulative macro variables like investment,
credits and etc. Let’s call BS(#,z) as transactions density functions on 2n-dimensional domain
(12.3; 12.4) similar to variable density function A(t,x) (3;:4) on (1). Relations (12.6-13.4)
demonstrate that different levels of aggregation describe different meaning of price of
transactions. Thus different levels of aggregation of price impact different ways for price
evolution and price fluctuations.
Now similar to (6; 7) let’s introduce transactions flows that are induced by change of risk
coordinates of agents at point x and y. Indeed, motion of agents due to change of their risk
coordinates induces flows of transactions that change amount and cost of transactions in a
small volume (12.3-12.5). Let’s define flows pji(tz) (14.1;14.2) of transactions bs;(t,z)

between agents i and j similar to (6):
p;ij(t,z) = (inj(tf z),pcij(t, Z)) (14.1)
Poij(t, 2) = (injx(t:Z); injy(th)) ; Peij(t,z) = (pCijx(th); Pcijy (L, Z)) (14.2)

Poijx(t,2) = Qj(t, D)vi (6, x) 5 Doijy(t, 2) = Q;;(t, 2)vjy (L, y) (14.3)
Pcijx(t,2) = Ci j(6, D)vi (6, X) 5 Deijy(t,2) = C (£, 2)v, (8, y) (14.4)
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Flows p;i(t,z) (14.1) define flows po;i(t,z) (14.3) that carry amount Q;; and flows p;i(t,z) (14.4)

that carry cost Cj of transaction bs;j(t,z) (12.1). Aggregate flows P(t,z) over all agents i at x

inside dV(x) and all agents j at y inside dV(y) define transactions flows between points x and
y similar to (7) as:

P(t,2) = (Po(t,2),Pc(t,2)) 5 z= (%) (15.1)

Py(t,2) = Yicav(x)jeav(y) aPoij(t 2) 5 Pc(t,2) = Xicav(x);jeavy) aPcij(t,2) (15.2)

Po(t,2) = (Pyo(t,2); Pyo(t,2)) 5 P(t,2) = (Pyc(t,2); Pyc(t,2))  (153)

P.o(t,2) = Yicav(x)jeavy) a Qij (£, 2)v;(t, x) = Q(t, 2) v, (¢, 2) (15.4)
P (t,2) = Yicav(x);jeavy) a Qij (t, 2)vi(t,y) = Q(t, 2)v,,(t, 2) (15.5)
P.c(t,2) = Yieavx);jeav(y) a Cij (6, 2)vi(t, x) = C(t, 2) vy (¢, 2) (15.6)
Pyc(t,2) = Yicav(x);jeavy) a Cij (8, 2)v (L, y) = C(t, 2)v,,c (¢, 2) (15.7)

v(t,z) = (vQ(t, z); vo(t, z)) (15.8)

vo(t,z) = (va (t,2) ;vy0(t, z)) ; ve(t,z) = (vxc(t, z) ;vyc(t, z)) (15.9)
Flows of transactions P(tz) (15.1-15.6) between points x and y describe amounts of
transactions BS(t,z) (13.1) carried by transactions velocities v(t,z) (15.7-15.9) through 2n-
dimensional domain (12.3;12.4). Let’s underline that velocities vy(7,z) (15.8) of that define
motion of amount of transactions may be different from velocities vc(t,z) (15.9) that describe
motion of transactions costs. These distinctions add additional perturbations for price of
transactions (12.11). Similar to (8; 9) integrals of flows P(t,z) (15.1-15.6) and (15.7-15.9)
over (12.3;12.4) by dxdy define macro flows of transactions BS(?) (4.1) with velocity o(?) as:

P(t) = (Po(t); Pc(1)) (16.1)
Py(t) = Qv (t) = [ dz Q(t, 2)vy(t, y) (16.2)
P.(t) = C()vc(t) = [dz C(t, 2)v(t,y) (16.3)
v(t) = (vo(8) ;v (D) ) (16.4)

vo(t,2) = (Vg (8) ;7o) 5 ve(t,2) = (vuc(®);vyc(®))  (16.5)
For example let’s take BS(¢) as investment transactions with amount of investment Q(7) in
economy at moment t. Then relations (16.2) describe flow of amount of investment with
velocity vg(t) on (12.3; 12.4). Components vyo(?) and v,o(t) describe motion of collective
investors and recipients of investments. Positive or negative values of components of velocity
Lyig(t) along axis x; of (12.3;12.4) describe motion of investors in risky of safer directions.

Positive values of components of velocity v,;o(t) along axis y; of (12.3;12.4) describe motion
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of recipients of investments in risky direction and negative v,;(t) describes decline of risks of
recipients of investments along axis y;. Collective investors and recipients of investments
may move only inside bounded domain (12.3;12.4). Thus velocities (16.4; 16.5) can’t be
constant and must change signature and fluctuate as borders of domain (12.3; 12.4) reduce
motion along each risk axes. Fluctuations of velocities (16.4; 16.5) describe motion of
investors and recipients of investments from safer to risky areas and back from risky to safer
areas and describe investment cycles. Credit transactions, buy-sell transactions and etc.,
induce similar macro transactions flows (16.1-16.5) and describe corresponding credit cycles,
buy-sell cycles and etc., (Olkhov, 2017c; 2019).
Relations (12.6-12.10; 14.1-15.9) allow derive equations on transactions BS(tz) and
transactions flows P(t,z), z=(x,y) on 2n-dimensional domain (12.3;12.4) similar to equations
(11.2; 11.3) on density and flows of variables (3; 4; 7). To derive equations on transactions
density BS(t,z) (12.8-12.10) and flows P(t,z) (15.1-15.9) let’s describe their change in a small
unit volume dV(z) (12.3-12.5). Let’s take equations on amount of transactions Q (12.9) and
its flows Py. Equations on cost of transaction take similar form. Two factors change amount
of transaction Q(t,z) in a unit volume dV(z). The first change Q(#,z) in time as:
[dz 2q(t,2) (17.1)
The second factor describes change of Q(#,z) due to flows Py(t,z): amount of Q(#,z) in a unit
volume dV(z) (12.3-12.5) can grow up or decrease due to in- or out- flows Py(t,z) during time
dt. If in-flows Py(t,z) exceed out-flows then Q(t,z) grow up in a volume dV(z). To calculate
balance of in- and out-flows let’s take integral of flow Py(,z) over the surface of dV(z):
$dsPy(t,z) = $ds Q(t,2)vy(t, z) (17.2)
Due to divergence theorem (Strauss 2008, p.179) surface integral (17.2) of the flow
Po(1,z)=0(t,z)vo(t,2) equals its volume integral by divergence of the flow:
$ds Q(t,2)vy(t,z) = [dz V- (Q(t, 2)vy(t, 2)) (17.3)

