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Abstract

We propose a recursive utility version of a basic Huggett (1993) model to study the implications of ra-
tional inattention (or RI, Sims, 2003, 2010) for the cross-sectional dispersion of consumption and wealth
(relative to income) in general equilibrium. We find that incorporating RI can significantly improve the
model’s predictions in both dimensions in general equilibrium. In addition, we find that intertemporal sub-
stitution plays an important role in determining the two key dispersion moments via affecting the degree
of optimal attention in equilibrium. Finally, we show that alternative models that rely on habit formation,
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incomplete information about current income, or borrowing constraints are not consistent with the facts we
document.
© 2017 Elsevier Inc. All rights reserved.
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1. Introduction

Our interest in this paper is to evaluate the general equilibrium implications of limited
information-processing capacity (rational inattention or RI) for the joint cross-sectional dis-
persions of consumption, wealth, and income. In intertemporal consumption-savings problems,
prudent households save today for three reasons: (i) they anticipate future declines in income
(saving for a rainy day), (ii) they face uninsurable risks (precautionary savings), and (iii) they
are patient relative to the interest rate. For example, the “permanent income hypothesis” (PIH) of
Friedman (1957) emphasizes the motive (i) in which consumption is solely determined by per-
manent income (the annuity value of total wealth) and follows a random walk (see Hall, 1978).1

A growing recent literature inspired by Sims (2003) shows that RI plays an important role in
influencing the consumption and saving dynamics and has also gained some empirical support.”
Specifically, Sims (2003), Luo (2008), and Luo and Young (2010) introduce RI into the basic
partial equilibrium PIH environment; RI implies that agents process signals slowly and therefore
appear to respond sluggishly to innovations in permanent income. This sluggish response appears
to deliver changes in consumption in response to anticipated income changes, and as a result also
delivers smaller responses to permanent income changes; that is, the model delivers both excess
sensitivity and excess smoothness in the consumption behavior we observed in the US data.
Some empirical studies found that incomplete information about the state plays an important
role in affecting individual agents’ optimal decisions. For example, Coibion and Gorodnichenko
(2015) and Andrade and Le Bihan (2013) find pervasive evidence consistent with Sims (2003)’s
rational inattention theory using the U.S. and European surveys of professional forecasters and
other agents, respectively.’

However, the above RI-PIH models are partial equilibrium, taking as given a constant exoge-
nous risk-free rate. By construction, the models shut off the feedback loop from the equilibrium
interest rate to the dynamics of consumption and wealth. Furthermore, these RI models do not
separate risk aversion from intertemporal substitution in determining consumption dynamics,
while many papers on recursive utility (RU) preferences highlight the importance of the sepa-
ration between risk aversion and intertemporal substitution in affecting optimal consumption-
portfolio rule and asset pricing. (See, for example, Epstein and Zin, 1989; Campbell, 2003;

! This statement holds, for example, if households have quadratic utility, have access to a single risk-free bond with a
constant return, and do not face borrowing constraints.

2 See Veldkamp (2011) for a textbook treatment on how to build and test economic models with information choice
and frictions including rational inattention.

3 Hong et al. (2007) find supportive evidence for rational inattention in the financial markets. Specifically, they find
that investors in the stock market react gradually to information contained in industry returns about their fundamentals
and that information diffuses only gradually across markets.
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