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Investment decisions and market regulations in economy with parameter
ambiguity: Based on ambiguity of correlation between stochastic endowment
and risky asset

HE Jun—ong', GUO Rong~i’, ZHANG Shun-ming’" , SHI Li-na*
1. School of Economics, Beijing International Studies University, Beijing 100024, China;
2. Huaxia Bank Post-doctoral Scientific Research Workstation, Beijing 100005, China;
3. School of Finance, Renmin University of China, Beijing 100872, China;

4. School of Economics and Management, Beihang University, Beijing 100191, China

Abstract: The paper assumes that naive investors in financial markets are ambiguity averse, and that they will
obtain stochastic endowments ( non-financial asset profits) at the end of the term and are currently ambiguous
about the correlation coefficient between stochastic endowment and the payment of a risky asset. The effects of
correlation ambiguity on asset pricing and aggregate social welfare are investigated. Our results demonstrate
that correlation ambiguity might lead to limited participation and distortion of asset pricing. If the correlation
coefficient is negative, and equity premium is positive, naive investors will obtain positive excess returns. If
there is no correlation, or no equity premium, they cannot obtain excess return. And under other conditions
they will obtain negative excess return. The regulators might implement policies, such as increasing the regis—
tration costs for sophisticated or strengthening disclosure requirements, to mitigate the ambiguity and improve
participation. Further studies show that increasing registration costs will reduce the fraction of sophisticated in—
vestors and decrease the social welfare; whereas strengthening the disclosure requirements and market trans—
parency can increase the aggregate social welfare.

Key words: ambiguity of correlation; ambiguity aversion; asset pricing; aggregate social welfare
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