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Abstract

Traditional portfolio theory assumes that the probability distribution of risk is known, but in reality,
investors often face “ambiguity”—uncertainty where the probability distribution itself is unknown.
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Intuitively, greater ambiguity aversion would reduce demand for ambiguous assets, yet this is not
always the case. This paper adopts the “smooth ambiguity aversion model” proposed by Klibanoff,
Marinacci, and MuKerji (2005), which distinguishes between ambiguity (beliefs) and ambiguity at-
titude (preferences), and applies expected utility theory in two stages—first computing expected
utility over first-order distributions, then weighting second-order beliefs. When the weighting func-
tion ¢ islinear, the model reduces to standard expected utility theory; when the function ¢ iscon-

cave, it captures ambiguity-averse behavior, precluding reduction to a single compound distribution.
By studying a combination problem of static dual assets (risk-free asset + ambiguous risk asset) in
which the rate of return of risk asset follows the distribution dependent on continuous unknown
parameters @ ,under this framework, this paper derives the sufficient condition that “enhanced fuzzy
aversion reduces demand for risky assets”. An example that meets these sufficient conditions is when
the possible distribution of uncertain asset returns can be ranked according to its monotonic likeli-
hood ratio. The findings reveal the complex role of ambiguity in portfolio selection and challenge
traditional assumptions about investor behavior under uncertainty.
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