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Abstract

Abstract

The fundamental asset pricing theory established an asset pricing
framework, that is, the asset price of any contingent claim is the
expectation of its terminal payoff discounted by a stochastic discount
factor (SDF). However the actual data cannot be reconciled with what
the theory suggests, either from the perspective of SDF’s mean and
variance, e.g., the equity premium puzzle risk-free rate puzzle,
correlation puzzle, etc., or from the perspective of SDF’s factor
structure, e.g., size effect, value effect, and momentum.

The main purpose of this paper is to show that information
ambiguity embraced asset pricing framework can explain the above two
types of anomalies simultaneously. The main contribution of this paper
Is that we establish a new, coherent risk-reward measurement
framework to reflect investor’s view bias towards ambiguity. In doing
so, it builds on axiomization of investor’s decision making, and
eventually extends the standard marginal condition for basic
consumption-based optimum. The asset price of any contingent claim
becomes the expectation of its terminal payoff discounted by the
product of the stochastic discount factor (SDF) and a view bias
adjustment.

The key theoretical result contradicts the existing multifactor
theory that the investor’s aversion regarding the information ambiguity
creates an additional risk factor to be compensated by the information
premium. We claim that information ambiguity will directly introduce
two categories of information premium, which are the compensation for
taking information ambiguity risk and the compensation for providing
additional amount of information, respectively; ambiguity risk will also
activate the “latent” nature of the market risk, and indirectly affect how
the market risk is compensated. Hence, not surprisingly, the above
nonlinear structure inherently has a stronger explanatory power than the
multifactor model, and is capable to solve two categories of the
anomalies, either from the perspective of SDF’s mean and variance, or
from the perspective of SDF’s factor structure.

Keywords: Informational finance, behavioural finance, investment
decision.
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