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Stochastic Discount Factor Variance Bounds and the Equity Premium Puzzle:
Empirical Analysis from China’s Stocks Market

XIAO Jun-xi * , WANG Qing-shi 2

(1Department of Trade, Dalian Commodity Exchange, 116023, 2 School of International Business, DongBei
University of Finance & Economics, Dalian, 116025)

Abstract The paper simulates and analyzes the standard consumption-based asset pricing model with the
time-additive expected utility and the consumption-based asset pricing model with the recursive non-expected
utility by utilizing the stochastic discount factor variance bounds in the absence/ present of market frictions and in
the un-conditioning/ conditioning information, and finds (1) that unlike the developed capital markets (e.g., U.S.’s
capital market), the equity premium puzzle doesn’t exist in China’s stocks market; (2) that the consumption-based
asset pricing model with the recursive non-expected utility dominates the standard consumption-based asset
pricing model in verifying and explaining no puzzle of the equity premium in China’s stocks market; (3) that the
typical investor/ consumer in China’s stocks market prefers the early resolution of uncertainty in the conditioning
information, but the resolution of the preference uncertainty is mixed in the un-conditioning information.

Keywords: Stochastic Discount Factor Variance Bounds; Equity Premium Puzzle; Consumption-Based Capital
Asset Pricing Model; Constant Relative Risk-aversion Coefficient
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