
   
     

  

 
  

 

RISK PARITY – CONCEPT, PRODUCTS AND THE START OF A 
BOND BEAR MARKET? 
 
Risk parity started to emerge in the mid-2000s as a new approach to portfolio construction. Having 
identified weakness in mean variance modelling approaches (and notably the relative difficulty of 
predicting expected returns versus volatilities and correlations), proponents argued that equal risk 
weighting return drivers should produce more efficient investment portfolios.  Typically applied to 
liquid investments, "risk" is often simplified to the volatility in returns.  Factoring in an allowance for 
correlation between investments (and maybe some relative conviction in the richness of returns), a 
portfolio built on risk parity principles should provide enhanced diversification and better balance - 
and therefore higher risk adjusted returns for a given mix of assets.  
 
Products 
 
While the concept of investing with a risk parity 
approach can be applied broadly in the 
investment world (for example within markets, 
across markets or across risk factors1), the 
term has become most widely associated with 
a narrower subset of specific products that 
provide diversified exposure to solely 
traditional market betas – generally equally 
weighting the expected contribution from the 
major asset class groupings2 (e.g. traditional 
equities, nominal fixed interest and inflation 
assets).    
 
Noting that the risk adjusted returns of each 
major asset grouping have been broadly equal 
historically, risk parity products argue for 
seeking more return from fixed interest and 
inflation assets to better balance the equity 
exposure as a source of value.  The return  

                                                
1 It is also common to find multi-manager portfolios, 
for example, equal risk weighting the underlying 
managers.   
2 The exact structure of risk parity products does 
vary; different asset classes are used (some use 
credit, some don’t), in some cases “asset classes” 
are risk weighted, in others “market factors”), but as 
an approximation most end up with an equal mix 
across the three groupings referenced.  

 
 
diluting impact of a large allocation to low 
volatility bonds (rather than high volatility 
equity) is addressed by adding leverage to the 
overall portfolio.  Overall the allocation 
effectively targets equal amounts of return 
coming from each bucket over the long-term, 
but, as and when any one bucket under-
performs (as history tells us it will), the 
diversified allocation means that there are 
other assets, equally weighted, that can help 
share the burden of returns.  
 
The chart on the next page illustrates the 
performance of a selection3 of strategies over 
the last 17 years, leveraging the longest track 
record in the space managed by Bridgewater.  
 

                                                
3 The use of strategies in this chart should not be 
interpreted as a recommendation for investment.  
The managers shown have a range of Mercer 
manager research ratings.  
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As can be seen, over the period shown the 
balanced risk allocation has helped provide a 
smoother return profile than equity investing or 
even 60/40 (equity/bond) allocations.  To date, 
the analysis also supports the contention that 
these strategies can deliver the same degree 
of growth that an investor could expect to 
achieve in a 60/40 allocation – indeed 
Bridgewater has outperformed in this respect 
since they launched their product in 1996. 
 
The start of the bond bear market? 
 
While the historic analysis of these strategies 
has been compelling, a key concern is that 
investors will be selling equities to invest in risk 
parity strategies - effectively meaning they sell 
equity to gain leveraged bond exposure.  As 
some participants have started to predict that 
we are now in a long-term bear market in 
bonds, is that a logical switch to make? 
 
We seek to make no judgement on the future 
direction of the bond markets in this paper, nor 
on the likely speed of any change.  Indeed, it is 

the difficulty of such predictions that underlies 
the attraction of the risk parity concept.  We 
do, however, acknowledge that, as a starting 
point, a better balance of return drivers is an 
attractive long-term approach.  Indeed, if an 
investor's starting point today was a risk parity 
portfolio, how far would they want to tilt the 
allocation back towards equities, given the 
uncertainty that pervades that asset class?  
 
Across May and into June risk parity strategies 
have underperformed the equity markets, at a 
time when equity markets fell4.  A sharp rise in 
bond yields drove the negative returns in risk 
parity strategies, but unusually other asset 
classes followed them downwards (equity 
markets fell c.5%; commodities almost 4%).  
Ultimately the diversification on which risk 
parity bases itself failed in Q2 2013.  For this 
to persist requires cash to outperform the main 
asset classes for a sustained period, which 
seems unlikely. 
                                                
4 Looking at a small preliminary sample of returns, 
risk parity strategies look to be down c.10% over 
the last c.7 weeks. 
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Conclusion 
 
This has been a challenging few months for 
risk parity products.  Diversification across the 
major asset classes (and return drivers) has 
failed at a time when both traditionally "growth" 
and "defensive" markets fell.  For investors 
thinking of selling equities to invest in risk 
parity, this undoubtedly raises concerns, 
particularly given the implicit transition from 
equity to bonds. Indeed, given a robustly 
balanced growth portfolio as a starting point, 
we would question the timing of such a 
switch5.  The question for many investors, 
however, might be slightly different - all else 
equal, what is my most robust mix of return 
drivers? If I started from scratch, would I have 
so much in equity?    
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                
5 Given a robustly balanced growth portfolio as a 
starting point, increasing bonds would effectively be 
a dynamic or tactical market call.  Please see 
Mercer’s Dynamic Asset Allocation reports for more 
thoughts on the relative attractiveness of markets.   

 
 
 
Overall we believe that the broader concept of 
risk parity (i.e. a focus on seeking a balanced 
and diversified mix of return drivers) remains 
robust, even if the traditional products have 
struggled in recent months.  However, the 
answer for investors interested in risk parity 
might be to think more about the broader 
“concept” in today's market (and seek out 
alternative and esoteric risk premia, to share 
the burden of growth with the equity markets) 
rather than limit oneself to products that are 
reliant simply on traditional betas.  
 
June 2013
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Important Notices 
 
References to Mercer shall be construed to include Mercer LLC and/or its associated companies. 
 
© 2013 Mercer LLC. All rights reserved. 
 
This contains confidential and proprietary information of Mercer and is intended for the exclusive use 
of the parties to whom it was provided by Mercer. Its content may not be modified, sold or otherwise 
provided, in whole or in part, to any other person or entity, without Mercer’s prior written permission. 
 
The findings, ratings and/or opinions expressed herein are the intellectual property of Mercer and are 
subject to change without notice. They are not intended to convey any guarantees as to the future 
performance of the investment products, asset classes or capital markets discussed.  Past 
performance does not guarantee future results. Mercer’s ratings do not constitute individualized 
investment advice. 
 
Information contained herein has been obtained from a range of third party sources. While the 
information is believed to be reliable, Mercer has not sought to verify it independently. As such, 
Mercer makes no representations or warranties as to the accuracy of the information presented and 
takes no responsibility or liability (including for indirect, consequential or incidental damages), for any 
error, omission or inaccuracy in the data supplied by any third party. 
 
This does not constitute an offer or a solicitation of an offer to buy or sell securities, commodities 
and/or any other financial instruments or products or constitute a solicitation on behalf of any of the 
investment managers, their affiliates, products or strategies that Mercer may evaluate or recommend. 
 
For the most recent approved ratings of an investment strategy, and a fuller explanation of their 
meanings, contact your Mercer representative. 
 
For Mercer’s conflict of interest disclosures, contact your Mercer representative or see 
www.mercer.com/conflictsofinterest. 
 
Mercer’s universes are intended to provide collective samples of strategies that best allow for robust 
peer group comparisons over a chosen timeframe. Mercer does not assert that the peer groups are 
wholly representative of and applicable to all strategies available to investors. 

http://www.mercer.com/conflictsofinterest
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