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Dynamic portfolio optimization with ambiguity aversion
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5.Conclusion

Previous work in the finance literature documents that security returns are
predictable; however, the predicted returns are just an approximation of
reality, due to the presence of model and parameter uncertainties.
Estimation errors in security returns could lead to poor portfolio
performance, particularly when transaction costs are high. This paper
investigates the optimal portfolio choice in the presence of transaction
costs and ambiguity aversion. Adopting GX’s robust optimization method,
we extend GP’s model by incorporating ambiguity aversion into the model
framework. Unlike GX’'s model, we allow investors to have different
degrees of ambiguity aversion to returns and to return predictors. We not
only derive the optimal robust dynamic trading strategy in closed form, but
also characterize its properties and clarify the unique mechanism through
which the robust strategy improves out-of-sample performance over the
non-robust strategy.
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