Relations (17.1; 17.3) give total change of amount of transactions Q(t,z) in dV(z):

f dz [%Q(t, 2)+V- (0t 2) vo(t, z))]

As a unit volume dV(z) is arbitrary one can take equations on economic density Q(z,z) as

d

5062 + V- (Q(t2) ve(t,2)) = F(t,2) (17.4)
Same considerations are valid for the flow Py(1,z):

d

2 Po(t,2) + V- (Po(t,2) vy (t,2)) = G(t, 2) (17.5)
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Similar to (11.4; 11.5) integrals of (17.4; 17.5) by dz=(dx,dy) over economic domain (12.3;
12.4) give:

[dz[20(t,2) + V- (0t 2) vo(t,2))| = £ Q(t) = F(t) = [ dzF(t,2) (18.1)

[ dz [%PQ(t, 2)+V- (pQ(t, 2) v, (8, z))] =2 Po() =6(t) = [dzG(t,z) (182)
Relations (18.1; 18.2) illustrate that operators in the left hand of (17.4; 17.5) for Q(#,z) and
flows Py(t,z), z=(x,y) on 2n-dimensional domain (12.3;12.4) play role alike to ordinary
derivative by time ¢ for amount of transactions Q(f) (12.9; 18.1) and flows Py(t) (15.3; 18.2).
Equations similar to (17.4; 17.5; 18.1; 18.2) are valid to cost of transactions C(t,z) and cost
flows Pc(t,z), z=(x,y), but velocities v¢(t,z) of cost flows P(t,z) are different from velocities
vo(t,z) of amount flows Py(t,z). Each component of each transaction has different velocities
are described by different operators (17.4; 17.5; 18.1; 18.2) with different functions F(z,z) and
G(t,z). Such variety of flows and velocities on domain (12.3; 12.4) establish very complex
picture of economic and financial processes and their evolution. Form of functions F(z,z) and
G(tz) and the question - what factors impact equations on transactions (17.4; 17.5; 18.1;
18.2) reflect main complexity for modeling economic transactions and variables.

Various expectations impact agents to perform transactions BS(t,z) with other agents.
Equations (17.4; 17.5) define evolution of amount Q (12.9) of transactions and similar
equations describe cost C (12.10) of transactions. We propose that functions F(z,z) and G(t,z)
in the right-hand side of (17.4; 17.5) describe action of expectations of agents involved into
transactions BS(t,z). Expectations may depend on economic and financial variables,
transactions, expectations of other agents, market and tax regulation, technology trends and
forecasts. That permits study evolution of financial systems in a different approximations.

Expectations are very numerous and different. Agents may go into same transactions under
various expectations. For example different agents at point x may take decisions on amount Q
(12.9) of the same transaction under inflation expectations, return expectations, professional
macroeconomic forecasters (these expectations are mentioned by Mansky, 2017) and etc. It is
clear that composition of different expectations as inflation expectations, return expectations
or professional macroeconomic forecasters don’t help establish collective expectation that
may explain aggregate amount Q(z,z) (12.9) of transaction made from point x to point y,
z=(x,y). To describe collective impact of heterogeneous expectations let’s introduce

definitions of expectations similar to macro variables and transactions.
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4. Expectations as functions of risks

Expectations are the most “etheric” substance of economics and finance. Expectations are
treated as factors that govern economic transactions, price and return at least since Keynes
(1936), Muth (1961) and Lucas (1972) and in numerous further publications (Sargent and
Wallace, 1976; Hansen and Sargent, 1979; Kydland and Prescott, 1980; Blume and Easley,
1984; Brock and Hommes, 1998; Manski, 2004; Brunnermeier and Parker, 2005; Dominitz
and Manski, 2005; Klaauw et al, 2008; Janzek and Ziherl, 2013; Greenwood and Shleifer,
2014; Lof, 2014; Manski, 2017; Thaler, 2018).

Expectations concern inflation and demand, exchange and bank rates, price trends and etc.
There are a lot of studies on expectations measurements (Manski, 2004; Dominitz and
Manski, 2005; Klaauw et al, 2008; Stangl, 2009; Janzek and Ziherl, 2013; Manski, 2017,
Tanaka et al, 2018). Due to Manski (2004) “It would be better to measure expectations as -
subjective probabilities”. Dominitz and Manski (2005) “analyze probabilistic expectations of
equity returns”. Stangl (2009) suggests that “Visual Analog Scale (VAS) enables scores
between categories, and the respondent can express not only the direction of his attitude but
also its magnitude on a 1-to-100 point scale, which comes close to an interval scale
measurement”. Measurement of such ‘“etheric” economic substance as expectations of
separate agents is a really tough problem. Let’s propose that it is possible to measure
expectations of separate agents. How to establish collective expectations that collective
transactions taken by agents at point x? Indeed, aggregate transactions (12.6-12.10) are
performed under collective expectations of agents on economic domain (12.3; 12.4) at point z
in a unit volume (12.5). It is impossible collect different expectations like “inflation
expectations, return expectations, professional macroeconomic forecasters” in one aggregate
expectation. To define collective expectations let’s simplify the problem. Let’s assume that
all different expectations are measured as index. It is clear, that scale of index is not
important. Measure of expectations may take values between 0 and 100 or O and 1. Let’s state
that all expectations are measured by same measure with same scale. For certainty let’s take
interval [0,1] as measure of expectations. Let’s assume that each economic agent may have
Jj=1,..K different expectations to take decisions on transactions bs;(t,x,y) (12.1) and each
j=1,..K particular expectation has particular measure on interval [0,1].

Now let’s argue the problem: how to define measure of collective expectations that impact
performance of aggregate transactions (12.6-12.10).

To aggregate value and importance of agents expectations let’s state that financial or
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economic value of particular agent’s expectation should be proportional to value of
transactions made under this expectation. Indeed, if particular transactions amount 90% of all
deals and are made under expectation 1 then expectation 1 is ninety times more important
then expectation 2 that is responsible for only 1% of same deals. Thus to aggregate
expectations of agents at point x one should collect expectations weighted by value of
transactions made under these expectations.

