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Problem Set #5
Due Wednesday Oct 14th 
Lecture this week covered: Chapter 7
1. In the model of section 7.2, each agent has a prior belief vector i that is conditionally independent, meaning that (i – f) is independent across agents. What if instead there is a common prior belief f~N(,) and conditionally independent, heterogeneous signals  si|f ~ N(f, i). Derive the expression for the equilibrium price. How is it different from the one in the text?


2. Information choice with a mean-variance objective: Solve the model where utility is –E1[ ln( E2[exp(- W)])]. Assume that asset payoffs and signals are independent across assets.

a. Start with equation 7.17 (expected utility from the N-asset equilibrium model) and take its natural log. The expectation of this will be the investor’s objective when he chooses information. 

b. Using the last section of appendix 7.7, take the time-1 expectation of this objective function. The unknown variables are the posterior belief hat and the prices p.
(Note: The formula for a chi-square in the appendix is correct, but the last line of that section is not correct because it treats p as if it were a known variable. You need to substitute in the expression for p (7.14-7.15) before you take the expectation.)

c. If you maximize this objective subject to a constraint on the determinant of posterior beliefs |hat| and the no-forgetting constraint (7.20), do you get an interior or a corner solution?
If you have trouble seeing the answer to this, try taking the log of both sides of the constraint.

d. Describe the optimal attention allocation.

3. Extra credit:  Please write down any typos, suspected typos, or confusing sentences in the lecture notes and turn these in with your homework.
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