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Habits formation heterogeneous preferences and asset pricing

XIONG He-ping LI Shu~t YU Jun
Economics and Management School of Wuhan University Wuhan 430072 China

Abstract: In this paper an equilibrium model of asset pricing is put forward. The basic model considers a
production economy of two classes of investors with different habits formations: one class have an “internal
habit” which depends on an agent’ s own consumption and which is taken into account when the agent de—
cides how much to consume; the other have an “external habit” which depends on the aggregate consumption
that is unaffected by any agent’ s decisions. The model is used to examine the effect of preference heterogenei—
ty on asset pricing. It is found that generally the internal habit increases the equity premium while the effect
of the external habit on equity premium is dependent on the correlation between the habits levels and risk as—
sets.

Key words: habits formation; heterogeneous preferences; asset pricing; equity premium.
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( 57 )

input-output relationships are complex existing approaches of quality improvement can only obtain a local optimimization of the
process parameters. Therefore there is still great potential for product quality improvement. By adopting support vector machines
( SVM) to approximately model the complex relationship processes this article proposes a support vector clustering and sequen—
tial quadratic programming ( SQP) based approach for global optimization of process parameters. Firstly a SVM based approxi—
mation model for the complex processes is set up. Then based on g-tube theory the minimal similarity level and hence the ap—
propriate number of clusters are determined through analyzing the clustering dendrogram and the support vectors in the neighbor—
hood of each quality characteristics” extremes are clustered into one group. Lastly by using the geometrical centers of each clus—
ter as initial points the multi-extreme values of the quality characteristics are found through concurrent SQP optimization. The
simulation study shows that the proposed approach can effectively reflect the distributions of quality characteristics’ extremes and
achieve global optimimization of the process parameters; the average absolute deviation and the average relative deviation of the
optimization results from the actual extreme values are 0. 15 and 1.28% respectively and these deviations are independent of
the number of the quality characteristics’ extremes as demonstrates the high accuracy and stability of the approach. Moreover
after clustering the support vectors not only the ergodicity of SQP optimization results for all of the process extremes has been en—
sured but also the number of SQP optimization has been decreased by at least 50% as increases the optimization efficiency of
the approach.

Key words: multi-extreme quality characteristics; global optimization; support vector machines; cluster analysis; quality im—

provement



