
7
Copyright © 2011 by Cambridge Associates LLC. All rights reserved. Confi dential.
This report may not be displayed, reproduced, distributed, transmitted, or used to create derivative works in any form, in whole or in portion, by any means, without 
written permission from Cambridge Associates LLC (“CA”). Copying of this publication is a violation of U.S. and international copyright laws (17 U.S.C. 101 et seq.). 
Violators of this copyright may be subject to liability for substantial monetary damages. The information and material published in this report are confi dential and 
non-transferable. Therefore, clients may not disclose any information or material derived from this report to third parties, or use information or material from this 
report, without prior written authorization. An authorized client may download this report and make one archival print copy. The information or material contained in 
this report may only be shared with those directors, offi cers, staff, and investment committee members or trustees having a need to know and with the understanding 
that these individuals will treat it confi dentially. Violators of these confi dentiality provisions may be subject to liability for substantial monetary damages, injunctive 
action, and all other remedies available at law or equity. Additionally, information from this report may be disclosed if disclosure is required by law or court order, but 
clients are required to provide notice to CA reasonably in advance of such disclosure. 
This report is provided for informational purposes only. It is not intended to constitute an offer of securities of any of the issuers that may be described in the report. 
This report is provided only to persons that CA believes are: (i) “Accredited Investors” as that term is defi ned in Regulation D under the U.S. Securities Act of 1933; (ii) 
“Qualifi ed Purchasers,” as defi ned in Section 2(a)(51) of the U.S. Investment Company Act of 1940; (iii) of a kind described in Article 19 or Article 49 of the Financial 
Services and Markets Act 2000; and (iv) able to meet the requirements for investors as defi ned in the offering documents. Potential investors should completely 
review all Fund offering materials before considering an investment. No part of this report is intended as a recommendation of any fi rm or any security. Nothing 
contained in this report should be construed as the provision of tax or legal advice. Information contained herein may have been provided by third parties, including 
investment fi rms providing information on returns and assets under management, and may not have been independently verifi ed. CA can neither assure nor accept 
responsibility for accuracy, but substantial legal liability may apply to misrepresentations of results made by a manager that are delivered to CA electronically, by 
wire or through the mail. Managers may report returns to CA gross (before the deduction of management fees), net (after the deduction of management fees) or 
both. Past performance is not indicative of future performance. Any information or opinions provided in this report are as of the date of the report and CA is under 
no obligation to update the information or communicate that any updates have been made. 
Where referenced, the CA manager universe statistics, including medians, are derived from CA’s proprietary database covering investment managers. These 
universe statistics and rankings exclude managers that exclude cash from their reported total returns, and for calculations including any years from 1998 to the 
present, those managers with less than US$50 million in product assets. Returns for inactive (discontinued) managers are included if performance is available for 
the entire period measured. CA does not necessarily endorse or recommend the managers in this universe.
Cambridge Associates, LLC is a Massachusetts limited liability company with offi ces in Arlington, VA; Boston, MA; Dallas, TX; and Menlo Park, CA. Cambridge 
Associates Limited is registered as a limited company in England and Wales No. 06135829 and is authorised and regulated by the Financial Services Authority 
in the conduct of Investment Business. Cambridge Associates Limited, LLC is a Massachusetts limited liability company with a branch offi ce in Sydney, Australia 
(ARBN 109 366 654). Cambridge Associates Asia Pte Ltd is a Singapore corporation (Registration No. 200101063G).

INVESTMENT PUBLICATIONS HIGHLIGHTS

June 2011



June 2011 
Investment Publications Highlights 

Summarized by the Published Research Team 
 
“Risk Parity and Diversification” by 
Edward Qian of PanAgora Asset 
Management, The Journal of Investing, 
Spring 2011 

Investors often focus on correlations among 
asset classes as the key to improving portfolio 
diversification. Instead, they should focus on 
risk diversification, ensuring that different 
parts of the portfolio generate the same amount 
of risk. Diversified risk portfolios may generate 
lower returns than typical equity-oriented 
portfolios, but risk-adjusted returns will be 
higher. Further, through the use of leverage,  
it may be possible to deliver superior diversi-
fication and higher total returns through risk 
parity portfolios.  
 
Investors often think about diversification in their 
portfolios in terms of low asset class correlations; 
model portfolios try to minimize correlations 
among asset classes. A better approach would be 
to focus on risk diversification—trying to ensure 
that different parts of the portfolio generate the 
same amount of risk. On the surface, “risk parity” 
portfolios might generate lower returns than equity- 
oriented portfolios, but using leverage can mean 
achieving superior diversification and higher total 
returns.  
 
