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Top Consultants Embrace Risk Parity Despite
Complexity
By Michael Shagrin January 26, 2015

A sizeable number of consultants and institutional investors are embracing turnkey risk parity products.
These strategies, which seek to optimize returns while spreading out the risk, are being pushed by a small
but growing group of managers and consulting firms including NEPC, Wilshire Associates and Russell
are all on board with the philosophy.

“It’s a very well thought out way to allocate assets because you’re allocating proportionally to an asset’s
risk,” says Bill Madden, a director of investment strategy at Russell.

Large public pension funds are also demonstrating their support for the strategy, according to consultants
and recent mandate wins.

In June, the $7.9 billion Public Safety Personnel Retirement System (PSPRS) of the State of Arizona
put $80 million into risk parity through the Bridgewater Real Asset Fund. Then in October, the $51.4
billion Pennsylvania Public School Employees’ Retirement System allocated $500 million to BlackRock’s
Market Advantage II risk parity strategy and the $550 million City of Knoxville Pension System
awarded a $27.5 million risk parity mandate to PanAgora Asset Management. This is according to
FundFire’s sister publication Mandatewire.

The underlying rationale for risk parity strategies, according to consultants and managers, is that a
standard 60/40 equity and fixed income portfolio saddles an investor with significantly outsized exposure
to equity risk. In fact, despite a diversified appearance, more than 90% of the volatility in a 60/40
portfolio is tied to the more volatile equity markets, consultants say.

So in order to decrease equity-linked volatility without limiting returns by too much, risk parity managers
add leverage to their fixed income bets, thus providing greater exposure to movements in interest rates,
inflation and economic growth. The theory is that a fundamentally different starting point for portfolio
construction can magnify a return profile without having to plow money into the riskiest asset class.

This approach requires the use of leverage to bring a portfolio’s market exposure to more than 100%.

Take for example a portfolio that starts at 15% equities, 15% commodities and 70% government bonds.
“That would be roughly risk balanced, but the total portfolio probably has a volatility of only 5% or
lower,” says Philip Nelson, director of asset allocation at NEPC. But that portfolio composition would be
largely unrealistic since few institutional investors have return targets as low as 5%. So institutions
interested in risk balanced portfolios must find some way to increase volatility and thus the potential for
returns.
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“One way is to add more equities so it starts to look more like a 60/40 portfolio, which sacrifices the risk
balance for a higher return target and higher volatility,” Nelson says. “Or you can use a risk parity strategy
which, instead of sacrificing risk balance, takes that base portfolio and adds leverage. You would roughly
end up with a portfolio of 30% equities, 30% commodities and 140% allocated to government bonds.”

But even dedicated adherents to risk parity strategies have shied away from leveraging their entire
portfolios, instead using the products for what is usually less than 10% of their asset allocation.

Consultants say their more astute clients question why a risk parity strategy should only live in some dark
corner of a portfolio—if the concept allows investors to juice returns without adding a significant amount
of risk, why not approach all investments using the philosophy?

The likely boogeyman is complexity.

“You can do all the education you want, but practically speaking, risk parity requires a certain level of
comfort with leverage and derivatives,” says Steve Foresti, managing director at Wilshire Associates. As
clients grow more comfortable with the return patterns emerging from risk parity strategies, he expects
them to make risk parity strategies a greater share of their portfolios.

Consultants tend to hold a favorable view of risk parity strategies, though they are sensitive to the visceral
aversions clients might have to portfolios laden with leverage and derivatives. A number of consultants
recommend that clients use more than one risk parity manager since manager methods aren’t monolithic
and diversifying can ease client concerns.

This combination of investor discomfort and single manager implementation may have contributed to the
public rift between San Diego County Employees’ Retirement Association (SDCERA) and its
outsourced CIO (OCIO), Salient Partners. Through its discretionary authority over the fund, Salient
advised the pension to invest in risk parity. SDCERA then chose to invest in Salient’s proprietary risk
parity strategy after interviewing other providers. Wurts and Associates, the pension’s consultant, advised
the pension to split its risk parity investment among multiple managers, but the pension opted to go solely
with Salient, citing a significant cost savings since the firm was not charging an extra fee on top of its
OCIO services.

For its part, Salient contends SDCERA missed out on potential gains by dialing back its risk parity
strategy.

With Salient among them, consultants see only a few big players in the risk parity market, though many
more are trying their best to become one of the alpha dogs. Another is Invesco, which is trying to
differentiate its approach to risk parity by making short-term tactical bets on market movements in
addition to leveraging fixed-income exposure.

“We also have a perspective on what kinds of assets are likely to do well in the near term so we’ll make
adjustments based on whether an asset is likely to rise or fall relative to cash in the upcoming month,”
says Scott Wolle, a portfolio manager and CIO of Invesco Global asset allocation.

“When you put those pieces together, you end up with a portfolio that instead of an equal distribution of
risk across asset classes, you can vary the risk from month to month.”

Even more, Wolle acknowledges that Invesco’s approach is probably best used in tandem with one or
more other risk parity strategies.

“In some ways you can think of it similarly to how a pension plan picks a value manager. They talk to a
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variety of value managers and they don’t all look at the world in exactly the same way, so having a bit of
diversity among them is a prudent approach,” he says. “We found a lot of pension clients are interested in
the same thing for risk parity.”

After a disappointing but still positive year in 2013, Invesco’s risk parity offerings experienced a strong
2014 with similar expectations for the pipeline in 2015, Wolle says.

However, the approach still has some doubters who say the phenomenon could represent a classic “follow
the herd” mentality.

“A lot of firms are setting up shop now because everyone’s trying to get away from pure equity risk,” says
Frank Salomone, an associate director at Segal Rogerscasey. “The thing that’s scary about risk parity is it
might go through a period of favorable market cycle when nobody’s in the strategy. Then everybody
wants in and it turns against you... Everyone chases returns when they’re good.”

Clarification: This article has been amended to clarify the process that led to SDCERA to choosing
Salient Partners as its sole risk parity manager. Through its discretionary authority over the fund, Salient
advised the pension to invest in risk parity. SDCERA then chose to invest in Salient’s proprietary risk
parity strategy after interviewing other providers. Wurts and Associates, the pension’s consultant, advised
the pension to split its risk parity investment among multiple managers, but the pension opted to go solely
with Salient, citing a significant cost savings since the firm was not charging an extra fee on top of its
OCIO services.


