Correlation Risk

and Optimal Portfolio Choice_

ANDREA BURASCHI, PAOLO PORCHIA, and FABIO TROJANI_

ABSTRACT

We solve the intertemporal portfolio problem with correlation risk with a new approach model-

ing both volatility and correlation risk. The results show that correlation hedging is signi.cant

both qualitatively and quantitatively. We calibrate the model to empirical data and show that the

portfolio hedging component for correlation risk can be as large as about 16% of Merton.s myopic

portfolio, whereas pure volatility hedging is on average less than 3%. The portfolio hedging com-

ponent for correlation risk can be highly time varying and is larger in settings with high average

correlations and correlation variances.
