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Confidence, bond risks, and equity returnsI

Guihai Zhao
Bank of Canada, 234 Wellington Street West, Ottawa, ON K1A 0G9, Canada

Abstract

I show that investor confidence (size of ambiguity) about future consumption growth is

driven by past consumption growth and inflation. The impact of inflation on confidence

has moved considerably over time and switched on average from negative to positive in

1997. Motivated by this evidence, I develop and estimate a model in which the confidence

process has discrete regime shifts, and I find that the time-varying impact of inflation

on confidence enables the model to match bond risks over different subperiods. The

model can also account for stock and bond return predictability, and correlation between

price-dividend ratios and inflation, among other features of the data.

JEL classification: D03, D81, E43, G12.
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1. Introduction

When making decisions, investors face both risk and ambiguity. Risk refers to the

situation in which a probability measure guides choice, and ambiguity refers to the

situation in which the decision maker is uncertain about the data-generating process

IThis paper is a substantially revised version of a paper that circulated as "Changes in Confidence
and Asset Returns." I am grateful to Jerome Detemple, Larry Epstein, Simon Gilchrist, Francois Gourio,
and Jianjun Miao for their continuing advice and support on this project. I appreciate the helpful
comments of Rui Albuquerque, John Campbell, Jeffrey Fuhrer, Michael Gechter, Adam Guren, Cosmin
Ilut, Michael Nowotny, Ali Ozdagli, Jonathan Witmer, seminar participants at Boston University, Federal
Reserve Bank of Boston, the discussant, David Chapman, and participants at (Boston College/Boston
University) Green Line Macro Workshop. I would also like to thank John Campbell for providing the
data set from Campbell, Pflueger, and Viceira (2014). I want to give special thanks to the referee for
detailed and thoughtful suggestions that greatly improved the paper. All errors are my own.
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