Let’s explain this statement using transactions bs;j(#,z) (12.1) as example. Let’s remind that
each transaction bs;(t,z), z=(x,y) (12.1) defines quantity Q; and cost Cj of transaction.
Decisions on quantity Q; and cost C;; may be done under different expectations. Seller and
buyer may take decisions on transaction between them under different expectations too. Thus
even single transaction bs;(t,z) (12.1) may be performed under four different expectations:
two expectations of seller on quantity Q; and cost C; and two expectations of buyer. As
example let’s argue expectations that determine decisions of sellers on quantity Q;; and cost
C;; of transaction (12.1). Let’s denote seller’s expectations exg;(k;t,x) of type k=1,..K of agent
i at point x to perform transaction of amount Q;i(k;t,z) as part of transactions of total amount
Qi(tz) (12.1) of agent i with agent j under all expectations. Let’s denote expectations
exci(l;t,x) of type [=1,..K of same agent to perform transaction of amount Qyi(k;t,z) at the cost
- Cyji(L;1,z). It seems reasonable that decisions on quantity Qji(k;t,z) depend on decisions on
cost Cy(l;t,z) of transactions and vice versa. Thus amount Q;; and cost C; of transactions
preformed by seller should depend on both expectations k and [ - exp;(k,[;t,x) and exci(k,[;t,.x).

Let’s denote volume Q;; and cost C;; of seller’s transaction bs;j(t,z) (12.1) as:
bs;;(t,z) = (Qij(ki t,z); Cij(k; t,z)) k=D kl=1,.K z=(xy) (19.1)

Same reasons allow denote volume Q;; and cost C;; of buyer’s transaction bs;(t,z) (12.1) as:

bs;;(t,z) = (Qij(t:Z; D); Ci;(t, z; l)) ; = D; k1=1,..K (19.2)
To define economic value of sellers expectations exgi(k,[;t,x) and exci(k,l;t,x) let’s introduce
sellers expected transactions et;i(k;t,x,y) as follows:

etij(k;t,2) = (eto(k;t,2) ; ety t,2)) 5 k= (k) (19.3)

etg;j(k;t,z) = exqi(k; t,x)Q;;(k; t,2) ; etcij(k;t,z) = ex;(k; t,¥)C;;(k; t, z)

Relations (19.3) describe sellers volume expected transactions etg;(k;t,z) that equal product of
volume expectations exgi(k;t,x) of type k, k=(k,[) at point x weighted by quantity Q;i(k;t,z) of
transaction performed between agents i at x as sellers and agents j at y as buyers. Cost

expected transactions etci(k;t,z) (19.3) equal product of cost expectations exci(k;t,x) of type [,
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k=(k1) at point x weighted by cost Cj;(k;t,z) of transaction performed between agents i at x
as sellers and agents j at y as buyers. Similar considerations define buyers expected

transactions:
et;(t,z; 1) = (etQij(t;Z; D; eteij(t, z; l)) ; L=(k D) (19.4)

etij(t, z; 1) = exqi(t,x;11)Q;i(t, z; D) ; etcj(t,z; D) = ex;(t,y;1,)Cij(t, z; 1)
Let’s move from description of transactions between agents to description of transactions
between points of economic domain (12.3; 12.4) similar to (12.6 — 12.10) and define part
QO(k;tz) of total amount Q(t,z) and cost C(k;t,z) of total cost C(t,z) of transaction (12.8)
performed under sellers expectations of type k:
Q(k;t,2) = Yicavwyjeaviy; a Qij (ks t,2) 5 2 = (x, ) (19.5)
C(k; t,z) = Yicav(n)jeavyn; a Cij(k; t,2) 5 k= (k1) (19.6)
Total amount Q(t,z) (12.9) and total cost C(z,z) of transactions (12.8) equal sum by all sellers
expectations and by all buyers expectations:
Q(t,z) =Xk Qk ;t,z) = X Q(t, 2k, 1) (19.7)
C(t,z)=YuClklitz) = Y C(t z k1) (19.8)
Now let’s define sellers expected transactions Et(k;1,z), z=(x,y) between points x and y made

under sellers expectations k =(k,[). Let’s aggregate (19.3) alike to (15.4-15.7) as:

Ety(k;t,2) = (Bto(k;t,2) 5 Ete(kit,2)) 5 2= (%) (20.1)
Eto(k;t,z) = Yicav(x);jeavy)a eXi(ke; £, x)Q;(k; t, 2) (20.2)
Etc(k;t,z) = Yieav () jeaviyya €xj(ka; t, ¥)Cij(k; ¢, z) (20.3)

Relations (20.1-20.3) and functions Q(k,t,z) (19.5) and C(k,;t,z) (19.6) define sellers
expectations Exp(k;t,z) and Exg(k;t,z) of type k =(k,) as:
Eto(k;t,z) = Exq(k; t,2)Q(k; t, z) (20.4)
Et:(k;t,z) = Ex;(k;t,z)C(k;t,z) (20.5)
Let’s underline that sellers expected transactions Eto(k;t,z), Etc(k;tz) (20.2; 20.3) and sellers
expectations Exp(k;t,z), Exc(k;tz) (20.4; 20.5) are determined with respect to transactions
(12.6-12.10) with selected financial or economic variable E. Transactions with different
variables £ — with commodities, service, assets and etc., - define different expectations
Exo(k;tz), Exc(k;tz). To define macro expectations of sellers Exp(k;t) and Exc(k;t) at
moment ¢ let’s take integrals over economic domain (12.3; 12.4):
Qk;t,x) = [dy Q(k;t, x;y); C(k;t,x) = [dy C(k; t,x;y) (21.1)
Eto(k;t,x) = [dy Et(k; t,x,y) = Exo(k; t,x)Q(k; t, x) (21.2)
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Etc(k;t,x) = [dyEt(k;t,x,y) = Exc(k; t,x)C(k; t, x) (21.3)

Q(k;t) = [dxdyQ(k;t,x;y); C(k;t) = [dxdyC(k;t,x;y) (21.4)
Eto(k;t) = [ dxdyEt(k; t,x,y) = Exy(k; )Q(k; t) (21.5)
Etc(k;t) = [ dxdy Et(k;t,x,y) = Exc(k; t)C(k; t) (21.6)