This concept can be made clear by comparing two 
portfolios. Assume the traditional 60/40 equity/ 
bond portfolio has an expected return of about 
4.9%, an annual volatility of returns of 9.6%, and 
a Sharpe ratio of about 0.40. A 25/75 equity/ bond 
risk parity portfolio, in contrast, has an expected 
return of approximately 3.6%, volatility of 5.8%, 
and a Sharpe ratio of 0.45. Many investors under-
standably would still prefer the higher expected 
return from the 60/40 portfolio. However, since 

the total risk for a 60/40 portfolio is 9.6%, a 
25/75 portfolio can be levered by 165% total 
gross exposure to generate a similar volatility of 
returns. The resulting portfolio would have a 
notional exposure of 41% in stocks and 124% in 
bonds; the 5.3% expected return is higher on an 
absolute and risk-adjusted basis.  
 
Risk parity portfolios thus can help generate 
higher returns with the same amount of risk as 
traditional portfolios, but this is not their only 
benefit. They can also feature lower overall 
correlation to other classes and lower equity beta. 
For example, 60/40 portfolios have high corre-
lations to equity markets and low correlations to 
bond markets. In contrast, risk parity portfolios, 
regardless of their level of risk, are equally 
correlated to stocks and bonds. Given that an 
asset’s contribution to total portfolio risk is also 
equal to its loss contribution, a 60/40 portfolio  
is expected to see equities disproportionately 
account for losses in a portfolio. In the 60/40 
portfolio, for example, equities would be expected 
to generate 92% of the losses; in risk parity, by 
definition, they would contribute 50%.  
 
Risk parity techniques can be used in at least two 
ways in strategic asset allocation. The first is to 
use it as part of an allocation to alternative invest-
ments. The second is to apply it at the overall 
portfolio level, as the basis of strategic asset 
allocation. The second suggestion leads some to 
question whether risk parity techniques, which 
worked well over the past decade, will continue to 
outperform a traditional 60/40 portfolio in the years 
ahead. This misses the point that the 60/40 port-
folio lacks diversification due to over-allocating to 
riskier assets, which is why it has destroyed wealth 
in the past and why it may do so again in the future.  
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“The Dangers of Risk Parity” by Ben 
Inker of GMO, The Journal of Investing, 
Spring 2011 

Risk parity is very attractive if two straight-
forward assumptions hold: first, that standard 
deviation is a good estimate of risk, and second, 
that there are a wide variety of investable asset 
classes that consistently offer risk premiums. 
In reality, however, standard deviation is a 
dangerously limited estimate of true risk, and 
there may well be very few truly exploitable 
risk premiums. Adding to the problem, 
historically low bond yields make the risk of 
significantly negative bond returns much 
higher than history would suggest. Thus, a 
traditional 65/35 portfolio, while far from ideal, 
seems more likely to offer a decent premium 
over cash in the long run. 
 
The idea of risk parity is appealing due to its 
perceived simplicity. Investors can better achieve 
diversification by allocating equal amounts of 
“risk” into asset classes, rather than equal amounts 
of dollars, given markedly different volatilities 
among various assets. Empirically, risk parity 
portfolios show more attractive risk/return 
characteristics than a 65/35 stock/bond portfolio. 
However, it is far from clear that the assumptions 
upon which risk parity portfolios are based will 
hold in the future; thus, more traditional forms  
of asset allocation may be more attractive. 
 
One questionable assumption is that there are a 
number of independent asset classes in which 
investors can expect to earn a risk premium. In 
reality, the arguments for the existence of risk 
premiums are stronger in some asset classes than 
others. Looking at equities, one can argue that 
companies are willing to pay a risk premium to 
investors in exchange for receiving permanent 
capital that bears no payment obligation. For 
asset classes such as commodities, however, 
things become more muddled. A producer who 

sells a commodity future benefits from the certainty 
of knowing that input costs can be recouped, but 
the buyer of the future also benefits, such as when 
a consumer hedges his input costs. Only if there 
is an imbalance between sellers of risk and buyers 
should a risk premium exist. Historically, this may 
have been the case in commodities; the surplus of 
sellers of risk was reflected by positive roll yields 
in the commodity futures market. However, the 
creation of commodity futures indices has intro-
duced more risk buyers into the market and pushed 
roll yields negative. 
 
