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Abstract: This paper incorporates an illiquid private equity fund into the framework of Merton’s classic theory
on continous time portfolio selection, to explore the impacts of illiquidity on the restricted investor’s optimal
portfolio allocations. Assuming an investor derives regret aversion utility from terminal portfolio wealth, the
paper solves for a dynamic commitment and portfolio strategy that shows investors how to optimally com-
mit capital to private equity fund and how to optimally rebalance between liquid stock and bonds over time.
Furthermore, the optimal portfolio strategies of regret averse investors and CRRA investors are analyzed and
compared. The numerical analysis demonstrates that, as a consequence from illiquidity, regret averse investors’
commitment rate to private equity funds are lower than that of CRRA investors, and thus the regret averse in-
vestors get lower terminal portfolio wealth than the CRRA investors.
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