Relations (21.1) define amount Q(k,t,x) of transactions (12.6) with economic variable E
performed by sellers at x under their expectations with all buyers of entire economics.
Functions C(k;t,x) (21.1) define cost of sellers transactions of amount Q(k;t,x) (21.1) with all
buyers of the entire economics. Relations (21.2) define sellers expected transactions
Etp(k;tx) of amount Q(k;t,x) under sellers expectations Exg(k;t,x) with all buyers of entire
economics. Relations (20.3) define sellers expected transactions Etc(k;t,x) of cost C(k;t,x)
under sellers expectations Exc(k;t,x) with all buyers of entire economics. Relations (21.4)
define volume Q(k;t) of all transactions with economic variable E performed in economics
under sellers expectations Exp(k;t) (20.5) of type k =(k,[). Relations (21.4) define cost C(k;?)
of all transactions with economic variable E performed in economics under sellers
expectations Exc(k;t) (21.6). Thus starting with definitions of sellers expected transactions
(20.1-20.3) and definitions of Q(k;tz) (19.5) and C(k;t,z) (19.6) we derive reasonable
definitions of macro sellers expectations of volume Exg(k;t) (21.5) and cost Exc(k;t) (21.6)
for transactions with economic variable E. Relations similar to (21.1-21.6) are valid for
buyers volume Q(t,z;1) cost C(t,z;1) and buyers expectations Exg(t;1) and Exc(t;l). Let’s
outline that expectations of type k =(k,[) play different role for transactions with different
economic variables E. That makes observations, measurements and description of economic
and financial expectations a really complex problem.
Now let’s explain and describe how expected transactions and expectations can flow on
economic domain (12.3; 12.4) alike to flows of variables (6-10) and transactions (14.1-15.9).
For brevity let’s take flows of amounts Q;(t,z) (12.1) of sellers transactions bs;(t,z) (12.1)
only. Flows of sellers cost Ci(t,z) (12.1) and flows of buyers expected transactions are
determined in the same way. Motion of agents i and j at points x and y with velocities v;(t,x)
and vj(t,y) (14.3; 14.4) due to change of their risk ratings induce flows pg;i(k;t,z) of sellers
expected transactions efp;i(k;t,z) (19.3) alike to flows py;i(t,z) (14.3) of amount Q;(t,z) (12.1)
of transactions bs;(t,z) (12.1) as:

pegij(k;t,z) = ety;j(k; t, 2)v;(x) = ex;(k; t,x)Q; ; (k; t, 2)v;(x) (22.1)
Functions peg;i(k;tz) (22.1) describe flows of expected transactions etp;i(k;tz), k=(k1)

carried by agent i with velocity v;. To define aggregate flows of sellers expected transactions
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let’s collect flows peg;i(k;t,z) of expected transactions etg;i(k;t,z) (22.1) of agents i in a unit
dV(t,z) (12.5) and then average the sum during time term A4 similar to (12.6-12.9) as:

Pe,,(k;t,z) = Yicav(x);jeav(y) a €toij(k; t, 2)v;(x) (22.2)
Sellers move along axes X (12.3; 12.4) and hence let’s note flow of sellers expected
transactions as Peg,(k;t,z). Let’s note buyers flows as Pe,(t,z;1).

Pey,(k;t,z) = Ety(k; t,z) vey,(k; t,z) = Exo(k; t,2)Q(k; t, z)vey, (ki t,z) (22.3)
Relations (22.2-3) define aggregated flows Peg.(k;tz) and velocities veg.(k;t,z) of sellers
expected transactions Exg(k;t,z) of type k =(k,[). Similar to definitions of flows of variables
(6-9) and flows of transactions (14.1 -15.9) integrals of (22.2-3) by dz=dxdy over domain
(12.3; 12.4) define macro flows Peg,(k;t) and macroeconomic velocities veo.(k;t) of expected
transactions Etg.(k;t) and expectations Exg.(k;t) (21.5) as:

Pey,(k;t) = [dzPey,(k;t,z) (22.4)

Pe gy (1) = Etgu(k; t) veg, (ki t) = Exqy(k; 0Q(k; Dveg (ks 1) (22.5)
Relations (22.4-5) define sellers macro flows of Peg.(k;t) and velocities veg.(k;t) of expected
transaction Etq.(k;t) and describe motion of expectations Exp.(k;t) of variable E. Borders of
economic domain (12.3;12.4) reduce motion along risk axes and hence values and direction
of flows Pe,(k;t) and velocities vep,(k;t) should fluctuate. That induce time oscillations of
expectations Exg(k;t). Such fluctuations of expectations Exp.(k;t) should correlate with
fluctuations of volume Q(k;t) (21.4) and Q(t) (13.7) of transactions induced by oscillations of
flows P(t) (16.2) and velocities v(f) (16.4). We propose that fluctuations of macro variables,
transactions and expectations induced by oscillations of their flows and velocities due to
borders of economic domain (12.3; 12.4) should be treated as business cycles. We present
business cycles models in Olkhov (2017c; 2019).
Let’s underline that velocities of v,(?) of sellers and velocities v,(t) of buyers (15.9) differ
from velocities veg.(k;t) of sellers expectations Exg.(k;t) and velocities veg,(t;I) of buyers
expectations Exgy(t;1). Flows and velocities of expectations for different k =(k,/) are also
different. Flows of different variables E, transactions and expectations have different
velocities and their mutual interactions on economic domain (12.3; 12.4) reflect extreme
complexity of real financial and economic processes.
Definitions of sellers expected transactions Eto.(k;t,z) (20.2), their flows Pey(k;tz) and
velocities voy(k;t,z) (22.2-3) allow take equations on expected transactions and their flows

similar to equations on transactions and their flows (17.4; 17.5) as:

0
2 Etou(ki t,z) + V- (Etoe(k; t,2) veg,(k;t, 2)) = Wo, (ks t, 2) (22.6)
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2 Peg (k;t,2) + V- (Peg, (ks t, 2) veg,(k; t,2)) = Ry, (ks t, 2) (22.7)

Functions Wy,, Wy, and Ry, Ry, in equations (22.6-7) describe action of economic and
financial variables, transactions and different expectations, technology, political and other
factors that may impact change of expected transactions Etg.(k;t,z) flows Peg,(k;tz).
Equations on sellers and buyers expected transactions that determine cost C(t,z) (12.10) of
transactions (12.8) follow equations similar to (22.6-7).

