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We theoretically and empiricallﬁ analyze the impact of investors”®
perceptions of uncertainty and ambiguity avoidance on their investment decisions and asset returns.
Specifically, we measure the degree of investors® perceptions of uncertainty in terms of the
volatility risk premium (VRP), find that the propagation of VRP across different assets varies
across time periods, and showed that the predictive power of VRP with respect to the future rate of
asset return is affected by the correlation between return and volatility. We also analyze the
efficiency of currency hedging that takes account of volatility in situations where the dependence
structure among returns changes stochastically. Furthermore, we constructed a theoretical model of
the optimal portfolio of an investor who avoids the ambiguity of not knowing the exact expected
return on assets, and empirically showed that there is a correspondence between the degree of
ambiguity avoidance and the rate of return on assets.
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