Investors may still want to own commodities, of 
course, for their other appealing characteristics. 
For instance, commodities proved a good diversifier 
during the inflationary 1970s. Even in the absence 
of a risk premium, an investor that believes the 
asset class will do very well in an environment in 
which stocks and bonds perform poorly may 
want an allocation.  
 
Long-term debt is another example of an asset 
class in which it is unclear whether investors will 
continuously be paid a risk premium. For almost 
all of reliable bond history, there was an upward-
sloping yield curve. However, this condition alone 
was not enough to generate superior returns versus 
cash. From 1940 to 1981, for example, the yield 
curve was almost always upward sloping, but bond-
holders still lost out thanks to higher-than-expected 
inflation. Specifically, bonds underperformed 
cash by an annual rate of 0.9% in this period. 
Many risk parity portfolios today are based on 
data that start around 1980, conveniently 
excluding this data. 
 
A separate issue is whether investors today are 
fully compensated for term premium given 
currently low interest rates. The ten-year Treasury 
yield, while well above the yield on bills, remains 
near the lowest levels witnessed since the 1950s. 
Therefore, it is mathematically impossible for the 
ten-year bond to generate a similar return premium 
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to that achieved since 1982, assuming yields do 
not go substantially negative. Investors today are 
making a strong bet that inflation will be non-
existent or negative over the next decade. However, 
assuming inflation is near the 2.3% that the 
Survey of Professional Forecasters estimates for 
the 2010–19 period, bond investors are likely to 
achieve little or no return above inflation. This is 
clearly a problem for investors contemplating a 
levered bond investment today. 
 
Aside from the question of whether risk parity 
portfolios are betting on nonexistent risk 
premiums, there are also questions around the 
assumption that they properly quantify the risk 
embedded in asset classes. It is easy to calculate 
historical standard deviations, but if they do not 
properly encapsulate the risk of the asset class,  
a “safe portfolio” may prove to be anything but. 
The problem stems from the fact that there is 
only one run of history. In other words, investors 
would need to live through the global financial 
crisis several times over to generate an accurate 
estimate of the losses from such an event. Further, 
there is a level of reflexivity in financial markets, 
which means that securities that had proven safe 
historically—such as pools of subprime mortgages 
before 2004—can become less so due to their 
popularity.  
 
Using asset-backed securities (ABS) as an example, 
the standard deviation of the spread for credit 
card–backed ABS rated AAA from 2001 to 2007 
was as “high” as 2.5 basis points (bps) in 2002, 
before remaining close to 1 bp for several years 
starting in 2005. Any analysis of the risk based on 
historical volatility would conclude that these 
assets had almost no risk and thus the appropriate 

leverage on these securities would have looked 
very high (e.g., perhaps 100:1). In 2008 and 2009, 
however, the standard deviation of their spread 
increased by a factor of 200. It is not difficult to 
realize that a risk measure that rises by over two 
orders of magnitude was clearly an exceptionally 
poor estimate of true risk. 
 
Treasury bonds have never shown such risks, but 
investors cannot rule out such a possibility. This 
is not simply a question of whether the U.S. 
government defaults—it is a question of leverage. 
The aforementioned ABS did not default; indeed, 
risk parity investors are almost invariably levered, 
and such price volatility can lead at best to the 
posting of additional collateral and at worst to the 
closing out of positions by counterparties. 
 
Ultimately, there may well be very few asset 
classes that offer reliable risk premiums in the 
long term, and two of the most important for 
most risk parity portfolios—commodities and 
government bonds—seem problematic. However, 
even assuming the risk premiums were stable over 
time, volatility clearly is not, making standard 
deviation a limited view of risk. In combination 
with leverage, the use of standard deviation as the 
measure of risk may turn temporary losses into 
permanent ones. On the whole, risk parity port-
folios probably offer much lower prospective 
returns than investors have been led to believe, 
with significantly higher risk. On the other side  
of the spectrum, the traditional 65/35 portfolio, 
while far from ideal, seems likely to offer a decent 
premium over cash in the long run and should be 
able to survive either economic depression or 
sovereign default. ■

 
 
 
 
These monthly investment perspectives are intended to provide analysis of recently published articles on a wide range of 
investment topics, focusing on insights from publications not as widely available as The Wall Street Journal and Business Week, 
for example. We regret that due to copyright restrictions, Cambridge Associates cannot provide the articles cited above. 
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