Similar to (18.-2) equations on Ety(k;t) (21.5) and flows Peg,(k;t) (22.4) take form:
d
—Etox(l;t) = Woy(k; t) = [dzWy,(k;t,z) (22.8)

= Pegy(k;t) = Roy(k; t) = [ dz Ryy(K; t,2) (22.9)
Equations (11.2-3) on economic or financial variables A(z,x) and their flows Pu(t,x),
equations (17.4-5) on volume Q(t,z) (12.9) of transactions BS(t,z) (12.8) and transactions
flows Py(t,z) (15.2-3) and equations (22.6-7) on expected transaction Etp.(k;tz) and flows
Pe,(k;tz) complete our approximation of macro financial or economic system based on
description of relations between variables, transactions and expectations on economic domain
(12.3-4). It 1s obvious that description of any particular problem requires definition of right
hand side factors of equations (11.2-3), (17.4-5), (22.6-7). All specifics and details of
economic and financial processes are hidden in and are determined by function Fa(f,x) and
Ga(tx), F(tz) and G(t,z), Wy, Wy, and Ry, Rp,. We apply our methods and equations to
describe wave propagation of small disturbances of variables (Olkhov, 2016a-2017a), wave
propagation of disturbances of transactions (Olkhov, 2018a) and surface waves (Olkhov,
2017b). Our methods permit model business cycles (Olkhov, 2017c; 2019), describe hidden
complexities of classical Black-Scholes option pricing model (Olkhov, 2016a;b) and propose
Lorentz attractor as possible origin of random behavior of price fluctuations (Olkhov, 2018b).
In the next section we describe how perturbations of transactions may define statistics of

price disturbances and discuss why it should depend on statistics of volume disturbances.

5. Asset Pricing and Return

Asset pricing is one of the most important problems of macro finance. We refer (Cochrane
and Hansen, 1992; Cochrane and Culp, 2003; Hansen, 2013; Campbell, 2014; Fama, 2014;
Cochrane, 2017) as only small part of asset pricing research. Let’s study how economic
equations on variables, transactions, expectations and their flows can govern asset prices,
returns and their fluctuations.

Equations (17.4; 17.5) describe volume Q(t,z) (12.9) of transactions BS(z,z) (12.8) with
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economic variable E and similar equations model cost C(z,z) (12.10) of transactions BS(z,z).
As variable E let’s take any particular assets and study how equations (17.4; 17.5) define
relations on price and price fluctuations. Let’s outline that different aggregations of volume
and cost of transactions define different prices. For example relations (12.11) define price of
transactions with volume Q(t,z) and cost C(t,z) between points x and y, z=(x,y) and (13.3)
define price ps(t,x) of sellers for transactions with variable E from x. Transactions of quantity
QO(k;t,z) (19.5) with cost C(k;t,z) (19.6) performed under sellers expectations of type k =(k,[)
determine price p(k;tz) of sellers transactions:

C(k;t,z) =p(k;t,z)Q(k;t,z) ; k= (k1) (23.1)
Relations (13.6) define price p(t) of all transactions with volume Q(z) (13.6) with cost C(?)
(13.6) with selected assets E performed in economy at moment t. Price p(k;t) of all
transactions with volume Q(k;t) with cost C(k;t) (21.4) with selected assets E performed
under expectations k =(k,[/) in economy at moment ¢.

Clk;t) =p(k;)Q(k;t) 5 k= (k1) (23.2)
Relations (12.11; 13.3; 13.6; 23.1-2) indicate that price of assets always should be treated in
regard to definite aggregation of volume and cost of transactions. Equations on transactions
and their flows define equations on prices. As simplest case let’s take equations (18.1; 18.2)

on volume Q(t) and flow of volume Py(?) of transactions

d d

L) =Fo(t) 5 LPo(®) = Go(0) (233)
and similar equations on cost C(¢) and flow of volume P(t) of transactions

d d

EC(t) = Fc(t) ; Epc(t) =G¢(t) (23.4)

Equations (23.3-4) define equations on price p(t) (13.6) of all transactions made in economy

at moment ¢ with variable E
d d
QM) =F(®) ; Q@) p®) +p®)F () = Fc(0) (23.5)
d d
Q) - vo(t) + Fo()ve(t) = Go(t) 5 QO)p(t) vc(t) + v (DF(t) = G (D) (23.6)
Po(t) = Qo) ; Pc(t) = C(O)vc(t) = Q®)p(®)vc(D) (23.7)
Even simplest form of price equations (23.5-7) demonstrate that right hand factors hide main
complexity of price dynamics and price may depend on flows Py(t), Pc(t) or velocities vo(t),
v¢(t) of amount Q(¢) and cost C(t) of transactions. Up now we don’t know any research on
possible impact of flows Py(t), Pc(t) and velocities vg(t), vc(t) on price p(t) evolution and

fluctuations. Studies of this problem may be very important.

Let’s neglect possible impact on flows and show how equations on volume and cost similar
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to (23.5) may model price fluctuations. Let’s study equations similar to (23.5-7) that take into
account Q(k;t) and cost C(k;t) (21.4) that define price p(k,t) (23.2) for different expectations
k =(k,I). Similar to (23.5-7) equations on Q(k;t) and C(k;t) (24.1) take form:

2QUt) = Fy(ks t); = Ck;t) = Fe(ks t) (24.1)
Let’s assume that functions Fy(k;t) and Fc(k;t) in (24.1) depend on expected transactions
Etp(k;t) (21.5) and Etc(k;t) (21.6) that due to (22.6) and (18.1) follow equations similar to
(24.1)

S Eto(kt) = Feq(k; t) ; < Etc(k;t) = Fec(k;t) (24.2)
Let’s assume that functions Feg(k;t) and Fec(k;t) in (24.2) depend on volume Q(k;t) and cost
C(k;t) (24.1). Let’s describe small dimensionless perturbations of volumes Q(k;t) and cost
C(k;t) and expected transactions Etg(k;t) and Etc(k;?t):

Q(k; ) = Qoi(1 + q(k; ) ; C(K; £) = Cox (1 + c(k; ©)) (24.3)

k=(k1; kl=1,.K

Ety(k;t) = Etgox (1 + ety (k; t)); Etc(k;t) = Etcor(1 + et (k1)) (24.4)
and assume that mean values of Qo Cor, Etgor, Etfcox are slow to compare with small
dimensionless disturbances g(k;t), c(k;t), ety(k;t), et.(k;t). Let’s take same assumptions on
functions in the right hand side of (24.1; 24.2).

