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Abstract

In the paper we consider two types of utility functions often used in portfolio alloca-
tion problems, i.e. the exponential and quadratic utilities. We link the resulting optimal
portfolios obtained by maximizing these utility functions to the corresponding optimal
portfolios based on the minimum Value-at-Risk (VaR) approach. This allows us to pro-
vide analytic expressions for the risk aversion coefficients as functions of the VaR level.
The results are initially derived under the assumption that the vector of asset returns is
multivariate normally distributed and they are generalized to the class of elliptically con-
toured distributions thereafter. We find that the choice of the coefficients of risk aversion
depends on the stochastic model used for the data generating process. Finally, we take the
parameter uncertainty into account and present confidence intervals for the risk aversion
coefficients of the considered utility functions. The theoretical results are validated in an
empirical study. We conclude that investors fix their risk attitude in a two-step procedure:
first, they choose an appropriate light- or heavy-tailed distribution for the asset returns;
second, to hedge the remaining risk they choose higher or lower risk aversions respectively.

JEL Classification: G32, G11, G15, C13, C18, C44, C54, C58
Keywords: risk aversion, exponential utility, quadratic utility, elliptically contoured distribu-
tions, Laplace distribution, parameter uncertainty.

* Corresponding author. E-mail address: yarema.okhrin@wiwi.uni-augsburg.de. The authors appreciate
the financial support of the German Science Foundation (DFG), projects BO3521/2 and OK103/1, “Wishart
Processes in Statistics and Econometrics: Theory and Applications”. The first author is partly supported by the
German Science Foundation (DFG) via the Research Unit 1735 ”Structural Inference in Statistics: Adaptation
and Efficiency”.



