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Abstract

Asset alocation theory was developed along with the progress from traditional
finance to behavioral finance. Under the theory of Subjective Expected Utility, the
optimal asset alocation of investors are mainly determined by three common factors,
including the model of asset return, the belief of investors and the representation of
investors' utility.

Significant amount of foreign research had shown that stock return exhibited two
regular pattern, that is, short-term return existing momentum and long-term return
existing mean reversion. So we assume the stock return model may have two kinds of
pattern, fist-order autocorrelation model and mean reversion model. Due to
insufficient market information, investors don’'t know which is the true return model.
He can only form the belief to models by observing historical return data, and update
it by Bayes Rule. Considering the ambiguity averse of investors behavior . we adopt
recursive ambiguous utility model, and take the uncertainty of the return model and
the belief updating process into this model to analyze investors optimal asset
allocation problem.

In order to analyze investors' optimal asset allocation, we first estimate the return
model parameters using Shanghai Composite Index’s historical return data, and utilize
Ellsberg Paradox experiment to choose 9 groups utility parameters. Then we apply
numerical simulation to evaluate the optimal asset allocation under four different
straiegies, consisting of ambiguous strategy, Bayesian strategy, mean reversion
strategy, autocorrelation strategy. Following the research method in Bayesian frame,
we engage market timing effect, uncertainty effect and horizontal effect analysisto the
four strategies. Finally, we make analysis to China Stock Market historical return and
solve the optimal asset alocations with ambiguous strategy and Bayesian strategy,

and give some suggestions to investors.

Key words: Ambiguity Averse; Bayes Rule; Ambiguous Strategy.
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