RISK PARITY-WHAT WERE WE THINKING?

Introduction

Risk Parity, with balanced risk exposure to many
different asset classes, has demonstrated outper-
formance versus traditional allocations over the
last forty plus years. Risk Parity now faces critics
loudly proclaiming that the strategy’s days of domi-
nance are numbered as interest rates reach a po-
tential inflection point and inevitably increase in
the future. If this innovative strategy does depend
on falling interest rates, as critics suggest, we must
ask ourselves if the approach is nothing more than
an implicit call on the direction of interest rates, or
something more robust.

What was James Tobin thinking when he extended
Harry Markowitz's seminal work on portfolio effi-
ciency by introducing the use of leverage to move
up the Capital Allocation Line? What was Ray Da-
lio thinking when he built the All-Weather portfo-
lio? What were many of us thinking when we said
this approach was a better way to invest for the
long-term? Were there some conceptual underpin-
nings that we believe to be universal, or were we
just lucky that interest rates continued their long
downward trend?

At NEPC, we believe that Risk Parity is an asset
allocation concept that is not biased to a particular
interest rate environment, stock market direction,
or inflation episode. Our view is that the core ad-
vantages which have allowed Risk Parity to per-
form well remain in place. We continue to recom-
mend Risk Parity as a strategic component of di-
versified asset allocations or the starting point for
structuring a total portfolio. While there are multi-
ple implementations of Risk Parity, we will discuss
a general approach to building portfolios with bal-
anced risk exposures across multiple asset classes
and economic regimes, collectively referenced be-
low as “Risk Parity”."

We can boil down the investment thesis and its
advantageous role in a portfolio into three broad
differentiators relative to traditional approaches:
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Diversification - Risk Parity recalibrates most as-
set allocations away from their largest risk driver:
equities.

Efficiency - As a standalone approach, Risk Parity
presents an improved risk-return profile relative
to a traditional asset allocation.

Resiliency - With balance across risk exposures,
Risk Parity is not dependent on a single asset
class to perform well. In particular, the approach
is less reliant on equities and economic growth
than a traditional portfolio comprised of 60%
stocks and 40% bonds (the “60/40” allocation).

WE BELIEVE RISK PARITY REMAINS
AN ATTRACTIVE INVESTMENT
SOLUTION, EVEN IF INTEREST
RATES BEGIN TO RISE.

While those three differentiators would appear to
be independent of market environment, a per-
ceived “bottom” in interest rates intensifies the
focus on the impact of bond returns on a well-
diversified approach. Risk Parity’s critics declare
that in an environment of rising interest rates, the
strategy will meaningfully underperform tradition-
al, equity dominant asset allocations. The ques-
tion that must be asked is simple: should investors
avoid Risk Parity, shying away from its relatively
larger, risk-balanced, interest rate exposure for
more concentrated sources of risk? To answer
this question, we will review the three general
advantages that form the overall investment the-
sis behind Risk Parity and ask separately whether
each is still valid.

Diversification

Risk Parity attempts to deliver a more diversified
set of exposures than traditional portfolios
through strategic positions that are roughly risk
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Instead of the superior Sharpe ratios

demonstrated historically by Risk Parity,
looking forward we see relatively compa-
rable efficiency between Risk Parity and

a traditional global 60/40 portfolio. Us-
ing our 5-7 year expectations, we could

conclude that Risk Parity does not boast

the portfolio efficiency advantage that it
has historically enjoyed. Our 5-7 year

assumptions reflect market expectations

of rising rates as currently priced into
forward yield curves. Adjusting Risk Parity return
expectations for current low borrowing costs
shifts Risk Parity back to a position of superior
efficiency over the 60/40 portfolio.# Risk Parity
will likely continue to have more efficient expec-
tations than traditional allocations as short-term
rates remain low.

We must also evaluate these results while consid-
ering the overall confidence we have in the pre-
dictions. The return and volatility used in calculat-
ing these results assumes all asset classes per-
form as modeled by NEPC. While we and many
market participants go through a painstaking pro-
cess to produce reliable assumptions, we must
humbly maintain awareness that the economy and
markets will march along a path that none of us
can predict. Perhaps most importantly, the array
of potential results is incredibly wide.

That range of outcomes is a result of markets
pricing assets based on a predicted set of eco-

nomic results: ilobal irowthl tracleI inflationl