Fo(k; t) = Foor(1 + fo(k; 1)) s Fe(k;t) = Feor (1 + fo (ks t)) (24.5)
Feg(k;t) = Fegor(1+ feq(k;t)) ; Feci(k; t) = Fecor(1 + fec(k;t)) (24.6)

Thus let’s take mean values of Qu, Coi, Etgor Etcorand Foor, Fcor, Etoor, Etcor as constants

and equations on disturbances take form:
d d
Qo 7 a(k; t) = Foorfq(k; t) ; Cor—c(k;t) = Foorfe(k; t) (25.1)
d d
EtQOk Eetq (k, t) = FeQ()kfeq (k, t) ; EtCOl Eetc(k, t) = FeCOlfeC(k; t) (252)
To consider (25.1; 25.2) as self-consistent equations let’s take that disturbances f(k;t) and

fe(k;t) in (25.1) depend on disturbances et,(k;t) and et.(k;t) and fe,(k;t) and fe.(k;t) in (25.2)
depend on disturbances of g(k,t) and c(k;1).

fq(k; t) = aqketq(k; t) ; fc(k; t) = acketc(k; t) (26.1)
feq (k;t) = bequ(k; t) ; fec(k;t) = bec(k;t) (26.2)

Due to (26.1; 26.2) equations (25.1-2) take form:
Qo 5-q (ks ) = agFookety(k;t) 5 Coxc(k; t) = ageFoor ete(k; £) (26.3)

d d
Etgor - etq(k;t) = begkFeqoxq(k;t) ; Etcox etc(k;t) = begFecor c(k;t) (26.4)
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For

Fook Feook Foor Fe
(l)ék = —aqkbeqk 90k 90k >0 ; a)gk = ackbeck —Q0k _cok >0 (271)
Qok Etgok Cok Etcok

equations on disturbances g(k;t), c(k;t), et,(k;t), et.(k;t) take form of harmonic oscillators:

(P“‘) )atk;t) =0 ; (dtz+wck)0(k:t)=0 27.2)
k=(kD;kl=1.K

(S + w )et(Ue) =05 (o + wd et ) = 0 (27.3)

Simple solutions of (27.2) for dimensionless disturbances ¢g(k;t) and c(k;t)
q(k;t) = ggrsinwgrt + dgpcoswart ggr,dgr < 1 (27.4)
c(k;t) = gasinwet + docoswert 3 Gero Ao K 1 (27.5)

Relations (27.4-5) describe simple harmonic fluctuations of disturbances ¢(k;t) of volume
Q(k;t) and disturbance c(k;t) of cost C(k;t) of transactions under expectations k =(k, ).
Now let’s study disturbances of cost C(¢), volume Q(¢) and price p(¢) for (13.6) as:
Q) = i1 Qor(1+ q(k; D)) = Qo Ty A (1 + q(k; 1) (28.1)
C(t) = YkiCo(1+ el D)) = Co Ty (1 + c(k; D)) (28.2)
Relations (28.1) describe impact of dimensionless disturbances g(k;¢) on volume Q(t) and

(28.2) describe impact of dimensionless disturbances c(k,t) on cost C(t), k=(k,l):

Q c
Qo = Xk1Qokt 5 Ak = Skl Co=2k1Cort 5 M1 = COkl (28.3)
XA = 2l =1 ; (28.4)

Relations (13.6) define price p(¢) for transactions with volume Q(?#) and cost C(1):

_C® _ EgiCkLt) | _ Co _ ZkiCoki
() = QW) IkiQUklLt) bo Q  YriQokt (28.5)

In linear approximation by disturbances ¢g(k,/;t) and c(k,/;¢t) price p(t) (28.5) take form:
c) G Yt (1+clk, ;1)) [ l
‘ : - 1+z c(k, I;t —Z Aaq(k, Lt
p(t) = Q(t) 0o as Akl(l +q(k L t)) bo k'l.ukl ( ) . kg ( )
p(t) = poll + ()] = po[1 + Tp 1 (e, ;t) — Ayq(k, 15 £))] (28.6)
Dimensionless fluctuations of price 7(¢) (28.6) equals weighted sum of disturbances g(k,/;t)

and c(k,l;t) as (28.7):

() = Xt €k, ;1) — Aaq(k, 1 t) (28.7)
Now let’s take (23.2; 24.3) and present 7(z) in other form:
Clk,;t) = Copa[1 + c(k, ; )] = pora[1 + 7k, ; )] Qora[1 + q(k, L; 1)] (29.1)
From (28.6-7) and (29.1) in linear approximation by c(k,/;t), n(k,/;t) and q(k,L;t) obtain:
Coxt = PokiQort 5 ¢k l;t) =m(k, ;) +q(k,L;t) (29.2)
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Let’s substitute (29.2) into (28.7):

m(t) = Zka Mk, 1) + Xt — A) q(k, L E) (29.3)
Relations (29.3) describe price perturbations 7m(z) as weighted sum of partial price
disturbances 7z(k,/;¢) and volume disturbances ¢(k,/;t). Thus statistics of price disturbances
7(t) is defined by statistics of partial price disturbances 7z(k,/;¢) and statistics of volume
disturbances g(k,/;t).
Relations between disturbances of quantity and cost of transactions on one hand and
disturbances of expectations that approve these transactions may be the source of random
evolution. Random behavior of disturbances of quantity and cost of transactions induce
random motion of price disturbances z(?) and in (Olkhov, 2018b) we present model of
Lorentz attractor as a possible factor that cause random behavior of price.

Return perturbations. Price disturbances (29.3) cause perturbations of return r(z,d):

r(t,d) = p’(f’f_ti) 1 (30.1)

Let’s introduce partial returns r(k,t,d) for price p(k;t) (23.2) and “returns” w(k;t,d) for
volumes Q(k;t) (24.3), k=(k,l):

r(l;t,d) = r(k, I t,d) = %— 1; wlkt,d) =wk;t,d) = % —1 (302)

Let’s assume for simplicity that mean price poy and Qo (29.2) are constant during time term

d and present (30.1, 30.2) as

r(t,d) = % s w(ke, it d) = q(kilii(_k?l(:ﬁ)_ 9 (30.3)

r(t,d) = L e T Lt ) + L = b)) St wlk it d)  (304)
Let’s define

Ea(t —d) = % s M6 —d) = (M — L) % (30.5)

Yl —d) + it —d)] =1 (30.6)

r(t,d) =Yg &t —Drk, Lt d) + Xy (6 — dDw(k, [ t,d) (30.7)

Relations (30.6-7) describe return (30.1) as sum of partial returns and volume “returns”
w(k,l;t,d) (30.2-3). Sum for coefficients uy; and -4y for price p(t) (28.6), n(t) (29.3) and &y (1)
and ny(t) for return r(t,d) (30.1) equals unit but (29.3) and (30.7) can’t be treated as averaging
procedure as some coefficients -4y and 7y(t) should be negative. If mean price (29.2)
Pox=po for all pairs of expectations (k,/) then from (28.6, 28.7) obtain

Dokt = Po = const = Ay = ey 5 M (t) = 0forall k, 1 (30.8)
and relations (29.3; 30.7) take simple form
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m(t) = Xritr m(k, L t) (30.9)

