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Fig. 1 The effect of attention level on the expected risk premium
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Limited attention noise trading and asset price in equilibrium

PENG Diefeng RAO Yu-ei LEI Xiang—yuan
School of Business Central South University Changsha 410083

Abstract: We specify attentive and inattentive investors in a two period model with a single risky asset. In the
market-¢clearing equilibrium we find that the more attention investors pay to the relevant information the low—
er the risk premium they obtain. We divide the attentive investors into two categories: the investors who are at—
tentive information and those who are attentive to noise then we find that the proportion of investors who are
attentive to noise plays a vital role in determining the relationship between the attention level and the risk pre—
mium. Given more attention paid to the noisy information the increase in the number of attentive investors
tends to raise the risk premium but the effect turns negative when less attention is paid to the noisy informa—
tion. We call this “attention classifying hypothesis”. After introducing inattentive investors with rational ex—
pectation we obtain the similar conclusions.

Key words: limited attention; asset pricing; attention classifying hypothesis; limited rationality