1+7(k it —d) o
ey TR Gt d) = X b

n(k,L;t)—-m(k,;t—d)
1+7m(t—d)

r(t,d) = Y1k

Thus assumption (30.8) on prices (29.2) for all pairs of expectations (k,/) cause representation

(30.10)

(30.9, 30.10) of price disturbances 7(¢) as sum of partial price disturbances n(k,/;t) weighted
by uw (28.3) for different pairs of expectations (k,[). If coefficients py; (28.3) are random then
their statistics impact statistic properties of price disturbances z(?). If (30.8) is not valid then
price disturbances z(?) should take form (29.3) and depend on partial disturbances z(k,/ 1),
volume perturbations ¢(k,[;¢) and statistics of Ay and wy (28.3). Assumption (30.8) cause
returns as (30.10), otherwise returns take (30.7). Actually expectations are key factors for
market competition and different expectations (k,/) should cause different mean partial prices
pow- That produce complex representation of price (29.3) and return (30.7) disturbances as

well as impact volatility and statistic distributions of price and return disturbances.

6. Conclusions

Development of methods of economic and financial theory is an endless problem. Above we
present only beginnings of the theory framework. Let’s resume main issues of our approach.
We model macroeconomic system by three elements — variables, transactions and
expectations of economic agents. We distribute agents by their risk ratings as coordinates on
economic domain and describe macro variables, transactions and expectations as density
functions of risks. We regard risks as main drivers of economic and financial evolution and
consider economic activity of agents as the main source of risks. Any financial or economic
activity is related with risks and we propose that risk-free models have nothing common with
reality. We show that changes of risk ratings of agents due to any reasons induce economic
flows of variables, transactions and expectations and these flows produce significant impact
on evolution of macroeconomic system. Flows of variables, transactions and expectations
double number of properties that define evolution of macro economy.

Different variables like demand and supply have different flows and that cause permanent
perturbations of supply and demand. That makes existence of any market supply-demand
equilibrium very doubtful. Current discussion on “Rebuilding macroeconomic theory” (Vines
and Wills, 2018a) doesn’t study this important issue and we assume that further research on
applicability of GE concept to economic modeling is required.

Financial variables as functions of risks x describe state of macroeconomic system.
Transactions as functions of risks z=(x,y) describe dynamics of economic variables and thus

describe evolution of macro economy. Expectations are most “etheric” economic substance
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that impact agents to perform transactions. Numerous expectations are determined by
variables, transactions, expectations of other agents, by economic regulation, technology or
climate forecasts and etc. These factors project impact of environment on economic and
financial processes and add most complexity to macro modeling. Different expectations
cause different impact on various transactions. Economic or financial value of expectations,
their importance and influence on macroeconomic evolution should be measured
proportionally to amount of transactions performed under these expectations. That makes
description of macroeconomic dynamics absolutely exciting problem.

We apply our methods to description of asset pricing and return fluctuations. Statistical
properties of asset pricing and return fluctuations should be studied with respect to
description of corresponding transactions. That conclusion redirects studies of price statistics
to studies of relations between transactions and expectations.

Many problems should be studied further. Econometric problems and observation of
economic and financial variables, transactions and expectations of agents and agents risk
assessment are among the central. We hope that our methods may help for better description

of economic and financial processes.

29



References

Ackerman, F., (1999). Still Dead After All These Years: Interpreting the Failure of General
Equilibrium Theory. Global Development and Environment Institute, Tufts University
Altman, E., (Ed), (2010). The Z-Metrics™ Methodology For Estimating Company Credit
Ratings And Default Risk Probabilities. RiskMetrics Group, Inc

Arrow, K.J., Debreu, G., (1954). Existence of an Equilibrium for a Competitive Economy.
Econometrica, 22, (3), 265-290

Arrow, K.J., (1974). General Economic Equilibrium: Purpose, Analytic Techniques,
Collective Choice. The American Economic Review, 64, (3), 253-272

Blume, L.E., Easley, D., (1984). Rational Expectations Equilibrium: An Alternative
Approach. Journal Of Economic Theory, 34, 116-129

Brock, W.A., Hommes, C.H., (1998). Heterogeneous beliefs and routes to chaos in a simple
asset pricing model. Journal of Economic Dynamics and Control, 22, 1235-1274
Brunnermeier, M.K., Parker, J.A., (2005). Optimal Expectations. American Economic
Review, 95, (4), 1092-1118

Campbell, J.Y., (2014). Empirical Asset Pricing: Eugene Fama, Lars Peter Hansen, and
Robert Shiller. Scandinavian J. of Economics. 116, (3), 593-634

Cochrane, J.H., Hansen, L.P., (1992). Asset Pricing Explorations for Macroeconomics.
Ed.Blanchard, O.J. and Fischer, S., NBER Macroeconomics Annual, 7, 115 - 182

Cochrane, J.H., Culp, C.L., (2003). Equilibrium Asset Pricing and Discount Factors:
Overview and Implications for Derivatives Valuation and Risk Management. In Modern Risk
Management. A History, Ed. S.Jenkins, 57-92

Cochrane, J.H., (2017). Macro-Finance. Review of Finance, EFA, 21(3), 945-985

Dominitz, J., Manski, C.F., 2005. Measuring And Interpreting Expectations Of Equity
Returns. NBER, WP 11313, Cambridge, MA

Fama, E.F., (2014). Two Pillars of Asset Pricing. American Economic Review, 104, (6),
1467-1485

Farmer, R.E.A., (2017). Post Keynesian Dynamic Stochastic General Equilibrium Theory. WP
23109, NBER, Chicago, Cambridge, MA

Fernandez-Villaverde, J., (2010). The econometrics of DSGE models. Jour. Spanish
Economic Association, 1, 3-49

Fox, D.R., et.al., (2014). Concepts and Methods of the U.S. National Income and Product
Accounts. BEA DoC. 1-373

30



Fitch, (2018). Procedures and Methodologies for Determining Credit Ratings. Fitch Ratings,
Inc., Form 25-101F1

Greenwood, R., Shleifer, A., (2014). Expectations of Returns and Expected Returns.

The Review of Financial Studies, 27 (3), 714-746

Hansen, L.P., Sargent, T.J., (1979). Formulating and Estimating Dynamic Rational
Expectations Models. NBER, WP 127

Hansen, L.P., (2013). Uncertainty Outside and Inside Economic Models. Nobel Prize
Lecture, University of Chicago, Chicago, IL, USA

Hazlitt, H., (1959). The Failure Of The "New Economics". An Analysis Of The Keynesian
Fallacies. D. Van Nostrand Company, Inc

Horowitz, K.J. and Planting, M.F., (2006). Concepts and Methods of the Input-Output
Accounts. BEA, US DoC

Janzek, T., Ziherl, P., (2013). Overview of models and methods for measuring economic
agent’s expectations. BIS, IFC Bulletin 36, 172-179. https://www.bis.org/ifc/publ/ifcb36.htm
Keynes, J. M. (1936). The General Theory of Employment, Interest and Money. London:
Macmillan Cambridge University Press

Klaauw, W., de Bruin, W.B., Topa, G., Potter, S., Bryan, M., (2008). Rethinking the
Measurement of Household Inflation Expectations: Preliminary Findings. FRB NY, SR 359
Komunjer, 1., NG, S., (2011). Dynamic Identification Of Dynamic Stochastic General
Equilibrium Models. Econometrica, 79, (6), 1995-2032

Kydland, F., Prescott, E.C., (1980). A Competitive Theory of Fluctuations and the Feasibility
and Desirability of Stabilization Policy, 169 — 198 in Ed. Fisher, S., Rational Expectations
and Economic Policy, NBER, Univ. Chicago Press

Kydland, F.E., Prescott, E.C., (1990). The Econometrics Of The General Equilibrium
Approach To Business Cycles. FRB Minneapolis, Staff Report 130

Leontief, W. (1941). The Structure of American Economy 1919-1939, New York: Oxford
University Press

Leontief, W., (1955). Some Basic Problems of Empirical Input-Output Analysis. 9-52. in
Goldsmith, R.W., (Ed.). (1955). Input-Output Analysis: An Appraisal. NBER, Princeton
Univ.Press.

Lof, M., (2014). Essays on Expectations and the Econometrics of Asset Pricing, MPRA WP
59064, http://mpra.ub.uni-muenchen.de/59064/

Lucas, R.E., (1972). Expectations and the Neutrality of Money. Jour. of Economic Theory 4,
103-124

31



Manski, C., (2004). Measuring Expectations. Econometrica, 72, 1329-1376

Manski, C.F., (2017). Survey Measurement Of Probabilistic Macroeconomic Expectations:
Progress and Promise. NBER, WP 23418

McNeil, A,J., Frey, R., Embrechts, P., (2005). Quantitative Risk Management. Concepts,
Techniques and Tools. Princeton Univ. Press, Princeton

Metz, A. and Cantor, R., (2007). Introducing Moody's Credit Transition Model, Moody’s
Investor Service, 1-26

Moody’s, (2010). Rating Symbols and Definitions. Moody’s Investors Service

Moody’s, (2018). Procedures and Methodologies Used to Determine Credit Ratings.
Moody’s Investors Service

Morgenstern, O., (1972). Thirteen Critical Points in Contemporary Economic Theory: An
Interpretation. Journal of Economic Literature, 10, (4), 1163-1189

Muth, J.F., (1961). Rational Expectations and the Theory of Price Movements. Econometrica,
29, (3), 315-335

Negro, M.D., et.al. (2013). The FRBNY DSGE Model. Fed. Reserve Bank of NY Staff
Report No. 647

Olkhov, V., (2016a). On Economic space Notion, Int. Rev. Financial Analysis, 47, 372-381
Olkhov, V., (2016b). Finance, Risk and Economic space, ACRN Oxford J. of Finance and
Risk Perspectives, Special Issue of Finance Risk and Accounting Perspectives, 5, 209-221
Olkhov, V., (2017a). Quantitative Wave Model of Macro-Finance. Int. Rev. Financial
Analysis, 50, 143-150

Olkhov, V., (2017b). Credit-Loans Non-Local Transactions and Surface-Like Waves.
https://ssrn.com/abstract=2971417

Olkhov, V., (2017c). Econophysics of Business Cycles: Aggregate Economic Fluctuations,
Mean Risks and Mean Square Risks. arxiv.org/abs/1709.00282

Olkhov, V., (2018a). How Macro Transactions Describe the Evolution and Fluctuation of
Financial Variables. Int. J. Financial Stud., 6 (38), 1-19

Olkhov, V., (2018b). Expectations, Price Fluctuations and Lorenz Attractor. MPRA
WP89105, https://mpra.ub.uni-muenchen.de/89105/

Olkhov, V., (2019). Economic Transactions Govern Business Cycles. ACRN Oxford J. of
Finance and Risk Perspectives, 7 (1/2), 102-122

South, A.H., Gurwitz, Z.R., (2018). 2017 Annual Global Structured Finance Default Study
And Rating Transitions. S&P Global Ratings

S&P, (2014). Guide To Credit Rating Essentials. What are credit ratings and how do they

32



work? McGraw Hill Financial

S&P&, (2016). S&P Global Ratings Definitions. S&P Global Ratings

Stangl, A., (2009). Essays on the Measurement of Economic Expectations. Inaugural-
Dissertation, Ludwig-Maximilians-Univ., Munich

Starr, R.M., 2011. General Equilibrium Theory, An Introduction, Cam. Univ. NY

Stiglitz, J.E., (2017). Where Modern Macroeconomics Went Wrong. NBER, WP 23795

Strauss, W.A., (2008). Partial Differential Equations. An Introduction. John Wiley&Sons, NJ,
US. p.179

Tanaka, M., Bloom, N., David, J.M., Koga, M., (2018). Firm Performance And Macro
Forecast Accuracy. NBER WP 24776, Cambridge, MA

Thaler, R.H., (2018). From Cashews to Nudges: The Evolution of Behavioral Economics.
American Economic Review, 108, (6), 12651287

Tobin, J., (1969). A General Equilibrium Approach To Monetary Theory. Journal of Money,
Credit and Banking, 1, (1), 15-29

Vines, D., and Wills, S., (Eds.), (2018a). Rebuilding macroeconomic theory. Oxford Review
of Economic Policy, 34, (1-2), 2-353

Vines, D. and Wills, S., (2018b). The rebuilding macroeconomic theory project: an analytical
assessment, Oxford Review of Economic Policy, 34, (1-2), 1-42

33



	1. Introduction
	2. Assumptions, variables and equations
	I. Risk ratings of economic agents as their coordinates
	II. Variables, transactions and expectations as functions of risks
	III. Changes of agents risk ratings produce collective flows of variables, transactions and expectations.

	3. Transactions as functions of risks
	4. Expectations as functions of risks
	5. Asset Pricing and Return
	6. Conclusions
	References

